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Introduction

This report reviews and aszesses monetary and exchange rate policies in four of the five ET
candidate countries, namely the former Yugoslav Republic of Macedonia, Montenegro, Serbia
and Turkey. It1sbased on the 2014 Pre-&ccession Economic Programmes (PEPs) prepared by
these four countries, which ocutline the main economic pelicy devel opments and ohjectives
over the medium-term. Az of the cut-off date for this reportl, Iceland had not submitted a PEP
report.

The report 12 the ECB s contnbution to the Economic Dialogue with the candidate countnies
established by the ECOFIN Council in 2001, In line with the consultative nature of this
dialogue, the ECE’z assessment does not prejudge any subsequent policy posihons that may
be taken at alater stage, in particular in the context of future convergence reports.

L5 in previous years, the ECB assessment focuses on monetary policies and related exchange
rate 1ssues. Monetary and exchange rate policies are crucial in pursuing the goal of price
stability, anchering inflatien expectations and thereby providing a framework that fosters
macroeconomic and financial stability.

The repott 15 organized in country chapters. Each chapter 1z structured as follows: Section 1
recalls the main elements of the prevailing monetary and exchange rate policy frameworks,
while section 2 reviews recent economic and financial developments. Section 3 provides a
short assessment of the frameworl, recent devel opments and the outlook for policies. 4 data
appendiz providing an overview of selected indicators with particular relevance to the
conduct of monetary and exchange rate policy 15 provided at the end of the document.

! The dats in the report have 4 Idarch 2013 as cut-off date.

Page 3 of 35

9244/14

Ml/ah
DGG 1A


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22991&code1=RAT&code2=&gruppen=Link:9244/14;Nr:9244;Year:14&comp=9244%7C2014%7C

ECBE-RESTRICTED

The former Yugoslav Republic of Macedonia

1. Monetary and exchange rate policy fram ework

The maintenance of price stability is the primary objective of the National Bank of the Republic
of Macedonia (NBRM). In order to aclueve itz ultimate objective, the NBRM usez the level of the
exchange rate as an intermedi ate obyective of monetary policy. The WBEM has anchored 1tz exchange
rate through a o frcie fized exchange rate since 1995, imtialy to the Deutsche Mark and
subzequently to the euro as of 2002, The IMF'z Annual Report on Exchange Arrangements and
Exchange Restrichions (AREAER) reports that the de jure exchange rate arrangement for the former
Yugoslar Republic of Macedonia iz a floating arrangement. However, the de facto exchange rate
arrangement is classfied as a “stabilised arangement’” on account of the fact that the NBEM
participates on a regular basis in the foreign exchange market in order to maintain a stable exchange
rate, The fixed exchange rate regime 15 motvated by a lugh degree of economuc openness and close
trade links with the euro area and EU, as well as the NBRM's need to estahlish credibility amid

significant unofficial asset and liability suroisation in the economy.

The NERM uses various types of instruments for monetary policy implementation, including
open market operations, reserve requirements, depost and marginal lending facilities and intraday
credit. Cpen market operations include hoth domestic operations (consisting mainly of monthly
auctions of central bank bills with 22 -day matunty in order to absorb the banking system’s structural
liguidity surplus with respect to the central bank) as well as foreign exchange interventions. Cther
available domestic instruments include repo transactions, outright purchase and sale of secunities on

the secondary market, and fine-tuning operations,

2. Economic and financial developments
Economic growth, fiscal developments and the external sector

The pace of economic activity has picked up in 2013, Following a mild recession in 2012 {-0.4%%),
economic actiwity hounced back in 2013 dnven by a dynamic construchion sector and a moderate
recovery of industria actiwity in the course of the year. Real GDP for 2013 as awhole is estimated by
the authorities to have expanded by 3.3%, with positive contibutions from private consumption and

investment and a still negative contribution of net exports (see chart 1% Persistertly high

! Data on real SDP growth from national sources and the IWF {chart 13 may differ due to the fact that the last update of the
WED was in October 2013 and rewdata {or revisions to previous statistics) may have becore available thereafter. While the
Pre-Accession Economic Programme submitted by the former Vugoslsy Fepublic of Macedonia late 2013 suggests an
increase in real GOP of 3.3% in 2013, the WEO October update puts this figure at 2.2%.
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unemployment was only down by Zpp to 29%% in 2013 and iz mostly stucturd in nature
{notwnthstanding possible measurement errors). Coupled wath the fact that most FDI projects tend to
he only modestly linked with domestic supply chans and are thus not expected to make sigmificant
dents on overal unemplovment rates this prompted anthorities to take a number of steps to foster

employment, in particular among the young.?

Real growth is expected to remain strongin 2014, including in comparison to regional peers, as
exports and public investment gather pace Authorities expect a real output expansion of 3.2% in
2014, further accelerating to 3.3% and 4.5%, in 2015 and 2016 respectively.® These estimates are
broadly in line wath those of the IMF, while they are above those of the European Commission (EC)
{which foresees 2.5% real growth for 2014, and 2.6% for 2015). Downside risks to this benign
outlook primarily emanate from the pozsihility that renewed external headwands weigh on domestic
economic achivity. On the domestic side, the extent to which strong actiwity in the technol ogical and

industrial development zones (TIDZ) can spill over to the rest of the economy also remains in doubt.

Chart 1. Contrd utions to real GDP growth Chart 2. Components of current account
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As was also the case in previous years, the 2013 budget deficit target was revised upwards. The
end-year fiscal outcome fully matched this revised target (wath the deficit at 3.9%% of GDF, slighily
higher than the 3 5% imtally enwizaged in the 2013 PEF, largely due to a one-off payment of arrears

¥ Mlainly throngh highe r spending on lahour market activation policies, in particular for the age group 15-24, in which over
50%, are une mployed.
¥ Therebygrowth in 2015 and 2016 is expected to be higher than estimate d pote ntial growth (3.5%).
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in the first semester of 20137 Looking forward, authorities commitment to maintaining a low tax
environment suggests that fiscal consolidaton wall depend on GDP growth and discpline on the
expenditure side, with capital expenditure likely being the man adjustment vanahle in case rewenues
dizappoint. However, in spite of the positive economic outlook, the budget deficit iz not expected to
come down to helow 3% hefore 2016 (2 6% of GDF) in the base line scenano, in part due to the
authorities™ intention to keep capital investment high (railways, gasification, hospitals). They expect a
fiscal deficit of 3.5%% and 3.2% of GDPin 2014 and 2015 respectively.

Public debt remains moderate but has heen rising fast, while the composition of debt poses
lingering risks. The ratio of public debt to GDP remains relatively moderate at 40% 1n 201303, Thus,
it is more the recent steep upward trend of public debt rather than its overall level which gives cause
for concemn, since the country’s imtial posttion in the min-up to the crisiz was favourahle (wath debt to
GDP amounting to 21% in 2008). The growing indehtedness of state-owned enterprizes (where
external debtrose by 43% in 2013) should also be momtored clozely in a medium tern contesxt. The
composition of public debt poses lingening wulnershilities, since short-term liahiliti es represent around
25% of the total public debt stock and thus renders the sovereign exposed to rollover nsk suthorities
are trying to reduce the vulnerabilities inherent in the public debt structure by making increased use of
denar-denominated securities at lengthened maturities. In this context, the Minstry of Finance
successtully sold two debut issues of ten-year bonds worth a combined MED 176 5 million (EUR 2.9
million) in January 2014, of which MED 65 rullion (EURL.07 mullion) did not carry foreign exchange
clause Prior to this, the longest maturity of gowernment securities placed on the domestic market was

five years.

