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Subject: 2014 Economic and Fiscal Programme of Albania and Bosnia Herzegovina

In view of the ministerial dialogue lunch between the economic and finance ministers of the EU and
the Candidate Countries of 6 May 2014, delegations will find attached

" 2014 Economic and Fiscal Programme of Albania and Bosnia Herzegovina"

endorsed by the members of the EFC and representatives of the former Yugoslav Republic of

Macedonia, Montenegro, Serbia and Turkey on 24 April 2014 as a background document.
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The artial submission of Economic and Fiscal Programmes
(EFPs) and their assessments are pat of the surveillance
procedure, which aims at preparing potential candidate
countries for the participation in the multilateral surveillance

and economic policy coordination procechwes curently in
place in the ETT.

EFFPs are broadly similar to the annual Pre-Accession
Economic Programm es submitted by candidate countries.

The main putpose of the EFPs is to present a medivum-term
policy framework, including public finance ohjectives and
structiral reform priorities, needed for EU accession The
EFFs alzo offer an oppotbunity for the potential candidate
countties to further develop their instibational and analytical
capacity.

The most recert EFP of Albarda was submitted on 31 Janary
2014, while the EFP of Bosnia and Hetzegovina was received
ot 30 Jarmary 2014,

9243/14

Ml/ah

DGG 1A


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22972&code1=RAT&code2=&gruppen=Link:9243/14;Nr:9243;Year:14&comp=9243%7C2014%7C

1 ALBANIA

1.1 EXECUTIVE SUMMARY

Througheut the crisis that heavily affected 1ts main ET trading partners and spalled ower
through trade, remittances and investment links, Albania has managed to avoid recession
though econcmic growth has slewed The external turmedl, howewer, has increasingly
exposed domestic weaknesses and in 2013 growth effectively ground to a halt as even a
large fiscal stimulus before the June elections and good export performance were barely
encugh to keep the economy above water.

Persistent fiscal imbalances in the past have led public debt to builld up to well over 60 %
of GDP. Substantial wealknesses in revenue collection and public finance management
hawe caused large government arrears, such as unpaid kills and delayed tax refunds, to
accumulate, sapping liquidity and confidence in the economy. Along with election-
related uncertainty, thiz has caused private consumption and investment to be sluggish,
dragging down economic growth,

The banking sector, while fundamentally stable and reliant mainly on demestic deposits,
has also been affected by the slowdown, Non-petforming loans (WNPLs) have surged as a
result of the knock-on effect of the government's unpaid bills as well as the overextension
of credit in some sectors particularly hit by the crisis. Az a consequence, lending growth
has slowed and even tumed negative recently, further weakening domestic demand and
creating a negative feedback loop.

With inflation at the lewer end of the central bank's 2%-4 % target range due to the
negative output gap as well as low imported inflation and well-anchored inflation
expectati ons, the central bank had room for stmuluz and cut the policy rate repeatedly
dewn to a record low of 275 % The high risk aversion of banks and weal credit
demand, however, have limited the impact of these rate cuts on the economy. At the
same time, the exchange rate has remained stable, thanks also to the strength of exports.
Met exports have recently been the main dnwver of growth, partly on the back of a
substantial nse in goods exports as crude ol sales surged, but mostly because weak
demestic demand has depressed imports. Thie has led to a narrowing of the current
account deficit, which however remains substantial.

With little room for further fiscal or monetary stimulus, Albania intends to break the
gridlock by seeking IMF and World Bank support for a bold arrears clearance
programme that aims at a front-loaded repayment of these obligations, worth 5.3% of
GDE, over 2014-2016. This could itnprove private sector liguidity, help lower NPLe and
substantially boost confidence, thus re-launching private investment and consumption,
which will be crucial for the recovery to take hold GDP growth is forecast to accelerate
from 0.7 % in 2013 to 4.2 % 1n 2016, but dewnside risks remain, in patticular as fiscal
consolidation needs and the forecast low inflow of remittances will provide little support
to demestic demand, while subdued grewth in the main foreign markets may dampen
export growth prospects.

Albania 1z confronting 1ts fiscal challenges by raizing a number of taxes and eliminating
exemptions, in an attetmnpt to reverse the declining trend in the revenue-to-GDP ratio
Budget conzclidation, especially in the later years of the programime, alzo hinges on the
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expected rebound in growth and thus faces downside nsks. Settling public arrears further
pushes up debt, which 15 expected to peak at 72.1 % of GDP 1n 2014, and the
preponderance of short-term debt, which 12 mainly held by domestic banks, will continue
to create significant rollever risks. While there are no immediate plans to re-establish a
statutory debt ceiling following the breach and abolition of the 60 % limit in 2012, the
INF-"WE programme 15 expected to act as an anchor for a much-needed gradual but
sustained consolidation,

The EFP projects the still large external imbalances to narrow further, as rising exports of
goods and services are expected to be only partly offset by a pick-up in imports. While
tourism's potential to rebound fast in the near future might be overestimated, the risks
stemiming from this are mitigated by the somewhat too strong rate of import growth
forecast in 2014, which howewver could gather speed in the later years along with stronger
investtnents, FDI inflows, boosted by some large energy projects already in the pipeline,
are expected to remain sizeable and should finance most of the current account deficit.

Attracting foreign direct investments 15 not only crucial for the balance of payments but
also for transferring knowledge, boosting productivity and diversifying Albania's rather
natrow production and export base, a source of vulnerakility to external shocks With
limited potential for further privatisations, emphasis should be placed on attracting
greenfield investments by improving the business enwironment and tackling long-
standing structural impediments to growth. The main challenges include strengthening
the legal and regulatory framewotl, including property rights; combating corruption and
the informal economy, addressing the structural problems of the energy zector and the
pension system; and improving the skillz of the labour force through better education and
training. &ddressing these issues 1z crucial to stimulate long-term growth and create
employment, thereby reducing the high jobless rate that iz exacerbated by the high
prevalence of long-term as well as youth unempl oyment.

1.2  EcoNOMIC OUTLOOK AND RISKS

The EFP projects a gradual recovery alongside a rebalancing from net exports to
private investment and consumption. The programme's medium term scenano assumes
a path of steady improvement with growth rates of 2.1% in 2014, 3.3% in 2015 and
4.2% in 2016 Owver the past two years, net exports contributed the most to GDP growth,
although this was driven more by a cyclically driven fall in imports than exports, whose
growth was modest at best In 2014 the revival of private domestic demand 1z projected
to remain too weak to support the recovery, which will instead have to rely on a
continuing positive impact of net exports. In the last two yvears of the programme, growth
iz geen to be finm on the back of strong consumption and private investment, with the
contribution of net exports receding and real government spending contracting due to
fiscal consolidation.
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Macroeconomic developmenis and forecasis

2012 ( 2013 | 2014 | 2015 | 2016
Feal GDF (% change) 13 nr 21 33 42
Confribufions:
- Final dom estic demand -2.5 -1.5 0.1 2.5 39
- Change in inventories 0.0 n.a n.a 0.0 0.0
- External balance of goods and services 3% 22 20 0.z 0.3
Employrment (% change) 0.0 n.a n.a 0.0 0.0
Unemployment rate (%) 13.1 130 | 122 | 126 [ 125
GDF deflator (% change) 21 17 23 25 27
CPI inflation (%) 20 19 27 23 30
Current account balance (% of GDE) -107 | -100 | B2 ) -TS [ -7

Sopees: Foanmomie and Fiseal Pragranme (EFP) 2014

Growth in the short term should he supported by a bhold programme to tackle
arrears, hacked by the IMF and the World Bank, but downside risks remain. The
front-loaded payment of accumulate d government liabilities, worth as much as 5.3% of
GDF, over three years 13 expected to Lft growth by injecting liquidity into companies.
Thiz zshould help unleck the flow of credit to the economy by reducing MPLs and
improwing banks' balance sheets. Tackling this long-standing izsue should also boost
business confidence and thus contnibute to a tumaround in private investment, which has
been the biggest drag on growth in recent vears. Seen in this light, improved economic
prospects are in order, but the magnitude and composition of the expected growth profile,
are subject to non-trivial risks, especially in the later years of the programme. The need
for fiscal adjustment and the expected flat remittances inflow will provide little boost to
disposable income. Moreower, the 50% hike in corporate income tax might jeopardise the
strong rebound in private investment that has been forecast, unless counterbalanced by
refortnz to make tax collection less invasive and arbitrary. In any case, stronger
investtnent activity would need to be supported, apart from the confidence-boosting
effect of the arrears clearance and of the involvement of the IMF and the World Bank, by
further substantial improvements in the business environment. Finally, the revival of both
consumption and investment hinges on efforts aimed at restarting lending finally bearing
fruit.

