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Introduction

This report! reviews and assesses monetary and exchange rate policies in five of the six EU candidate
countries, namely Albania, the former Yugoslay Republic of Macedonia, Montenegra, Serbia and Turkey,
as well as the two EU potential candidate countries Bosnia and Herzegovina and Kosavo? It is based on
the 2016 Economic Reform Programmes (ERF) prepared by these seven countries, which outline the

main ecanomic policy developments and objectives over the medium-term.

The report is the ECB's contribution to the Economic Dialogue with the candidate and potential countries
established by the ECOFIN Council in 2001, In line with the consultative nature of this dialogue, the
ECE's assessment does not prejudge any subsequent policy positions that may be taken at a later stage,
in particular in the context of future convergence reports.

As In previous years, the ECB assessment focuses on monetary policies and related exchange rate
issues while also touching on fiscal policies and financial stability, due to their impact on monetary policy
making. Monetary and exchange rate paolicies are crucial in pursuing the goal of price stability, anchoring
inflation expectations, thereby providing a framewaork that fosters macroeconomic and financial stability.

Following a brief owerview outlining key recormmendations, the remainder of the report is organised in
country chapters. Each chapter is structured as follows: Section 1 recalls the main elements of the
prevailing monetary and exchange rate policy framewaorks, while Section 2 reviews recent economic and
financial developments. Section 3 provides a short assessment of the framework and presents
recommendations. A data appendix providing an overview of selected indicatars, with particular relevance
to the conduct of monetary and exchange rate policies, is reported at the end of the document.

'"The dats inthe report have end-March 2016 as cut-off date.

2 This desigration is without prejudice to postions on fatus, and is in line with UNSCR 1244 and the 1CJ Opinion on the Kosow
Dedaration of Independence.
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Overview and key recommendations

Economic activity recovered across prospective EU member countries in 2015. The pace of
economic activity accelerated in all cases relative to 2014, and the divergence in individual economic
perfarmance across countries was also reduced (see Chart 1), However, the expansion in real GOP
turned out to be less dynamic than initially envisaged in a majority of countries under consideration, in
part due to a more protracted recovery in the external environment than previously foreseen. This also
meant that progress towards rebalancing the sources of growth was generally limited, with domestic
demand (and in particular investment) remaining the key driver of economic activity in most cases.

Inflationary pressures have continued to remain subdued, especially in countries that use the
exchange rate as a nominal anchor (see Chart 2). Inflation in 2015 continued to be weighed down by
declines in food and energy prices amid low imported inflation from the euro area. As was already the
case in 2014, countries which either peg to the euro or do not have their own separate legal tender saw
their headline inflation rates remaining in negatwe teritory on an annual basis (except Montenegro), while
inflation targeting economies experienced positive if below-target inflation. Turkey was again an exception
to this trend, with inflation continuing to remain high and above target and thereby continuing to warrant a
tighter manetary policy stance than that pursued by the central bank.

The fiscal position improved in most cases, but public debt dynamics have yet to stabilise. Fiscal
deficits in 2015 narrowed relative to end-2014 outcomes in all cases except Montenegra (see Chart 3}, in
some cases partly reflecting intended or unintended reductions in capital expenditures amid a generalised
upturn in economic activity. While fiscal performance turned out to be more positive than authorities had
initially foreseen in Albania, Serbia and Bosnia and Herzegovina, this was not the case elsewhere,
especially in Montenegro and ito a lesser extent) in the former Yugoslay Republic of Macedonia. Public
indebtedness levels edged up only slightly in relation to GOP in most countries under consideration -
except in Montenegro where the growth of public debt remained unabated - but have yet to show signs of
stabilization and remain elevated in most cases.

Regarding constraints on monetary policy making, fiscal factors have tended to ease, but
progress in reducing liability euroisation in banking systems has been only gradual. Fiscal
consolidation in 2015 created room for central banks to step-up the degree of monetary policy easing in
Serbia and to a lesser extent in Albania. Monetary policy remained accommodative (but was not eased
de jure) in the former Yugoslay republic of Macedonia, in spite of fiscal slippages by authorities. However,
some central banks continued to be on the receiwing side of government fransactions related to an
increased reliance on external sources of funding for deficit financing, entailing operational consequences
for monetary authorities via sterilisation. Constraints to the efficiency of central banks' monetary policy
stermming fram the degree of liability euroisation in the banking system also remained elevated, with the
share of fx-denominated in total loans decreasing only slightly (if at all) in most country cases.

External imhalances tended to narrow, although sizeable vulnerabilities persist. Current account
deficits in 2015 narrowed with respect to end-2014 levels in all cases except Kosovo and the former
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fugoslay Republic of Macedonia. The reasons behind this trend were heterogeneous across countries,
including narrower merchandise trade deficits on account of improved export performance and lower ail
prices, higher surpluses on the services account (mostly reflecting improved tourism receipts), and in a
few cases higher secondary income inflows. However, external imbalances continue to give grounds far

CONCErR in many cases (see Chart 4),

Non-performing loan burdens on banks’ balance sheets have moderated only slightly. The ratio of
non-performing to total loans in 2015 slightly edged down relative to 2014 in all countries except in the
former Yugoslav Republic of Macedonia and Serbia. However, NPL ratios <till remained close to post-
crisis peaks (and at elevated levels) in many cases (see Chart 5], contributing to wery uneven credi
dynarmics across countries. The extent to which new policy initiatives have been undertaken in response
to this long-standing challenge has varied across countries, with authorities in Albania and Serbia taking
the most ambitious steps.

With the above in mind, the key recommendations put forward for prospective EU members in 2016 can

be broadly grouped around the following five themes.

First, comprehensive NPL resolution strategies involving relevant stakeholders should bhe
adopted in order to mitigate risks to hoth financial stability and the real economy. The persistence
of sizeable non-performing loan burdens on banks' balance sheets represents a continued challenge tao
financial stability through (reduced) bank profitability as wel as a supply-side bottleneck to credit
extension. Coupled with aother structural factors, impaired loans also dampen the transmission of
monetary impulses by the central bank and thus compraomise the efficiency of monetary policy. For these
reasons, the disposal of bad loans by banks and the related need for corporate restructuring continues ta
dernand the attention of policymakers in Western Balkan economies. Looking forward, those countries
suffering from sizeable NPL burdens which have not yet adopted & comprehensive NPL resaolution
strategy (i.e. Bosnia and Herzegovina, former Yugoslay Republic of Macedonia and Montene gro) would
benefit from the development af such a plan tailored to local circumstances, as has been done in Albania
and Serbia. In the latter two cases, the challenge in the period ahead will be to follow-up with the
implementation of the measures which have been previously outlined.

Second, strategies to promote the use of local currencies in financial systems should bhe
developed with a view to increasing the degrees of freedom available to monetary policy
authorities and fending off financial stabhility risks. As with the case of MPLs, a reduction in asset and
liability euroization in banking systems of those prospective EU mermber countries in the Western Balkans
with a separate legal tender should be net positive for both financial stability (reducing risks to banks
through unhedged barrowers in the event of currency depreciation) and the conduet of monetary policy
by reducing policy tradeoffs and improving the efficiency of the manetary transmission mechanism).
While several individual measures have been taken in recent years to encourage the use of local
currencies in financial systems, the present environment of low interest rates on euro deposits (on the
side of banks' liabilities) and declining interest rates on local-currency denominated instruments (on the
side of banks' assets) would seerm ripe to develop a broader approach towards this question, involving
both governments and central banks. The developrment of such a strategy would thus be welcome in
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Albania and the former Yugoslay Republic of Macedonia, while consideration could also be given to

enhancing Serbia's dinarisation strateqgy.

Third, analytical and policy tool of central banks should continue to bhe enhanced. Many
authorities in the “Western Balkans region have embarked or are planning to embark on a process of
reviewing their macro-prudential and bank resolution frameworks. This effort should be welcome fram the
point of view of both buttressing the resilience of the banking sector itsef and seeking as close an
alignment as possible with the applicable EU standards which will subsequently become binding upon
accession. In addition, the upgrade of other analytical and policy tools at the disposal of the central bank
consistent with this dual objective should also be pursued, including the development of inflation
expectations and lending surveys for thase central banks which <till lack them.

Fourth, consolidation and medium-term orientation of fiscal policy should be reinforced, including
through credible rules-based frameworks. Cementing the medium-term arientation of fiscal policy
remains & broad-based challenge for prospective EUJ member countries in the “Western Balkans. In
highly-indebted countries such as Serbia and Albania, the key challenge remains to put debt dynamics on
a firm downward path, building on the recent improvement of the fiscal stance, while developing a
credible rules-based framework to anchor policy beyond the lifetime of the IMF programmes in place. In
Montenegro, there is a pressing need to redress the current direction of fiscal policy so as to avoid the
materialisation of potentially adverse feedback loops between growth, debt dynamics and the public
balance sheet going forward. A tighter fiscal stance also appears warranted in the former Yugoslay
Republic of Macedonia in order to ensure that medium-term budgetary objectives are met  The
development of enforcement mechanisms consistent with the fiscal objectives that authorities have set for
themselves under the existing rules-based frameworks continues to deserve attention in Montenegro, the
the former Yugoslay Republic of Macedonia and Kosovo, Overall, the building of palicy buffers to
accommodate potential negative shocks appears as particularly important in countries which have limited
orno degrees of freedom in the conduct of monetary policy, with fiscal policy thus remaining the main tool
for short-term stabilisation purposes. Sustained fiscal consolidation would also create room for central
banks to act an price developments should circumstances warrant,

Fifth, improvements to the overall business and institutional environment should continue to be
sought so as to foster economic activity, a more diversified growth model and a reduction in
external vulnerabilities. The high external imbalances which persist in many prospective EUJ member
countries point to continued competitiveness weaknesses and narrow productive bases, thereby putting a
lid on growth. Sustained improvements in the overall business and institutional environment - which
remains heterogeneous across countries (see Chart B) - should be associated with @ medium-term
reduction in ‘structural’ trade and current account deficits, with higher foreign investment in the tradable
sector contributing to a lower drag from net exports. Intum, this should also allow for a more diversified
economic model through a greater contribution of the private sector to growth. This is a broad-based
challenge for all prospective EUN members in the YWestern Balkans but appears especially pressing for
those countries whose monetary frameworks prevent them from using the exchange rate as a shock
absorber.
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Chart 3. General government fiscal balance

(percent of GDP )
il 24 + Foak OUE-201 o1
4
4
7
! &
Iy
A

]
4
1 & 4
E s
K
| I I I
o

Abania  Bosne and  Hisoen ra Moilenags  Seiba Tukay

Heregmina Shcedna

MNotes: Figures for 2015 are estim ates from the ERP in the case of Bosnia
and Herzegovina and Kosowa, and EC Winter Forecast 2046 for Tudiey.

Mational data for the remaining countries.
Sowrees: Eumpean Coa & ission ard rationas authodties.

Chart 5. Hon-performing loans to total loans

(percent of GDP )
mDae1§ D14 « Fuak (Mar. 2000 - Dag 2015
3
25 & A
[ Y
Mm
15 i
&
in |
&
| I l
: M
Aoana Bosna ard Hix et FrR Fhirier pars et Turkay
Hezcoonna Mzcocome

Mote: Definition of NPLs may differ in between counfries . September 2015

last data point for Serbia.
Sowrpes: Mafona suthontties, Hever Arahidics amd IWAHFS.

Page 7 of 67

Chart 2. Consumer price inflation
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Albania

1. Monetary and exchange rate policy framework

The Bank of Albanias (BoA) primary objective is to achieve and maintain price stability. Without
prejudice to its primary objective, the BoA also serves as the banking supervisory authority and
contributes ta the maintenance and strengthening of the stability of the averall financial system.

The BoA aims to achieve price stability through an inflation targeting framework, where the
inflation target is defined in terms of annual percentage changes in headline inflation as
measured by the consumer price index. The targets, announced for several years ahead, are defined
as point targets. The BoA has set the inflation target until end-2018 atthe level of 30%. The key interest
rate is the weekly repo rate, which also serves as the reference rate for other maonetary policy instruments
such as standing facilties, additional liguidity-providing operations and required reserves. The operational
objective is to steer short-term interbank rates close to the key interest rate and to minimise their v olatility.
To comply with this operational objective, the BoA intervenes in the money market injecting liquidity via
reverse repo agreements with maturity of 7 days, 1 month and 3 maonths.

Consistent with the inflation targeting framework, the BoA implements a freefloating exchange
rate regime. The central bank intervenes in the fx market essentially to smooth short-term exchange rate
volatility, interventions do not aim to affect the exchange rate path. Consistent with its monetary policy,
and based on the observance of two main gquantitative criteria’, the Bod is also commited to holding a
sufficient level of fareign reserves.

2. Economic and financial developments

2.1 Economic growth, external sector and fiscal developments

Economic activity accelerated in 2015, supported by strong investment. The pick-up in economic
activity was partly driven by strong investment growth; in turn reflecting higher FOI as well as an improved
liquidity position of the corporate sector due to the repayment of arrears by the government (see Chart 1).
Despite turning positive in the second half of the year private consumption contributed overall slightly
negatively to growth, as was also the case for public consurnption due to consolidation efforts by the
government. Met exports were the other positive contributar to growth, contrary to what was the case in
2014, Turning to a sectoral breakdown of real activity, strong investment was mainly reflected in
construction, which expanded by 15% in year-on-year terms until Septermber, while industrial production
stayed in negative territory amid poor export perfarmance. Overall, real GDP increased by 2.6% in 2015
aswas fareseen in the ERF.

* The Manetary Policy Document of January 2015 indicates thet '"Bank of Allbania wil sim & haolding a sufficient lewvel of foreign
rezerve for the concurrert observance of the: foll swdng teo quantitative criteria; (17 the foreign reseree levels should be sufficiert to
cover & least 4 months of imports of goods and serdcesinthe medium rin; (21the oreign resarve levels should be suficient to
cover the shart-tenn external dekt of the Abanian econamy inthe medium run.
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The outlook for 2016 remains favourahle but risks appear tilted towards the downside. Growth is
anticipated to accelerate further still driven by domestic demand. According to the baseline projected in
the ERP, gross fixed capital farmation (i.e. public and private investment) is anticipated to rise by 9.1%
each year from 2016-2018, driven mainly by two large energy projects, namely the Trans-Adriatic Pipeline
(TAFY and Statkraft-Devoll Hydropower. Private consumption is expected to be supported by higher
consurmer confidence, a pick-up in credit growth, and improvements in the labour market, respectively.
Although exparts of goods and services are forecasted to perform well — especially in the tourism sector —
net exports are nevertheless projected to contribute negatively to growth due to higher impont needs
related to infrastructure projects. Overall, the ERP foresees real GDOP growth to expand by 3.4% and
3.9% in 2016 and 2017 respectively, with the forecast by the EC slightly lower in comparison®. Risks to
this outlook appear tilted towards the downside on account of both external and domestic factars. On the
external front, these include more sluggish recavery than currently foreseen (especially in key trading and
investment partners such as ltaly and Greece) as well as a subdued outlook for international oil prices
(given Albania's status as a net exporter of crude oil). Downward risks to the outlook on the domestic
frant include a protracted under-execution of public capital expenditures, and weaker-than-expected
improvements in private consumption and labour markets, respectively.

Increased tourism receipts and higher remittances have led to an improvement in the current
account balance, but the trade deficit has remained very large. The current accaunt deficit narrowed
to 11.2% of GDP in 2014, from 12.9% of GOP in 2014 | largely on account of a more dynamic contribution
fram the service balance (higher tourism revenues as well as a contraction of service imports). A slight
pick-up of remittances also contributed to this outcome. However, the improvement in the current account
balance was dampened by the sizeable merchandise trade deficit, which widened to 22.3% of GDP amid
the related fall in Albania's crude oil E}{pnrtsﬁ. Overall, the current account deficit amounted to 11.2% of
GOP in 2015 as a whole, as compared to 128% in 2014 (see Chart 2). Looking ahead, the ERP
anticipates a flat development in 2016 and a slight widening of the current account balance to 12.4% of
GOP in 2017, consistent with bath the prajected increase in FDI and the higher machinery imports and
increased primary incame aufflaws which would be associated with this trend (see also below).

Though foreign direct investment has been on the rise, it remains concentrated in a few sectors
and thereby contributes to lingering external vulnerabilities. Met FDI increased by a strong 7.3% in
2015, amounting to 8.4% of GDP, driven by the two large investment projects, while net portfolio
investrment turned positive following the government's EUR 450mn Eurobond issuance of Movember
2015 and a divestment of domestic banks into foreign debt securities. Looking ahead, in ling with the two
large energy projects the Bod projects further increases of FDI, with net FOI edging up to 11% and 12%
of GDP in 2016 and 2017 respectively. However, Albania's narrow FDI base (and its sensitivity to
changes in international energy prices) will continue to challenge the sustainability of external balances if
left unaddressed. A broadened FDI base which helps to keep external wulnerabilities in check also

*The EC projects 32% growth for 2016 and 3.5% for 2017, whilethe IMF forecast isin line with the ERP .
5At:u::urciing tothe Albanian authorities, crude ol exports fell by 46% in value and by 11% in volume the first nine months of 2015,
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appears impartant in light of rising total external indebtedness, which edged up to 73.9% of GDP in 2015,
largely due to increased barrowing fram abroad by authorities.

Chart 1. Contribution to real GDP growth Chart 2. Components of the current account
[annual percentage change in real GOP) halance (in % of GDP)
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Sources Bank of Albania, HaverAnaltics and ECE staff calouiations,
A shortfall of fiscal revenues was more than offset by expenditure cuts, leading to a better-than-
expected fiscal outcome. Factars which led to the shortfall in revenues included lower-than-expected
GOF growth and lower oil prices than initially foreseen, but also forecasting errors by domestic
authorities. This was moare than offset by a reduction in capital expenditure which could at least partly be
deemed as an ‘accidental' outcome rather than 'conscious' effort due to doubts over project
implementation capacity. Other sources of expenditure-based fiscal consolidation stemmed from a
reduction of current expenditures as well as fram decreasing borrowing costs amid a low interest rate
environment. Overall, the fiscal deficit for 2015 met the deficit target of 4% of GODP (see Chart 4}, which is
in lower than the initially envisaged target for 2015 under Albania's Fund-supported programme (4.8% of

GDEY.

Authorities plan for further fiscal consolidation in the years ahead. The headline deficit target for
2016 has been set at 2.2% of GOP (corresponding primary surplus at 065% of GOPY; thereafter, the ERP
foresees a gradual reduction in government deficits aver time to a low of 05% of GOP in 2018,
Cansolidation for 2016 faresees measures on both revenues (notably the fight against infarmality and a
broadening of the tax base) as well as expenditures (stemming mainly from the full clearance of arrears to
the private sector). Under the baseline scenario depicted in the ERP, the level of public debt is thus
projected to have peaked at 73% of GDP in 2015 and thereafter anticipated to follow a steady downward
path to below 64% in 2018, Risks to this fiscal baseline appear tilted towards the downside and have to
do with a less dynamic pace of economic activity than currently foreseen as well as from a more
protracted progress in key reforms (local governments, property compensation claims, and energy

ECDrresponding tothe target from the second and third reviews of the programme, which were compiled &t the beginning of 2015,
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refarm) which would imply higher-than-currently-foreseen outlays for the public balance sheet. The
possibility of higher outlays materialising due to a change in the main 'transit’ migration route from third
countries to the EU (which would see migrants going through Albania in greater numbers than has been

the case until now) constitutes a further downside risk in this regard.