Overall, gross borrowing needs by the public sector (sum of the budget deficit and debt
redemptions) are likdy to remain sizeable in the period ahead® The introduction of mstained
fiscd adjustments would thus create sufficient space for spending on items which authorities deem as
a prionty {such as infrastructure), while puthng public debt-to-GDP on a downward trajectory. This
would also lead to a more balanced policy mix by reducing the burden on monetary policy.

External developments have been somewhat less challenging in 2013, but future vulnerahilities
are expected to remain sizeable. While remaining at a high level, the trade deficit moderately edged
downwards to 20.2% of GDF, wath 85% of this deficit bang cowered by net current transfers
{remittances). Thiz was apoative development, but it al so points to the economy’ s dependency on this
fortn of finance and the potential threat to external balances should these inflows disappoint in the
future. As a result of these developments, the current account defict marginally declined to 2 3% of

GDF. Government borowing from abroad and FDI were the main inflows on the capital and financial

* beeurnulation of large arrears until the first quarter of 2013 suggests lingering weaknesses in fiscal governance, particularly
regarding the pblic procurerent process. However, the govertiment is introdncing a systern of compaitraent contral in public
procurement processes to prevent renewed excessive accurnulation in atrears.

Apcording to the Fitch rating agency, gross borrowing needs of the public sector will arount to 13% of GDP in 2014, tising
to 14.4% m 2015, See http fwrane finance gov mkifillesmdifull rating report_oct 2013 pdf

Page 6 of 35

9244/14

Ml/ah
DGG 1A


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22991&code1=RAT&code2=&gruppen=Link:9244/14;Nr:9244;Year:14&comp=9244%7C2014%7C

ECBE-RESTRICTED

account in 2013, Looking forward, the envisaged strength of public investment along with the high
import content of FDI 13 expected to contribute to wadening external imbalances. &uthonties are of the
wiew that thiz will he redressed in ttme through heightened exports and increased growth potential,
incuding from returns to public infrasticture projects. Aganst this background, the NERM took
advantage of seasonal factors in end-2013 to make net purchases and thus contributing to maintaning
adequate reserve buffers. The modest reserves decline in 2013 {as also ewidenced in chart 4) was
manly due to valuation factors. Looking forward, adequate reserve levels wall remain key to maintain
the credibility of the peg.

Inflation, exchange rates, monetary policy and financial stability

Inflation picked up temporarily in mid-2013 due to highe food prices, but subzequently edged
down as this effect phased out and energy pnices declined. The temporary spike ininflabon {4.2% y-o-
¥ in June) iz explaned by the fact that foodstuffs account for 38% of the CPI hasket. Inflation at end-
2013 stood at 1.4% v-0-y and has remained a a low level mto 2014, at 0.9% y-o-v 10 January 2014
{see chart 3). Despute the fall in headline inflation in the second half of 2013, core inflation remaned
at elevated levels.” Looking forward, the PEP expects an average inflation rate of 2.7%% in 2014, with

food and energy prices agan being the man drvers,

Chart 3. Consumer price mflation Chart 4. Foreign exchange reserves
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The central bank has continued to tightly manage the exchange rate. The MBRM has intervened

on the purchase and sale side for both exchange rate and precaut onary (£ reserves) motives. Owverall,

7 This was due 0 a rwivture of szcond-mimd effects and assumedly one-off effects owed to changes in the CFI basket. In
Tarmary 2014 core inflation had fallen to below 2%,
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the central bank has been a net purchaser of f reserves to the tune of EUR 11 million in 2013 asa
whole, with the nominal exchange rate of the denar to the euro remaining broadly stable. The reserve
coverage rato amounted to ahout 4 months of imports of goods and services in end-2013 which may
be deemed as sufficient to cope wath any unforeseen shocks to the monetary and exchange rate policy
framewnork (zee chart 4.

With inflationary pressures broadly in check, the NBRM has tried to support lending activity
through standard and non-standard measures The central bank reduced its key policy rate (the
rate on the monthly auction of central bank tlls) by a cumulative 50bps in two steps in early and mid-
2013, and has kept interest rates on hold since ab 3.25%. In parallel, authonties have increasngly
resorted to modifications of reserve requirements rules to support the pace of credit extension by
hanks. Thiz has included (1) deduction of newly approwved loans to net exporters and domestic
producers of electricity from banks” reserve requirement hase; (1) a 0% reserve regquirement for
lighilities bazed on debt secunties issued in domestic currency wath origingl maturity of at least two
vears, (111) a 0% reserve requirement for liahilities to non-residents and financial institutions at
different contractua maturities {one or two years), and (1v) the lowering of reserve requirements in
domestic currency from 10% to 8%, while that for liabilities in foreign currency was increased from
13% to 15%. The latter measures were also meant to provide further support to the growth of denar
savings and stimul ate the inflow of foreign capital into the domestic economy, as an additional source
of funding of the banling systemn. The central bank also made a number of changes concerung
provisioning rules to foster the resolution of non-performing loans, providing banks wath more leeway
in talting into account collateral walue of claims that are more than 90 days past-due, and introducing a
mandatory annual reduction of breclozed assetsin order to accelerate sales of these on the market.
Chart 5.Interest rates Chart 6. Money and credit growith
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The impact of these measures on the overall rate of credit growth appears to have been limited
thus far, though the pace of credit extension did pick up in 20013H2 and thereby partly reversed the
declimng trend in the earlier part of the year (zee chart ). However, effective interest rates on loans
are coming down only gradudly (see chat 5), pointing to imparments in the monetay policy

transmizsion mecharnsm.

The NERM continued its policy of denarisation {or de-euroisation), with some success. From a
flow perspective, the bulk of the positive contribution to overall credit growth in 2013 as a whol e was
in the form of denar-denominated loans, since the stock of f-denorminated loans has remained broadly
unchanged 1n annual terms. The central bank’s policy of differentated reserve requirements (see
ahowe) should also be seen in that context. In spite of this, the share of fir and fe-indexed loans to total

lnans remaned sigmficant at 54% in September 2013,

The banking sector overall is sound, but challenges remain in both the short and medium-term.
The banlking system appears to exhibit comfortable capital and lguidity buffers. Regulatory (Tier-1)
capital to nsk-weighted assets stood at 14.7%% 1n 201302, and thereby well-ghove the 3% regulatory
mimmum set by domestic supervisory authonties, while liquid assets amounted to 32% of total assets
and 55% of short-term liabilities in 2013Q2% However, in spite of these positive traits, a number of
challenges to financial stability remain. In the short-term, nsing credit nisk 15 a concern, as shown by
the ratio of non-performing loans which, although moderate in companszon to some peer econormes,
has been onthe rise to double-digit levels (11 8% in 201 3032).

In the medivm-term, the system’ s indirect volnerability resulting from asset and lighility euroisation
{through unhedged borrowers in the event of adverse exchange rate developments) remains large,
constituting a tal sk to the ouwtlook In addition, although the relative dependency on external
{parent) funding by domestic banks 15 low and entities are mostly reliant on local deposits for
funding®, the potential impact of the restructuring of (Creek and Slovene) parent entities of locally
impottant subsidiaries following state-aid cases pursued by the EC remains uncertain 4t the same
time, local subasidianes of troubled parents remain profitable, suggeshng that fnanoal intermediahion
in amedium-term context should reman unhin dered notwathstanding potential short-term dizruptions.