With the gradual closing of the output gap, inflation is expected to move closer
towards the middle of the central hank's target range of 2 %-4 %o Eank of Albania's
inflation targeting regime has served the country well by anchonng expectations and
ensuring stable low inflation. The weak cyclical position of the econcmy and the
resulting deceleration in inflation prompted the central bank to engage in monetary
stimulus by embarking on a series of cuts in the policy rate, but the pass-through to the
economy has so far been limited due to banks' reluctance to increase lending and low
credit demand. & hilke in excize duties and fuel tazes 12 expected to lead to a one-off 0.6-
1 percentage point increase in the headline inflation rate in 2014, but a forecast stable
exchange rate wis-a-wis the eure (which has been remarkably steady recently) and
assumed low imported inflation, together with the still weak economy, will mitigate the
effects. Owerall, it 12 reasonable to expect, in line with the EFP's projections, that the
inflation will remain within the targeted range throughout the programme.
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External imhalances have started narrowing but remain large. Albania's current
account deficit 15 sizeable at arcund 10% of GDF but has shrunk steadily since 2011 as a
result of both cyclical and structural facters. The merchandise trade deficit in particular
hasz declined matkedly, thanks to a 0% rize in goods exports between 2010 and 2013,
driven mostly by increased crude o1l production. In the process, Albania has managed to
diversify somewhat its clients base away from Italy (notably to Spain, Tutkey and
Eosove), athough Italy's share remain: deminant At the same time, the services
account, traditicnally in surplus, has tirned negative of late, mainly due to weak tourism,
whose potential 18 clearly held back by structural impediments such as weak propetty
rights. Owerall, total exports increased only slightly and the bulk of adjustment came
from import compression. Eemittances from migrant workers, which traditionally offset
a large part of the trade deficit, accelerated their decline in 2012 and in the year to Q3
2013 fell to lesz than 3% of GDP as opposed to 9% in 2009 Their lower level now
seems entrenched and might reflect, apart from a weak economy in Greece and Ttaly, the
two major destination countries, a structural change in terms of migrant workers'
loosening links with their home country.

The EFP optimistically
pl"l]jECtS the current account Foyvalutiom ol the correnl aceonnd balanee (%8 oFEz10H)
gap to close further. Potential 45 -
for further increases in crude 40

oil  exports as well as an 3 1
expected pick-up in foreign 0

sales  of other traditional :; &
products, textiles and footwear, 45 |
should help sustain high grewth .20

in merchandise exports. This -25
assumphion may not appear

201z 2013 2014 2013 2016

implausible given recent good == Caads e Dervices == Pr vary incoms

- | I HETIRE I B H o B s LN s | 1]
petformance  against  global
headwinds, although a Aouree, Leonomic and 12scal Prorrammea (L0E) 2014, LU calonlations

projected  flat real effective

exchange rate will not boost price competitiveness, and growth in Ttaly, the main export
matket, will remain subdued The programme alzso expects services exports to rebound
guickly, but such outcome seems unlikely in the akbzence of structural changes furthering
tourism investments that in any case might take time to wield results. While a wealeer-
than-expected growth in exports is a downside nisk for the current account balance, it
could be offset to some extent by the somewhat too strong rate of import growth forecast
by the EFP in 2014 {6.3% in nominal terms), given that it will hardly be supported by
still weak domestic demand On the other hand, the expected start of zome big
investnent projects in the later vears might, through their import content, lead to a bigger
than forecast current account deficit, but such higher external gap will be matched by
FDI inflows funding these projects. Eemittances are seen decreasing further in 2014
before recovening slightly in the later years of the programme, while the income account
iz get to deteriorate due to increased repatriation of profits by foreign investors. At a
mactoeconotmic level, the narrowing of the current account shortfall iz projected to be
supported by a conthuing trend toward higher private sawvings and a shrinking
government deficit. Cwerall, the balance of risks surrounding the expected path of the
current account deficitis titled to the downside
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Securing sizeahle FDI inflows will be key to financing the external deficit and
modernising the economy. In recent years, Albania managed to attract a relatively
stable level of FDI inflows that financed the bulle of the current account deficit, with
private companies relying very little on external financing wia credit lines. Howewer, with
privatisation options largely exhausted, the focus should now shift to creating favourable
conditions for greenfield investments. Opportunities exist in hydropower generation,
agribusiness and tourism, among others, but explodting them will require tackling sector
specific az well as more general impediments in the business environment, such as
strengthening the rule of law and solwing the long-standing issue of propetty rights. The
EFP expects FDI inflows to increase by about €% a year on average ower the
programime, so that they would exceed the current account deficit in all vears except
2014, Seme large projects already in the pipeline (such as a large hydropower plant and
the Albanian section of the Tranz-Adriatic Pipeline) lend suppott to thiz assumption, but
further effertz will be neceszary to fully benefit from FDI'% knock-on benefits on
productivity and economic diversification. In any event, after obtaining substantial loans
from the IMFE and the World Bank, balance of payment pressures should not create any
concerns in the coming yeats.

A dearth of credit risks delaying the recovery. Following a steady deceleration of
annual growth in the stock of cutstanding loans from September 2011, lending started to
contract in mid-2013, with business loans especially feeling the crunch. Sluggish credit
demand in the midst of the econcmic slewdewn might have played a part in this, but
kanks' increased risk-aversion and tight credit conditions following an enduring
deterioration in their loan portfolio also had a strong negative impact. High gevernment
botrowing, especially in the first half of 2013, might have also crowded out some private
lending. In addition to lowering its policy rate, the central bank initiated in mid-2013 a
number of macroprudential and regulatery measures to suppert credit growth, such as
temporarily easing capital needs for new lending, lowering liquidity requirements,
promoting early loan restructunngs and facilitating collateral execution. Howewer, the
deadlock still persists and may only get a decisive boost from the arrears clearance
programme, which 12 expected to improve confidence while lowening non-petforming
loans.

Despite wery high MPLs and lingering credit risks, the hanking sector appears
fundamentally stahle. Capital and liquidity ratios largely exceed requirements and
deposits continued to be the main source of funding for banks, which have very limited
reliance on external sources and parent bank credit lines MPL:s stood at 24.2% in
September 2013, but they seem to be levelling oft after almost five years of steady
increase. Loan losses are alse well provisioned, which has weighed on banks'
profitability since May 2013 A stress test exercize that analysed the stakbality of the
banking sector under various adverse scenarios until end-2014 concluded that only mid-
sized banks would face the need to raize capital as a result of negative shocks A
particular credit risk stems from the currency mismatch of borrowers with foreign
currency loans but domestic currency income. Such leoans made up 31.1% of the total
stock in September 2013 and are particularly sensitive to a large exchange rate
depreciation.
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Financial sector indicators

2009 2010 2011 2012 2013

Total assets of the banking system, mEUR | 2287 2301  228Y 2471 2427
Foreigh ownership of banking system
Credit growth 0.5 g6 117 T4 1303
Bank loans to the private sector % 1100 1000 1000 1000 1004
Deposit growth 0.1 155 145 o4 2403
Loan to deposit ratio 0.67 083 062 04l 03803
Financial soundness indicators