Chart 3. Exchange rates and foreign exchange
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Increased reliance on external sources of finance for deficit financing has helped to reduce
rollover risks for authorities at the expense of increasing potential vulnerability to changes in
foreign investor sentiment. The share of domestic debt in total debt for the central government has
decreased to 53.0% in 2015 from 58.68% by end-2014, with excess proceeds from the November 2015
Eurobond being used to buy back dommestic debt Within the domestic segment, authorities have been
increasing share of long-term instruments through seven-year and ten-year bond issuances. Raollover
tisks for of the government have been reduced and incipient concerns on whether domestic banks'
sizeable exposure to the public sector had reached its limit thereby largely dissipated. However, the
rebalancing of the public debt stock tawards increased external indebtedness renders the sovereign more
vulnerable to sudden shifts in investor sentiment through exchange rate and interest shocks For
example, an estimated 1 percentage point out of a 6.5% increase of the debt stock of 2015 can be traced
back to the depreciation of the Lek against the USD (see Char 3).

2.2 Infistion, exchahge rates, maonetany policy and financial stabifty

Price dynamics remained subdued. Inflation was well belaw the 3% target, with an average inflation
rate of 1.9% and an end of period rate of 2.0% in December (see Chart 5). Weak price dynamics reflect
unutilised production capacities and subdued domestic demand , but also low imported inflation from main
trading partners as well as from the dowrward trend in international commodity prices. Inflation
expectations of all economic agents also remained below target in 2015 and tended to follow a dowrnward
path. Loaking farward, the Bod expects inflationary pressures to remain subdued in the shor-run, with
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average inflation projected at 2.2% for 2016 as a whole and headline CPl not seen to return to target until
2018, Risks to inflation appear tilted towards the downside, consistent with the balance of risks for
econamic activity going forward, including thraugh further potential decreases in commodity prices and a
weaker recavery than currently expected in main trading partners, which will also impinge on domestic
output growth.

Chart 5. Consumer price inflation and BoA Chart 6. Money and credit growth
policy rate (annud petcertage change)
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Sources Bank of Aibania, Haver Analitics and ECH gaff calchlations.

The Bank of Albania has maintained an accommodative monetary policy stance in a hid to
support both credit and economic activity, though with only limited success. Amid subdued
inflation and output below potential, the BoA has maintained an accommaodative monetary policy stance,
bringing down the key policy rate to a historic low of 1.75% as of Movember 2015, In addition, the Bod
continued to engage in forward guidance by communicating that low policy rates will prevail until inflation
is back to target in & sustained manner and also decided to prolong for another year the temporary
counter-cyclical macro-prudential measures to support credit grawth which were originally introduced in
2013. Taken together, these measures appear to have had some traction on the ground, for example to
foster lending in Lek with rates an new loans easing somewhat in the second half of 2015, Lending
dynamics showed diverging trends across market segments, with credit activity to households remaining
positive throughout 2015, but that to corporates turning negative as of 2015H2 on account of NPL write-
offs. Overall, while the change of nominal credit activity to the private sector has been negative [-2.6% at
the end of 2015 in a year-on-year comparison), adjusting for the tatal NPL write-offs of Lek 27 bn reveals
areal increase of credit activity by 2.3% during the same period. A number of factors appear to continue
to weigh down on credit extension including risk aversion by euro area headguartered banks, high NPL
burdens on banks' balance sheets, tight credit mandards?, and subdued domestic demand for credit in a
contextwhere carporate liquidity has improved following the repayment of arrears by the public sectar,

T &ecording to the bank lending survey credit standards eased from the second quarter on (bath for househalds and for enterprizes)
but gaved overall tight, with MPLs being one of the main fadars behind the tightening of credit standards.
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The impact of government transactions stemming from the way in which the fiscal deficit is being
financed, risks affecting the signalling power of BoA monetary policy. The authorities' decision to
make growing use of external sources of funding to finance govemment deficits has affected liquidity
conditions for domestic banks, with the systern as a whale being less in deficit than hitherta, Increased
bank liquidity and reduced supply of government securities in a domestic context has driven down
domestic government bond yields, including those at the short-end of the curve which are at levels
comparable to the BoA key policy rate. While the reduction in shot-term govemment interest rates should
be helpful for the maonetary policy transmission mechanism (e.g. through its impact on loan pricing), this
trend has also been associated with short-term interbank rates drifting below the BoA key policy rate. If
protracted in time, the latter development might thus impinge on both the signalling power of the key
policy rate and the onward transmission of manetary impulses to the interbank market.

Impairments to the monetary policy transmission mechanism are being addressed through a
comprehensive NPL resolution strategy. Challenges to asset quality in banks' balance sheets remain
a key impediment for the efficient transmission of BoA manetary policy, an obstacle for stepped-up credi
extension, and a threat to financial stability. In recognition of this fact and as follow-up to the 2015 ERP
assessment recommendations, the authorities have jointly developed an MPL action plan tagether with
the BoA to facilitate the disposal of bad loans by banks. Legal measures are foreseen to include a new
bankruptey law to facilitate out-ofcourt restructuring, changes ta the civil procedures code and efforts to
improve the registration of real estate, which should facilitate collateral execution. On the regulatory side,
a limit on the period for banks' holding of seized collateral is envisaged, as well as a case-by-case
corporate restructuring of a number of groupsicompanies being responsible for a substantial walume of
MPLs® (a measure that should also help financial intermediation) and improvements to facilitate the sale
of MPLs (by licensing specdialised asset management cormpanies) and additionally to the loan register.
Moreover, the planned judicial reforrm, which should be brought to parliament for approval in spring 2016,
will be an impartant elerment to improve contract enforcement. While the measures of this ambitions NPL
resolution plan are being enactedfimplemented, the BoA's introduction in early 2015 of mandatory write-
offs of loans that have spent three years in the 'loss' category meant that the ratio of non-performing to
total loans decreased to 18.2% in end-2015, from 22.5% at the end of 2014,

The hanking system as a whole appears to remain sound, although indirect market risks related to
unofficial eurcisation, sovereign exposures and challenges to asset quality remain as a latent
source for concern. The banking system as a whole continues to exhibit robust capitalisation and
liguidity buffers, with capital adequacy ratios at 13.5% and liquid assets to total assets at 32% in end-
2015, respectively. Spillovers fram financial turmail in Greece materialising through Greek-owned bank
subsidiaries operating in Albania fwhich together account for around 14% of total banking systerm assets),
were limited in 2015 thanks to prudent regulatary measures undertaken by the Bank of Albania. Risks to
banks' funding base remain low, with banks being maostly financed by (admittedly short-term) deposits
and a loan-to-deposit ratio of 53% for the system as a whole in end-2015. Bank profitability has also been

% 0ne company identified for being responsible for & considerable smount of non-performing losns has already been restructured,
hawing an impact on MPL ratio in December 2015,
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impraving in recent quarters as measured by standard indicators to this end (return on assets and return
on equity). Natwithstanding these paositive traits, a number of elements still give cause for cancern. First,
there remain lingering challenges to bank asset quality which, while declining, rermain significant with the
ratio of MPLs net of provisions to capital at 24% in end-2015. Second, banks' indirect vulnerabilities to
market risks in the event of currency depreciation through potentially unhedged barrowers also remain
sizeable, with over half of the total outstanding loan stock still denominated in foreign currency. Third, the
exposure of the banking system to the government through haldings of domestic debt securities remains
high {accounting for 258% of bank assets in September 2015), though risks are tempered by the fact that
the bulk of such holdings are held to matarity. Additionally, in the medium-term risks might emerge from a
restructuring of the parent banks of some subsidiaries.

Follow-up to the Conclusions of the 2015 Ministerial Dialo que between the ECOFIN and
pros pective EU member countries

The 2015 ECOFIN Council conclusions identified a number of areas in need of further policy action by
Albanian autharities, including: (i) fiscal consolidation to put the public debt ratio on a downward path,
while preserving fiscal space for growth-enhancing public investrment; (i) a reinforcement of the budget
managernent framework by adopting a credible fiscal rule; and (i) taking further measures to address
the issue of NPLs, especially impediments related to judicial enforcement and collateral execution.
Relative to this targeted policy guidance, authorities have made progress in fiscal consaolidation by
further reducing the fiscal deficit for 2015 slightly more than ariginally envisaged in spite of the fact that
real growth turned out to be weaker than expected. However, consolidation came partly at the expense
of an under-execution of public investment, since public revenues did not meet their targeted level.
Autharities are understood to have drafted a fiscal responsibilty law (including a fiscal rule) which has
not been sent to parliament yet. Concerning MPLs, authorities have made encouraging progress in the
through the adoption of a comprehensive action plan to foster the resolution of bad loans across a
nurnber of frants, which is in its early stages of implementation.

3. Assassment

While real growth turned out to be less dynamic than ariginally foreseen, the ecanomic momentum finally
picked up in 2015, thereby departing from its lacklustre performance in previous years. The economic
outlook remains favourable going farward, thus providing an adequate environment for the authorities'
ambitious reform efforts in many structural and policy domains (which have gotten off to a promising start)
to continue. As the foundations for sustainable long-term growth are being laid, authorities should be
mindful of the following:

While the 2015 headline fis cal outcome was positive, efforts should continue so as to ensure that
medium-term public finances are firmly placed on a sound footing. The consolidation effart in 20145
was satisfactory, but a number of reforms are necessary to ensure compliance with the consolidation path
set out in both the ERP and the programme which authorities have agreed with the IMF. The planned
fiscal respaonsibility law, which entails a new fiscal rule to decrease public debt as well as the setting up of
a fiscal council, appears instrumental to this end by providing an anchor for the medium-term orientation
of fiscal paolicy. This appears as particularly impaortant since the large public debt stock has yet to be put
on a downward trajectory, Beyond improving revenue projections, elements which appear as essential in
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the autharities' fiscal strategy going forward include (i) the fight against corruption and the informal
econarmy and (relatedly) the broadening of the tax base, and (i) more effective management of public
investment needs/fexpenditures so asto buttress the country's capital stock.

The BoA has maintained an adequate policy stance thus far, with room for further policy easing
partly contingent on continued progress on fiscal consolidation. The accormmaodative palicy stance
pursued by the central bank in 2015 has been appropriate on account of low headline inflation,
decreasing inflation expectations by economic agents, sluggish private consumption and subdued credit
activity to the private sector, respectively. The broad adherence by authorities to the fiscal targets which
they had set for themsebves (as well as those inherent in the prograrmme with the [MF) has facilitated this
stance by the central banks. Insofar as the BoA expects inflation to reach the target only in the beginning
of 2018, there appears to be room for monetary policy stance to remain accommadative in the period
ahead conditional on fiscal authorities making further progress on their consolidation efforts. Should
circumstances so warrant — for example, in the event that the recovery in the external environment turns
out to be more sluggish than currently foreseen — the BoA appears to have some scope for conventional
manetary policy easing before turning to the deployment of unconventional policy measures. Risks
related to further palicy easing should be carefully assessed in a context where sudden adjustments in
asset prices (such as the exchange rate) cannot be excluded and asset and liability euroisation in the
econormy remains high. Should changes to the BoA law be considered as part of the legislative process
going forward , it would be important that such changes goin the direction of cementing the independence
of the central bank.

The effective implementation of the HPL action plan appears crucial on hoth financial stahility and
real economy considerations. The comprehensive MPL action plan developed by authorities in 2015 is
an encouraging step in the right direction. The success of this ambitious and multi-faceted strategy will
only become apparent over time, such that the implementation of its many aspects in a time-consistent
manner will be key. The timely preparation of the new draft of the bankruptcy law, which is one of the
cornerstones of the autharities' MPL resolution plan and whose submission is scheduled for June 2016 as
detailed in the ERP, will thus be an important bellwether to ascertain that authorities' reform efforts in this
darnain remain on track. Other important elements in this regard include the improvement of the legal
framework for asset management companies, the restructuring of individual companies and the planned
judicial refarm.

A comprehensive strategy to promote the use of the local currency in the banking system would
help to reduce tail risks to financial stahility as well as provide greater degrees of freedom for the
conduct of monetary policy. In spite of de facto nominal exchange rate stability and low and stable
inflation in recent years, the degree of eurcisation has decreased only slowly over time on the side of
banks' assets, and even exhibited an increasing trend on the side of banks' liabilities. This feature
continues to limit the degrees of freedom available to authorities for the conduct of maonetary paolicy,
hampering the efficient functioning of the maonetary policy transmission mechanism, while posing a threat
ta financial stability through indirect market risk in the event of unforeseen 'tail events'. While recognising
that unofficial eurcisation in banking systerms is partly driven by (often exogenous) factors which lie
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outside the full control of domestic authorities, a joint strategy between the government and the BoA
should be helpful to promote the use of the local currency in both the banking sector and the financial
systern mare broadly. The timing for the development of such a strategy appears ripe on account of bath
the low interest rates on euro-denominated deposits (on the side of banks' liabilities) and the gradual
decrease in interest rates on Lek-denominated loans {on the side of banks' assets). An integral approach
to promote the use of the local currency would also be mindful of the potential benefits that the
development of local currency capital markets would have in terms of improving access to finance for
both corporates and banks themselves, while being mindful that such benefits are likely to accrue only
slowly over time.
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Bosnia and Herzegovina

1.  Monetary and exchange rate policy fram ework

The main ohjective of the Central Bank of Bosnia and Herzegovina (CBBH) s to achieve and
maintain the stability of the domestic currency under a currency board arrangement, with the euro
as the anchor currency. The CBBH issues the domestic currency (convertible Marka, KM) with full
coverage in freely convertible foreign exchange (fx) reserves and a fixed exchange rate of TKM: 051128
EUR. The CBBH is obliged under ts charter to ensure that the aggregate amount of its monetary
liabilities shall at no time exceed the equivalent of its net fi reserves (Art.31).°

The CBBH operates a strict currency hoard with no authority to carry out discretionary monetary
policy. The currency board appears to enjoy confidence of the general public and provide stability amid a
difficult institutional environment of the country. The CBBH cannot engage in money market operations
(An.377), extend loans to cammercial banks ar issue securities; thus it cannot assume any Lender of Last
Resort (LOLR) functions. Reserve requirements are the only monetary palicy instrument at the disposal of
the CBEH. In addition, the CBEH has a coordination role as regards financial stahbility in view of two
separate banking supervisorsin Bosnia and Herzegovina's canstituent entities (i.e. Republika Srpska and
the Federation of Bosnia and Herzegavina), but no formal superisory respnnsibility.m

2. Economic and financial developments

21 Economic growth, extarnal sactor and fisca! developments

The pace of economic activity gathered momentum in 2013, driven by domestic demand and net
exports. Feal GOP expanded by 3.2% in 2015 according to IMF estimates (Spring 2016 WEQ), with
authorities estimating a less rabust autcome (2.5%) in their ERP document. This constituted an increase
inthe pace of economic activity relative to the 1.1% expansion in real GOP posted in 2014 (see Chart 1.
Domestic demand remained dynamic, though consumption exceeded 100% of GDP and thus
underscores the need to rebalance the drivers of growth towards production of goods and services going
forward. Met exports also contributed positively to growth, contrary to what was the case in 2014, with
industrial activity gathering momenturn especially in the areas that were most affected by the severe
floods in 2014 (for example mining and food products).

Growth is projected to accelerate further in a medium-term context, with strong d omestic demand
still seen as the main driver of real activity. The baseline detailed in the ERP — with real GDP
expanding by 3.0% and 3.2% in 2016 and 2017 respectively — is broadly in line with forecasts by external

¥ Monetary liabilities refer to currency in circulation, domestic deposits by banks and other residerts wheress net foreign exchange
reserves represent gross foreign exchange reserves [Curency notes and deposits in foreign currency, Breign securties and gold)
minus foreign liskilities of the CBBEH.

O The sypervisary task s over the branches established in the Broko Digtrict are condudted by the respective entity-level superdsar
depending on the location of the headguarter of the commercial bank in guestion.
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stakeholders. ! Private consumption is foreseen to pick up only at a moderate pace, reflecting stubbormly
high levels of unemployment going farward in spite of the recent adoption of new labour laws in bath
entities. It is thus foreseen that investment, which is projected to expand by 9% per annum an average
over 2016-2018, would be the driver of domestic demand and (hence) growth in the period ahead, along

with an expansion of exports.

Chart 1. Contributions to real GDP growth Chart 2. Components of current account balance
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Rizks to the outlook appear tiltted towards the downside on account of both external and domestic factors.
On the external front, the possibility of a more protracted recovery in the country's main trading partners
than currently anticipated might dampen fareign investment. On the domestic front, authorities seem to be
caunting on increased contributions fram both domestic savings and non-budgetary financing (mostly in
the form of grants and loans from international danors) to fund the investment drive gaing forward.
However, increased investment appears to be parly contingent on an improvement in the 'doing
business' and broader institutional climate, which would in turn demand policy action and structural
reform on the part of authorities for a sustained period of time. The possibility that an-going negotiations
for a new Fund-supported programme do not come to a successful conclusion (or are more protracted
than currently envisaged) constitutes a further downside risk to the outlook.

External imbalances narrowed in 2015 but are projected to widen going forward. The trade deficit
narrowed to 24% of GDP in 2015 from 27% of GOP a year earlier, largely on account of improved
external demand from key trading partners (on the expart side) and lower ail prices (on the import side).
Higher surpluses an the service and primary income accounts also contributed to this outcome. The ERP

" The IMF (October 20M5) forecasts 5 real GOP groth of 30% in 2016, the same as the EBRD , with the YWorld Bank forecast tited
to the downside (2.3%).
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document baseline foresees an expansion of imports with annual growth rising to 5.2% in 2018 from 1.5%
in 2015, largely driven by domestic dermand and rising employment and wages, Coupled with the
expected fall in current transfers, which are foreseen to decline by 5.6% on average per annum aver the
2016-2018 period, this is anticipated to lead to a widening of the current account deficit to 7 6%, 8.2%
and 2.0% of GDP in 2016, 2017 and 2018, respectively (see Chart 2). As also acknowledged in the ERP
document, risks to the baseline for external balances appear tilted towards the downside, particularly in
the event of a slower recovery than currently anticipated in main tfrading partners.

Net FDI flows have thus far disappointed, but are seen by authorities to be more dynamic going
forward so as to keep external imbalances in check. Met FDI inflows averaged just 1.6% of GOP in
the year to 201503, covering just a quarter of the current account deficit. FDI flows continue to remain
narrowly focused in energy and infrastructure projects, in turn dampening the effort to broaden the
production base. Looking ahead, authorities anticipate a more sanguine outlook for FOI, riging to 3.0% of
GOP in 2018 fram 2.5% of GDP in 2014, including as a result of several planned privatization projects.
Howewer, the prospect for FDI inflows remains sensitive to risks in the external environment, which in turn
might imply a downside risk ta the financing of external imbalances.