3 Assessment

The exchange rate-based monetary policy framework pursued by the central hank has
continued to providea stahle external anchor for price and macroeconomic stahility. Thiz policy
framework enjoys by now a high level of credibility with the denar having displayed continuous
stability against the euro in the recent years. Inflation expectat ons appear to reman anchored, as also
evidenced by the NBEW s inflation expectations survey of October 2013,

¥ For more information, sse the accompanying ECB document entitled “Report on_finaneial stabilify challmges m EUF
candidate and potenficl candidate counfries”.
® The loan-to-de posit ratio was 90% in 201302,
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However, the conduct of monetary and exchange rate policy will continue to face a number of
challenges in the period ahead.

First, the restoration of the bank lending channd will remain challenging, as already noted in last
year's PEP assesstnent. The central bank’s numerous atterpts to remowve potential supply-side
constraints to the bank lending channel through standard and non-standard measures have thus far
vielded moderate results insofar as the downtrend in the pace of credit extension 1n 2013H1 appears to
have been partly reverted. However, 1t 15 too early to ascertain the durahility of this trend, and rates of
credit growth shll reman below the level s posted 1n preceding years (2011 and 2012). Moreover, the
burden on banks® baance sheets from non-performing loans remains lugh, and (as a partial reflection
of this) effective rates on loans are coming down only gradually. 4 lacklustre pace of credit growth
does not only reflect an impairment of the monetary policy transmission mechamsm hut alzo

constitutes a downa de nsk to the projected recovery in economic activity.

Second, rising public debt to finance p ersistent budget deficits risk putting an undue burden on
monetary policy making, as d =0 hughlighted in last year’s PEF assessment. Wiule the stock of public
debt remans low relative to peers, 1ts steep nise in recent years has been notable, including as a result
of growing indebtedness of non-financial state-owned enterprises. The government is also exposed to
rollover risk mven that around a gquarter of the public debt stock 12 short-ternm i nature. Coupled wath
effortz to extend domestic debt matunties, the full implementation of the authorties” medium -term
fiscal consolidation strategy would be a welcome step to anchor public finances As deficits are not
forezeen to decline below 3% of GDP until 2016, a more amhitious strategy would not only free-up
future space for the authorities” spending priorities but dlzo faclitate the environment for the conduct

ofmonetary policy.

Third, external vulnerahilities remain sizeable and are rdevant for monetary and exchange rate
policy. The economy remains dependent on net current transfers to ren in hgh structoral trade
deficits. Moreover, external imbalances are set to widen in the near-term as a result of public
infrastructure and large (expected) FDI projects, while thewr favourable impact on external accounts,
exports structure and real growth wall only be felt in the medivm-term. Developments on external
baances have a particular bearing on the conduct of monetary policy given the need to maintain
adequate reserve huffers to ensure the continued credibility of the de facto peg to the ewro. The tail
rigks for the hanlang system (and hence, the potential demands on the central hank as a lender of last

resort) in the event of currency depreciation should also not be overlooked.

Finally, the implications of the authorities’ choice of the monetary and exchange rate policy
framework for other policy domains in a convergence context should be horne in mind. In the
ahsence of the use of the exchange rate as a shock absorber, the bulle ofthe effort to supp ort economic
adjustment and keep real exchange rate appreciation pressures in check wall continue to fall on
structural reforms and fi scal policy.
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Montenegro

1. Monetary and exchange r ate policy framework

Montenegro has been using the euro unilaterally since 2002. Prior to thus, the Deutsche Mark had
become the solelegal tender in November 2000, at a tire when the euro had dready been introduced

as book money.

The ECOFIN Council has adopted clear policy positions on unilateral euroisation. In November
2000, the Council emphasised that any umlateral adoption of the single currency by means of
“eurcisation” would run counter to the underlying economic reasoning of EMU in the Treaty.
Specifically on Montenegro, the ECOFIN Council adopted on 15 October 2007 a declaration recdling
that “urilateral euroisation 15 not compatible with the Treaty, which foresees the eventual adoption of
the euro as the endpoint of a structured convergence process wathin a multilateral frameworls An EU
IMember State cannot adopt the euro and joun the euro area wathout fulfilling all the citenia defined in
the Treaty. These comprise the achievement of a high desree of sustainable convergence™" In the
2014 FEF the Montenegrin authonties acknowledge the fact that a specific solution as regards the

country’ s monetary regime will have to be found duning the accession negotiations with the EU.

In the context of unilateral eurcisation, the scope for monetary policy in Montenegro is very
limited. Accordingly, the main objective of the Central Banl of Montenegro (CBW) 15 to “foster and
mantan fnancal system stability, including a sound banlang system and safe and efficient payment
systems”, as stated in the central bank law The law aso foresees that the central bank shall
“contribute to achieving and maintaining the stability of prices”. The central bank acts as the
government agent in 1ssuing Treasury bulls It runs a payment system and oversees the implementation
of a macroprudential framework The CBM also manages the country’s internationa reserves and
advises the gowvernment on economic policies. Furthennore, the CBM has some kind of lender of last
resort function for which 1t could usze 1ts captal, the mimmum reserve requirements held at the CBM
by the bank in question and the CBW"s capacity to borrow on the market.

Y The comelusions add that “the implications of the Treaty framework for Mbntenegro 's monetary regirme will be detailed in
dug course, at the latest by the time of possible futare negotiations for accession to the EU™
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2.  Economic and financial developments
Eeonomic growth, the external sector and fiscal developments

Economic activity in 2013 hounced back from a significant slump in the preceding year. Real
GDP declined by 2.5%% i 2012,"' much below the authorities’ projection of +0.5% in last year's
PEP™ Economic activity resumed in 2013 with real growth in the year to 201303 amounting to 3.1%4,
driven mainly by a lower drag from net exports as well as rising industrial production and positive
trends in construction, retal trade and tounsm. For 2013 as a whole, authonties estimate a red GDP
growth rate of 2.6%. If confirmed, this outcome would be very close to the authorities” projections in
the bazeline scenario ofthe 2013 PEP where real growth was forecast at 2.5%6 After net exposts had
contributed negativel ¥ to growth 1n 2012, this trend was reversed in 2013 on account of an improved
trade balance in goods and services (Chart 1) MNegative contnbutors were gross investment and

househol d consumption (due to suppressed wage and credit dynamcs),

Chart 1. Contrihutions to real GDP growih Chart 2. Componenis of current accounth alance
(armial percemtage charge inwal GDF) [ a perentage of GLF)
e -1 g 3

LK -
mo- )
o -1

- 1 . !
114 -
i i i ' i ] 20
: == )
. e -1 o
s T

— 115l -8

o) B e

i ol ¥)

ST TV TS TR § B ICR ) Y :‘;._: 2303 2003300 002 L 2012 21 L 300D
Sources: BFWED (Rores fov 2015 ave prajections). Hote: Chuatterly fimams e a moving mam of the most recent four
Hawer Malytics and FCR stg¥ calouianions. quartars.

Aourees: Haver Analytics, Centrdl Bank of Mowtensgro and ECR
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Looking ahead, a robust recovery is foreseen over the programme horizon. For 2014, an anmal
rea GDP growth of 3.6%% i3 expected according to the baseline scenarin of the 2014 PER. Growth

prospects will depend to alarge extent on projected investment programmes that are enwizaged to be

U Diata on real SDP growth from national sowees and the [WE (chart 1) may differ due to the fict that the last update of the
WED was in October 2013 and new data (or revisions 1o previons statistics) may bave becore svailable thereafter. While the
Fre-fecession Econoruie Prograrmroe submitted by Wbntenegro late 2013 suggests a decrease inreal GDF of -2.5% in 2012,
the WEC October npdate puts this figure at -0.5%.