- not-petforming loans 2.1 126 17.0 217 24303

- core capital to risk weighted assets 162 154 154 162 17,803

- liguid to total assets 217 260 265 294 278

- retutn on equity 24 73 20 532 17043

- forex loans to total loans %6 0.3 iyl ar.5 ada |aldio3

Sowrces: Rank af Albawnia, Feowin/Reuters

1.3 PuBLIC FINANCE

A tendency of underperforming revenues and missed fiscal targets intensified in
2013, Large budgetary slippages, caused manly by disappointing revenue from direct
taxes and spending increases in the first half of the year that were linked to the election
cycle, necessitated a substantial revision of the budget in October 2013, This increased
the full year deficit targetto 6 2% of GDP, up from 3 5%, although a downward revision
of nominal GDP also played a small part. Due to a surge in VAT and excizse revenues at
the end of the year, which might have been related to the anticipation of tax changes
taling effect in 2014, and thanks to the curbing of capital expenditure, the eventual
deficit was somewhat better at 4. 8% of GDP. 5till, total revenues fell 0.5% year-on-year
and were 8 9% lower than mnitally planned, continuing their decline as a share of GDFP
from 26 6% in 2010 to 24 2% in 2013 REevenue from VAT, the largest item on the
revenue side, dropped by 3. 1% compared with 2012 and was 12% less than anticipated
i the initial budget. In terms of expenditure, efforts to contain the budget shortfall
focused again on cutting the traditionally flexible item, capital spending, which, after a
substantial tightening in the second half of the yvear, ended up 7.8% lower than initially
planned, although it did increase marginally as a share of GDP {te 4.5%) Total
expenditure-to-GDP increased from 28.6% in 2012 to 29% in 2013

Going forward, the stated objective of fiscal policy is to consolidate public finances
while clearing government arrears. This translates into deficit targets of 6.5% of GDP
i 2014, 4 8% 1n 2015 and 3.4% in 2016 that incorporate the frontleaded settling of
accumulated arrears amounting to 2.3% of GDP 1n 2014, 1.3% in 2015 and 1.2% in
2016, The budget adjustment over this peried is planned to come from increasing
revenue: as a share of GDP by 2.3 percentage points, 1.e. back to their 2010 level,
drawing on a series of tax rises as well as gains from improved administration. At the
same time, total expenditure net of arrears clearance 1z projected to decrease slightly as a
share of GDP to 288% in 2016, while capital expenditure iz assumed to remain at
around 5% of GDP (including a new contingency line). With a focus on the deficit, there
iz no immediate plan to re-establish a statutory debt ceiling following the breach and
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abolitton of the 60%: limit in 2010, Also, the EFF emphasizes that deficit targets will be

implemented with some flexibility in order to lmit potential pro-cyclical effects.

Composition of the hudgetary adjusiment (%o of GDP)

C -

2012 - 2013 - 2014 - 2015 - 2016 ZI;T;FIIS
Revenue 49 242 357 0 65 23
- Taves and social security contributions o0 - 1946 - d06 - 2101 - 216 20
- Other (residual) 49 44 i1 49 42 03
Expenditure 84 290 322 3ns 209 ne
- Prithary expenditure 53 258 29 73 263 0.5

of which:

Grozs fived capital formation 52 . 38 _ 55 | 38 _ 57 0.1
Consumption g0 - 9o - 82 - BE - 24 -0
Transters & subsidies mwr -1z 13 co1E ot 11 032
Othet (residual) o4 oo 0 o2% T 13 132 12
- Interest payments 31 31 33 335 36 0.4
Budgethalance 35 42 6.5 42 -34 1.4
- Cyrelically adjusted fL.a. fLa. fLa. fLa. fLa. fLa.
Primary halance 04 - 16 - 32 - 13 - 02 12
Gross debt level 625 - TS - 71 - TLTF - 6Rd -13

Sowrces: Feononic and Fiseal Programme (EFFP) 2014 FCFIN calculations

The 2014 hudget aims to reverse the decline in revenues through a comhination of
tax rises, tax expenditure cuts and improved collection. Total revenues are projected
to increase by some 11% over 2013, lifting the revenue-to-GDP ratio by 1.5 percentage
points to 25.7%. Some 35% of the revenue growth iz expected to come from tax
increases and exempton removals (see box for more detatls) The rest 1z dependent on
econotmic growth projections being fulfilled, in particular a 4 4% increase 1n nominal
GDF and a forecast 6% rise in the value of imports — the latter being the main driver
kehind a similar surge in expected VAT revenues. Improvements in tax govemance are
also zeen to yield some (unspecified) benefite. On the expenditure side, total spending is
set to rise by 15.8% year-on-year, but with the main items largely held constant as a
share of GDP, it 15 the clearance of a large chunk of arrears that drives up the owerall
expenditure to-GDT ratio from 22% to 32.2%,
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Bax: The budeeat for 2014
The patliament adopted the 2014 state budget on 28 December 2013

The consolidation measures are focusing on the revenue side, while the clearance of arrears
mushes up total expenditure.

Table: Main measwes in the budget for 2014

Revenue measures* Exp end iture measures**

« Lifting VAT and excize exemptions in the
bdrocarhon sector

(0.4 ¥ of GDP)
+ Increasing excise taxes on cigarettes, tobacco,
aleoholic beserages and beer
(0.3 ¥ of GDP)
+  Inerease incirculation tax on fuels
(0.4 ¥ of GDP)

+ Hemoving the local small business tax and .
replacing it witha 7.5% tax on the profit of small *  [nerease ninterest expenses
businesse s (0.2 % of GDF)

(0.1% of GDPy *  Pise inreserve find

+ Increasm in the corporate incorme tax rate from (0.1 % of GDF)
10%: o 15% *  Clearance of arrears
(0.5 % of GDF) (2.5 % of GDF)
+  Introducing a progressive persoral incorae tax Total expend iture effert
0.1 % of GDP) (2.8 % of GDF)
+  Doubling the existing tax on buildings (haoth
commercial and residential)
(0.1 % of GDF)
Total tax revenues effect

(L5 % of GDP)
* Estimated istpact on general govenunent mvenes .
#+ Fs imated impact on general govenomernt expendibire.
Souree: EFP 2014

The direction and composition of revenue adjustment are broadly appropriate, but
suhject to some downside risks. The overall tax burden leaves room for raising
revenues, and the commendable aim of consolidating public finances while also tackling
accumulated arrears, makes tax increases necessary. Broadening the tag base for VAT
and excize duties and raising setme indirect taxes are measures normally considered less
distortive. However, the significant increase in corporate income tax for larger firms,
while efficient from the point of wiew of administraton and compliance, might have a
negative influence on investment, unless counterbalanced by reducing the arbitrariness of
tax collection and improving the overall business environment. Az for the expected rize
in tax intalke, the recent trend in overestitnating receipts and a persistent decline in the
revenue-to-GG0P ratio call for some caution; in particular, nsks stem from optimistic
projections for GDP and especially import growth in 2014, as they are supposed to
underpin patt of the expected increase in revenue.

BEeyond 2014, the path of budgetary consolidation depends on economic growth.
Apart from further raising some excise rates in 2015 and 2016 and scrapping certain
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WAT exemptions in 201510 line with EU requirements, the EFP does not foresee further
tax nises in the later years. Expected revenue increases will thus have to rely on economic
growth az well as improved administration. With the phasing out of spending on arrears
repayment and the emergence of some savings from cuts in the number of public
emplovees, expenditure as a share of GDP should fall back and the budget 1z expected to
post a small primary surplus in 2016, 1ts first since 2010

Bax: Alterncdive scendiios

Mindful of the risks surrounding the baseline assumptions, the programme presents
alternative scenarins and the hudget containg increased huffers

In patticular, a low growth and a fasourshle growth scenarino, together with their effect on
public finances, are considered heside the hazeline assumption. In case of feehle growth, a
somewhat lower tax elasticity 15 also part of the assumptions, whereas the baseline and
fasrnurahle scenarins hoth count on more efficient tax collection. In the low growth scenatin,
recovery 15 expected to be sluggish with real GDP growth of only 0.4 % in 2014, 1.1% in
2015 and 2.49% in 2016, with a corresponding negative impact on revenues. Under this
seenatin, half of the rewenue shortfall 12 offset by spending cuts mostly affecting a newly
establizhed contingency line for capital expenditure (amounting to 0.8% of GDFin 2015 and
1.3% in 2016), while the restincreases the deficit (fo 7.1 % 10 2014, 58% in 2015 and 4.69%%
in 201d) Similatdly, in case of more robust growth than planned, half of the extra revenue
would heused for public investment, and only the remaning part would lower the deficit.