The fiscal performance improved in 2015 and further consolidation is foreseen in the period
ahead. The fiscal deficit is estimated by authonties to have edged down to 1.4% of GOP in 2015, from
1.9% of GDP in 2014 (see Chart 3). Higher revenues, in particular fram indirect taxes (including excise
duties) that tend to account for neatly half of total revenues, contributed to this outcome. Gaoing forward,
aut_hn;urmes farecast a further narrn_wmg of the fiscal N —————
defict to 1.2% and 0.1% of GODP in 2016 and 2017, (i % of GDP)

respectively, tuming into a fiscal surplus of 1.1% of GDP 50 PG g A Bt 0.0

in 2018, Authorities' efforts to establish non-independent e b

fiscal councils  {or similar fiscal governmental
coordination bodies) at both state and entity level are a
welcome dewelopment. Howewer, the checks and
balances inherent in the systern appear to be weak, both
across the coordination mechanism for the country as a

whole and within the functioning of the councils

themselves (especially in  the Fer:leratiu:un).12 This

- el S

suggests that the mechanisms to control spending ex 01 Mz M3 M4 A0TA

ante ar hold autharities accountable (at various levels of  Mote: 2016 ERP expected figures for 2015,

; 3 : Sources Ewropean Cominiasion, Minstries of Fihance
government) for meeting the fiscal targets which they o meuesation of Bosmia and Hevzegaving and Repubiiia

have set ex post do not seemto be fully in place. Sipsha, Directorats of Econamic Plaaning of Bosnid and
P ¥R Herzegoving ahd ECB saff calciiations.

In the ahsence of a Fund-supported programme authorities resorted to increased debt issuance in
domestic markets to help bridge the financing shortfall. This development was particularly visible in

©yet, authorities are strongly committed to deal with the accumulated deidt of the Federation's cantons within & S-year period sz a
meansto avad futher build-up of public arrears.
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the Federation, where financing from domestic sources grew in 2015 by 15% as compared to 2014, as
well a5 in the country's other entity (Republika Srpska), although in the latter case not all intended debt
placerments could be successfully allotted at sorme primary auctions. In spite of this, around two-thirds of
outstanding debt for Bosnia and Herzegovina as a whole remains external in nature, mainly fram
multilateral creditars, as the country has not been able to access international capital markets,  With
gross financing needs remaining elevated going forward (7.1% and 7.5% of GDP in 2016 and 2017
respectively, according to IMF estimates) and some banks' appetite for entity-level paper seemingly
tempering, the medium-term viability of this strategy remains questionable. As a result, protracted delays
in the availability of multilateral funding for Bosnia and Herzegovina appear as a key downside risk for the
sustainabilty of public finances. Owerall, the ERP document anticipates the general government debt to
slightly increase to 41.7% of GOP in 2016 (from 41.3% of GDP in 2015), before gradually falling to 33% of
GDP in 2018,

2.2 Inflation, exchange rates, monetan: policy and financial stabilty

Inflationary pressures remained subdued in 2013 largely on account of external factors. Annual
inflation as measured by the CPl index averaged -1.0% far 2015 as a whole, with the downtrend driven by
lower international prices for food and oil as well as some other iterms (such as clathing and footwear
categary) (see Chart5). Looking ahead, the ERP document anticipates that inflation will increase to 1.0%
in 2016, including as a result of higher excise duties, while no major changes in utilty-related prices are
expected. Currently the central bank has no tools to gauge expected price developments such as an
inflation expectations survey.

Monetary policy has continued to he anchored around the currency board arrangement.
The CBBH continued to ensure full converibility of the domestic currency by backing net monetary
liabilities with foreign exchange reserves. Bath foreign exchange reserves and monetary liabilities
increased in 2015 on account of the rise in commercial bank deposits. The currency board's coverage of
monetary liabilities stands at comfortable levels, reaching 105.2% at end-2015, or around 7 months of
imports and 30% of (2015 ectimated) GODP, respectively. In May 2015, the CEBH amended the
calculation of required reserves remuneration in order not to pass through entirely to banks the impact of

_— . o . 13
negative interest rates it was receiving on managed foreign reserves,

Lending dynamics have been weak as banks have continued to engage in balance sheet repair.
Taotal loans to the private sector grew by 2% in 2015 as a whole on account of lending to the household
and government segments, which account for 44% and 10% of total bank lending, respectvely (see Chart
4). Although lending to corporates swung into to positive territory starting in Movember 2015 {on an
annual basis), it remained subdued in the year as a whole as companies appear cautious to invest in view

B The hanks' remuneration rate for required reserves is equal to the average ECMIA rate reduced by 10 bhasis points. If this rate is
regative, then the remunerstion rate iz equal to zero, ie. a lower bound was introduced. [0 addition, the zero rate applies alzo o all
kank s funds exceeding the reserve requirement.
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of economic uncedainty." The central bank currently has no tools to gauge both current and expected

credit conditions such as a lending survey.

Chart 4. Money and credit growth Chart 5. Consumer price inflation
(anrual percentage change) (annual percentage chande)
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Sources CHBH, BiH Agency for Statistics, IFS, Hawver Analytics and ECB calculations.

The hanking system appears to remain resilient overall. Banks continue to exhibit robust capital and
liguidity buffers. The requlatory capital adequacy ratio declined slightly to 16.3% in 201503 from 16.2% in
201404, but still rermained well above the regulatory minimum of 12%. The ratio of liguid assets to total
assets and short-term liabilities stood at 25.8% and 43.4% in 201503, respectively. Bank profitability has
also improved in 2015, with average return-on-equity and return-on-asset ratios amounting to 7.6% and
1.0% in 201503 respectively, as compared with 5.2% and 0.7% in 201404." Solid deposit growth amid
weak credit demand has also contributed to a sizable reduction of risks to the bank funding base, with the
loan-to-depasit ratio for the system as a whole declining to 103% in end-2015, from 119% in end-2012.

However, pockets of vulnerahility remain in the hanking system and challenges to asset quality
continue to be unaddressed. First, a few domestically-owned banks appears vulnerable. While these
tend to be small players in the market, their difficulties contribute to increased banking uncertainty and
also pose risks to the public balance sheet to the extent that they will require support from fiscal
authorities. Supervisory authorities are cognisant of the risks involved and are working towards a solution
far the banks involved. Inthis context, it is impartant that the new banking laws, which are planned for the
entity-level supervisors, equip them with tools consistent with state-of-the art banking supervision. The
planned uwpgrade of the resolution framewaork will alsa be an important ingredient to increase the
resilience of the system, athough it has yet to be decided whether resolution tasks will be conferred upan
the state- ar entity-level. The planned asset guality review of some banks should help to shed light on the

"

See Deloitte's  "Certral Europe  CFO Survey 2016 —  Bosnia and  Herzegoving”, 2016
hittp: St deloitte . comicontent idam DeloitebaDocumentsiabout-deloiteda CFOAME 2016 BiH final podf
® P roftakilty appests to have been influenced by the application of new acoounting rules by bank s which led to 3 decrease inthe
non-interest expenses by hark 2, azwell a3 by lower provisions for impaired loans.
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rernaining pockets of wulnerability in the system. It will be important that authorities guickly follow-up on
the potential outcomes of this exercise. Second, challenges to bank asset quality remain unaddressed.
The quality of bank's loan portfolios has somewhat improved with the share of non-performing in total
loans and the share of non-performing loans net of provisions to capital decreasing to 13.6% and 26 2%
in 2015003 as compared to 14.2% and 27.9% in 201404, respectively. Motwithstanding this impravement,
large increases in MPLs seemed to be clustered around domestically-owned banks whaose risk
management practices and wider business models appear to be weak Banks still repart a number of
difficulties in terms of NPL resolution, including the possibility for creditors and debtors to negotiate out-of-
court restructurings, the transferring of liabilities to specialised comparnies (ie. asset management
companies), the possibility to sell certain types of loans or the tax treatment of such sales While some of
these shortcomings might be dealt with by the new bankruptcy law, weaknesses in legal and judicial
framewarks which are also standing in the way of NPL disposal would persist. Taken together, this
suggests that fostering MPL resolution should remain a priority for domestic autharities. Currently there is
no comprehensive strateqy to dealwith NPLs invalving all key stakeholders in the system in place (as has
been done in some peer countries). Furthermare, medium-term risks might also emerge from a
restructuring of the parent banks of some subsidiaries.

Follow-up to the Conclusions of the 2015 Ministerial Dialogue between the ECOFIN and the EU
Candidate Countries

The 2015 ECOFIM Council conclusions identified a number of areas in need of further policy action by
authorities in Bosnia and Herzegovina, such as (i) improving the budget management framewark, (i)
reduce labour market rigidities and (i) address the issue of MPLs, especially in the context of
impediments related to judicial enforcement. Compliance by authorities with the targeted policy
guidance has been warying. On the fiscal front, authorities undertook efforts to ensure a timely
adaoption of the 2018 budgets. In addition, fiscal councils at the entity level were established, although
their control and enforcement capability to ensure agreed fiscal outcomes does not seerm adeguate as
yet. Concerning labour markets, autharities in each entity adopted new labour laws. In the area of
MPLs resolution authorities are still in the process of drafting new bankruptoy laws that should remove
some (but nat all) of the obstacles which banks face to dispose of bad loans.

3. Assessment

Econamic activity picked up in 2015 and is projected to further accelerate in the period ahead. However,
the outlook is subject to a number of downside risks on account of both external and domestic factors.
Structural and institutional difficulties in the economy continue to significantly weigh down an growth,
while the fiscal room for mangeuvre is rapidly declining. Looking forward, further progress in structural
reforms (including as regards privatisation, labour markets and administration), improvements in the
overall business environment and the harmaonisation of the regulatory environment across entities should
help to lift growth potential, inter alia through higher foreign and domestic investment. The limited degree
of policy freedom available to the central bank will continue to imply that the main toals for authorities to
affect economic activity will primarily be fiscal and structural policies. Against this background, the
following aspects should be highlighted:

Page 22 of 67

9259/16 L1/ah

DGG 1A

www.parlament.gv.at

22
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=104244&code1=RAT&code2=&gruppen=Link:9259/16;Nr:9259;Year:16&comp=9259%7C2016%7C

ECB-RESTRICTED

While the currency board arrangement has continued to provide a stable anchor in a challenging
external and domestic environment, an upgrade in the central bank’s tools to gauge price and
lending developments would be welcome. The currency board has continued to secure the full
comiertibility of the domestic currency and appears to enjoy a high level of cradibility with the general
public at large and support of domestic authorities. As such, this arrangement continues to be a
cornerstone of macroeconomic stahility amid a complex domestic institutional environment. Within the
limited tools at its disposal, the development of inflation expectations and lending surveys by the central

bank would be helpful to better gauge underlying price and credit developments.

Fiscal performance has improved, but the sustainability of public finances in the absence of
multilateral funding remains questionahle. The budget deficit narrowed in 2015 and autharities have
set a further consolidation path for the years ahead. However, authorities' strategy of resorting to the
issuance of domestic debt securities {which are purchased by local banks) to fund entity-level deficits
geems untenable relative to their ability to generate revenues and in @ context of low domestic savings.
Downside risks to the public finances in the event that a new programme is not agreed with the IMF are
thus significant.

An enforceahle rules-hased framework to instil discipline at all levels of government should he
developed in order to credibly anchor fis cal policy in a medium-term context. The establishment of
nan-independent fiscal councils at both state- and entity-level is a welcome development provided that
they impraove the coordination of fiscal outcomes. However, these bodies do not seem to be equipped
with sufficient tools to ensure that discipline is maintained at all levels of government and that (if that is
not the case) corrective action is taken. Fiscal targets would then remain based on political commitments
of different autharities, and contingent liabilities for the public balance sheet stermming from state-owned
enterprises and extra-budgetary commitments might be difficult to contain. The establishment of greater
checks and balances across state- and entity-level councils to foster fiscal compliance, as well as of a
truly independent (non-governmental) fiscal council which would manitor progress on this frant, would

thus be welcome in order to credibly anchar fiscal policy in a medium-term context.

The banking sector remains sound overall, though pockets of vulnerability remain, and the legal
infrastructure relevant to the financial system should be upgraded. The banking system as awhole
continues to post robust capital and liquidity buffers, profitability is improving and funding risks have
tempered. However, some small dormestic banks have been a source of financial instability, implying that
a plan to deal with shartcomings which might be revealed by the forthcoming asset quality review on such
entities should be developed. Autharities have also embarked on a set of legislative refarms which would
buttress the legal underpinnings of the financial system. Key elements in this regard include a new
bankruptcy law, a new banking law, and the establishrment of a resolution framewaork, and it will be
impartant to secure timely parliamentary approval of such legislation. Concerning resolution, it would
seem appropriate from an efficiency point of view that a centralised resaolution authority be established,
consistent with the state-wide deposit guarantee scheme in place. If this were not to be the case, policy

coordination among the two bodies entrusted with resolution (ie. the entity-level supervisors) should be
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raximised. The authorities’ intention to develop a macro-prudential frarmewark would also be welcorme so

as to buttress the stability of the financial system.

A comprehensive strategy to deal with NPL resolution should be developed. Challenges to banks'
asset quality remain sizeable in the form of high non-performing loan burdens. This entails both a threat
ta financial stability (through its impact on bank profitability) and an obstacle for financial intermediation
(through its impact on credit extension). While the new banking laws might contain elements to facilitate
the treatrment of MPLs (such as out-of-court warkouts or the sale of bad loans to specialised companies),
other important issues related to MPL resalution, such as judicial enforcement ar tax issues would fall
outside its scope. Inlight of this, the establishment of a comprehensive NPL resolution strategy invalving
all key stakehalders and entailing clear deadlines for policy action would be welcome, following the

example of some peer countries.
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Kosovo

1. Monetaty and exchange rate policy framework

In 2001, the United Nations administration in Kosovo™ (UNMIK) officially conferred the euro legal
tender status in Kosovo", following the adoption of an UNMIK regulation in September 1993" which
allowed the use of currencies other than the Yugoslay dinar in Kosovo, with the deutsche mark to be used
in budgets, financial records and accounts as well as for compulsory payments and administrative fees
The 2002 euro cash-changeaver was implemented in parallel to euro area member states.

In November 2000, the ECOFIN Council emphasised that any unilateral adoption of the single
currency by means of “euroisation” would run counter to the underlying economic reas oning of
EMU in the Tnaatj-,-'.15 The Council declared in 2007 {with respect to Montenegro's) that the exceptional
crcumstances leading to its euro adoption were acknowledged, but recalled that unilateral euroisation
was not compatible with the EU Treaty. However, the Council did naot lay down a specific solution, stating
that the implications of the Treaty framewark for the country's monetary regime would need to be detailed
by the time of possible future negotiations for accession to the EU at the latest® In December 2003 the
Governing Council of the ECE published a policy position on exchange rate issues relating to the
acceding countries, reterating the Council's wiew from the year 2000.8" In 2012, the ECB's Governing
Council recalled the 2007 Council declaration, implying that all options would remain on the table.

In the context of unilateral euroisation, the scope for discretionary monetary policy in Kosovo is
very limited. Accordingly, the main objective of the Central Bank of the Republic of Kosovo (CBK) is to
faster the soundness, solvency and efficient functioning of a stable market-based financial system and,
without prejudice to this, suppaort the general economic policies in Kosovo with a view to contributing to an
efficient allocation of resources in accordance with the principles of an open market economy. The CBK
acts as requlator and supervisor of the financial system. Within the powers provided by law, the CBK is
independent in accomplishing its main objectives and exercising its duties. lts main monetary policy toal
is minimum resar e requirements,

¥ Thiz de=ignation iz without prejudice to posiions on staus, and iz in line with UNSCR 1244 and the 1CJ Opinion an the Kosovo
Dedaration of Independence.
T UMMIK  adminigrstive  direction  2001/24  fom 21 December 2000 amending  UNMIK  regulstion 19994
(g iwsasneunimik online.orgieulations fadmdirec 2001 A0 E 9202001 -24 paf)
E UMMM regulstion 19984 from 2 September 1999 "On the curency permitted to be uwsed in Kosowva"
X ik online oratedulstic 2 pdf), implemented by UNMIK adminidrative direction 19992 from 4

(hittp: Stawaenenim ikonling v eoul tionsiacdn dir ect M S990E3% 20F nd %6209 2080E 2620193302 Him )

B Report by the (ECOFIN Council to the European Coundl in Mice on the exchange rate aspecs of enlargement, § Movember
2000, Council ofthe European Union press release no, 1305500,

T Coundl Dedsion on the signing on behalf of the European Community of & Stabilizstion and Associstion Agreement with

al
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2. Economic and financial developments

2.1 Economic growth, external sector and fiscal developments

Kosovo experienced a pick-up in real GDP growth in 2015 after a weak economic performance in
2014. According to the estimates detailed in the 2016 ERP, real GDP growth amounted to 3.8% in 2015,
{or 0.3pp lower than initially foreseen in the 2015 ERFY, compared with 1.2% the previous year (also
stemming from political turmoil after the June 2014 elections, see Chart 1). Indicators suggest that
palitical instability weighed on growth as well in the second half of 2015, albeitto a lesser extent?

Chart 1. Contributions to real GDP growth Chart 2. Components of the current account halance
[annual percertage changein real GDP ) (in % of GOP)
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Motes Quartedy figures for the current account balance are a mosing sum of the most recent fowr quarters. Inthe case of
conttibutionsto real GDP growdh, annual grosth with respect to the zame guarter a year earlier.

Sowrces: Central Bank of the Republic of Kosova, Haver Anakitics, IMFWED, Kosovo Agency of Slatidics and ECB staff
cakuliations.

Private consumption continued to be the main driver of growth in the first half of 2015, to a large extent

fuelled by the strong inflow of remittances and the public sector wage increases implermented in 2014, A
pick-up in investment as well as in FDlwas also observed in the second half of 2015,

Economic activity is expected to accelerate further over the ERP horizon. Private consumption is
anticipated to continue being an impaortant driver of growth, supported by remittances (essentially from
Germany and Switzerland), real growth in public sector wages (following continued low intemational food
prices) and improved access to finance, with the latter expected to support consumer lending. Also
private investrment is anticipated to increase in the near-term following tax policy reforms®, irmproved
infrastructure, mare business-friendly environment and decreasing lending costs. ™ The baseline detailed

Zn zpite of 5 strong pick-up in the firat half of 2015, retional authorities anticpste & downweed revision of full-year 2015 growth
figures compared with what vas indicatedin the ERP given the economic ovedown inthe lagt quater ofthe yvear,

B The 2016 ERP details & rumber of tax policy reforms undertaken in 2015, inter alia %AT exemptions for & number of s2dtors and
a reduction in the threshold for VAT registration withthe aim of allowing more husinessesto reimburse Y AT on their inputs.