2 The projections of infernational institutions were also too optimistic at the time, all expecting low hut posittve growth
{Emropean Commission 0.2%, INF 0 2%, EBRD 0.3%).

13 This cotapares 1o 2.2% (IMWVEF pojection), 2.7%% (Ewp pean Cornission) and 2.0% (EBRD).
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mostly financed by loans and investments from abroad ™ The pessimistic scenarin assumes delays in

these projects and foresees a more moderate real expansion of 1.6%.

External imbalances are slowly decreasing. The current account deficit, while still on a high level,
shrank by 29% vear-on-year in 2013 Q1-Q3" and is estimated to reach 15.4% of GDP for the whole
vear after 187610 2012 (Chart 2). A& further downward adjustment 15 expected for the comuing years,
bringing the level down to 12.6% 10 2016, Net FDI decreased by 14.8% vear-on-year in the first three
guarters of 2013, but their level in relation to GDP remains high compared to regional peers, expected
toreach 12.7% 1n 2013 (down though fom 14.7% in 2012} Net errors and omussions reman ighin
the balance of payments, reaclung an estmated 35% of the current account defictin 2013 This pounts

to ahigh undeclared inflow ofremittances financing the current account deficit.

External competitiveness remains a matter of concerm. The 2014 PEP contans an analysis of
several competitiveness indicators. The depicted nise of the red effective exchange rate between 2009
and 2012 by around 4% suggests a deterioration of Montenegro’s competitive position should this
pattern remain unabated in the foture. Montenegro®s world market shares of exports ha ved dunng the
same period. However, there are also poative signs as real wages have slightly edged down since 2010
and unit lahour costs fell in 2013 as compared to 2012, while average gross nominal income remained
fBatin 2013 as compared to the preceding year, extrapolating a trend already expenenced 1n 2012 and
2011 Other indicators, such as Montenegro’s jumyp in the World Bank’z 2014 Doing Business ranking
from 50% to 44™ place (out of 189 countries) are also encouraging Owerall, the country’s monetary
and exchange rate policy regme choice implies that improvements in competibveness can only he

achieved through productivity gaing or through adjustments in wages and prices.

Despite improvements on fiscal performance backed by several consolidation measures,
government deficit and debt levels remained high as contingent liahilities to the public balance
sheet have materialised. In line with recommendat ons of last year’s PEP assezsment, the authonities
introduced a number of consolidation measures in 2013 These include a hike in VAT and personal
income tax rates on the revenue side and a freezing of pensions az well az a reduction of costz in the
public sector on the expenditure side These measures are partly continued 1n 2014, Additional
revenues could also be collected as a result of efforts to reduce the grey economy and increase tax
comnpliance in partoular of small and medium-sized enterpn ses. Howewer, overall fiscal performance

in 20173 was hlurred by the call of government guarantees of around 3% of GDP for the insolvent

W Ome of these projects is an approximately 110k long highway fiom Bar at the countrys southern coast to Boljare in the
north at the border to Serbia from which it will continue in Serbian territory to Belgrade . If implerne nted, it will be the largest
infrastructure project in honte negro’s history Inearly Moveraber 2013, the goverronent selected two Chinese compardes as
best bidders for the construction of a first part of the highwearyr with a length of around 40kra. Their offer layat around EUR.
200 million {almost a guarter of Montenegro®s anral GDF).

¥ This trend was influence d by shrinking electrivity iraports linked to the reduced activity of the alurnininra plant KAP
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aluminium smelter KAP' which pushed up the government deficit to 436 of GDP according to the
authonties” estimates. Without thiz development, authorities consider that 2013 budget defict would
have amounted to 0.6% of GDP. doven from 6.1% 1n 2012 Fiscal authonties managed to finance the
K AP guarantees without a revision of the 2013 budget inter alia due to higher than expected revenues,
Looking ahead, the PEF foresees a reduction of the deficit to 1.3% of GDP in 2014 (in the haseline
scenarin), turming into a surplus of 0.2% and 0.9% in 2016, The development of revenues in early
2014 has been encouraging. The government debt lewel 12 set to stabilise and reach 56.9% of GDP by
the end of 2014, up from 56 5%in 20137, This compares to levels o fbelow 30% hefore 2009,

Risks to the fiscal scenario mainly stem from the high rdiance on large investment projects
going forward as wdl as from contingent liahilities to the public halance sheet. 4 fter the calling
of gowernment guarantees for KAP, their overall level has fallen from 11% of GDF 1n 2012 to 8% 1n
2013% The bulk remans lying on foreign lishilities. The authorities argue that the risk of guarantees
being called iz now lower without the KAP quarantees. However, quarantees are usualy not subject to
the same degree of scrutiny through the budget process as regular spending even though they can have
potentially significant fiscal consequences, as proven by the K.AF case. Therefore, a prudent, forward-

looking policy towards guarantees 1s crucial in order to safeguard the sustanatlity of public finances.

In the context of unilateral eurcisation, fiscal policy remains the main macroeconomic
adjustment tool, thus putting a higher onus on sound policy execution. 4z envisaged in last vear’s
FEF, the government adopted the Law on Budget and Fiscal Responsibility in July 2013 but it still
needs to be approved by the parliament. The hill sets the pnnciple of reaching a primary surplus and
defines upper limits for public debt (60% of GDF) and the budget deficit (3% of GDF), therehy
staving behind eatlier drafts of the law which had stipulated stocter rules Qe a meazimum budget
deficit of 1% of GDF and amaximum debt level of 30% as of 2024). While the proposed law reflects
the EU Maastricht criteria, a more ambitious approach (as also discussed in last year’s PEP
assessment) would have been warranted given the country’s fscal track record und the chosen
monetary regime. The bill also foresees an independent fiscal council that reports to the parliament on
the government’s economic policy, and the introduction of a medium-term budget frameworle

Owverdl, these measures wall strengthen public finances, fisca responsibility and transparency.

¥ b fler several atterapts to “rescue™ KA had failed, the Wlinistry of Fiance finally provopted the hanlopte y proce dure by
the Coranercial Court in July 2013, Assets are estimmated at EUR 525 nallion, while the company’s liabilities araount o
EUR 359 mwillion. The first atterpt o sell the company ended in Jarmary 2014 withont success, as only four hids were
received in the auction and none was accepted by domestic authorities. In a second bidding round in Febmary only one offer
was received fiom a local private metal trade corapany which had already participated in the first auction and left its bid
practically unchanged. If KAF cannot be sold, the law stipulates that the state will hawe 1o take ower the company. This in
turn wonld imply a serious threat to the sustainability of public finances in Wontenegro.

1777 25 of public debt is forsign debt, wp from 76% atend-2012, and set to reach 20 6% by end-2014.

¥ Cntstanding guarantes s are related inter alia to the railway infrastruc tare, bauxite rines and Mbntenegro Lirlines,

Page 14 of 35

9244/14

Ml/ah
DGG 1A

14
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22991&code1=RAT&code2=&gruppen=Link:9244/14;Nr:9244;Year:14&comp=9244%7C2014%7C

ECBE-RESTRICTED

Inflation, exchange rates, monetary policy and financial stability

Inflation was on a downtrend throughout 2013, in line with international price developments.
The anmual inflation rate fell from 4.2%6 in January to zero in November, before dightly edging up to
0.3% in December (Chart 3). The annual average inflation rate for 2013 thus decreased to 2.2% thalfa
percentage point below the 2013 PEP estmate), down from 4.1% in 2012, The man dnvers of
inflahon were food and housing pnces, while transport prnces fell. For 2014, the authonties” baseline
scenario foresees an average inflation rate as measured by the CPLindex of 29%, with electricity

prices and an increase in excise duties ontobacco set to be among the core dnvers of inflation.