Fresenting alternative scenarios clearly enhances the soundness of the programme; however,
they also make clear that the burden of any adjustment on the expenditure side continues to
he placed on capital spending. This underscores the need for sound public finances that
preserve room for growth-enhancing expenditure items.

Recognising arrears pushes up the already elevated deht level, while rollover risks
remain high. Tnpaid kills and outstanding tax refunds have thus far not been captured
by official debt statistics; recognising and settling them therefore constitutes a major step
forward in terms of transparency, even if it means that the headline debt figure will
substantially increase. Total public debt 1z expected to peak at 72.1% of GDP 1n 2014
before falling back to &% 2% in 2016, thanks to the emergence of a primary budget
surpluz and the expected robust growth. Under the low growth scenario, debt reaches
75 8% in 2015 and decreazes only slightly thereafter Ewen though efforts to lengthen the
maturity profile of the debt stock achieved some results mn 2013 (notably with a first
successful 1zsuing of a 10-vear bond), the short term component of domestic debt
remains high, exposing the country to refinancing risks. The narrow investor base, which
comprises mainly domestic banks, adds to the vulnerabilities. Ewven if interest ratez on
government securities declined markedly in 2013 as a result of banks' ample liqui dity and
limited investment opportunities, this could change if private lending gathers steam. A
particular risk stems from the need to refinance a large Eurcbond equivalent to 4.5% of
GDP which matures in 2015,
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Conposition of ¢ 5 in the debt ratio (% of GDP)

2012 2013 2014 2015 2016
Gross debt ratio [1] 625 " Tos 0 T201 0 T1.T O 692
Changein the ratio 22 2.0 1.7 0.4 2.5
Contributions 2]
1. Prinarybalance 0.3 14 32 13 02
2, “Snow ball” effect 1.2 1.7 03 04 1.0
CYwhich: 0.0 0.0 0.0 0.0 0.0
Interest espenditure 31 32 33 3.5 36
Growwth effect 0.8 04 -14 -2.3 -2.8
Inflation effect -1.2 -1.0 -la -7 -1.8
3. Stock-flow 0.7 4.6 138 13 13

[1] Endofperiad

[d] The snowhall effect caphires the impact of interast expenditure on
accwrnulat ed debit, as well as the rapact of real GDP growth and inflation on the
debt ratio (through the denorminator). The stock-flow adjst e nt includes
differences in cash and accnml accomting, ac curaulation of financial ametzand
waluation and other effects.

Source: Feonomic and Fiseal Programme (EFP) 2014 FUOFIN calenlations

Large IMF-WE loans are expected to finance arrears clearance. Eisks in terms of
financing the deficit in the years to comme are largely mitigated by budget support loans
expected to be secured from international organizati ong, pritarily the IMF and the Weorld
Bank. The EFP puts their total amount at around €720 million over the yvears 2014-2016,
and assumes, without providing further details, a substantial degree of flexibility that
would allow an increase in the loan amounts in case low growth punches alarger hole in
the budget.

Public finance management is in need of an overhaul. The accumulation of large
unpaid kills and other arrears ower the years reflect substantial weaknesses in budgetary
planning and execution. Apart from tackling these arrears, it 1z equally important to avoid
their re-emergence, which requires a thorough improvement in budget planming,
commitment control and the management of investment projects. The EFP refers to some
broad objectives in this respect without setting out the intended measures, as the
complete reform package was still being developed. The government has since made
progress by 1ssuing an arrears clearance and prevention strategy.

1.4 STRUCTURAL REFORMS

Structural imp edim ents to growth are numerous and well understood. Imnproving the
kusiness enwironment by strengthening the legal and regulatory framewotk, including
property rights and the efficiency of public administration, combating corruption and the
informal economy, tackling the long-standing problems of the energy sector and the
pension systemn, and improving labour market outcomes by ensunng adecquate education
and training are vital to unleaching the economy's potential. The programme is good at
providing a list of the main chstacles, but the measures proposed, theugh helpful in
themszelves, are often restricted to enumerating on-going schemes or, at the other end of
the spectrum, they vaguely refer to future strategies being elaborated. As such the EFF
measures fall short of providing the strategic push needed to dismantle the country's main
bottlenecks to growth.
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Weaknesses in the husiness environment are not addressed in a comprehensive
manner. The measures menticoned include the opening of the Administrative Court,
which is expected to speed up the settlement of administrative disputes, small-scale
credit schemes to help micro and small enterprices access financing, a further reduction
in the {already competitive) time to register new businesses, and plans to step up labour
inspections to fight tax evasion. A long-term public administration reform strategy, to be
implemented in several phases starting in 2014, iz being drafted with the aim of
developing capacities, improving public services and ensuring the efficient management
of human reseurces. Howewer, settling the perennial issue of weak property rights,
including the completion of first property registration, legalisation of illegal buildings
and compensation for expropriated former owners, is neglected in the programme, as are
other weakneszses such as delays in obtaining construction pertnits,

The energy sector is poised to undergo much-needed changes. 4n almost exclusive
reliance on hydropower exposes Albania to large fluctuations in power generation, and
large electricity imports in low-rainfall years have a negative impact on the current
account balance, Moreover, wealmesses in the regulatory and legal framework governing
the relations between key players mean that the state acts as a financier of last resort,
which poses a constant threat to public finances. The EFP foresees a number of important
changes, including the adoption of a new electricity sector law to further liberalize the
market and encourage private investors in electricity production; and efforts to increase
the capacity of transmizsion and interconnection networks, notably with a financial
agreement already in place for the construction of the Albania-Kosowe interconnect on
line. & new large hydropower project that will significantly boost generation capacity is
alzo imminent. Another major investment planned 12 the Tranz-A dnatic Pipeline that will
cross Albania's territory and holds out the prospect of introducing gas to the energy mix
in the longer term. Mevertheless, significant wealnesses in the electricity sector remain
and need to be addressed. These include alack of financial wiability, high levels of losses
in electricity distribution, low kall collection rates, tanffs below cost-recovery level and
an on-going dispute with the former owner of the renati onalized energy distributor.

Generating employment and improving the gquality of education and training
remain major challenges. The registered unemployment rate 1z stuck at a stubbornly
high level (close to 13%), and estimates based on labour force surveys put the number
even higher {17% in the fourth quarter of 2013} and on an increasing trend. While some
aspects of the labour market, such as the easze of hiring and firing or the link between pay
setting and productivity, display sufficient flexibility, other aspects point to significant
structural impediments. For example, there 12 a high proportion of subsistence farmers in
the agriculture sector, which still employs clese to half of the workforce. There 15 also a
high prevalence of long-tenn unempl oyment and large gender differences in labour force
patticipati on. Wortyingly, more than 30% of youths are neither in employment nor
education nor training. Despite wide-ranging reformes in the past, the quality of education
and training is stll weak; enhancing and reorienting them to better match market needs
would improve the employvability of the workforce and Albania's potential to attract
higher wvalue-added investments. The EFP refers to the imminent completion of the
Hatienal Employment and Slkills Strategy that will run untl 2020 and aims at
ovethauling active labour market policies, improving vocational education and training,
reforming social safety nets and strengthening the gowvernance of the labour market
Turning the strategy into effective action, however, will likely prove challenging.
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Without reform, the pension system risks imposing a growing burden on puhlic
finances. In Albania's pay-as-you-go system, overall pension spending is relatvely low
thanks to the young population, but a series of unfunded benefit increaszes, heavily
subsidised contributions for agricultural wotkers, disincentives: for higher-income
earners, and low participation rates due to the widespread informal economy, mean that
the system is in deficit which 15 set to increase further under unchanged policies. The
EFT recognizes the problem and a pension reform strategy, drawing on the expertise of
international financial institutions, is in the making.
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ANNEX: OVERALL ASSESSMENT OF PROGRAMME RE QUIREMENTS

Albania's Council of Ministers approved the programme on 29 January 2014 and
submitted it to the Eurepean Commission on 31 January. The EFP iz in line with the
annial budget for 2014 and the Macroeconomic and Fiscal Framework 2015-2017. Plans
regarding fiscal policy were closely consulted wath the IMF and Werld Bank. The
programme 13 largely consistent with the assessments in the European Commizsion’s
FProgress Eeports.