 Wational authorities deem that lending costs will decrease following the implementation of planned reforms of the judidary and
property right syems, az well s through a credit guarantee scheme where SME s lacking the appropriste collateral for horrowing
can receive guarantees for up to S0% of the horowed amount.
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in the ERP (with real GOP growth seen at 4.0% in 2016 and 4.3% 2017-2018 respectively) is however

glightly more optimistic than that of external stakeholders *®

Risks to the outlook appear tilted towards the downside on account of bath external and domestic factors.
On the external front, as also acknowledged in the ERP, a mare subdued recovery in the international
environment than currently foreseen might impinge on domestic growth prospects through lower
remittances from the diaspaora and lower global prices for metals (which accounted for almast half of
Kosova's exports in value terms in 2015). As regards domestic factors, the ERP singles out the fragile
damestic energy production capacity as the principal downside risk to economic activity, where a drop in
praduction would force the government to shift capital spending to subsidy spending. The possibility of
palitical uncertainty dampening growth {including through lower investment and consumption) constitutes

a further downside risk to the outlook.

External imbalances remained high in 2013, with the current account deficit widening to an
estimated 96% of GDP, from 7.9% in 2014.%° The deterioration of the current account, which was
almast 3pp higher than that foreseen in the 2015 ERP, was attributable to lower primary and secondary
income surpluses, but also to stubbornly high merchandise trade deficit of 37% of GOP {largely
predetermined by ewxports concentrated in one sector, the high import component of domestic
consumption as well as the low competitiveness in producing substitutes to impaorts). Looking ahead, the
current account deficit is expected to remain high, averaging 9% of GOP over the ERP horizan, largely on
the account of import concentration in baoth private consumption and public infrastructure projects.
Remittances account for the largest share of the secondary income account and partly offset the high
trade deficit (as shown in Chart 2). Authorities deem that remittances will maintain their share to GDP at
an average of 14% over the ERF horizan. The high current account deficits foreseen far the period ahead
are expected to be largely covered by strong FDI inflows reaching about B% of GOP in 2015 {up from
27% of GOP in 2014 reflecting the sale of foreign companies to residents but also the impact of the
damestic political turmoil). The ERP baseline anticipates robust FOI inflows in the near-term, to a large
extent stermming fram an improved external environment, a more business-friendly climate and several
planned private investment projects (such as the canstruction of an energy power plant, scheduled to
start in end-2016], in net terms amounting to about5 5% of GOP an average 2016-2018. The signature of
the Stabilisation and Association Agreement (SA8) with the EU in October 2015 could also contribute to
this upward trend.

External competitiveness remains a matter of concern. The authornties' choice of monetary and
exchange rate policy regime implies that improvements in competitiveness can only be achieved through
productivity gains or through cost adjustments, a problem which is compounded by the narrow production
base. The measures presented in the ERP aim at improving non-cost competitiveness by boosting

damestic production through better access to finance (notably through enhanced judicial efficiency and

= IMF [October 2015) forecasts a real GDP growdh of 3.5% in 2016, the Word Bank 3.5% and the EBRD 3.0%, dthough IMF has
signaled possible downward revision ofthe presdzionz in s next review due to delays in the Brezovica tourizm investment projedt
and the political uncertainty in the country.

® The current account balance for 2015 is divided by edimated naminal GOP from the IMF ANVED (A0l 2016 revision).
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property rights systern, and consequently reduced costs of lending), the development of the export
potential of new sectors, improved infrastructure and reduced informal sector. Price competitiveness
(measured by real effective exchange rate) slightly improved in 2015, However, the drop in the World
Bank's 2016 Doing Business ranking relative to 2015 (to 66™ fram 64™ place, out of 189 countries) and
the stagnating score in Transparency International's Carruption Perception Index (103 out of 167
countries in the 2015 vintage) suggest that much remains to be dane for the business environment to
positively contribute to ecanomic activity and the growth patential.

Budgetary execution slightly improved with respect  Chart 3. Government gross debt and balance
{in % of GOP)

mmmm Geneml greemment dabi dhs i

objectives for 2015. Authorities estimates that the 1 S —

to both end-2014 outcomes and initially foreseen

overall general government deficit edged down to 2% of e

-1

GOF in 2014, in line with the 2015 ERP estimates and %

02pp less than the end-2014 deficit. The improvement 45
was mainly attributable to increases in excise- and WAT o ™ i
rates amid stronger economic activity, which partially ¢ N\ i e
offset the burden on public accounts stemming from &4 e
wage and pension hikes in 20147 Some expenditure 2 1 0
restraint on capital spending items, which amounted to . ;

\-\.
011 HHE #0113 Ald 1 ]

m

88% of its end-year plan, also contributed to this
outcome. Public debt-to-GDP stood at 12553% end-
2015, up from 10.6% end-2014 (see Chart 3).

Mote: ERP expeded figure for overall balance in 2015,
Source: Minlgne of Firance of the Repubic of K osovo,

The fis cal deficit going forward is seen to be in line with the requirements of the fiscal rule, but
implementation risks remain considerahle. In the medium-term, authorities intend to reduce current
spending in favour of higher (growth-enhancing) capital spending, in line with IMF recommendations
under the stand-by arrangement The amendment of the investment clause (part of the fiscal rule
framewno rka
further reduction of the overall deficit to 1.8% of GDPF, benefitting from the tax measures taken in 2015

and the considerable slowdown in public sector wage increases™ The general government overall

envisages additional investment projects for the period ahead. The 2016 budget foresees a

balance for 2017-2018 is anticipated to reach close to -1.9% of GDP per annum ™ However, this would
leave little room for authorities under the fiscal framewark to accommodate unanticipated shocks were
they to materialise or should real activity turn out to be less dynamic than currently expected.

T In 2015, the exdse rates of tohacco and other products were increased, while & tax was also introduced for ness tems, such as
natural gas and heswy oil. The gandard VAT rate rose from 16% to 18%, and the threshold for VAT registration was lowered —
with the aim of captuing busineszesthat presioudy were nat eligible.

= The investmert dause of the fiscal nile allows the government to finance additional grovth erhancing projedts through (debt)
financing by IF1s and the projeds are exempted from the fiscal rile ceiling. The clause was induded inthe lavwon puklic financial
management and accountabilty in December 2015,

= The approved public wage rule will come into effect in 2018 and caps increases inthe overall public s=ctor wage bill st annual
grovwdh rate in nominal GOP . Untl then, changesto the public s=ctor wage bill will be limited by the IMF SBA fiscal targets.

T General government overall balance is expected to reach -1 6% in 2016 and -1.7% 201 7-2018 if applying the fiscal rule definition,
where spending from own source revenues cartied forvard and spending of the privatization agency are excluded.
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Authorities plan to finance the foreseen government deficits mainly by resorting to domestic
hurruwingm, including through the issuance of govemment bond s with longer maturities as was already
the case in 2015 and early 2016.* The public debt-to-GDP level is expected to rise further to 20% of
GOP in 2017 {or 5.5pp higher than the level foreseen in the 2015 ERP) and to 22% of GOP in 2018,
respectively.

2.2 Inflation, banking sector and financial sability

Inflation remained in negative territory throughout 2015 on account of external factors. Average
annual HICP amounted to -05% (see Chart 4) for the year as a whole amid lower commodities and food
prices and low impaorted inflation from the euro area, although inflation tumed slightly positive in danuary
2016 {increasing by 0.2% on a year eatlier). The ERP sees annual inflation averaging 0.4% per annum in
2016-2017, and 0.6% in 2018, Consistent with both the nature of risks to economic activity as a whale
and the imported character of inflation in Kosovo, risks to the authorities' inflation baseline appear tilted
towards the downside. However, authorities perceive that domestic wage dynamics, the pick-up in
lending and the strong inflow of remittances would help to put a floor to the decline annual inflation even
in an adverse external scenario.

Chart 4. Consumer price inflation Chart 5. Private sector credit growth
(annual percentage change) (annud percentage change)
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Sowces Cenbal Bank of the Republc of Kosove, Haverd naltics, Kosovo Agercy of Statistics and ECB staff
calciations.

The banking sector appears to remain sound overall hut financial intermediation continues to he
low. The system exhibits robust capital and liquidity buffers with regulatary capital to risk-weighted assets
standing at 19% and liquid assets to short-term liabilities at 44 3% in end-2015, respectively. Although
fareign bank participation in the systern is high (accounting for 0% of total banking assets), funding risks
are low with banks mostly relying on domestic deposits for funding and loan to deposit ratios standing at
71% on average. Credit risks in the system also remain low by peer standards, with the ratio of NPLs to

Atz Kozovwo does not have 3 country credit rating, it does not have access to intematioral capital markets.

% In 2015, there was a clear shitt in government debt issuance in favour of longer maturities (eith the frat 3- and S-year bonds),
Thiz iz expected to continue in 2016 (another S+ear bond was iz=sued in February) and the govemment is elaborating the
izauance of a "diaspora bond”, targeting remittances received from abroad as a wayto finance invedment projects.
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total loans declining to 6.2% in 2015, while provisioning appears to remain adeguate. Lending activity has
gathered pace in 2015 amid a relaxation of credit standards, with total private sectar credit edging up by
7.3% on a year earlier in December 2015 with both households and non-financial corporation lending
proving to be dynamic. Lower interest rates on bank loans are also seen to have contributed to this
outcome , with average weighted commercial bank lending interest rates falling to 7.7% in December
2015, as compared with 9.3% a year earlier.

Howewer, lending rates are among the highest by peer standards and the spread over deposit rates also
remains sizeable (see Chart &), This partly reflects banks' high credit risk perception, which is in turn
related to wide-ranging informality in the corporate sector and difficulties in the regulatory and the legal
emvironment (inter alia related to contract enforcement, collateral execution, and property rights).
Improvements in these areas would also help to buttress the overall NPL resalution framework. In
addition, while remaining contained overall, the indirect exposure of the banking system to the sovereign
through banks' holdings of domestic govemment securities has been rising significantly in recent years,
Financial intermediation as proxied by the level of domestic credit to GOP remains low (about 368% in
end-2015), including compared with peers. Coupled with the low loan-to-deposit ratios prevailing for the
system as a whole, this suggests that plenty of scope for deeper financial intermediation remains to

benefit the real economy.

In the absence of a traditional lender of last resort function by the central hank, the authorities
have introduced an Emergency Liguidity Assistance fund. The fund was established by the CBK in
September 2015, The intended overall volume of the fund is around 6% of total banking sector assets,
with contributions from both the government and the central bank. Foreign-owned banks have been
asked to provide "commitment letters" from parent institutions where pledges to provide liquidity
assistance in case of need be. A similar procedure has been follawed in the case of domestically-owned
banks, which have been asked to secure a credit line with a foreign counterpart which could be activated
should circumstances so warrant. Mareover, the central bank is in the process of developing a macro-
prudential framework, as well as enhanced guidelines for on-site and risk-based supervision of banks,
measures aiming at further strengthen the resilience of the financial system.

Follow-up to the Conclusions of the 2013 Ministerial Dialogue bhetween the ECOFIN and
pros pective EU member countries

The 2015 ECOFIM Council conclusions identified a number af areas for further policy action by the
autharities in Kosovo, including (i) sustaining the commitment to fiscal discipline (including the
development of a legal framework to maintain a sustainable public wage billi: (i) address the underlying
causes for high costs of bank-based financing, reduce the duration and cost of insokency procedures by
adopting the new bankruptcy law and further improve contract enforcement with a view to increase
overall financial intermediation in the economy; (il improve the business environment, including in a
number of areas important for the financial sector (in particular judiciary effectiveness, praperty rights
and the size of the informal sector); and (iv) develop measures to provide targeted support for SMEs
and to widen their access to finance. Compliance by authorities with this targeted policy guidance has
been varying. The public sector wage rule was adopted in 2015 and links wage increases to annual
nominal GOP growth. A draft law on bankruptey is currently being discussed in Parliament. The credit
gquarantes fund was adopted in late 2015 and targets domestic MSMEs having difficulties to borrow due
to collateral canstraints. Beyond these measures, the ERP details planned reforms in 2016 to increase
judicial efficiency and to strengthen property rights through different channels.
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3. Assessment

Kosovo's monetary and exchange rate policy regime continues to imply that authorities’ d egree of
policy freedom remains constrained, thus putting a high burden on sound fiscal and structural
policies. In this context, further progress needs to be made in arder to increase the competitiveness of
the economy, reduce external imbalances and diversify the drivers of growth, all of which should be
conducive to a sustainable growth path in a convergence contex. As also acknowledged in the ERP key
elernents to spur domestic production and foreign investment, inter alia into tradable sectors, and shift
away from an excessive reliance an private consumption for growth include improved judiciary efficiency,
stepped up actions against corruption and informality.

While budgetary execution has heen positive, the credibility of public finances under the rules.
hased framework has yet to be cemented. Fiscal performance in 2015 was in line with the rule-based
fiscal framework, partially due to lower capital expenditures. However, the 2014 public sector wage hike
priot to the elections darmaged the credibility (and sustainability) of public finances, If respected, the
public sectar wage rule would however put a limit to further discretionary wage rises. A clear enforcement
framework, in paricular as regards corrective measures in case of fiscal slippages, would thus help to
reduce incentives for discretionary palicy actions by authorities and thereby contribute to the medium-
term anchoring of fiscal policy. In addition, it is worth highlighting that the 2% of GDP fiscal deficit
threshold should not be considered as an operational target but rather a maximum ceiling. More cautious
medium-term budgetary planning would thus provide autharities with some room to accommaodate
adverse shocks to the economic growth which might materialise in the period ahead. Public debt-to-GDP
(although still at low levels) seems to be on an upward trend and needs to be manitared carefully.

Within the limited policy room for manoeuvre at its disposal, the central banks efforts to
strengthen its monitoring and analytical toolkit are welcome, consistent with the aim of increasing
the economy's resilience as a whale. Thus far, this has included the set-up of an alternative framework to
a lender-of-last-resort function, the development of a macro-prudential framework, and enhanced
guidelines for on-site and risk-based supervision of banks, respectively. Gaing forward , the establishment
of a reliable measure of private sector inflation expectations would also help the central bank in its
asgessment of price developments.

Financial intermediation is still being dampened by legal and institutional factors. In spite of a
recent relaxation in bath lending standards and lending rates, financial intermediation is still being held
back by a host of legal and insttutional factors. Further progress in strengthening judicial efficiency and
independence, collateral execution and the property rights system waould thus help to reduce the risk
priced in by banks as part of their normal lending activities, which should in turm ease constraints on
access to finance for corporates. Cther initiatives recently underaken ar under consideration could also
support financial intermediation, such as the new credit guarantee scheme, and the issuance of langer-
dated securities and "diaspora bonds" by the government (which could help to develop local capital
markets, and channel remittances into growth-enhancing sectors).
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The former Yugoslav Republic of Macedonia

1. Monetaty and exchange rate policy framework

The mainten ance of price stability is the primary objective of the National Bank of the Republic of
Macedonia (NBRM). In order to preserve price stahility the NERM uses the level of the exchange rate as
an intermediate target of monetary policy. The NBRM has anchored its exchange rate through a de faclto
fixed exchange rate to the euro. The IMF's Annual Report on Exchange Arrangements and Exchange
Restrictions (AREAER) reports that the de jure exchange rate arrangement for the former Yugoslay
Republic of Macedonia is floating, although de facto this is classified as a 'stabilised amangement’ on
account of the fact that the NERM intervenes in the foreign exchange market in order to maintain a stable
exchange rate. The conduct of a fixed exchange rate policy regime is motivated by a high degree of
economic openness and close trade links with the euro area and EU amid significant unofficial asset and

liability e uraisation in the economy.

The HBRM uses various types of instruments for monetary policy implementation, including open
market operations, reserve requirements, deposit and marginal lending facilties and intraday credit. The
main tool in this context is the auction of central bank bills (mostly weeldy with a 28-day maturnty) whose
interest rate serves as the NBRM's key policy interest rate.

2. Economic and financial developments

21 Economic growth, external sector and fiscal developments

The economic recovery continued in 2015, with real GOP expanding by 3.7%. Economic growth
became more balanced, with bath domestic demand and net exports contributing to growth (see Chart 1.
Consumption gathered pace in 2015, rising by 3.2% in the year as a whole, fuelled by growing
employment, rising real wages and accelerating bank lending. Export growth, despite some moderation,
remained robust on the back of new production facilities in the free economic zones, Coupled with a
slowdown in import growth, it resulted in a positive cantribution to GOP growth from net exports. After a
strong petformance in the 2014 and in spite of on-going public investment in infrastructure, investment

growth remained weak™.

The authorities expect a further acceleration in economic activity in the period ahead, with real
GDP forecasts slightly more sanguine than those of external stakeholders®. The baseline depicted
in the ERP projects a real GDP expansion of 4.0% and 4.3% in 2016 and 2017 respectively, with the
output gap seen to be positive as of 2017 The continued ecanomic recovery is anticipated to be driven
by investment growth (7.5% in 2016 and 8.0% in 2017 and 2018), in particular through public investment
and FDI. Private consumption is also expected to grow further (2.8% in 2016 and 3.4-3.5% in 2017-2018)

* Data on construction growth, impotts of capital goods and FDI inflowe suggest, however, that weak investment grovith could be
attributedto a fall in invertories.

* The NERM forecasts GOP grovath of 3.5% and 4.0% for 2016 and 2017 respedtively, s= compared ta the IMF (3.2% and 3.3%),
Wiorld Bank (3.4% and 3.7%), E uropean Commission (3.5% and 3.5%).
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fuelled by irmproving labour market dynamics. The contribution of net exports to growth is expected to be
negative as imports are likely to surge on the back of high import content of investment. Risks to this
favourable outlook appear tilted towards the downside on account of both external and domestic factors
0n the external front, this includes the possibility that the recovery in the euro area turns out to be more
sluggish than currently anticipated. On the domestic side, downside risks include a slower progress than
currently anticipated to implement public investment projects as well as mare subdued foreign investment
should palitical instability continue in the future.

Chart 1. Contributions to real GDP growth Chart 2 Components of current account balance
[anrual percertage change in real GDP) (in % of GDP)
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Fiscal policy execution slipped again in spite of exceptionally high growth in revenues amid
strong economic growth. The budget deficit amounted to 3.5% of GOP for 2015 as awhole (see Chart
). Although this constituted an improvement relative to the 2014 outcome (of 4.2% of GDF), it stil
exceeded the original fiscal deficit target foreseen in the 2015 ERP by 0 2pp. This slippage took place in
gpite of a 10.5% annual increase in revenues, driven mastly by higher profit tax revenues and, to a lesser
degree, by higher excise tax revenues as well. Looking at the expenditure side, high growth in spending
on social transfers, goods and services as well as wages and allowances resulted in the highest annual
increase in government spending since 2008 (amounting to 7.5% in naminal terms). Capital expenditures
amaunted to anly 10.3% of all expenditures.