The true development of credit dynamics is somewhat unclear. Annual credit growth figures re-
entered positive teritory for the first time since 2009 in January 2013, However, this development has
to be interpreted with care as there is a statistical break in the series™ (Chart 4). It seems that the
economic recovery spurred the demand for loans (reflected in an 8. 9%% year-on-year increase in credits
to households at end-2013, according to avalable figures) At the same time, the supply side in
particular for corporates, 15 still impaired by the lugh level of nonperformng loans (NPLs) and nisk
aversion in the banlung zector. The CBM did not extend the temporary upper linuts on interest rates
which had been introduced in November 2012, given their rather limited impact ™

Chart 3. Consumer price imflation Chart 4. Money and credit growth
[aromaal percentage changes) [aromal percentage changes |
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Sources: Hover fhalvtics, Monstat and BCF calculations. Surces: Faver Mnalytics, IFS and FOR caleulntions.

While uncertainty as regards the domestic impact of parent bank restructuring remains a
concern for financial stahility in the medium-term, credit risk represents the main near-term
challenge with the ratio of non-performing to total loans reaching 17. 7% tn Octoher 2013, In reaction
to this development, the axthorities engaged in a wadely observed atempt for the rescheduling and

% fccording to the Central Bank of Iontenegro, the growth in loans as of January 2013 primanly resulted from the
iraplementation of Infernational Accounting Standards (TAS 39). &lthough the series has been revised back to 2009, the pre-
and post-2013 fizures are not fully cormparable.

M pyeraze weighted nominal inferest rates on newly granted loans dropped by a mere 15 basis points during that period,
which is within the nonwal flue toation margin for this variable.
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resolution of debt (“Podgorica approach”™ * which entailed inter dlia mandatory cooperation and
dizclosure requirements, a mediation centre to resolve disputes outade courts and deferred tax
payments for creditors and debtors duning the NPL restructunng process. Furthermore, 1n November
2013 the CBM adopted guidelines for the banks to present strategies for the reduction of NFLs A
draft law on woluntary financial restructuring and amendments to the CBM s regulation of minimum
conditions for credit risk management to accommodate regul atory incentives for banks are scheduled
for 2014, Owerall, the Montenegnn banking system i: showing signs of incpient recovery after a

protracted penod of correction from the excesses in the run-up to the 2008 financ a crisis.

3 Assessment

Montenegro faces the challenge of diversifying the sources of growth and increasing the
competitiveness of its economy under the restrictions of unilateral euroisation. [t is a good sign
that domestic saving turned positive in 2013% Montenegrin authorities base the country's growth
strategy on externally funded imnfrastructure projects, but have expressed doubts themeselves in the 2014
FEF ahout whether such a model wall be conducive to a sustainahle economic development in the long
run. Under the assumption that once the infrastructure projects are finalised they support domestic
production, trade and tourtsm and therehy strengthen domestic sources of growth, this foregn
investment-centred strategy would be superior to the pre-crisis consumption-based model which had
proved to be clealy unsustainable At the same time, these infrastucture projects are likely to be
importdintensive and their financing remains uncertain at the current juncture. 4s a result, thetr short
tun impact could be associated to increasing externa and domestic (fscal) wulnerabilities while their

expected positive medium to long run effects reman subyectto several uncertainties,

Looking ahead, the continued recovery expected for 2014 and beyond is subject to a numhber of
internal and external macro-financial risks. First, the significant rise of foreign direct investment
expected for the upcoming period may not materialise to the extent expected. Reasons to this end can
he mam fold, including a reduced nsk appetite of international investors, repercussions from the recent
capital outflows from emerging markets, a worsetung investment climate, and increased reluctance of
banks to finance the projects. Second, while recent consolidation efforts are commendahle, potential
discretional slippages and contingent lishilities endanger fiscal consolidation efforts In addition, the
matrity structure of debt 15 unfavourable with two large Eurobond 1ssuances becomung due in 2015
and 2016, Third, facing the high level of non-performing loans and given also statistical uncertanties
as regards credit developments, the extent to which the moderately resumed lending activity signals
improved bank lending remains in doubt, Fourth, the low degree of diversificat on of the Montenegnn
economy wath a shll dorunabng metal industry makes 1t vulnerable to international price

developments. Fifth, uncertainties surrounding the fate of KAP weigh on public finances and the

B For more information, please refer to the accompanying ECE docurent entitled “Report on financial sability challonges
on Bl candidate and potenfial candidate counfrias”.
B feeording o the IMF, gross national saving to GDP reached 0.3% in 2013 after -1.5% in 2012 and -10% in 2008,
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econotric activity. Sixth, Montenegro’s external wulnerabilities remain sizeahle, with risks to the

financing ofthe current account deficit am d nang external indebtedness prevaling,

P olicy degrees of freedom for sustainable convergence are severdy hampered by the authorities’
monetary and exchange rate policy regime choice. Unilateral euroization in a country that has not
aclueved the necessary degree of sustanable conwergence proved inappropriate, especially as it
severely constrained the authomties” toollat to support sound economic policies. At the cument
juncture, the shsence of a reference interest rate and the significant limitations to its lender of last
resort funchion reduce the central bank’s ability to mfluence bank lending and thereby to support
economic growth, The new rules-based fisca framework 15 a welcome step but the prowizions of the
fiscal responsibility law still need to be tested and policy-makers have to develop a credible track

record. Furthermore, the need for flezable lahour and product markets remains apparent.
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Serbia

1. Monetary and exchange rate policy framework

The main ohjective of the National Bank of Serbia (NES) 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 system. Moreover, another important role of the MBS is

integrated supervision of the financal market.

The inflation target is defined in terms of annual percentage changes in headline inflation as
measured by the consumer priceindex. The NBS has implemented the inflabon targetng regime as
of Janmary 2009, The targets are defined as point targets for each month of the year within atolerance
band. The monetary policy objective for 2013-2016, set in cooperati on with the government, 15 4.0%
within a symmetric 1.5pp tolerance band. It remains thus above the quantitative defimtion of price
stability of advanced economies, allowing the price convergence with advanced EU econonies. As
regards accountablity, the NBE 1z required to notify the government (through a public letter) 1f the
actual infl anon rate departs from its target for longer than six consecutive months and to present policy
actions to be taken, Consistent wath the [T regime, the HBS pursues amanaged Hoating exchange rate
regune, intervemng in the FX market 1n order to smooth excessive volablity of the dinar exchange

rate, to ensure financial stahility and to maintain an adequate lewel of FX reserves.

The main monetary policy instrument is the key policy rate. Thiz iz the rate applied by the NBS in
its main open market operati ons, notably l-week reverse repo transactions. Az of July 2012, they hawve
been conducted as variable interest rate auctions, wath the key policy rate currently indicating the
et rate applied. The celing and foor of the interest rate corridor in the interbank market are
defined by the respective interest rates of the standing facilities (set at the policy rate +2.5pp). The
MBS also actively resorts to changes in reserve requirements as well as FX operations, incuding FX
swap transactions, in order to influence the monetary policy transrmzsion mechamsm, In addition, the

MBS can extend short-term liguidity loans to banks aganst collateral.