Macra famevwaric

The programime presents a reasonably comprehensive picture of past developments
Almest all the relevant data are covered, but weaknesses remain, not least regarding the
labour matket and wage statistics. The macroeconomic framewotrk, albeit optimistic, is
sufficiently comprehensive. Links between the macroeconomic scenarie and the
structural reform measures could have been made more explicit As a sign of clear
improvement over the previous vyears, the programine complements the baseline
assumption with alternative scenarios There remains ample room for enhancing the
analysis of external sustainabality.

Fiseal framewark

The fizcal framework 1z detailled and well integrate d with the policy objectives. It 1z also
cons stent with the presented macroeconomic scenario even if it seems optimistic. There
are somne gaps in the data presented and the explanation on how revenue projections had
keen denived could have sometimes been made clearer. Fiscal data are not in full
compliance with ESASS standards.

Struchiral reforms

The structural referm  framework could have been made more coherent and
comprehensive The programme would have benefited from better focusing on the major
structural reforms and providing more details and a clear timeline for them, along with
estimates of their budgetary impact. Some challenges that are identified as being among
the main obstacles to growth are left unaddressed by the propozed measures.
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1 BOSNIA AND HERZEGOVINA

2.1 EXECUTIVE SUMMARY

zince the onset of the crisis, the economy of Bosnia and Herzegowina has been adversely
affected by the economic situation in i1ts main ET trade partners al ong with the negative
contribution of wealk domestic demand, the continuous political stalemate and a difficult
investnent climate. Thus, dezpite the export-driven resumption of economic growth in
2013, the economic recovery remains fragile and risks are clearly tilted to the downside

In a slightly optimistic scenano, the EFP forecasts GDP growth to accelerate from 0.8%
in 2013 to 25% 1n 2016 and relies heavily on the recovery of domestic demand In
patticular, the programme's projections for investment growth appear on the upside and
would certainly require determined action to revive the privatisation process and, not
least, a stronger commitment by the autherities to undertake immediate decisive steps to
improve the business environment, which remains one of the most challenging in the
region. Key downside nsks are also related to a possible continuati on or aggravation of
political tensions which emerged in early 2014, The difficult political situation and the
general electi ons scheduled for October could adversely affect the timely implementati on
of much needed, growth supporting structural reforms.

External imbalances, which substantially narrowed 1in 2013 on the back of growing
expotts in particular in the energy sector, along with a continuous decrease of imports,
are projected to widen again beyond 2014 with domestic demand recovery gaining speed.
Howewer, the increase in external balances could be somewhat muted as the average rate
of growth in imports might be less strong than programmed, given the still weak
domestic demand, while the dynamics of exports might continue over the programime
period. At the same time, the programmed acceleration of FDT inflows in 2014-2016,
although boosted by zome energy projects already in the pipeline, and projected to
finance more than two thirds of the current account deficit, seems somewhat optimistic.

Altheugh budget imbalances improved somewhat in the last two yvears with the budget
deficit edging down to 1% of GDP in 2013, fiscal policy needs to be anchored in a
credible medivm-term frameworle. The authorities intend to embark on an ambiticus
fiscal strategy over the programme penod based on expenditure consolidation of 5.8
percentage points of GDP over 2014-16. The foreseen expenditure cuts are broad-based
with both capital and current spending generally declining asz a percentage of GDF.
However, these adjustments would need to ke backed by the design and bold
implementation of structural fiscal referms which cannot be talen for granted, given the
country’s track record Eevenues, estimated in a conservative manner, significantly
decline as a percentage of GDP, despite the planned broadening of the revenue base as
well az foreseen improvements in tax collection,

The authorities recognice the need for decisive actions to improve the composition of
expenditures; however, the EFP does not provide a convincing and fully elaborated
strategy to shift spending towards a more growth-enhancing pattern. Conselidated
general government expenditures increasingly dominated by current spending, even
before the crisis, have settled their share at close to 25% 1n recent years at the expense of
capital outlays, which served az a fiscal buffer. Planned measures to improve the
targeting of sorcial spending —currently accounting for over 14% of GDP and with a
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significant part related to the 1992-1985 war- reman limited In addition, the
programmed employment increase in the public sector in 2014 15 not in line with the
envisaged administrative refonm and will further increase the already high public sector
wage bill of about 12% of GDP exceeding by a wide margin the regional average.

Persistent structural weaknesses pose a considerable threat to the long-term growth
prospects of the economy. In particular, both the dysfunctional labour market and the low
guality of hutan capital remain key concerns. The modest recovery of the economy of
Bosnia and Herzegowvina in 2012 failed to unwind the labour matket and allewiate the
negative impact of the crisis, especially on low-skilled workers and youth employment.
The sluggish progress of reforms in other areas {1.e business environment, privatization)
hasz also not been conductive to employment creation. The unemplovment rate, above
2% of the labour force, remains persistently high and the activity rate of 44%
rematiably low. The EFP generally recognises the significant economic challenges and
structural bottlenecks to growth, but the programme's, policy response remains
fragmented It focuses mainly on several active labour market policies and fals to
address other structural problems, such as the high level of labour tazation and pootly
targeted social transfers.

Private sector development in Bosnia and Herzegowina continues to be hampered by an
unfavourable business enwvironment as shewn by its falling ranking in wvanous
international surveys. The main challenges include the still high barners for starting
btusiness, the strengthening of the legal and regulatory framework, the enforcement of
contracts, improving access to financing, and enhancing pelitical stakility The
authorities acknowledge the importance of creating a more favourable business
environment and accordingly the EFP dizcusses the adoption of a zet of amendments of
relevant laws aiming to facilitate procedures related to business creation, in particular in
the Federation. As to the concrete measures the programme remains weak and does not
present a clear titneline for their implem entation.

2.2  EcoNOMIC OUTLOOK AND RISKS

The EFP projects a strengthening of the pace of recovery, owing to a strong and
rising contribution from domestic demand. GDT iz foreseen to accelerate from an
estitnated 1.5% in 2013 to 2.3% in 2014, 2.8% in 20135 and 3. 3% in 2016 While sutput
growth in 2013 was equally supported by domestic demand and net exports, the EFP
projects demestic sources to become the engine of growth as of 2014, The programme
relies on a marked surge of investments with an average growth of 9.2% 1n 2014-16,
suppotted by a strong increase in foreignfinanced projects, notably in energy. Private
consumption growth i alse projected to accelerate, but at a much more moderate pace,
reflecting high unemployment and limited scope for a strong pick-up in disposable
imcomes. Government consumption would only gradually expand due to fiscal
consolidation needs. The contribution from the external side is expected to turn negative
in 2014, and increasingly so in the outer years of the programme period, in view of
strong impott growth, which will eventually exceed the growth of exports in 2016 In line
with the growth scenario, labour market conditions are set to slowly improve, though
with only limited gains in total employvment.