The authorities expect a further narrowing of the budget deficit in the period ahead, but this
seems to he heavily predicated on the realisation of the robust macroeconomic outlook projected.
The 2016 ERP foresees a narrowing of the fiscal deficit to 3.2% of GOP and 2.9% of GDP in 2016 and
2017, respectively. This means that the pace of planned fiscal consolidation presented in the 2015 ERP
has been maintained in spite of the slower than expected progress in reducing the budget deficit in both
2014 and 2015, Fiscal consolidation efforts going forward appear to be focused maostly on the side of
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expenditures, with spending on collective consumption, compensation of public sector employees and
social transfers being cut (in terms of their share in GDP). However, past experience suggests that
keeping a lid on such budgetary iterms may be difficult to accomplish in practice. Mareover, the projected
decreasze in the headline deficit to below 3% of GOP by 2017 is seen to take place amid robust and
accelerating GOP growth, while the estimated cyclically-adjusted defict is seen to remain broadly
unchanged (at 3.1% or 32% of GOF) aver the projection horizon. This suggests that the sensitivity of
fiscal balances to potential deviations fram the authorities' bullish macroecanomic scenario remains high.
In addition, higher than currently foreseen costs related to 'transit’ migration flows might also impinge on
the fiscal outlook to the extent that these are not fully reimbursed by intemational or regional external
stakeholders. Overall, a tighter, countercyclical fiscal stance would help to ensure that the budget deficit

path envisaged in the ERP is actually met.

Total public indebtedness edged up slightly, with the  chart 3 Public debt and centra government

public debt to GDP ratio (including govemment defict
(in % of GDP )

guarantees) reaching 465% in 2015 as compared to | - det )
46% of GDP in 2014. The outstanding stock of public |~ esesmsmeiminbmmn e

debt remained broadly unchanged relative to economic

size once government guarantees are excluded (38.0%
of GOP in 2015, as compared with 33.2% of GDP in
2014). Motwithstanding its recent decrease stemming
from the repayment of obligations due to the IMF, the
share of external debt in total public debt remains
glevated (more than BO%), thersby rendering public

finances vulnerable to external shocks or sudden shifts
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public debt (including guaranteed debt) will continue its  of the Republc of Macedonia and ECH staff cakwiations
gradual but steady uptrend in the period ahead, edging (aeich)
up to 52.4% of GOP in 2018. The fact that public debt dynamics are not seen to stabilise in spite of the

robust growth outlook anticipated by autharities is a cause for concern.

The current account deficit increased in 2015 and external balances are projected to deteriorate
going forward. The curent account deficit increased to -1.3% of GDP in 2015, following
-08% of GDOP in 2014, despite a moderation in imparts on the back of lower ail prices (see Chart 2).
Despite some improvement, the trade deficit remained very high (16.5% of GDP in 2015 following 17 5%
of GOF in 2014} and continued to be offset to a large extent by strong, if slowly decreasing, secondary
income flowes (17.7% of GDP in 2015 following 18 6% of GOP in 2014). Looking ahead, the ERP baseline
anticipates a mild deterioration in the trade deficit aver 2016-17. Coupled with a further decrease in
surplus in secandary income, this entails that the current account deficit is projected to widen going
forweard to 19% of GOP in 2016 and 2.4% of GOP in 2017-18. However, the deficit is foreseen to be
covered mastly by FOI inflows which are farecasted to gradually rise from 2.6% of GOP in 2015 to 3.3%
of GOP in 2018. Insofar as extemal competitivene ss indicators for the economy as a whole do nat give
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cause for concern, the downside risks to this baseline thus mostly relate to potential external or domestic

factors which would lead to a less dynamic pace of foreign inve stment than currently anticipated.

The authorities’ choice of monetary and exchange rate policy framework will continue to imply
that an adequate level of fx reserves will need to he maintained in order to fend off external
vulnerabilities. Although foreign reserves were somewhat lower in end-2015 relative to a year earlier™
(see Chart 5), reserve adequacy indicators appear adequate (including a reserve-to-import ratio at around
4 months and a reserve to shor-term external debt with residual maturity above 1),

2.2 Inflation, monetary policy and financial stabiliy

Inflation remained subdued in 2015 and, while authorities foresee a pick-up in the period ahead,
private s ector expectations h ave yet to point to this outcome. Headline inflation as measured by the
CPlindex decreased by 0.3% in 2015 as awhole, as was also the case in 2014 (see Chart 4). The fall in
consumer prices was mainly attributable to external factors, including the downtrend in international
prices for oil and lower irmported inflation from the euro area. Core inflation also remained low. Looking
ahead, authorities expect a robust pick-up in inflation to 1.5% in 2016, which thereafter iz projected to
further edge up to 16% and 20% in 2017 and 2018, respectively. The anticipated increase in inflation
would primarily stem from higher inflation abroad along with rising commodity prices recovery, and to a
lesser extent from the recovery in domestic demand as well. However, inflation expectations by the
private sector do not (yef) point to this expected outcome, with the MBRM survey released in January this
year showing that most economic agents' expected inflation to remain close to zero one year ahead.
Risks to the autharities' inflation outlook thus appear tilted towards the downside mostly on account of
external factors.

The HBRM has maintained an accommodative monetary policy stance further relaxing de facto
monetary conditions for banks. Although the key policy rate has remained unchanged at 3.25% since
2013, the central bank cut interest rates on its overnight and seven-day deposit facilities rates in March
2015 (by Z5bps and 0bps respectively, both in March 2015; see Chart B). As the NBRM maintained its
palicy of limited absorption of commercial banks' liquidity surpluses through its monthly open market
operations, banks continued to rely on the central bank deposit facilities for liquidity management
purposes. Higher liquidity by commercial banks has also been influenced by the way in which authorities
have chosen to finance government deficits (see below). In this environment, interbank market interest
rates have fallen. Another measure aimed at maintaining accormmodative monetary conditions was the
renewal of non-standard measures aiming to facilitate commercial banks' lending to net exparters and

electricity produ cers™

On the operational side, the NRBM continued to tightly manage the denar nominal exchange rate

against the euro, but the impact of government transactions stemming from deficit financing is

D ecreasein f« reserves vere due to transactions on behdf on the govermment reldted to interests payments on fx debt.

= Similarly to presous vears the base for reserve requirements of commercial bark s was reduced by the amount of new loans
extended to the comparies from these sedors.
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having a tangible effect on the size of its balance sheet. The scale of the interventions by the central
bank was lower than in previous years, with the NERM selling a moderate amount of fx on a net basis,
mastly in 201502, However, the central bank has been on the receiving side of authorities’ growing
recourse to external sources of funding for deficit financing, with its fx reserves levels largely shaped by
the issuances of sovereign debt in international markets. This has thus led to an expansion of the central
bank's balance sheet {which has doubled in nominal terms since 2005) and (relatedly) to a higher liquidity
surplus in the banking sector as a whaole, which the NBRM needs to sterilise. The central bank is also

exposed to higher exchange rate risk (at least temporarily) than would otherwizse be the case.

Chart 4. Consumer price inflation Chart 5. Foreign exchange reserves and the
(contribution to annual percentage change in CPI DenarEuro nomina exchange rate
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Lending growth remained robust, with overall credit to the private sector rising by 5.56% in 2015 as a
whale (see Chart 7). Lending to households was particularly dynamic, rising by 12.9% in 2015, with a
strong contribution fram consumption loans and mortgages. To limit the growth of cansumption loans, the
MERM recently introduced (as of 2016) higher capital requirerments for the loans with maturity longer than
g years. Bank lending to the corporate sector expanded at a more moderate pace in comparison (7.1 % in
2015 as a whole), with reported difficulties in access to finance by small and medium enterprises

weighing down on this market segment.

Spread compression hetween denar and euro interest rates applied by domestic hanks
contributed to further ‘denaris ation’ of the economy, with most new credit being denar-denominated,
and the share of deposits in local currency rising to 59.3% of the total in January 2016 (from S3.8% in
January 20158). The continued application of differentiated reserve requirements for fareign and domestic
currency by the MERM™ is seen to have contributed to this development.

¥ Since 2012 domestic curency lishiliies wih maturity over 2 years are subjedt to 0% reserve requiremert. In August 2015 the
MBRM exdended zero rate reserve requirement for domestic currency liabilties over one yvear.
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While the outlook going forward appears to be consistent with the gradual removal of monetary
accommodation by the NBRM, room for further monetary policy easing should circumstances so
warrant app ears to be laryely constrained by an expansive fiscal policy. With projected robust GDP
growth, lending growth anticipated to remain dynamic, improving labour market conditions and an
expansive fiscal policy, the central bank is likely to be more concerned aboutthe pace of withdrawal of its
accommodative policy stance rather than the reverse. However, should circumstances so warrant, for
example in the event of a severe deterioration in the external environment which would in turn impinge on
domestic growth prospects, room for further policy easing by the central bank consistent with the
maintenance of the peg to the euro is likely to be limited barring & more restrictive fiscal stance.

The banking system appears to remain sound overall. Regulatory Tier | capital to risk weighted
assets amounted to 13.9% in 201504, increasing by 02pp relative to end-2014 and thus remaining at
high levels. Banking sector liguidity also remained ample, and the profitability ratios have been improving
in recent guarters (with return-on-equity amounting to 11.5% in 201504, as compared with 7.4% in
2014024). Funding risks to the banking systern also remain low, with banks mostly relying on domestic
(admittedly shor-term) deposts, loan to deposit ratios at 92.2% (in 201504) and parent banks only
accounting for 2.4% of total bank liabilities (in 201503). Spillovers from financial turmoil in Greece
materialising through Greek-owned bank subsidiarie s operating in the country (which together account for
more than 20% of total banking system assets), were limited in 2015 amid capital control measures
towards Greece (for both banks and corporates) undertaken by the NEBRM®,

Notwithstanding these positive traits, a number of challenges to financial stability remain. First,
the burden of bad loans on bhanks' balance sheets remain sizeahle, with the ratio of NPLs to total lnans
amounting to 108% 201504, as compared to 11.3% at the end of 2014, NPL burdens have not been
brought down in spite of GDP growth and the pick-up in lending in 2015, Although provisioning remains
healthy for the system as a whole and NPL specific provisions cover NPLs to a large extent (86.7 % in
201504, NPL resolution should still be a priority for authorities on account of its potential implications far
the effective functioning of the monetary policy transmission mechanism as well as its threat to financial
stability (impinging on bank profitability). Autharities have taken some steps to foster NPL resolution in
recent years. For example, the NBRM's regulations on credit risk management adopted in 2013 seem to
have encouraged banks to restructure part of their loan portfolios. In December 2015 the NBRM adopted
a decision abliging banks to write-offs of claims which are fully booked for more than two years, starting
from mid-2016. However, banks seem determined to still devote resources to collect the written off
claims. This implies that the problem of uncollected claims and restructuring of debtors will remain
unaddressed by this measure, resulting in window-dressing for balance sheets unless deeper structural
problems are solved. Until now, banks have seemed as largely reluctant to write-off claims also pointing
to problems in the sale of foreclosed assets.

® These measures were adopted in June and they pertain to restridion of capital outflove from residents of FYR of Macedonia to
Greek entities based on newdy conduded capital transadions. Banks from FYR of Macedonia were required to withdrawall loans
and deposts from Greek banks, regardless ofthe agreed maturity. Al residents were also banned to invest in Greek securities.
The messures were lited in Decamber 2015 asthe situdion in Greece had stabilised.
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Second, there are latent indirect risks to banks stermming fram the still high share of fx denominated loans
in total loans (46.5% in 2015014, which could materialise through unhedged borrowers in the event of
adverse exchange rate developments. Third, potential spillovers from troubled parent banking groups
which are undergoing restructuring and which may adversely affect local subsidiaries in a medium-term

context cannot be ruled out.

Chart 6. Interest rates Chart 7. Money and credit growth
(percentages per annum; monthly averages) (annual percertage chanoe)
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Soces Haver Analytc s National Bank of the Repubic of Macedonia and ECH staff calelidions

Follow-up to the Conclusions of the 2013 Ministerial Dialogue between the ECOFIN and
prospective EU member countries

The 2015 ECOFIM Council conclusions identified a number of areas for further policy action by the
authorities of the former Yugoslav Republic of Macedania, including (i) adhering to the medium term
fiscal targets, (i) improving the composition of spending by prioritising investment projects and fiscal
transparency and (i) adopting measures to clean-up non-performing loan portfolios. Compliance with
this targeted policy advice has been warying. On the fiscal front, the government deficit for 2015 was
exceeded relative to the target envisaged in the ERP, although the objective to reach a deficit under
3% of GDP going forward remains unchanged. The planned introduction of constitutionally-binding
deficit and debt targets as of 2017 has wet to take place. Capital expenditures growth has
underperformed as compared with the objectives set out in the 2015 ERP, while spending on wages
and social benefits hasincreased.

In terms of the clean-up of NPL portfolios in the banking sector, some progress has been made as
regards loan restructuring though this was the result of a measure already introduced in 2013, The
MNBRM adopted a decision in December 2015 obliging banks to perform write-offs of all claims which
are fully booked for maore than two wears (in which banks determined and fully covered the credit risk
of non-collection), starting from mid-2016.
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3. Assessment

The economic recovery continued in 2015 and the drivers of economic activity became more
balanced, with both domestic demand and net exports contributing to the growth. The outlook
rermains positive though risks to the outlook appear tilted towards the downside on account of both

domestic and external factors.

Monetary policy has remained accommodative amid subdued inflationary pressures, but a shift in
the policy stance appears advis able to the extent that sanguine economic pros pects are realised.
The exchange rate-based monetary policy framework pursued by the central bank has continued to
provide a stable nominal anchor, but inflation remained negative in 2015 largely on account of external
factars. In this environment, the central bank maintained an accommaodative monetary policy stance and
further eased credit condtions for banks de facto. Lending growth by banks was robust, paricularly
among households, prompting the central bank to put macro-prudential measures in place to curb the
growth in consumer loans. Going forward, the authorities' baseline scenario foresees economic activity
continuing to accelerate, with a narrowing output gap in 2016 and a pick-up in inflation. There is thus a
case for a gradual removal of maonetary accommodation by the central bank to the extent that this
sanguine scenario is realised. However, in contrast, room for further monetary policy easing by the
central bank should circumstances so warrant appears to be constrained by an expansive fiscal policy.
Without prejudice to this, a gradual normalisation of the monetary policy signal in which the key policy
rate was responsible for the transmission of impulses to interbank markets (rather than this being also
dependent on interest rates prevailing in central bank deposit facilities, as is currently the case) would be
advisable.

Fiscal policy execution slipped again in 2015 in spite of strong revenue performance, with
authorities exceeding the deficit target which they had set for themselres, while total public
ind ebtedness remained on an upward trend and has yet to stahilise. “While the fiscal consaolidation
path which would see the deficit edging down to below 3% in 2017 has been maintained, this seems to be
heavily dependent on the full materalisation of the authorties' sanguine macroeconomic outloaok. Even
slight deviations from this baseline are likely to endanger the consecution of medium-term objectives in
the fiscal realm.

A stronger countercyclical fiscal stance under a rules-based framework would ensure that
medium-term ohjectives are met, while helping to build buffers against unanticip ated shocks and
limit spillovers for the conduct of monetary policy. In a context where the authonties expect the
(negative) output gap to be closed in 2016, the case for fiscal policy to lean against the cycle in a stronger
manner appears to be compelling. A rules-based framework for fiscal policy — whose adoption has thus
far stalled in the parliamentary process — would also be helpful to provide a clear anchoring of the
medium-term orientation of fiscal policy. Moreover, a countercyclical fiscal stance would also help to build
policy buffers against unanticipated (negative) shocks going forward. This is important because, in a
context, where monetary policy is largely geared towards external objectives (peg to the euro), fiscal

palicy is the main tool available to authorities to smoothen the business cycle.
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External imbalances have increased and growth dynamics going forward are likely to put
additional pressure on trade and current account deficits, implying that reserve buffers will need
to remain adequate. External imbalances are projected to widen going forward on account of an
accelerating pace of economic activity and (relatedly) higher import content of FDI and public
infrastructure projects. Thus far, buoyant remittance inflows have helped to keep the large trade
imbalance in check, but authorities project that the strength of this type of (secondary) income will mildly
decline in the period ahead. As the full benefits of public infrastructure projects and FDI for the broader
economy are only likely to be reaped in a medium- to long-term context, the pressure on external
balances is likely to remain significant in the near-term. Rising external indebtedness by the government
is contributing to this trend. Lingering external wulnerabilties will thus imply that an adequate level of

resenie buffers consistent with the maintenance of the pegto the euro is maintained by the central bank.

The financial system remains sound overall, but challenges to bank asset guality continue to
demand attention by authorities and a comprehensive strategy to deal with NPL resolution should
be developed. Challenges to banks' asset quality — in the form of high non-perfarming loan burdens —
continue to pose a threat to financial stability through their impact on bank profitability, notwithstanding
ample loan provisioning. While a new measure to force write-offs for certain types of loans has been
developed, banks appear likely to continue to devote resources to collect such claims, implying that both
the problem of uncollected claims and that of restructuring of debtors will rermain unaddressed by this
measure. NPL resolution should thus remain a priority for the authorities' policy agenda for 2016, The
development of a strategy to deal with NPLs by all concemed stakeholders (and not only the central
bank) would be helpful to this end. Action on MPLs by authorities would also help to remove any potential
bottlenecks on future credit extension. This would also help to increase the efficiency of the monetary

policy transmission mechanism.

Progress made in recent years promoting the use of the local currency in the banking system
should be cemented through the development of a concerted strategy, consistent with the aim to
reduce tail risks to financial stability and provide greater degrees of freedom for the conduct of
monetary policy. Recent trends as regards the weight of the local currency inthe banking systerm have
been favourable on the side of both bank assets and bank liabilities, in part due to regulatory measures
taken by the central bank The current environment characterised by reduced spreads between local and
foreign-currency denominated assets and liabilities suggests that the timing might be ripe to 'lock in' the
gains made in recent years and push further to promote the use of the denar in the financial system. This
is because, in spite of the positive trend noted above, just under half of the total outstanding loan stock by
banks remains denominated in foreign currency, thereby posing a sizeable wulnerability to the banking
systern in the event of currency depreciation. The development of a strategy involing all key
stakeholders would thus be a helpful element to both reduce latent financial stability risks and afford
greater degrees of freedom to the central bank for the conduct of monetary policy.
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Montenegro

1.  Monetary and exchange rate policy framework

Montenegro has been using the euro unilaterally since 2002, following the use of the Deutsche Mark
as sole legaltender since MNovember 2000.

The ECOFIN Council has adopted clear policy positions on unilateral euroisation. In Movember
2000, the Council emphasised that any unilateral adoption of the single currency by means of
"euroisation” would run counter to the underlying economic reasoning of EMU in the Treaty. In 2007, the
ECOFIM Council adopted a declaration that acknowledged the "exceptional circumstances” which had led
to Montenegro's unilateral adoption of the euro, but recalled that this was not compatible with the spirit of
the EU Treaty. Furthermore, it stated that "...the implications of the Treaty framewark for Montenegro's
monetary regime will be detailed in due course, atthe latest by the time of possible future negotiations for
accession to the EU" In December 2003 the Governing Council of the ECB published a policy position on
exchange rate issues relating to the acceding countries, reiterating the ECOFIN Council's view of 2000. In
2012, the ECB's Governing Council recalled the 2007 ECOFIN Council declaration, indicating that all
options would remain on the table. Like in previous year, the authorities do not make any reference to this
issue in the ERP document for 2016,

In the context of unilateral euroisation, the scope for monetary policy in Montenegro is very
limited. Accordingly, the main objective of the Central Bank of Montenegro (CBCG) is to foster and
maintain financial systern stability as well as to contribute to achieving and maintaining the stability of
prices. The central bank acts as the government agent in issuing Treasury bills. It runs a payment system
and oversees the implementation of a macro-prudential framework. The CBCG also manages the
country's international reserves and advises the government on economic policies. Resene requirements
are the only monetary policy instrurment at the disposal of the CBCG.