2. Economic and financial developments
Fronomic growth, extersal sector and fiseal developments

After two recessions in the last four years, the economy emharked on a slow recovery path in
2013. Followang a 1.7% drop in 2012, the country’s real GDP grew by 2.4% y-0-v in real terms in
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2013(see chart 1% The recovery accelerated strongly in 2013H2, driven mostly by improved net
exports as well az by a rehound of agnoulture production. According to the medium-term baseline
scenann, a gradual economic recowvery wath real output expanding by 1.6% per annum on average 1s
expected in 2014-2016, broadly in line with the authorities’ estimates of potential economic growth.
Flanned fizcal consolidation and continued negati ve trend in personal consumption wall have a hearing
in 2014, with the economy growing by meagre 1%, before it rebounds to 1.8% and 2% of GDF in the
following two vears, respectively.® Downside risks to the outl ook stem mostly from a slower recovery
than currently anticipated in peer econotmies and key trading partners in the EU as well as from
potential delays in the implementation of economic reforms in Serbiaitself In case these nsks were to
matenialise, the PEP projects a fragile 0.7%4% real growth per annum on average during 2014-2016, wath
a real output contraction of 0.5% of GDP in 2014,

Chart 1. Contrihutions to real GDFP growth Chart 2. Comp onents of current accounthalnce
[arrmal percentaze change of real GD'F) (= a perentage of GDF)
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Net exports are expected to constitute the higgest driver of growth geoing forward. This is
primanly a result of a recent expanson in the automobile and ol industries. Despite zome
improvements to the structure of exports, the economic recovery has remaned narrow-based and has
not trand ated into improvements to poor lshour market conditions. ™ Together with the effects of fiscal
consolidation, this has contributed to a further drop 1n domestic demand 1 2013 Both private and

B Serbia posted an inerease of 3.0%, 0.6%, 3.7% and 26% of real GDF corapared to respective gquarters in 2012, The 2013
output 15 highet than PEP eatimates (2% v-0-v) a3 well as estiraates form other institotions. Data on real GDP growth from
national somrces and the IWVIEF (chart 1) may differ due to the fact that the last update of the WEO was in October 2013 and
new data (or revisions to previous statistics) may have become available thereafter. While the Pre-Accession Ecororic
FProgramme subritted by Serbia late 2013 suggests an increase n real GDF of 2.4% in 2013, the WEO October update puts
this figure at 2.0%.

¥ Contrary to previnus years when the anthorities were overly optimistic, the PEP projections for hoth 2014 & 2015 are
skewed downwrards. Moreower, the PEF presents an alterative scenario for the first time.

¥ Ine raplovroe nt rernaine d elevated at 25% atend-201 3, with youth weraplovinent being of & particulay concern,
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gowvermment consumption are projected to impact negatively the country’s performance in the coming

3-year pertod, whereas the PEP expects investment actiwty to pick up strongly.

External imbalances have narrowed down significantly. Against a rapid exports expansion, both
the trade and current account deficits were cut by approzimatel v one third to 12%% and 6% of GDP
respectively 2013 (from 18% and 10.5%: the previous year, see chart 23 Total external debt, whuch
waz driven primanly by mncreased public indebtedness in the recent years, 13 expected to stabilise at
85%% of the GDP in 2016, also due to expected savings in wview of fiscal adjustment The curent
account defict was mostly covered by dynamic portfolio investments in 2013, whereas a surge of FDI
15 expected in the period shead. The sustanablity of the current account balance over alonger tume
perspective would thus appear to depend on the implementation of structural reforms and improved

competitiveness of the export sector,

A sharp reduction of the fiscal deficit and curbing public indebtedness are crucial in order to
achieve a halanced policy mix. In spite of a series of ad-hoc consolidation measures in &April and
October 2013, primarily due to revermes falling short of target, and a full budget revision in June ™
both the general government deficit and debt are estunated to have edged up to 6.3% (ncluding all
additional costs™ ) and 64.2% of GDP respectively in 2013, The authorities” planned deficit for 2014
equalz 7.1% of GDF, which 1z lugher than the previous year as well as 1 companson to regional
peers. Looking further shead, the PEP enwizages a gradual reduction of the public defict and a
stahilization of the public debt in real terms in 2016 (at 69.7%% of GDP wath additional costs).
However, fiscal bal ances are not seen to be in surplus and public debt iz not anticpated to return to its
legal limit of 45% of GDP until 2025.2® This projected fiscal consolidaion path® thus appears as
relatively unambitious in light of both the continued upward trend in public deficits and indebtedness
in recent years and the limited room for fiscal policy manceuvre amid a changing international
environment. More decisive steps on the fiscd realm would aso contribute to rebal ancing the burden
of adjustment away from monetary policy asthonties. The posability of a new IMF programme,
which anthonities are understood to be currently discussing, might help as an anchor to achieve these
challenging goals.

¥ The 2013 general governavent deficit target was ratsed fiora 3.6% (as presented in last-wear PEF) to 5.2% of GDP (without
additional costs), after reaching 6.4% the year before.

7 This includes paying of activated guarantees, recapitalization of banks and assureed debt of sorae state e ndities.

™ In comparison to the last vear FEF, his represents & postponement by 5 years. Although the 2013 projections might have
heen biased towards an optitaistic scenario, the postponemment is also a sign of inability to introduce key reforms.

% These inclnde VAT hikes, reduction of subsidies, fixed indexation of wages and pensions until 2016, cordhating the
shadow econormy and refinancing of the expensive portion of public debt, pension systern reforrn, reduetion of public sector
salaries and emplovinent as well as intoduction of financial ac thvities tax.
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Inflation, exchange rates, monetary policy and fnancial stability

Inflationary pressures and inflation expectations have subsided sharply. Following a food price
shock in 2012, annual headline inflation rose to 12.8% in Jatwary 2013, thereby sgnificantly
owvershooting the target {of 4% 1 5pp). Inflaionary pressures subsequently wealkened during the vear,
paticularly as of 2013H2, mostly on the back of falling food prices, low aggregate demand and a
relatively stable exchange rate, respectively, As a result, after a 14-month pertod off target, headline
inflation returned to within the tolerance band in September (at 4.9%%), fell to its histoncal low in
Movember (1.6%, see chart 3), and closed the year at 2.2%%, respectively. It has since remaned around
the lower end of the tolerance band, reaclung 3.1% in January 2014, The easing of inflabonary
pressures was associated with a decline in inflation expectations {one year ahead) which entered the
target tolerance hand as of October 2013 Looking shead, the central hank anticipates that inflabhon
will nze moderately in the coming months on the hack of increase in admmstered prices and ad-hoc
hikes in taxes, and move within the target tolerance band, absent any major shocks, The main nsks to
the projections are stemming from the international environment and the success of the anticipated

fisca consolidation in 2014H2, respectively.