The EFP's macroeconomic scenario appears slightly optimistic and risks are tilted
to the downside. Following the recession in 2012, there has been a recent pick-up in
economic actwity and demestic demand 15 likely to strengthen geing forward Somewhat
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improved lending conditions and slowly rising incomes, alzo supported by an expected
slight recovery of remittances as well as the gradual completion of infrastructure projects
are likely to support stronger growth, Howewver, in wiew of the difficult investment
climate in the country, the EFP's projections for szolid investment growth appear
somewhat optimistic and would certainly require a stronger commitment by the
authorities to undertake immediate decisive steps to improve the business environment,
which remnains one of the most challenging in the region. In addition, action to re-
engineer the privatisation process, especially in the Federation, would support private
sector development Eey downside risks are related to a possible continuation or
aggravation of political tensions which emerged in early 2014, The current difficult
political situation and the general elections scheduled for October could adversely affect
the timely implementation of much needed, growth supporting structural reformz Eisks
on the external front stem from a renewed deterioration in the economic environtment in
the ETT which could weaken exports and capital inflows. In addition, enduring problems
with the trade with Croatia after its ET accession stll constitute a risk for exporting
industries in the agncultural sector. Furthermore, while the Stand-By Arrangement
(SBA) with the IMF remains on track and a nine-month extension has been granted in
Tanuary 2014, any prolonged delay in the implementati on of committed policies, similar
te the recent faillure to timely conclude the sizth review of the 5BA in February 2014,
coul dresult in financing difficulties with potential repercussions on economic growth,

Macroeconomic developments and forecasis

2012 | 2013 | 2014 | 2015 | 2016
Real GDF (% change) 09 1.5 23 12 335
Comfribufions:
- Final domestic demand 0.2 0.3 ] 35 54
- Chatge in inventories o4 | 01 ] -01 n.z on
- Extertial balance of goods and setvices | -1.1 0z 08 | 09 ] -19
Employmet (% change) 03 1.0 0.5 14 22
Unemployment rate (%) LES B0 | 275 | 275 | 271 | 64
GDP deflator (% change) 2.5 24 17 1.7 14
CPI inflation (%) 21 0.3 15 la 15
Current account balance (% of GDE Q2 A7) FE| FE] L2

Sources: Foonomie and Fiseal Pragramme (EFF) 2014

External imbalances are on the rise confirming the structural nature of the current
account deficit. & decline in intemational energy prices and sluggish import demand,
resulting from weaker private consumption and fiscal consolidation measures, as well as
rising energy exports, contributed to a narrowing of the current account deficit to 6.7% of
GDP in 2013, dewn from 92% in 2012 However, this improvement will be of a
temporary nature, and external vulnerabilities are likely to persist. The EFP projects total
expotts to expand by around 6.2% on average in 2014-16, largely backed by a recovery
in the ETT, which accounts for 60% of total exports. Slower growth in the ETT woul d thus
significantly weaken exports Tn addition, the failure of domestic producers to meet the
muality standards required by the accession of Croatia to the ETT, albeit limited to some
agricultural products, puts an additional break on export expansion. The demand-driven
recovery will at the same time boost imports, due to the high import intensity of domestic
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Fxalotian af the curTent account balance (% at {111¥) investment and production. Thus,

20 - the cutlock iz for a rising current
:g ) account deficit, reaching again
5 SR 9.2% of GDP by 2016, as projected
0 —Fd I in the EFP. The strong correlation
_{g - O L of higher output growth and rising
A5 - i - external imbalances reflect the
-20 - 5 %3 persistence of structural
=23 ] . ..
.30 — i Eeei wealtnesses with limnited
35 - production diversification, a
2012 2013 2014 2013 2016 narrow export base and low
= Uouds [7mmm= R T OSSO ductivi 1 1
et T sfers sl CAD s Y produc 'Jlty BVELE.

Attracting FDI will be crucial for
financing rising external
imhalances and for enhancing the productive capacity of the economy. In recent
vears, net FDT inflows have significantly declined, from 11% of GDP in 2007 to 2.2% of
GDP in 2013 and have furthermore been characterized by a low sectoral diversification.
The EFP expects a strong increase in FDT inflows to about 6 %% of GDP by 2016
However average net inflows will on average cover only two-thirds of the current
account deficit over the programme penod. MMoreover, FDI inflows are foreseen to be
primarily boosted by zome energy projects already in the pipeline, thus diversifyring the
natrow production base but still leaving scope for a further productivity increase. In
additicn, as the contribution of new privatisation projects tends to be limited due to 1ts
broad completion in Eepublika Srpska and the denationalization standstill in the
Federation, the focus should be increasingly put on attracting greenfield investments in
sectors others than energy. Oppottunities exist in tourism as well as in agribusiness and
in the manufacturing of wood products, among others, but their development would
hinge on the improvement of the business environment, in particular with regard to the
strengthening the rule of law, enforcement of contracts, starting a business and financing
of small and medivm-sized enterprizes,

Servree: Feanamic and Fiseal Prosramma (FF2) 2014, ROFTY

Labour market conditions will remain difficult. The tepid recovery in 2013 did not
translate into an improvement of the labour market situation On the contrary, the
employment rate decreased further, while registered unemployment edged up to a
wortyingly 44.5% in Movember 2013 Going forward, the EFP foresees emplovment
levels to rize by 0.2% in 2014, 2.1% in 2013 and 2.7% in 2016 on the back of the
foreseen recovery. In the short term, most of the employment gains will materialize in the
public sector, especially in 2014, which appears to be in contradiction with the
governmment's intention to streamline public sector employment in the context of the
envisaged public administration reforms. Private sector job creation remains muted and
will only gain some pace in the outer yvears of the programme period.

Financial stahility increasingly comes under pressure. The quality of the loan
pottfolio has been steadily deteriorating since the outhreak of the crisiz and the share of
IPL: in total loans reached 14.9% as of end September 2013, Loan losses provisioning
seems adequate but translated inte a negative impact on profitability. Profitabality
indicatorz in 2013 almost halved az compared to 2012, Nonethelezz, banks are still well
capitalized with a regulatory capital adequacy ratio of some 17% and liquidity indicators
remain at comfortable levels. Furthermore, the new planned legislation on asset
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management and tax treatment of loan sales to be adopted in the course of 2014 aims to
further strengthen the banking sector.

A sustained economic recovery requires a rebound in credit activity. Private sector
credit growth alm ost halwved to 3% year-on-year in 2015 on the back of slower dynamics
of credits in the household sector In addition, the continuous detenoration of the credit
portfolio in 2013, albeit at a slower pace, weighs on the resumption of lending growth
and on economic recovery thus stressing the importance of the planned establishment of
a MNPL resclution frameweotk. Against this background, the EFP': projection of a
substantial acceleration of credit (and deposit) growth to 10%0 in 2016 appears somewhat
optimistic. On the deposit front, the growth of total deposits accelerated to 5. 1% year-on-
year 1in 2013 allegedly pushed as well by precautionary motives. Accordingly, the
dependence on foreign financing has gradually declined with the loan-to-deposit ratic
adjusting downwards from over 122% in 2008 to currently 115.2%, thus reflecting the
increasing reliance on domestic sources of funding.

Financial sector indicators

2009 | 2010 | 2011 | 2012 | 2013

Total agsets ofthe banking system mEUR | 10742 | 10,828 | 11,198 | 11,414 | 11,984

Credit growth 54 0.8 58 52 2.5
Bankloans to the private sector 530 52.2 51.5 4388 478
Deposit growth -4.0 4.7 2.8 20 51
Loan to deposit ratio 1.16 1.16 1.1% 1.20 1.15
Financial soundness indicators
-non-p etforming loans 4.5 g1 12.0 127 114903
-net capital to sk weighted assets 16.1 16.2 17.1 170 117003
-liguid to total assets 300 29 272 254 | 253Q3
- return on equity 0s 5.5 58 70 3003
- forexloans to tota loans EERY 701 66.9 §3.1 64.1