2. Economic and financial developments

2.1 Economic growth, the extemal sector and fiscal developments

Economic growth recovered in 2015, driven by public sector investment in infrastructure and
robust tourism receipts. Real GDP expanded by 3.2% in 2015, up from 1.8% in 2014 (see Chart 1).
Economic activity was fuelled by a strong rebound in public investment, which reflected preliminary works
on the Bar-Boljare highway construction (henceforth ‘the highway". Consumption by households also
increased moderately, supported by employment growth, thereby also contributing to the economic
recavery. Additionally, increased tourism arrivals (partly reflecting rising instability in third countries)
added to the growth in exports of services™, however, due to increased imports related to the
acceleration in investment contribution of net exports’to growth was negative

= Despite the roukle devalustion Russian tourst arivals to Montenearo continued to increase and Russians contirued to acoourt
far the highest number of ovemicht stays.
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Chart 1. Contributions to real GDP growth Chart 2. Components of current account halance
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Government investment in public infrastructure projects is forecasted to remain the key driver of
growth going forward. In line with the anticipated schedule for the construction of the highway, GDP
growth is expected by authorities to remain close to 4.0% in 2016-2017 and to decrease to 3.0% in 2018.
The authorities anticipate that spillovers from the highway construction will support private consumption,
which, however, is fareseen to grow at an only moderate pace, with persistently high unemployment seen
to be limiting wage growth.

However, the authorities’ growth haseline is subject to a high degree of uncertainty, not only
hecaus e it laryely relies on asingle construction project, but also due to the nature of the specific
enterprise itself. Growth forecasts by external stakeholders also reflect this uncertainty through a high
degree of dispersion™. Risks to the outlook thus appear tilted towards the downside on account of mostly
domestic factors, including delays in the implementation of the highway project, as well as limited
spillovers from the construction to other sectors of the economy due to supply-side bottlenecks™, On the
external front, downside risks to the outlook include a more protracted recovery in the international
environment than currently envisaged as well as uncertainty whether tourism inflows will be sustained
given difficulties in arigin countries (notably Russia).

The current account deficit narrowed in 2013, but external imbalances remain elevated and the
economy continues to be highly vulnerable to external shocks. According to preliminary data the
current account deficit narrowed to 13.4% of GDP in 2015, down from 15.2% in 2014, largely due to
strong tourism receipts (see Chant 2). The trade deficit for goods, however, remained high in terms of
GDP (407 % of GDP in 2015 following 39.8% of GDP in 2014). As was the case in previous years, the

“ The IMF forecast assumes GDP growth of 4 5% (in 2016), 2.5% (n 20171 and 2.5% (n 20187% the European Commission 4 0%
(20167 and 4.1% (0 2017 and theWorld Bank 2.9% (n 2016), 3.0% (in 201 7) and 2.9% (in 2018).

A Due to kil mismatches on the labour market and limited domestic produdtion capacities, the highwey is expected to be bult
modly by Chiness companies, which would also bring with them the bulk of the labowr force.
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current account deficit was covered by robust FDI inflows related to equity investment in companies,
banks and in real estate, as well as by porfolio inflows related to external borrowing by the government.
Met errors and omissions persisted at high levels, which according to the authorities may be a symptom
of the current account deficit being overestimated . ®

Looking ahead, the ERP document foresees a widening of the current account deficit to 13.8% of
GDP in 20162017, before narrowing to 12.2% of GDP in 2018, mainly attributable to import growth.
FDOI inflows are expected to remain robust, driven by investment in infrastructure, tourism, and the
financial and real estate sector. Risks to this baseline appear tilted towards the downside on account of a
mix of external and domestic factors, relating to higher than expected imports (the authorities expect a
decrease in the share of imports in GDP, in spite of the high imports content associated to the highway
project), less vigorous FDI inflows than currently foreseen, or weaker than expected tourism sector
performance.

Competitiveness remains a matter of concern, as also suggested by the persistently high external
imbalances. Goods exports performance has been weak in recent years when compared to regional
peers and the share of low value added products in the total value of exports has increased. The real
effective exchange rate appreciated in 2015 (mostly due to an appreciation against the Russian rouble),
acting as a further drag on competitiveness. However, real wage growth remained broadly flat in 2015,
which amid growing labour productivity contributed to a lowering of unit labour costs. The authorities'
choice of monetary and exchange rate policy regime implies that competitiveness could only be improved

by productivity gains or by a decline in wages and prices relative to key trading partners.

The fiscal stance was considerably loosened in 2015, with the budget deficit increasing to 80% of
GDPin 2015, as compared to 3.1% of GDP in 2014 and the 6.5% deficit initially foreseen in the ERP
document for 2015 (see Chart 3). Increased public spending in 2015 was accompanied by revenue
underperfarmance which was paricularly noticeable in the WAT, corporate tax and personal income tax
camponents. This shortfall was not fully compensated by increases in health care contributions and the
intraduction of a special fee on oil to finance the highway project (which was ultimately repealed by the
Constitutional Court, and as such will have a one-off effect on revenues).

Infrastructure projects will continue to put high pressure on public finances going forward,
raising guestions about the sustainability of public finances unless comp ens atory measures are
taken. Authorities foresee the fiscal deficit to remain at just below 6% of GDP in both 2016 and 2017,
largely on account of expenses related to the highway®, before decreasing to 2.8% of GOP in 2018, With
roor for fiscal consolidation on the revenue side limited by the relatively high share of revenues in GDP
ifor an econamy such as the Montenegrin one), the authorities foresee expenditures unrelated to the
highway construction to fall in terms of GDP. Consolidation of government expenditures is intended to be
focused mainly on public sector salaries and social transfers, however, in 2015 measures with the
opposite effect were taken (such as the granting of life-long benefits for mothers with three or maore

< The overegtimation of the curent account deficit may be & result of an underestimation of exports revenues (in the tourism sector)
ot an overestimation ofimports (as part of the imports may be de fado FDIinflowe).

“\which are edimsted to reachin 2015-2018 in total appro. 22% of 2015 GDP.
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children, or the envisaged hike in public sector wages and pensions) and there seemn to be no concrete
plans how to rein in consumptive public expenditure.

The authorities expect that public debt — which i  Chart 3. Govemment gross debt and balance
estimated to have increased to 65.5% in 2015 from (0 st gns)
599% of GDP in 2014 — will continue to trend-up
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Reliance on external sources of finance will compound

external vulnerabilities, especially as regards risks related to adverse exchange rate or interest rate
shocks or shits in investor sentiment. Overall, the sensitivity of public debt dynamics to growth and
interest rate assumptions will remain high (as also acknowledged in the ERP, in which in the low-growth
scenario public debt reaches 83% of GDP in 2018). Feedback loops between potential external and fiscal

shocks and the real economy could be sizeable in an adverse scenario.

The credibility of the authorities’ fis cal framework will be put to a further test in 2016*. The law on
budget and fiscal responsibility, which was adopted in 2014 | stipulates inter alia that the level of the public
debt should not exceed B0% of GDP. YWhen this threshold is exceeded due to the implementation of
infrastructure projects and the borrowing for such projects has been sanctioned by the Parliament (as is
the case of the highway), the law foresees that the government proposes a plan to reduce public deht
back to the target within fve years. The authonties' compliance with the exceptional provisos to the rules
which they set for themselves will be key to ensure the credibility of the fiscal framework in a medium-
term cantext.

2.2 Infiation, banking sector and financial stabiltty

Inflation bounced back in 2013, with authorities projecting a further moderate increase in the
medium-term. After an annual decline of 0.7% in 2014, inflation as measured by the CPI increased by
1.5% year-on-year in 2015 (see Chart 4). The increase in CPlinflation stemmed from the introduction of a
tax on gasoline aimed at collecting revenues for the highway construction, which more than offset lower

*In March 2016 the Mortenegrin govemment has launched a EUR 300mn five-year bond at & 5% wield (35 compared with & 4%
vield on the previous March 2015 izsue).

€ Arcording to the law public debt should not excesd 60% of GOP and the budget defict isto remain below 3% of GDP (horrading
for captal projeds could be, however, exempted from the debt mile).
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oil prices. As a result, the growth in prices in Montenegro was higher than in most of its regional peers.
Looking ahead, the ERP projects inflation to increase to 1.5% in 2016 and 2.0% in 2017 . The forecast for
2016 is broadly in line with commercial banks' inflation expectations, while expectations from the
corporate sector point to a slightly more subdued outcome in compatison™®. Risks to the inflation outlook
rernain broadly balanced, with public sector wage growth amid strong anticipated domestic demand
posing upside risks and the withdrawal of the tax on oil and the possibility of lower economic growth than
currently expected constituting downside risks.

Chart 4. Consumer price inflation Chart 5. Private sector credit growth
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Lending picked up in 2015, but the persistence of this trend has yet to be ascertained and the cost
of credit remains high. Higher lending (to both households and the corporate sector) took place after a
protracted period of private sector balance sheet adjustment in the aftermath of the bursting of the credit
bubble (see Chart5). However, it is too early to assess whether this trend will be sustained in time, since
the private sector remains highly indebted and credit conditions in the banking sector remain tight overall.
The cost of credit remains high, in spite of a mild downward trend in recent months (see Chart B).
Competition in the systern remains high, with the number of banks operating in the country being
relatively high given the size of the economy and further increasing to 14 in 2015 from 11 in 2013.¥ This
suggests that, beyond high unit (operating) costs, the persistence of high lending rates seems mainly
associated with the high MPL burdens which remain in banks' balance sheets and legal and regulatory
difficulties which hamper both the MPL disposal process and the pace of financial intermediation maore
broadly

- According to the Febmiary CBM survey, 11 (ot of 141 banks exped indation betveen 1 and 2% on average in 2006, while 84% of
companies exped inflation belove 1.5% on average in 20ME. The forecast of inflation preserted in the ERP documents concem,
howewer, yoy inflation st the end of 2016,

“In Fehruary 2016 the central bank issued the licence to the 1 Sth commerdal bank .
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The banking system appears to be well capitalised Chart 6. Commercial banks' lending and

overall, but a number of challenges to financial depush rates (i )
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: —
end-2015 from 1026% in end-2014. In spite of these
positive traits, there remain a number of challenges to & T
financial stability. In the near-term, the main risk
continues to sterm from the burden of non-performing 3 8

Inans on banks' balance sheets, with the ratio of MPLs to

] a

total loans remaining high at 13.4% in 201504 Jan-13 Jands SRl Jan-15 anig
Mote: Average weighted lendingieposit rates.
Sources Central Bapk of Montenegro and Haver
quarters. MPLs net of provisions to capital — despite a  Analtes

notwithstanding  its moderate  downtrend in recent

visible improvement in recent quarters — remain elevated overall (36.2% in 201504 against 43.3% in
201404). Bank profitability rermains low owerall {in 201504 return on equity and assets were negative at
0.7% and -0.1%, respecti\rely"e). In the medium term, challenges to financial stability include the
possibility of domestic fallout related to the on-going restructuring of key banking groups with subsidiaries
operating in Montenegro as well as a rising indirect exposure by banks to the sovereign (in the form of
haoldings of government securities, which in 201504 amounted to 5.3% of total assets as compared with
4.4% in201404).

Persistently high levels of non-performing loans in banks’ balance sheets continue to demand
more comprehensive policy action by authorities beyond that taken thus far. Authorties introduced
the law an “oluntary Financial Restructuring of Debts ta Financial Institutions {"Podgorica approach”) in
2015 in order to foster the disposal of bad loans by banks. However, this initiative has recewved only
limited take-up and its focus remains narrow since it does not address the stock of non-performing loans.
Banks continue to report @ number of difficulties as regards MPL disposal, including the legal and
regulatory environment for collateral execution. Risks related to NPLs for both financial stability and

financial intermediation thus continue to demand more comprehensive policy action by authorities.

©n2015 banking sedor profit wasto some extent negatively affeded by the Swiss franc-denominsted loars obligaory conversion
into euros at the exchange rate from the date when the loan agreement wes signed. The impad of the conversion on banking
sector performance a2 a whole wes, hovever, limited as only one kank had been provding Swiss franc loans (which amounted to
EUR 31.5mnin Jamuary 2015, e, 1.7% of tatal loans to private nonfinancial zedorin the banking sedor).
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Follow-up to the Conclusions of the 2015 Ministerial Dialogue between the ECOFIN and the
prosp ective EU member countries

The 2015 ECOFIN Council conclusions identified a number of areas for further policy action by
Montenegrin authorities, including (i) to sustain the commitment to fiscal discipline, establish a credible
track recard on the basis of the new rules-based fiscal framework and revise the public debt management
strategy to bring the public debt into & downward trajectory in ling with the ERP medium-term framework
and (i) to address MPL resolution from both a flow and stock perspective, including implementing the
planned voluntary financial restructuring programme (the so-called "Podgarica approach®) and improving
deadlines and efficiency of contract enforcement. Compliance with this policy guidance has been mostly
weak. On the fiscal side, public debt has continued to increase and debt dynamics are not seen to
stabilise in the years ahead; plans to bring back public debt to B0% of GDP within a five year period (as
stipulated in the law on budget and fiscal responsibility) have yet to be devised. Concerning MPLs, the
law on voluntary financial restructuring has been implemented; however, its take-up to deal with MNPL
flows has been limited and measures to tackle the stock of non-performing loans have not been

developed.

3. Assessment

Economic growth accelerated in 2015 and the authorities anticipate that activity will remain robust
in the period ahead. However, downside risks to this positive baseline appear substantial since activity
will be heavily dependent on a single public infrastructure praject, in turn implying that risks to the
sustainability of both public finances and external accounts remain high. Furthermore, a high degree of
uncertainty remains as regards positive spillovers from the highway project to the real economy. The
authorities' choice of monetary and exchange rate policy framework will continue to imply that sound
fiscal policies and flexible labour and product markets are essential to safeguard macroeconomic and
financial stability and improve competitiveness. Against this background, the following aspects are warth
highlighting.

Fiscal space has largely been exhausted and infrastructure projects will continue to put high
pressure on the public balance sheet going forward, raising questions about the sustainability of
public finances unless credible consolidation measures are taken. This implies that consalidation
measures targeting government expenditure are strongly warranted. The need to re-build fiscal buffers is
further augmented by the high sensitivity of public debt dynamics to growth and interest rates
assumptions going forward. The authorities' general commitment to expenditure-based consaolidation
needs to be underpinned by concrete and credible measures in the period ahead to buttress the

sustainability of public finances and contain broader economic and financial stability risks.

The credibility of the authorities’ rules-based fiscal framework is at risk of being jeopardised.
Exceptions to rules were made from the outset on account of capital spending-related iterns. As the public
debt-to- GOP ratio exceeded 60% in 2015 authorities should develop a credible plan to bring back public
debt within five years to below this threshold again in line with the framewark which they set for

themselves.

Within its limited degrees of policy freedom, an upgrade of the central bank’s analytical and policy
tools should be encouraged. In this context, the establishment of a bank lending survey would help to
better gauge underlying credit dynamics. The authorities' intention to develop a macro-prudential
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framewark would also be welcome so as to buttress the stabilty of the financial system. The
enhancement of the existing framewaork for emergency liquidity provision by the central bank could also
be considered in this regard.

A comprehensive strategy to foster the disposal of non-performing loans by banks should be
developed. The banking system appears to exhibit robust capital buffers, but challenges to banks' asset
guality in the form of high non-performing loans continue to linger and this is also impinging on bank
profitability. Although authorities have taken steps to reduce the flow of NPLs through a law on voluntary
restructuring, its take-up by banks has been limited and the problem of the stock of bad loans remains
unaddressed. Both MPL burdens and provisions differ sizably across banks, suggesting that there would
be merit for authorities to plan for an independent asset quality review to take place. This should be
embedded in a comprehensive strategy to foster the resaolution of NPLs — including the paricipation of all
key stakeholders in the system as has been done by some peer countries. Policy action on the regulatory
and legal bottlenecks which are percewed to be hampering the disposal of non-performing loans by
banks {including collateral execution) should not only be positive for financial stability but also for financial
intermediation more generally, including to bring down the high cost of credit which prevails in the system.
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Serbia

1. Monetary and exchange rate policy framework

The main objective of the National Bank of Serbia (NBS) is to achieve and maintain price stahility.
Without prejudice to its primary objective, the NBS also contributes to the maintenance and strengthening
of the stability of the financial systern. Moreower, another important role is the integrated supervision of
the financial sector.

The NBS aims to achieve price stability through an inflation targeting framework. The inflation
target is defined in terms of annual percentage changes in headline inflation as measured by the
consumer price index. In cooperation with the government, the MBS has set the inflation target until the
end of 2018 at 4.0% within a symmetric 1.5pp tolerance band. As regards accountability, the NBES is
required to notify the gowernment (through a public letter) if the actual inflation rate has departed from its
target for longer than six consecutive months, and to present policy actions to be taken. The MBS
pursues a managed floating exchange rate regime, intervening in the foreign exchange market in order to
smooth excessive volatility of the Serbian Dinar, to ensure financial stabilty and to maintain an adegquate

level of international reserves.

The main monetary policy instrument is the key policy rate applied in the NBS main open market
operations — notably the 1-week reverse repo transactions — to temporarily change the liguidity
conditions of the banking system. As of July 2012, main open market operations have been conducted as
variable interest rate auctions, with the key policy rate currently being the maximum rate applied. The
ceiling and floor of the interest rate corridor in the interbank market are defined by the respective interest
rates of the standing faciliies. The NBS also resorts to changes in reserve requirements as well as fx
operations, including fix swap transactions, in order to influence the monetary policy transmission
mechanism.

2. Economic and financial developments

2.1 Economic growth, external sector and fiscal developments

The economy moderately recovered in 2015, with growth driven by strong investment and net
exports. The Serbian economy started to recover from the recession of 2014 in 201502, with real GDP
expanding by 07% in 2015 as a whole {see Chart 1). Growth was mainly driven by a strong rebound of
investment aswell as by net exports. However, consumption weighed down on overall economic activity,
posting & negative rate of growth in the year as a whole due to declining real wages and pensions amid
fiscal consolidation efforts by authorities. Looking at the sectoral contributions to growth, the pick-up in
activity was broad-based, with robust growth in energy and mining, which recovered from the floods in
2014, as well as in manufacturing export-oriented industries and construction. Agricultural output dropped
by 8% due to the effects of a draught.
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Chart 1: Contribution toreal GDP growth Chart 2: Components of cument account balance
(annual percentage change in real GOP ) (in % of GDR)
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Authorities expect growth to accelerate further in the period ahead. The ERF document anticipates
that real GOP will expand by 1.8% in 2016 which is more optimistic than the EC forecast™, with
investrment remaining a key driver of economic activity (reflecting an improvement in the business
environment, higher FOI and a number of public infrastructure projects) and a slow but steady recovery of
private consumption. Looking further ahead, autharities faresee real GDP growth rising by 2.2% and 3.5%
in 2017 and 2018, respectively. Risks to the authorities' baseline forecast appear tilted towards the
downside on account of both domestic and external factors, including a more protracted implementation
of reforms than currently foreseen as well as a more subdued recovery in the international environment
than expected at present.