Chari 3. CPI inflation
[armmial percentaze changes)

Chart 4. Exchange rate variations
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Deve opments in 2013 confirmed the high volatility of headline CPI inflation in Serbia, driven in
particular hy pronounced food price shocks. Thiz was the second sigmficant and sustained
devigion from the target in the last four vears that was largely associaed to a bad domestic
agricultural season. Looling shead, the shocks to headline inflation could be dampened in the medium
term by recent statistical changes to the CPI basket reducing the weight of food and administered
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prices™, as well as by an expected liheralisation of trade in agricultural products,* both undeminned
hy Serhia’s EUT accession context. Although the weight of food 1n the CPI hasket even prior to the
recent changes was not out of line with that of regional peers, a number of structural shortcomings,
largely outsde the remit of the central bank, are seen to exacerbate the wolatility of food prices in

Serhia®

The central bank intervened in FX markets on hoth the sdling and buying side. The dinar f=ll by
1% in nominal terms against the euro in 2013 (see chart 4), wath relative fluctuations largely
influenced by investors” reassessment o f underlying nsks in Serbia against anticipated changes to the
Fed’s quantitahve easing policy. In this context, a negahve assessment of the state of public finances
in the IMF’s Article TV report {in May) and the announcement of new fiscal consolidation measures

fin Octoher) were associated wath significant changes in external inwestor appetite for government

secunties.
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Downward pressure on the domestic currency and upward movements in government bond wields
were again manifest in January 2014 in response to both external and domestic factors Against this
background, the central bank has stepped 1n frequently in the FXE market i order to smoothen daily
fluctuations, with interventions in 2013 amounting to net purchases overall (selling EUR 435 million
and buying EUR 615 million over the year), while the trend in the first months of 2014 points to the

™ The change refers to the haraomisation of data source with the EIT (using natinnal accounts instead of Household Budget
Swrvey data, following Eurostat recormmendations). As a consecuence, the weight of food prices in the CFI was reduced as of
2013 (b more than dpp to 34.528). Sivdlarly, the weight of administered prices, which still display a low rate of
corwvergence with the EU average, fell by 2pp to 20.41% v 20013 (20047 1n 2014), which is also expected to contrbute o
the stabilization of inflation wolatility.

A & gradual beralisation of agricultural products exchange with the EU is based on the Interim agreerent. &s of 2014, the
average rnport custors for agricultural products was lowered by Spp to 3.9%.

* These include high food import protection, ahsence of adequate systemic agrarian measures, lack of corpetition in the
productionftrade chain or large state inferentions, eg. in cormmodity reserves system. For details, see World Bank (2012):
Serbia — The Road fo prosperify: producfivify and exports.
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opposite direction (sale interventions amounting to EUR 510 million). The lewvel of international
reserves, at EUR 11.2 hillion at end-2013, was sufficient to cover around 7 months of goods and

SEMVICES 1Mpotts.

The central hank has taken a cautious approach to relaxing its policy stance In light of continued
inflah onary pressures in early-2013, the NBS increased its key policy rate by a cumulative 50 bps, to
11.753%1n early 2013, Anbopating arapd inflahon deceleraton, the central bank reversed itz policy
stance as of May, cutting its key policy rate in 5 steps by a cumulative 225bps. The policy rate now
standsz at 9. 5%% and has not been changed since November 2013 (zee chart 5). Owerall, the central bank
appears to have taken a cantious stance as regards policy easing, especialy in penods when stronger
downward pressure on the currency could potenti aly give way to upside risks on inflation due to high
exchange rate pass-through as well az latent risks to financial stability amid high liability euroizat on.
Although the monetary policy stance appears as rather tight especially in light of underlying credit
conditions (see below), the changing external enviromment and the impact of potential fiscal
consolidation measures in 2014H2 continue to point to diverging upside and downside nsks to the
inflati on outlook. Moreower, the central bank continues to pursue a policy of incomplete absorption of
excess ligquidity by the banking system, which has brought the average interest rate on traded secunties
below the key policy rate as of late 2012 Although the dewiation in this regard became smaller in
2013H2, this trend was not sustained and the remaining gap thus continues to partly blur the monetary
policy signal,

Lending activity has ground to a halt. The pace of credit extension has been declining since the mid-
2012 and entered negahve temtory in 2013 {chart ). Lending declined in particular in the comporate
sector, where the contraction reached almost 10%% in nominal terms on an annual basis by December
2013 The downtrend in credit 12 seen to reflect both demand and supply factors, including the
termination of large subsidised lending programmes,® potential crowding out by the public sector,
deteriorated creditworthiness of the private sector, and tighter lending standards arid already high
lending rates against sizeable NPL burdens in bank balance sheets.

The banking sector is undergoing consolidation and restructuring, creating an additional
burden to already stretched public balance sheets The falure of four local (and mostly state-
owned) banks in the last 2 years has introduced a degree of consolidation to the banking sector, albeit
at a signi ficant cost to the public coffers (estimated at EUR 360 million)® Looling ahead, the banling
system 15 likely to undergo further consolidation - not only as the number of banlks still operating in
the country remains high, but also due to the Durther restructunng of EU-based parent entities, g

¥ The irapact of these loans on accelsration in lerding was parficularlywisible in 2000 (EUR 1 9bln of subsidised loans) and
in late 2012 (EUR 1.1bIn). Iiorecrrer, most of the loan recerables of banks that were de-licensed since Cetober 2012 were
excluded from barking sector balance sheets.

* {Iniverzal Banka (January 2014), Razojna banka Vojwodine (&l 2013), Privredna banka Beograd (October 2013) and
Mowva Agrobanka (Tay 2012, a bridgze bank created following a collapee of Poljoprivredna banka Agrobanka in Decerber
011
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following state-sid cases pursued hy the EC* Notwithstanding ring fencing measures in place, the
likely changes asz regards banking structure will represent a communication challenge for authonties

given developments in the not-so-di stant past™

Financial stability challenges will remain sizeable in the period ahead. The banking sector
continues to display adequate capital and liquidity buffers and it remains profitable as a whole ¥ In
addition, the central bank has prepared a strategy for Basel III stand ards implementation by end-20135,
However, credit risk remans a matter of pressing concern in the nearterm, with the share of NPLs in
total loans exceeding 21% in 201303 Authonties have unplemented several measures since 2012 1n
order to foster NPL rezolution, athough thus far wath little success. In the medium-term, indirect
market risk represents a challenge on account o fthe stubbornly high level ofliability euroisation ofthe
economy, thereby potentially affecting asset quality in bank portfolios through unhedged borrowers *

In this regard, the authorities” dinarisati on strategy does not appear to have ganed much traction®

3. Assessment

The monetary policy stance adopted by the central bank in 2013 was geared at curhing inflation
and managing inflation expectations. The centrd bank reversed to an accommodaive monetary
policy stance in light of easing of inflafi onaty pressures amid a rather protracted econotnic recovery.
However, the central bank faced difficult policy trade-offs between extemal and domestic objectives.
In this context, the sizeable funding needs of the public sector in a changing global environment and
the potential knock-on effects of any shortfalls on domestic asset prices {notably the exchange rate) in
a highly euroised economy emerged as maor constrants on policymaking. The central banl's
frequent intervention in the FX market and the very gradual relazation of its monetary policy stance
are indicative of such constrants. Conceming the implementation of the monetary policy stance, the
central bank has continued its policy of limited mopping up of liquidity, with the gap between the key
policy rate and the average reverse repo rates being maintained, thus partly blurring the monetary

policy signal.

Reviving credit growth is essential for economic recovery. It iz difficult to foresee a sustaned
recovery in economic achivity while credit to the private sector remains stagnant or at negative

nomunal rates of growth Az a result, improwing the condibtons for credit extension as well as the

¥ The foreign labilities have so far rerained broadly stable. Morecwer, the domestic subsidisries of EU-headyuartered
banking groups are changing their finding model, re-orenting their fanding sowrces towards local deposits. For details, see
the accorapanying ECB docurment entitled “Raporf on financial sfability challenges i EU candidate and pofanfial candidafe
counfries”

* Sethia experienced abank mn in October 2009, when almo st 200 of all honsehold deposits were withdrawm,

7 The capital adequacy ratio stood at 19.9% at 201303, well dhove the statutory limit of 12%, and the liguidity ratic,
measured as liguid assets to shoxt-term liabilities, reached 62% in the saree perind. Also, ROE was approxitaately 3.8% in
2013005, down frora 5.3% the previous guarter.

¥ ylore than 70% of all lnans and alvost 80% of all deposits were denorminated or indexed to foreign currency, mostly e,
in end-2013. Moreover, FX-denominated debt e mained dorminant {with 20%, share) for the total public debt.