Sowrees. Maional Centradl Eank, Datalnsight

2.3 PUBLIC FINANCE

The general government deficit in 2013 is broadly in line with the original hudget.
The EFT estimates that the fizcal deficit amounted to 1% of GDP which is slightly above
the target in the budget from December 2012 but below the deficit of 1.3% of GDP in
2012, On the revenue side, the impact of the modest revival of economic activity was
only partly offset by a decrease of soctal contributions resulting into a minor increase of
total revenue-to-GDF ratio to 42.6% of GDFP. Howewver, the elevated VAT refunds
continued to pose an additional drag on revenues from indirect taxes, the latter
accounting for two-thirds of total tax revenues On the spending side, consolidation
measures in 2013 such as the freeze of public sector wages and restrictive employment
policy in both entities and the central government as well as additional measures such as
the one-off cut of salaries in Eepublika Srpska, (albeit effectively lower than originally
foreseen), provided space for a rise in capital investment by a 45% year-on-year, though,
from a low base Thus, conselidated fiscal expenditures are projected to have remained

broadly unchanged at 43 6% of GDP.
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Despite some consolidation efforts, the deficit is projected to increase in 2014 to
1.6% of GDP. In contrast to the previous yvear, the fiscal measures of the programme for
2014 and beyond are planned mainly on the revenue side, especially in the Eepublika
mrpska. Total revenue-to-GDT ratio 15 expected to decline to 40% of GDP in 2014 due to
reductions in all categories, which 1z not consistent with the optimistic macroeconomic
scenario and the envisaged measures for broadening the revenues base {such as through
the new Law on Games of Chance and amendments to the Law on tax administration in
the Federation). In addition, an improvement of the collection of indirect taxes is set to
ke achieved through strengthening the capacity of the Indirect Tax Authority among
others, although this might prove to be challenging against the background of increasing
VAT refunds Furthermore, seweral measures in Eepublika Srpska tend to be
expansionary such as the introduction of non-taxable income in the amount of 200 Ehi
and will additionally weaken the personal income tax returns The expenditures in 2014
will remain broadly on the level of 2013 in nominal terms, while decreasing as a
percentage of GDP. The improvement of the composition of expenditures which started
in 2013 seems to be partly offset by some measures such as the increase of the price of
labour from EIL 100 to EWD 106 in Eepublika Srpska, which impacts public sector
wages, while the budget of the Federation foresees to cut expenditures primarily through
the audit of some social transfers and to rationalise material costs.

Fiscal adjustment in 2014 should he hased on a timely implementation of reforms to
improve the gquality of public finances. The authorities generally recognize the need for
decisive actions to improve the composition of expenditures and to shift spending
towards a more growth-enhancing pattern. Howewer, the EFP does not provide targeted
measures to this end and the projected capital 4o-GDP ratio 12 forecasted to decline to
2.3% of GDP in 2014, Equally, the programme generally remains silent on the measures
aitning to control more rigorously and to decreasze social transfers currently accounting
for ower 14% of GDP As for the expected increase of revenue efficiency, the recent trend
of high and growing WAT refunds poses a considerable threat to the projections of
revenues despite the forecast rise in imports in 2014 and calls for the tmely
implementation of envisaged measures to strengthen the indirect tax collection and to
broaden the tax base.

{Jver the medium term, the stated ohjective of fiscal policy is to consolidate public
finances with the hudget coming close to a halance. The EFP presents a medium-term
strategy, which foresees to lower expenditures below 40% of GDP by 2016 The
reduction of the budget deficit iz to be backdoaded to 2016 with an improvement of the
general gowernment deficit by 0.4 percentage point of GDP-from 1% of GDP in 2013 to
201 2015 and 0.6% of GDP in 2016, Howewer, the fiscal framework lacks a description
of the underlying fiscal and structural reform measures to support the spending and
deficit reductionsz. General government expenditures will edge down by 3.8 percentage
points of GDP (from 43 5% of GDP in 2013 down to 37 8% of GDP in 2016), which
seems to be overly ambiticus. In particular, capital spending and subsidies are planned to
experience a decrease to 3.1% and 1.2% of GD'P in 2016 respectively, while the nominal
decrease of all other categories seems to be less steep and 15 back loaded in the outer yvear
of the programine period. On the revenue side, the total revenue-to-GDT ratic is
projected to decline substantially with an annval adjustment of 1.8 percentage points of
GDP on average to reach 37.2% of GDP due to unfavourable developments in all
revenue categories. However, the conservative projection of revenues 1z somewhat in
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contradiction with the macroeconomic scenane and the intended measures for tax

broadening and enhanced tax collection

The ambitious fiscal strategy faces non-negligible fiscal risks, while lacking a
comprehensive description of the supporting measures heyond 2014, The programme
remains silent on specific measures to tackle pressing reforms such as the high tazation
of labour (and high social contribution rates, in particular), especially in the Federation.
In addition, the lack of a comprehensive reform of the social transfers system to improve
the targeting of zocial benefit recipients questions the credibility of the strategy, given the
country’s track record in implementing unpopular reforms. Furthermeore, the programme
fails to elaborate on the plans for a reform of the public administration that would
underpin the stated aim of a reduction of the current expenditures.

Composition of the hudgetary adjusiment (%o of GDP)

C e:
2012+ 2012 2014 2015 2016 ZI;T;Flﬁ
Revenues 417 434 400 382 372 -54
- Taxes and social security contributions | 36.0 36.1 343 33l 323 38
- Other (residual) 57 6.5 57 52 49 -16
Expenditure 435 436 416 402 378 5B
- Primary expenditure 419 418 403 34 370 58
afwhich:
Gross fived capital formation 27 40 33 34 31 09
Consumption 18.7 120 1583 17.5 laa -24
Transfers & subsidies 16.3 159 153 147 14.0 -19
Other (residual) i3 4.5 2h dh 22 03
- Interest payments 0.4 0z 0z 0z 0.7 0.a
Budgeihalance -19 -1.0 -l4 -20 -4 04
- Cryclically adjusted f.a. f.a. fn.a f.a. fna fLa.
Primary halance -12 -03 03 -12 0.1 04
Gross deht level KT 370 KT 347 307 -£.3
Sources: Feonomic and Fiseal Programme (EFP) 2014, FCFIN caleulations
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Box: The budeet for 2014

The patliaments of hoth entities adopted their budgets in December 201 3 before the expiration of
the last year's budget year and thus demonstrating their commitment to a timely hudget laws
endorsetment.

The enwvizsaged consolidation measures for 2014 and beyond are focusing primarily on the revenue
side, 1n particular including measures to improve tax collection and to broaden the revenue base,
while some of the measures on the expenditure side tend to be somewhat expansionary, espedally
in Repuhlika Srpska.

Table: Main measures in the budget for 2014

Eevenue measures Exp end iture measures

o  Indirect tax ation reform (0.05% of GDE)

0 by 6 s o (e i) A Horsies o Veterans disability protection audit in the

(0.1% of GDF)

Amendments to  the Law on  Tax
Administration the Federation (0.1% of

Federation (0.02% of GDF)

Increase of mindmun labour price from KW
100 to EWI106 in Republika Srpska (0.04%

B0l of GDF
o Law on the amouwd of the default interest

rate on public revenue in the Federation
(0.05% of GDF)

o Introduction of non-taxable income of 200
KM in R epublika Stpeka(-0.1% of GDF)

Aouree: EFP 2004

The structure of the public debt does not pose an immediate concern. Bosnia and
Herzegowina's public debt 15 projected to fall to 30.7% of GDP in 2016 from estimated
2% of GDP in 2013 In particular, domestic public debt ig projected to progressively
decline to 7.7% of GDP on the back of a steady decrease of verified old cutrency sawvings
and war claims & decline of foreign public debt iz expected only after 2015 as the
withdrawal of tranches under the IMF SBA leads to an increase of the debtin 2014, The
currency structure of the total public debt can be considered relatively favourable given
the country's currency board arrangement, as 31.4% of the outstanding stock is
denominated in EUE and 35 4% in domestic currency. A large part of the debt stock has
keen contracted on concessional terms with the average interest rate remaining at 1.44%
and some 55% of total debt under a fixzed interest rate. The maturity structure 15 quite
favourable with the average repayment period of the existing loan commitments
estimated at 11.2 years,

Re-finanrcing risks are nevertheless elevated. Public debt servicing, which soared over
twofold in recent years and reached over 4 5% of GDP in 2013, 15 projected to surge by a
further one third in 2014, thus posing some refinancing nsks | given the tight fizcal space
of the country. Bosnia and Herzegowina has no access to international capital markets.
Thus, any significant delays in the implementation of already agreed reformes under the
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ctand-By Arrangement wath the IMF would additionally increase the already elevated
financing risks. In particular, the main nisks in the Federation stem from the rollover of
detnestic debt and the potential marlket saturation, while legal limits on the accumul ati on
of dotestic public debt limit the high rollower. Furthermore, given the plans of
Eepublika Srpska to run a fiscal surplus in 2014, the main risks remain in the Federation,
where there 15 a slow progress, if any, of other sources of financing (e.g. Devel opment
Policy Loan with the World Banle, the distribution of the TEANSCO dividends).