External imbalances continued to narrow in 2015, with the current account deficit edging down to
4 8% of GDP in 2015 from 6.1 % of GOP in 2014 (see Chart 2). Part of the improvement was attributable
to anincreased surplus in the service balance, reflecting positive developments in the tourism sector, with
higher remittances also contributing to this outcome. The defict of the goods balance also narrowed
slightly to 12.2% of GOP in 2015 from 12.6% of GOP in 2014 as increased imponts due to investment
growth were more than offset by higher exports amid a gradual recovery in esternal demand. On the
financing side, FOI rose by 20.2% in 2015, amounting to 5.5% of GDF and thereby covering the current
account deficit in full. Gross external debt increased to around 80% of GDP (by September 2015), mainly
resulting from exchange rate movements negatively affecting public sector debt (see further below).
Looking ahead, authorities expect the current account deficit to decline on the back of a further recovery

in external demand and continued increases in tourism revenues.

The fiscal position has markedly improved under the Fund-supported programme. In 2015, the
overall budget deficit amounted to 3.7 % of GDP (see Chart 3), which is lower than both the 5.9% of GDP
deficit target initially foreseen in the IMF programme and the B.7 % of GDP deficit posted in 2014 Fiscal

¥ The EC projects 1 6% grovih in 2016 and 2.5%in 2017, while the IMF forecast isin line with the ERP .

Page 50 of 6T

9259/16

LI/ah
DGG 1A

www.parlament.gv.at

50
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=104244&code1=RAT&code2=&gruppen=Link:9259/16;Nr:9259;Year:16&comp=9259%7C2016%7C

ECB-BESTRICTED
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Authorities foresee further fiscal consolidation in the period ahead, but implementation risks
remain high and this might also impinge on public debt dynamics. Authorities foresee a structural
adjustment of 0.75% of GDP per annum over 2016-2017 under the stand-by arrangement with the IMF,
which, if realised, would bring the structural fiscal adjustment to 4% of GDP over the lifetime of the
programme. The fiscal adjustment in 2015 amounted to 2.4% of GDP in structural terms. Though less
ambitious in comparison, achieving the remaining adjustment targets might be challenging since key
sources of consolidation — such as the linear cuts in wages and pensions that were undertaken in
Movernber 2014 — appear as exhausted. Going forward, consolidation measures will mostly rely on the
planned downsizing of the public workforce (which has been delayed in the past years) as well as on
increased taxes on electricity and oil products, and reduced agricultural subsidies. Risks to the foreseen
consolidation path mostly relate to a weaker implermentation of key measures to curb expenditures than
currently envisaged, including less downsizing of the public sector workforce than planned, a larger drag
on the budget from loss-making SOEs than currently foreseen or difficulties in cutting subsidies. In
addition, higher than currently foreseen costs related to transit' migration flows might also impinge on the
fiscal outlook to the extent that these are not fully reimbursed by international or regional external
stakeholders. Weaker economic activity than currently foreseen and less success in the fight against
infarmality in the econamy than projected would add to risks on the revenue side. The extent to which the
authorities' fiscal baseline materializes will also influence public debt dynamics going forward, which have
yet to stahilise notwithstanding the decline in the budget deficit. General government debt increased to
75.5% of GDP at the end of 2015 from 70.4% of GDP in 2014, mainly on account of the depreciation of
the dinar against the usp®. Looking ahead, authorities anticipate that public debt to GDP will peak at
79.1% of GDP in 2016 and thereafter be put on a downward path, falling to 75.7% of GDP in 2018. Debt

T ipiith esternal dekt making up 61% of total public debt (staying roughly constant during 2015), sround one third of public debt is
denominated in USD.
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dynamics will remain vulnerable to both exchange and interest rate risks, since more than 70% of debt is
denominated in fx and financing needs will continue to be high.51

2.2 Inflation, exchange rates, monetany policy and financial stability

Inflation remained below the central bank’s target in 2015 on account of external and domestic
factors. At 1.4% yearon-year in 2015 as a whole (1.5% year-on-year in December) inflation remained
significantly below the lower bound of the central bank's tolerance band throughout 2015 (see Chart 4).
Low inflation partly reflected external factors such as the decline in global oil and food prices but also
weak pressures from subdued domestic consumption. Looking forward, the MBS expects inflation to
remain around the lower bound of the tolerance band until mid-2016 and to accelerate thereafter, with the
4% central target anticipated to be reached by the end of 2016 or the first half of 2017.

Chart 4. CPlinflation Chart 5. Interest rates
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The central bank continued to relax its monetary policy stance, with room for policy easing partly
afforded by progress in fiscal consolidation. Coupled with low inflation, progress with fiscal
consolidation enabled the cenfral bank to step-up the pace of its policy easing cycle in 2015, with the
MBS cutting its key interest rate by a cumulative 350 bps throughout 2015 and by a further 25 bps in
February 2016, bringing down its benchmark interest rate to a historic low of 425% (see Chart 3).
Monetary easing was reinforced by a six-fold decrease in fx reserve requirements to 13% for liabilities
with maturities of over two years and 20% for liabilitie s with maturities up to one year. The gap between
the key policy rate and average weighted interest rate on repo sold securities™ by the central bank has

rernained sizeable as the NBS continued its policy of limited absorption of commercial banks' liquidity

# Refinancing needs for 2016 amount to EUR 5.4bn of which EUR 3.7kn are planned to be raised on the domestic market and the
remaining EUR 1 .7hn on the extemal market, possibly by 3 E wobond of EUR 1bn.

= The average rate ofthe main open market operstions which are conducted st variable rate tenders,
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surpluses (see Chart 5). In order to start redressing this discrepancy, the NBS narrowed its interest rate
carridor by 25bps to £1.75% relative to the key policy rate in February 2016, as the average reverse repo
rate cannot fall below the deposit rate. The NBS continued to intervene heavily in the fx market, but,
cantrary to what was the case in 2014, buy-side interventions were dominant throughout 2015 with net fx
purchases of EUR 520mn {see Chart B). Looking ahead, the NBS appears to have room to continue with
its policy easing cycle should convergence of both inflation and inflation expectations to the central target
be more protracted than currently foreseen. In this regard, the results from the NBS inflation report for
February 2016 suggest that private sector inflation expectations — which have been sizeably trending
down in 2015 — are lagging behind the central bank's own forecast for inflation going forward, especially
at the one-year horizon. However, such policy action would remain partly contingent on further progress

asregards fiscal consolidation.

Chart 6: Exchange rate and NBS interventions Chart 7: Money and credit growth
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Bank lending picked up in 2015, including as a result of a lower cost of financing, but the pace of
credit extension moderated throughout the year. Credit growth recovered from its 2014 trough and
rermained in positive territory in 2015, averaging 4.9% for the year as a whole, with lending to the
household sector remaining more dynamic than that to corporates (see Chart 7). In turn, this partly
reflected a lower cost of credit on account of both monetary policy easing and higher compettion among
banks with average weighted rates on new dinar loans declining to 5.8% at end-2015, from 12.6% at end-
2014, As average weighted rates on new euro loans dropped less in comparison, the spread between
dinar and euro loans narrowed to 4.5 percentage points in December 2015, from 7.5 percentage points at
end-2014. Howewer, the pace of credit extension moderated through the course of the year, partly
reflecting sizeable repayments falling due fram the 2014 subsidised lending scheme.

The banking system is highly liquid and well capitalis ed overall, but a solution for smaller non-
systemic entities has yet to be found. The results of the special diagnostic studies — which were
undertaken in the context of the Fund-supported programme — confirmed that the banking systemn

Page 53 of BT

9259/16

LI/ah
DGG 1A

www.parlament.gv.at

53
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=104244&code1=RAT&code2=&gruppen=Link:9259/16;Nr:9259;Year:16&comp=9259%7C2016%7C

ECB-BESTRICTED

rernains wellcapitalised from a systemic point of view. All participating banks (14 out of 30 banks in the
systern, covering 88% of total banking sector assets and including all Greek-owned subsidiaries) were
found to have a capital adeguacy ratio above the regulatory minimum of 12% with the aggregate capital
adequacy ratio for the system as awhole at 18.45% (down 1 76pp relative to the pre-special diagnostics
ﬂgure)ﬁs. Risks to banks' funding base have stabilised, with total loan-to-deposit ratios remaining at
around 100% throughout 2015, and reliance on parent funding accounting only for a fraction of bank
liabilities. Spillovers from financial turmaoil in Greece through Greek-owned bank subsidiaries operating in
Serbia (which together account for around 13% of total banking system assets) were limited in 2015
thanks to prudent regulatory measures undertaken by the NBS™. However, pockets of wulnerability
rernain in a few smaller entities that are state-owned and were not part of the special diagnostics studies,
for which a solution (privatisation or resolution of 5 out of 30 state-owned banks) has yet to be found.
Additionally, in the medium-term risks might emerge from a restructuring of the parent banks of some
subsidiaries.

Challenges to banks’ asset quality, which remain sizeable, are being addressed through a
comprehensive NPL resolution strategy. Despite ample capital and liquidty buffers for the banking
systern as awhole, challenges to banks' asset quality remain a key cancern for both financial stability and
financial intermediation. The ratio of NPL to total loans, while trending down in 2015, remained high at
24 4% in October 2015, as compared to 21.5% in end-2014. This downtrend is fully attributable to the
corporate non-performing loan segment — which accounts for the majarity of NPLs — as bad loans in the
household sector have yet to peak. Moreover, notwithstanding adequate total loan provisioning, NPLs net
of provisions to capital rermained high at 28.4% in October 2015, from 31% in December 2014, In order to
help resalve this long-standing challenge, authorities have developed a comprehensive NPL resolution

mrategyﬁﬁ.

Fostering the use of the local currency in the financial system continues to deserve attention by
authorities to fend-off risks to financial stability and enhance the effectiveness of monetary
policy. Authorities have been taking a number of initiatives to foster the use of the dinar in the banking
systern in recent years under their dinarisation strategy, including through differentiated reserve
requirements far fx and local-currency denominated liabilities and subsidised dinar loan programmes.
Howewer, in spite of such efforts, progress to reduce asset and liability euroisation in the banking system
has been only gradual. On the bank asset side, 2015 saw an increase in dinar loans for households, but
this was more than offset by a drop in dinar loans to the corporate sector (mainly linked to the end of the

= s folloneup ta the spedal disgnogtics exercize, micro-level gquditative assessments of credit polices and recommendations for
collateral treatment and provizioning are being prepared.

* The measures which were introduced in June 2015 induded enhanced monitoring and limitation of transactions betvween Greek-
owed] banks and their parent banking groups. These measures were partly relaxed in December 201 5.

FThe part ofthe action plan for which the NBS is responsible for aims to grengthen barks' capacity to resolve bad loans, inter alis
by enhandng accounting Sandards and pradices induding 1A% 39 implementation on impairment and uncolledability of exposures
(of which guidelines have been published by the MBS at the end of February 2016) and improving collaeral valustion. The patt of
the adion plan for which the gowernment is responzsible foresses ber alia reforms ofthe insolvency framevork, animprovement in
out-ofcourt restruduning  processes, the development of distressed asset markets by allowing spedalised companies to operate
and amendments in tax policy. Thus far, the publishing of 145 39 guidelines and the planned amendments to the lavwon motgages
were implemerted.
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subsidised credit scheme), which pushed up the ratio of fx loans to total loans to 71.4% in December
2015, fram BE.8% in December 2014° On the side of bank liabilities, fx deposits decreased marginally in
2015 but remained high, accounting for around 72% of total banking sector deposits. Taken together,
these developments suggest that fostering the use of the local currency in the banking system should
rernain high on the authorities' policy agenda for 2016 and beyond. Further success on this front should
not only be net positive for financial stability but also contribute to a more efficient transmission of
monetary impulses by the central bank to the real economy.

Follow-up to the Conclusions of the 2015 Ministerial Dialogue between the ECOFIN and
prospective EUl member countries

The 2015 ECOFIM Council conclusions identified a number of areas in need of further policy action by
Serbian authorities, including (i) strengthening fiscal consolidation in 2015 and the following years,
including as a pre-condition to facilitate a more accommodative policy stance by the central bank; (i)
advance the restructuring and privatisation of state-owned enterprises; and (iii) increase efforts to
address the high burden of MPLs. Compliance with this policy guidance has been generally positive. In
the fiscal realm authorities made good progress to reduce the budget deficit and thereby created room
for the central bank to ease monetary policy mare than hitherto. Some progress was also made as
regards the restructuring and privatisation of state-owned enterprises, although a number of challenges
remain (which also became apparent in the failed privatisation of Telekom Srbija in December 2015).
As regards bad loans, authonties developed a comprehensive strategy for NPL resalution involving
relevant stakeholders, on which follow-up has recently begun.

3. Assessment

Serbia has implemented reforms in various sectors. This was a key factor behind the return to real
growth in 2015 and a continuation of the reform path which authorities have recently embarked on is key

to underpin the expected acceleration in growth going forward and to foster sustainable convergence.

The fiscal position has markedly improved, but sustained efforts are warranted to put public
finances on a sustainable footing. The fiscal over-performance achieved in 2015 was encouraging, in
particular as a large part of the consolidation recorded in structurally-adjusted terms was attributable to
the cuts in public salaries and pensions. However, the unplanned under-execution of public investment
implies that the management of public investment (including prioritization, implementation and evaluation)
should be improved in order to avoid detrimental effects for long-term growth. Looking ahead, further
cansolidation largely hinges on the ability to press ahead with plans for the rightsizing of the public sector,
as well as on the reform of some strategically important S0Es. Coupled with efforts to improve the
business enwvironment, progress in these areas should also pave the way for an increased contribution of
the private sector to growth. However, the scope for policy slippages inherent to these reforms suggests
that a sustained effort will be needed on the part of authorities in order to cement the sustainability of

public finances going foreard, in & context where the large public debt burden has yet to stabilise in

% The share of £ loans contains mosly loans denominsted in of indexed to eura, 55 the share of loans indexed to the Swiss francin
total loans vas only 5.7% at the end of 201 5 (decreasing from 6.8% st the beginning of the vear).
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relation to GDP. The establishment of a credible rules-based fiscal framework would also be helpful to
anchor fiscal policy beyond the lifetime of the Fund-supported programme.

The central bank has rightly pursued an accommodative monetary policy stance, with further
easing going forward partly contingent on sustained fiscal consolidation. Faced with below-target
inflation and inflation expectations as well as output being below potential, the central bank stepped-up
the pace of its monetary policy easing in 2015, The sizeable progress on fiscal consolidation was a key
elerment to underpin this policy stance by the MBS, inter alia by reducing tail risks for financial stability
associated with potentially adverse exchange rate developments amid high eurcisation in the economy.
The discrepancy between the key policy rate and the average reverse repo rate faced by commercial
banks has rermained, but the central bank has recently begun to redress this. Looking ahead, further
palicy easing by the central bank continues to be largely predicated on anchored inflation expectations
arnid a favourable fiscal consolidation path.

The hanking system remains sound overall, but pockets of vulnerability should be addressed. The
conduct of the special diagnostic studies for the banking system was helpful to confirm that the
systemically-important part of the banking system remains sound and well-capitalised, notwithstanding
lingering challenges to banks' asset guality. As authorities continue to follow-up on the gualitative
recommendations stemming from this e xercise, shedding increased light on the position of smaller banks
that fell outside the remit of the diagnostic studie s would be welcome | including plans for the resolution or
privatisation of a few state-owned entities.

Progress with the implementation of the authorities’ NPL resolution framework and further efforts
to promote the use of the local currency should be made to enhance financial stability, financial
intermediation and the effectiveness of monetary policy. The adoption of a comprehensive MPL
resolution strategy, invalving relevant stakeholders, was an encouraging step to address a long-standing
challenge in the banking systern. Going forward, the implementation of the warious elements of the action
plan specific to the MBS and the government will remain key. Although authorities also have a
dinarisation strategy in place and a number of measures have been taken to promaote the use of the local
currency in the system, relative progress on this front has been only gradual. Buttressing this strategy
with other elements, including to foster local capital market development, might thus be warranted. Taken
together, progress an both NPL resolution and the promotion of the local currency in the financial system
would help to fend off financial stability risks and incre ase the effectiveness of monetary policy.
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Turkey

1. Monetary and exchange rate policy framework

The primary objective of the Central Bank of the Republic of Turkey {(CBRT) is to achieve and
maintain price stability. To this end, the CBRT adopted an explicit inflation targeting framework in
January 2006, following a period when inflation has been targeted implicitly between 2002 and 2005 in
order to reduce annual price increases from the high double-digit rates recorded in the early 2000s.
Turkey's exchange rate arrangement is classified as a floating regime” with direct interventions limited to
smoothing excessive volatility and pre-announced foreign currency auctions conducted to either bolster
foreign exchange reserves or to alleviate shortages of foreign currency liquidity. The CBRT's monetary
palicy decision-making body is the Manetary Policy Committee. Banking supervision is the responsibility
of the Banking Regulation and Supervision Agency (BRSA).

The inflation target is set for a three-year period in terms of year-end headline inflation as
measured by the consumer price index. For 2016-2018 the inflation target has been set at 5.0%
surrounded by a £2% band. If yvear-end inflation falls outside this band, the CBRT has to submit an open
letter to the gowernment, explaining the reasons for the departure from target and the measures (to be)
adopted in response.

Since October 2010, the CBRT has progressively followed a policy mix dubbed “flexible inflation
targeting”. Without prejudice to its primary objective of price stability, additional policy goals have been
adopted at warious points in time, including managing the growth and structure of domestic credit,
addressing balance of payments issues, such as current account developments ar the amount and
camposition of foreign capital flowing into Turkey, or preventing undue exchange rate and output volatility.
In order to meet these multiple objectives a wide and complex range of instruments have been put into
operation. In addition to the actual policy rate (i) an interest rate corridor is in place which — in
combination with the liquidity offered at the policy rate — provides the CBRT with more policy flexibility to
fine-tune money market rates as well as to reduce their predictability; (i) reserve reguirement ratios are
staggered according to the maturity and currency denomination of banks' liabilities; (i) a reserve option
mechanism (ROM]) exists giving banks the possibility to hold a share of their reserve requirements in US
dollar and gold with a system of reserve options coefficients (ROC) guiding the costs of using the RO
and (iv) direct foreign exchange interventions and foreign exchange auctions are conducted. This array of
instruments has been modified over time to optimise the selection and the functioning of the tools at the
CBRT's disposal.

F sccording to the IMF classificaion of de facto exchange rate aranoemerts.