Composition of changes in the deht ratio (%0 of GDF)

2012 2013 2014 2015 2016
Gross deht ratio [1] 376 37D 3ITH MT 307
Change it the ratio 4.1 04 0.é -19 -4.0
Confribufions [2]:
1. Primary halance 0.1 08 -08 08 -1.7
2. “Snow-hall” effect 0.1 08 07 09 10
Cfwhich:
Interest expenditure 08 0.7 0.7 07 07
Growth effect 03 0.5 0z -1.0 -1
Inflation effect 09 09 0.6 0.6 -0.5
3. Stock-flow 28 -0.1 05 30 29

[1] Endof periad.

[2] The snoae-ball effect caphares the impact of interest expendibive on
accunmlated debt, as well as the impact of real GDP growth and inflation on the
debt ratio (through the denominator). The stock-flow adnstrment inchides

diffarences 1 cash and acem

Souwrce: Foonomic and Fiscal Progranome (EFP) 201d: ECFIN calenlations

2.4 STRUCTURAL REFORMS

The economy of Bosnia and Herzegovina faces significant structural obstacles to
growth and suffers from a low competitiveness. In particular, there 15 an urgent need
for business environment-related reforms to unlock the potential for devel opment of the
private sector. Eelated to this iz the still large share of the public sector in the economy
and the pressing need for privatisation and enterprise restructuring. In addition, besides
the size of the informal economy remaining a key challenge, it 15 imperative to address
the low cuality of the human capital and to enhance the functioning of the labour matket
to combat the persistently high unemployment. Generally, the concrete reform measures
proposed in the programime remain piecemneal and thus fal to provide a comprehensive
responze to the economic challenges the country 1s facing.

Reforms related to the improvement of the husiness environment need to he
accelerated urgently. Although the EFP discusses the adoption of a set of amendments
of relevant laws aiming to simplify procedures related to business creation, in particular
i the Federati on, such as amendments to the Law on Business Eegistrati on az well as the
Law on Companies and Inspections aiming to simplify and shorten business registration,
it nevertheless fails to deliver concrete measures and a respective tmeline for their
implementation. In addition, there 15 ample room for further measures to improve the
business envirenment through the strengthening of the legal system and of contract
enforcement and addressing the issue of property rights and attracting FDT
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The re-launch of the privatisation process to achieve efficiency gains is essential but
receives limited attention. Large-scale privatisation retnains an unfinished task,
especialy in the Federation. After the majority of the privatisation deals launched in the
Federation in 2013 have failed due to lack of investors' interest, the Privatization Flan for
2014 foresees the sale of 11 state enterprises, most of them with a majonty state
ownership, Although the privatisation process in Eepublika Stpska 15 more advanced
with 2/2 of companies identified for privatisation already sold, the denationalisation plan
for 2014 12 far from ambitious. Only 5 companies with state-ownership are planned to be
offered for sale in 2014, Owerall, given the broad stalemate of privatisation deals in 2013
and the absence of privatisation plans beyond 2014 in the EFP, decizsive steps would need
to be taken to advance corporate restructuring.

Structural rigidities impeding sustained labour market improverm ents are generally
recognised hut barely addressed. The modest revival of economic growth in 2013 did
not translate into labour market improvements. In particular, the share of long-tenm and
youth unemploved remains high, while the informal economy is stll an important
provider of jobs Moreowver, the very low parficipation rate suggests there 15 an inactivity
trap caused by generous and pootly targeted zocial benefits. The EFP generally points at
these bottlenecks. However, major new initiatives have been generally limited to a few
selective measures such as plans to reduce the tax burden for employers to combat
informal employment as well as preparations for new labour laws in both entities aiming
to reduce disincentives for new emplovment and to enhance the flexibility of the labour
matket Heowewer, the recent stalemate in the adoption of the new labour laws in hoth
entities poses a constiderable drag on the improvement of the labour market.

The reform of the pension system in the Federation is finally gradually advancing.
The new Law on Pension and Disakility Insurance in the Federation 15 planned to be
adepted in 2014, Tt foresees a gradual increase of the age of eatly retirement and a
tightening of eligibility conditions for dizakility and surviver's pensions. Similar to the
effects of the pension system reform in Eepublika Srpska implemented 1n 2012, 1t 1z
expected to improve the sustanability of public finances in the Federation. With a view
to achieving such objective, the new law also considers the establishment of a two-pillar
pension system altheugh it can potentially cause short-tenm costs and would call for a
proper policy mix to address other factors bearing a negative impact on the functiohing
of the labour market.

The financial sector regulatory framework is set to he strengthened. Against the
background of steadily ricing MNPL:e edging up to 14.9% az of September 2015, which
weigh on the already subdued bank lending, it iz crucial to implement measures to
safeguard financial stability. Thus, the steady progress in the drafting of the new banking
laws in line with ET directives along with the continuation of the implementation of the
Bazel II requirements for nsk assessment and management ensuring alse consistency
between the entities iz conductive for strengthening the regulatory framework. In
additicn, a reselution framewotk for the high share of WPLz adwances through the
drafting of a new legislation on asset management companies as well as the tax treatment
of loans sales.

25 of 26

9243/14

Ml/ah
DGG 1A

25
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22972&code1=RAT&code2=&gruppen=Link:9243/14;Nr:9243;Year:14&comp=9243%7C2014%7C

ANNEX: OVERALL ASSESSMENT OF PROGRAMME RE QUIREMENTS

Bosnia and Herzegowina submitted 1tz 2014 Economic and Fiscal Programme, covering
the period 2014-2016, on 30 January 2014, The programme, which hasz been adopted by
the Council of Ministers of Bosnia and Herzegewina, 12 in line with the government's
medium-term fiscal strategy. Like in previous years, the programme would have
benefited from establishing a closer link to the country’s accession process, such as the
assessments 1n the European Commission’s Progress Eeports. While it broadly complies
with the required content and form, there are several inconsistencies between the text and
the delivered data as well as selective data gaps. It also suffers from insufficient
coordination between state-and entity levels to produce a more unified and consistent
text.

Macra framewaric

The presented tacroeconomic frameworl in the 2014 EFF iz broadly plausible even
though the growth scenario i somewhat optimnistic and subject to some non-negligible
dewnside risks The medium term macroeconomic scenario 18 based on the assumptions
of the Commizsion's autumn forecast as regards the external environment The credibality
of the presented medium-term programme would have benefited from a more thorough
analysis of the dewnside risks and the elaboration of alternative scenarios, considering
there are still prevailing uncertainties. The 2014 EFP complies with the Commission's
request to provide an assessment of the medium-term sustainability of the country's
external position. The recent macroeconomic performance 15 adequately described and it
includes most relevant information available at the titne of drafting. The analysiz would
hawe benefited from presentation of altemnative zcenarios besides the baseline assumption
in the programimn e,

Figeal framework

The fizcal framework lacks a comprehensive description of medium term measures
beyond 2014, which would support the targeted consolidation and fiscal goals In
addition, the programme would have greatly benefited by the quantification of often only
briefly mentioned measurez. The compilation and presentation of fiscal data is not yet
fully in line with GFS methodology and there are no roadmaps for the introduction of
ESL95 Some data inconsistencies and discrepancies peoint to the stll low cuality of
budgetary reporting and suggest possible simultaneous use of different methodologies by
the spending units andfor the conzolidating institution.

struchiral reforms

The programme lists the main growth bottlenecks but fails to present a thorough analysis,
as requested by the Commission. The structural reform strategy is vague on medium-
tertn measures beyvond 2014, There is ample room for improvement in terms of
suppotting the reform intentions with specific measures, quantifiring their budgetary
impact and presenting a timeframe for their implementati on.
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