% The ROM allowe banksto hold & certain share of their reguired ressrves inUS daollar or gold instesd of Turkish lira. Exercising thi=
option comes at a cost that iz determined by the ROC which indicates the amaount of foreign currency or gald 1o be held for each
unit of Tukizh lira. The ROM was introduced by the CEBRT in September 2011 ta recuce the acverse impact of wlatile capital
fiovs on the exchange rate and on credit growdh. It is considered by the CBRT to be superior to standard foreign exchange
interventions as the withdrawal of forsion currency liquidity from the makd is based on the optimising behaviour of individual
banks weighing the relative codt of domestic versus foreign curency reserve holdings rather than on a decision by the central
bank sbout the amourt of reserves to be purchaszed or sold which may also provoke speculstion sgaing a perceived exchange
rae target. Stating in Ocober 2012 the CBRT alzobegan usingthe ROC as 5 macroprudertial ool
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2. Economic and financial developments

2.1 Economic growth, external sector and fiscal developments

Economic growth has accelerated notably to 4.0% in 2015 on the back of strong private
cons umption, following subdued growth of 3.0% in the previous year (see Chart 11. Contrary to
market expectations, real GOP growth picked up in the course of 2015, with real GDP growth reaching
4. 4% (y-0-v) in the final quarter. In 2015 as a whole, annual growth amounted to 4.0% and was primarily
driven by household consumption (contribution of 3.0 pp), but also by government consumption (0.7 pp)
and gross fixed capital formation (0.9 pp), while net exports contributed negatively to growth (-0.3 pp).

Chart 1. Contributions to real GDP growth Chart 2 Components of current account halance
{arnual percertage change in red GOP) {in % of GDP)
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The strength in domestic demand came as a surprise, as consumer confidence plunged to very low levels
prior to the two elections in June and Movember. Mevertheless, private consumption benefited from (1)
strong real wage growth, (2) the income effect from the oil price decline, (3} a wealth effect from the TRY
depreciation, since a considerable share of deposits is denominated in foreign currency, and (4) the
additional demand from refugees (currently estimated at 2-2.5 million). Despite of strong domestic
dernand, impaorts fell more strongly than exports towards year-end 2015, but trade has remained wery
weak in line with subdued global developments.

For 2016, the Turkish authorities anticipate continued strong GDP growth. According to the
government's medium-term programme 2016-2018, published in January, GDP is projected to increase
by 4.5% in 2016 and 5.0% in 2017-2018. In paricular, the recent decision to increase the minimum wage
by 30% will boost GDP growth in 2016 by around 1 pp. Thus, growth will remain domestic demand-driven
this year, while authorities expect more balanced contributions from domestic and external dermand in
2017-2018, although the short to medium term outlook for Turkey's external demand remains subdued.
Compared to the projections in the medium-term programme, forecasts provided by other institutions are
somewhat less optimistic. Latest consensus figures (February) put GDP growth at 3.2% in 2016, while
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international institutions are slightly more optimistic (but still well below the authorities' projection of 4 5%)
with the IMF projecting real GDP growth in 2016 at 3.8% (Article v consultation, March), the European
Commission at 3.4% (Winter Forecast, February) and the World Bank at 3.5% (Wordd Economic
Prospects, January). The risks to the authorities' forecast are therefore clearly tilted to the downside, and
the Turkish economy remains heavily dependent on global financing conditions, which constitute
additional downside risks In particular, weak business climate and problems related to the rule of law
have led to weak investment in recent years, weighing on potential growth. Turkey has to create about 1
million jobs per year to absorb the population growth and the increase of the labour paricipation rate.
Growth at 3.5%, however, would be insufficient to create the jobs needed to hold the unemployment rate
constant, and structural reforms are therefore key for the Turkish econamy.

The external sector remains the Achilles’ heel of the Turkish economy. Following its peak at 9.6% of
GDP in 2011, the current account deficit has narrowed and reached 4.5% of GDP in 2015, down from
5.4% in 2014, This adjustment, however, was mostly driven by the improvement in the terms-of-trade as
aresult of the fall in global energy prices and a normalisation in Turkey's net gold trade , which have more
than offset the TRY depreciation in the past year. In fact, the improvement in the current account balance
to 4.5% in the final quarter of 2015 (see Chart 21 down from 7 7 % two years earlier, was entirely dus to
these two factors, while the current account deficit excluding gold and energy remained broadly
unchanged over this period. In this respect, the structural reduction of the savings-investment gap is one
of the main challenges for the new government. For 2016, the govermment's medium-term programme
foresees the current account deficit to fall to 3.9% of GDP, which seems achievable against the backdrop
of still low energy prices.

Moreover, notwithstanding some positive one-off factors, net foreign direct investment {at 1.6% of GDP)
till only covers a small share of the current account deficit, while Turkey has even experienced net
portfolio outflows in recent guarters (amounting to 2.2% in the fourth guarter of 2015). The external
funding needed to finance the current account shortfall is therefore still predominantly sourced from short-
term debt-creating (net) other investment flows (2.1% of GDP). As a result, Turkey's gross external debt
has climbed to 54.8% of GDP in the third guarter of 2015, up from 50.4% at the end of 2014, with banks
expanding their external liabiliies from 20.7% to 23.1% of GDP. Overall, balance of payments
developments up to end-2015 led to a fall of reserve assets amounting to 16% of GDP in the past year
(see also footnote B). Against the backdrop of the recent portfolio outflows and decreasing foreign
currency reserves, as well as the global uncertainty regarding further diverging monetary policies, the
current account deficit financing remains an important issue for Turkey, with a sudden capital flow
reversal being a main downside risk for the economy — in particular if the government proves unable to
implernent urgently needed structural reforms to increase the national saving rate.

B | gquartedy balance of payments figures are reported as moving suns over the mos recent four quarters of available data.
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Notwithstanding the expected slight increase in the budget deficit in 2016, fiscal policy is judged
to remain sustainable with a continued decrease in the debt-to-GDP ratio over the medium term.
The European Commission's estimate of the general

government budget deficif™ is 1 4% of GDPin 2015 (see Eiinh;rtfégpu;mmmem grosssetand halance
Chart 3), before slightly deteriorating in 2016 (1.7%) and =0 —
2017 (16%). In the light of a primary surplus and high L] RN PR 5.
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imbalances in Turkey. Hence, while public finances — estimates)
rernain overall sound, a tighter fiscal policy stance is still warranted to rebalance the economy fram both

an external (current account defict) and an internal (high inflation) perspective.

2.2 Inflation, exchange rates, monetany policy and financial stability

Inflation has persistently stayed above the upper (%) bound of the CBRT’s uncertainty band, and
inflation expectations seem increasingly de-anchored. Motwithstanding the sharp drop in energy
prices since mid-2014, the CBRT has clearly missed its inflation target in 2015, Headline inflation has
exceeded the inflation target (5%) persistently in the past years and has even overshot the upper bound
of the CBRT's uncertainty band (7 %) almost continuously since mid-2011, standing at 8.8% wo-y In
February 2016 (see Chart 4). The CBRT mentioned the pass-through from the strong depreciation of the
Turkish Lira (TRY, see Chart 5) and a structurally elevated inflation in food prices — which have a weight
of almost 25% in the CP| basket — as the two main factors for missing the target. The official projection by
the CBRT (and also in the government's medium-term programme) expects inflation to decline to 7.5% by
end-2016, which is still outside the target range, but well below the latest inflation expectations of 8.5%
for year-end inflation.

In spite of inflation persistently above target and further rising inflation expectations, the CBRT
left its main policy rate unchanged since its rate cutting cycle had ended in February 2015 (see
Chart B). While the main policy rate, i.e. the one-week repo rate, was left unchanged at 7.5% since
February 2015, the CBRT adjusted its liguidity aperations to guide interbank funding costs towards the

upper end of its interest rate corridor at 10.75%. For this reason, the CBRT assesses its current policy

T The budget deficit reported by the Turkish suthorities in the medium term programme is somewhst lower, smourting to 0.0% of
GDPin 205 and -0.7%in 2016 and 2017, As those numbers are hoveser nat compliant seth the ES4 2010 gandard, we use the
numbers reported by the EC's winter forecast instesd.
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stance as being tight with respect to the inflation outlook. Maore precisely, by decreasing the ligquidity
operations via the one-week repo facility and by increasingly relying on marginal lending, the weighted
average cost of funding increased by more than 100 bps in the last year. In the MPC meeting in end-
March, however, the CBRT lowered the ovemight lending rate by 25 bps, slightly narrowing the interest
rate corridor from the upper end.

Borrowing rates for both commercial and consumer loans increased significantly in the course of 2015 as
Turkish banks tend to price loans off the overnight lending rate if liguidity is scarce. As a result, loan
growth weakened somewhat, with commercial loans continuing to grow at a faster rate compared to

consumer loans.

Chart 4. Consumer price inflation Chart 5. Mominal exchange rate
(annual percentage change) (Turkish lira per eura)
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Apart from modifications to liquidity conditions the CBRT also relied on its other instruments to
achieve its policy goals. Most notably, the CBRT released a road map in August 2015 regarding the
policies to be implermented before and during the normalization of global monetary policies, including the
narrowing of the interest rate corridar and warious measures in the context of TRY liquidity, foreign
exchange liquidity and financial stability. Reacting to the uncertainties in global monetary policies and its
effects on foreign exchange markets, the CBRT gradually lowered the interest rates on FX deposits that
banks can borrow from the CBRT within their borrowing limits at the FX deposit market. Moreover,
transaction limits for banks at the CBRT Foreign Exchange and Banknotes Markets were raised.
Additionally, the flexibility of foreign exchange sales auctions was enhanced against the wolatility in global
financial markets. In order to extend the maturity of the external debt of the banking system and to cope
with the upward trend in the share of non-core liabiliies, the CBRT introduced a number of measures with
regard to foreign exchange required reserves and remuneration rates on the reguired reserves

maintained in TRY. Additionally, changes made to the guidelines for the use of FX deposits as collateral
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have somewhat lowered banks' need for swap deals with the market. Notwithstanding the significant
stock of international reserves held by the CBRT, the recent acceleration of portfolio outflows constitutes
a significant downside risk in an environment of diverging global monetary policies and the associated
elevated level of global risk aversion, since net FDI inflows remain low and the CERT has recently used
its international reserves to finance part of the current account deficit. At the end of 2015, the CBRT held
gross international reserves worth USD 133 billion, which corresponded to a decrease of USD 9 billion as
cormpared to 2014, However, according to ECB staff calculations, about USD 73 billion of these assets
are directly attributable to Turkish banks (a part of them replacing required lira reserves via the ROM) LiE
leaving the central bank with only USD 36 billion of liquid foreign currency reserves at its disposal once its
USD 18 billion of gold holdings are taken into consideration.

Chart 6. Interest rates Chart 7. Money and credit growth
in %] (annual percentage change)
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Turkey’s banking sector s eems overall stable with still high capital ad equacy (CAR) and low non-
performing loan (NPL) ratios, but the high loan-to-deposit (LTD) ratio still implies funding risks.
While both bank profitability and capital adequacy ratios are on a downward trend since 2009, not least
due to strong credit growth in recent years (see Chart 7}, indicators have remained fairly robust in 2015,
In December 2015, the CAR of the banking sector stood at 15.6%, corresponding to a mild decline from
16.3% at end-2014, which was mainly due to the depreciation of the TRY, since FX assets in banks'
balance sheets have increased as a result Still, capital adeguacy is well above the legal minirmum of 3%,
with around 85% of capital classified as Tier-1. ¥While the share of loans in banks' assets amounts to
B3%, customer deposits are only 53% of banks' liabilities. The resulting LTD ratio {at an elevated level of
123% at end-2015) makes banks dependent on cross-border wholesale funding (27 % of liahilities), and
thus, on global financing conditions. Mevertheless, leverage in the Turkish banking sector is low (equity is
11% of total liabilities) and cash reserves remain high (16% of assets). In addition, only 3.1% of total

*In case of potertisl external irancing constraints, these funds constitute an important buffer for fnancisl institutions as they even
exceed their outstanding stock of shot-tenn external dehi.
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loans were registered as non-performing at the end of 2015, which together with the banking sector's
relatively comfortable capital buffer indicates some leeway to absorb a possible deterioration in asset
performance. Loan growth has recently decreased, mainly due to a slowdown in the household sector
and among SMEs, while the share of large corporate loans is increasing. The slowdown of credit growth
is both supply- (increase in spreads, tightening in credit standards) as well as demand-driven (clients
reacting to higher interest rates). While FX credits are not permitted for private households, a potential
source of concern is the notewarthy net open fareign currency position of Turkish companies (USD -184
billion in December 2015 or more than 25% of GDP) that makes banks' asset guality wulnerable to lira
depreciation. FX lending in the corporate sectors is however mainly concentrated in large corporations
credit larger than 5 million andfor firms with a natural hedge due to FX revenues from exports).
Moreover, shortterm external liabilities are decreasing thanks to macro-prudential measures by the
CBRT favouring long-term external debt (i.e. higher reserve requirements for shor-term external funding).
Additionally, short-term external debt (remaining maturity up to 12 months) is fully covered by banks' FX
resenies held at the CBRT (with the caveat howewer that there is a risk of further capital outflows and of a
decline in FX reserves — see also footnote 6). The CEBRT also emphasized that the TRY depreciation was
mainly due to porfolio oufflows, as foreign investors awoid direct exposures to emerging market
currencies, which is in line with the experience in other EMEs. While the availability of banks' borrowing in
foreign currency has not been an issue so far, the high LTD ratio still makes banks dependent on global
funding conditions, implying some downside risks, particularly in the case of a sudden reversal of capital

flowes.

Follow-up to the Conclusions of the 2015 Ministerial Dialogue hetween the ECOFIN and the
EU Candidate Countries

The 2015 ECOFIN Council conclusions identified a number of areas in need of further policy action
by Turkish authaorities, including (i) promoting domestic savings, paticularly in view of the
persistently large current account deficit, and (i) reinforcing the focus of monetary policy on the
pursuit of price stability. Compliance with this targeted policy guidance has been weak The overly
looge monetary policy stance by the CBRT throughout 2015 has led to inflation hovering
considerably above target (and even above the upper bound of the uncertainty band of the target)
and inflation expectations have continued to be increasingly de-anchored. Furthermore, the CBRT's
strategy to tighten implicitly by using instruments other than the main policy rate might undermine its
credibility to fight inflation going forward. Additionally, by insufficiently tightening monetary policy, the
CERT also undermined efforts to increase the domestic saving rate and therehy to further narrow
the savings investment gap, which is a prereguisite to sustainably lower external vulnerabilities of
the Turkish economy.

3. Assessment

In line with previous years, inflation has overshot the 5% target by a large margin for the whole of
2013, continuing to undermine confidence in the CBRT’s commitment to its price stability
objective. Moreover, survey-based inflation expectations have recently reached 85% for year-end
inflation and have persistently stayed close to or above the upper (7%) bound of the £2% band in recent
years, signalling that the CEBRT's credibility to meet its 5% target in a sustainable manner might be at risk.
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While the CBRT has repeatedly argued that some of the undedying factors are of a temporary nature
(such as elevated inflation in food prices), inflation expectations out of line with the target aver such an
extended period of time may point to fundamental challenges. In particular, the argument of a strong
pass-through of the TRY depreciation to higher consumer price inflation, while understandable, is still
partly the result of the CBRT's reluctance to increase interest rates despite high inflation expectations
(and elevated inflation itself], which may further reinforce depreciation pressures on the TRY. By pursuing
atoo loose monetary policy stance (and also by failing to give a strong signal to the markets), the CBRT
puts risks to macroeconomic and financial stability that are not to be underestimated given Turkey's still
sizeable external vulnerabilities. In this context, monetary policy divergence between advanced and
emerging market economies may awaken memories to previous episodes of maonetary tightening in
advanced economies when the TRY came under depreciation pressure. Thus, international resenies
should also be boosted, particularly given the improvement in the current account balance, and
interventions (and F¥ sales auctions) should be limited to periods of disorderly market conditions.

Furthermore, the monetary policy framework has remained unnecessarily complex in spite of the
publication of a roadmap towards simplification. The usefulness of the unorthodox monetary policy
framewark that originally aimed at deterring capital inflows has become mostly obsolete and complicates
the central bank communication in an environment of portfolio outflows and persistently high inflation
rates. Furthermore, the CBRT does not follow its own forward guidance published as a road map in
August 2015, which suggested a policy simplification during the normalisation of global monetary policy.
While the policy statement in December included some prospects in this direction, including the narrowing
of the interest rate corridar, the reference to such measures has been dropped again in the following
meetings amidst increased volatility in global financial markets. While the CBRT has opted to maintain
money market rates close to the top of its interest rate corridor throughout last year, and also increased
the weighted average cost of funding by varying the liquidity offered at its different facilities, an explicit
hike of the policy rate may have conveyed a clearer signal to the markets regarding the credibility to fight
inflation. Moreover, repeated claims by government representatives to keep interest rates low —
particularly before the elections in June and MNovember — rmight also have played a role, and the
impression that the CBRT chooses to implicitly tighten monetary policy by instruments other than the
main policy rate could harm the perception of the CBRT's independence in the longer term. The
upcoming appointments of five (out of seven) MPC members, including the governor, should be utilised to
strengthen the independence of the CBRT.

The insufficiently tight monetary policy stance also jeopardises the achievement of some core
ohjectives highlighted in the government’s medium-term programme (MTP). Overly loose monetary
policy does not only undermine the price stabilty objective of the CBRT that is also prominently
highlighted in the MTP, but also impedes the increase in domestic savings, and thus, a sustainable
closing of the savingsinvestment gap in Turkey. As high inflation in combination with low real interest
rates will not incentivise households to save, monetary policy therefore also impedes a further
improvement in the current account and the reduction of external wulnerabilities. Furthermore, to attract
foreign direct investment (FDI) as a sustainable source of future current account deficits, it is also key to
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bring inflation down towards the CBRT's target. Still, some of the burden for meeting these aims clearly
falls onto fiscal policy by increasing public savings as well as by launching reforms to address structural
rigidities in the economy and to encourage higher private savings, but the role of monetary policy should
not be underestimated in this context.

The government has a 4-year window of opportunity to implement structural reforms without
facing any major elections. The government's Tenth Development Plan, covering the period 2014-
2018, comprises a comprehensive set of 25 Prionty Transformation Programs with more than 1200 action
points to be implemented aiming at boosting potential growth and reducing external vulnerabilities over
the medium term. So far, however, the individual reforms seem to lack clear prioritisation. A year-end
2015, the government has published a shorter plan for the first steps in 2016 which focuses (among other
igsues) on labour market reforms, increasing the quality of education, reducing the informal sector, and
reducing import dependency. Turkey has one of the most inflexible labour markets in the OECD, with
limitations an part-time work and high severance pays that give strong incentives to stay in the same
company. Besides tackling those weaknesses in the labour market, the government has also proposed a
new incorme tax law which gives tax concessions to newly established businesses under certain
circumstances. On top of that, the gavernment has to address the large share of the informal sectar, and
to make sure that the planned reform steps do not lead to a further increase of the unregistered labour
force. Regarding the structurally low savings rate, the government has also proposed a range of
measures, including the extension of private pensions to a broader public. Furthermore, the structural
reform programme also includes a number of measures to improve the business and investment climate
in Turkey, which could potentially also strengthen FDI inflows. A further postponement of necessary
reform steps however would make Turkey vulnerable to a sudden-stop scenario against the backdrop of

still high external imbalances.
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Data appendix

Measures of inflation, interest rates and related indicators
(annual percertage changes unless dherwiss stated)
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Macroeconomic projections
(a3 a percertage of GDP unless atherwise fated)
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Core financial soundness indicators
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