¥ The central bank applies macro-prudential meammes. Worecver it uses comrunication and consuraer profection channels
as well as 15 active with respect to the developrae nt of local capital markets and hedge mstroraents.
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effectiveness of the transmission mechanism to longer-term interest rates by addressing structural
hottlenecks in credit channels should appear as a key policy prionty for the authorities going forward.
In thiz contest, measures to foster the resolution of the high stock of non-performing loans on hanks
baance sheets are of the essence in the short-term. In a mediven-term context, these efforts should be
complemented wath policy steps to tmprove the compettiveness of the private sector. Moreower,
mantaning macroeconomic stability appears crtical to the consecution of both the short- and

medium-term objectives.

The central bank should continue to take the opportunity of low inflation to fully cement its anti-
inflationary credentials. Although the IT regime has managed to consderably bring down the
wolatility of overni ght interbank interest rates, headline inflation has been subject to large oscillations
Since 2009, inflation has mowed within the target band less than 35% of the tme. Successive falures
to meet estahlished inflaton ohjectives have damaged the credibility of the frameworls, hindenng hoth
the central bank’s ability to durably anchor inflation expectations and the anthonties” dinansahion
policies. Looking forward, mantaning inflaion within the established objectives and reducing the
high volatility of inflation will thus continue to represent a major chalenge In this context, the
planned extension of inflation expectation surveys to a two-year horizon should be a helpful tool for
monetary policy malkers.

Sevaral factors, many of them outside the remit of the central banl, are putting a high burden
on maonetary policy making in Serbia. First, the economy has faced two pronounced food price
shocks in the last years, which contmbuted to sustained penods in which inflabon was off-target.
Despite some miti gating factors introduced in 2013, determined action from the authorities to address
the structural 1zsues influencing the food price-formation process would be important to reduce both
the magmtude and the incdence of food price shocks on headline inflation, as already highli ghted by
previous PEP assessments. In addition, better commmuni cation between the government and the central
bank, in particular with respect to expected changes in administered prices would also be key mven
their large weight in the CPI basket.*"

Second, putting public finances on a sustainable footing would also faclhitate the conduct of
monetary policy, especidly in light of the downside risks posed by a changing international
environment. Although the recent pertnds of downward pressure on the dinar are partly a conzequence
of renewed global financial market tensions, it 15 also a sign of the country™s long-standing domestic
challenges on the fizcal front, as also indicated by the recent sovereign credit rating downgrade, In this
regard, and as also recognised in our previous assessment, fiscd consolidation pursued in an
expeditions manner as well as further progress in structural reforms to support the indpient economic

recovery are of paramount importance, This would not only dlewate the disproportionate burden of

" The central bank has called npon the Sethian government to prepare a medinm-term plan of administered price revisions in
order to stabilise the business errrironment and contribute to anchoring of inflation expectations (see Letter from central bank
Governiot to Serbian Prime Minister from Jarnary 2013).
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adjustment on monetary policy, but also reduce the public sector’s dependency on debt-creating

sources of finance from ahroad and enhance the country’s resilience to external shocks.

Third, constrants to the prevaling monetary policy framework would be improved by reverang the
pervasive asset and liability earocisation in the economy. Serbia continues to face one of the highest
degrees of unofficial eurmsaton in its inancial system, in spite ofthe authorities” dinansation strategy
in recent years. Besides the essting macro-prudential measures {e.g. by applying diverging reserve
requirements to fir and dinar deposits), local capital market development (including hedging
instruments) should be deepened further. The gowvernment could play a prvotd role in this context by
strengthening and lengthening the domestic wield curve. However, expenence suggests that these
efforts could only be seen as complements to, rather than substitutes for, increased macroeconomic

and price stahility in a comprehens ve dinansaton strategy.
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Turkey

1. Monetary and exchange rate policy framework

The primary ohjective of the Central Bank of the Republic of Turkey (CBRT) is to achieve and
maintain price stability. To thiz end, the CBRT adopted an explicit inflation targeting regime in
Jatwary 2006, following a period when inflation has been targeted implicitly between 2002 and 2005
in arder to reduce annual price imncreases from the high double-digit rates recorded in the sarly 2000s.
The exchange rate regime is an independent float*! with direct interventions limited to smoothing
excessive volatlity and pre-announced foreign currency anctions conducted to either bolster foreign
exchange reserves or to dlewiate shortages of foreign currency liquidity. The CBRT s monetary policy
decision-making body 15 the Monetary Policy Committee. Banlang supervision is the responsibility of
the Banlang Regulation and Supervision Agency (BREA).

The inflation target is set for a three-year period in terms of year-end headline inflation as
measured hy the consumer price index. For 2013-2016 the inflation target has heen set at 5.0%
surtounded by a +2% uncertanty band. If inflation falls outside this band at the end of a year, the
CBRT has to submit an open letter to the government, explaining the reazons for the departure from

target and the measures (to be) adopted in response.

Since October 2010, the CBRT has progressvely adopted a more unorthodox policy mix,
dubbed “flexible inflation targeting”. Without prejudice to 1tz pnmary objective of price stability,
additional policy goals have been adopted at vanous points 1n time, wncluding managing the growth
and structure of domestic credit, addressaing balance of payments issues, such as current account
developments or the amount and composittion of forergn capital fowing into Turkey, or preventing
undue exchange rate and output wolatility. In order to meet these muliiple ohectves a wide and
cotnplex range of instruments have been put into operation. In addition to the actual policy rate (1) an
interest rate corridor 15 in place which —in combination with the liquidity provided at the policy rate —
provides the CBRT wath more policy flexibility to fine-tune interest rates and to hetghten uncertanty
about returns from money market investments, (1) reserve requiremnent ratios are staggered according
to the maturity and currency denomination of banks® liabilities; {ii1) a reserwe option mechanism
(RO exists giving banls the possibility to hold a share of their unremunerated reserve requirements

in forergn currency and gold wath a system of reserve options coefficients (ROC) gmding the costs of

Y sreording to the IMF classification of de farto exchange rate amargements.
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using the ROM*, and (iv) direct foreign exchange interventions and foreign exchange auctions are
conducted. Thiz array of instruments has heen modified over time to optirmze the selecton and the
functiomng of the tools at the CBRT 2 dizposal.

2. Economic and financial developments
Feonomic growth, the external secior and fiscal developments

In response to the Turkish authorities’ efforts to enginea a soft landing of the economy and
achieve a rebalancing away from domestic denand, output expanded by a mere 2.2% in 2012,
However, growth rebounded briskly in the first three quarters of 2013, also supported by
accorumodative monetary and fiscal policies (see Chart 1), In the first and the second quarter of
2013 GDP rose by an annual rate of 3.0% and 4.5%, driven by robust private consumpti on on the back
of buoyant credit growth (+33. 6% y-0-v as at December 2013), a surge in public investment and an
acoumulation of inventones. In the third guarter of 2013, actwity moderated only slightly (+4.4%4),
notwithstanding tighter domestic and global financing conditions that dampened consumption as well
as investment. Followang their zolid positive contnbution to GDP in 2012, net exports subtracted from
growth in 2013 as a consequence of the strong increase in import demand and base effects from
Turkey's gold trade. ®

For 2014, the Turkish authorities appear to be relatively sanguine ahout economic prospects
whereas other analysts mostly provide a more cautious assessment. While acknowledging
congderable downside nsks the CBRT and the Treasury still forecast growth at close to 4. 0% in 2014,
in line wath the government’ s medium-term econormic programme of Cctober 2013, despite the recent
political tensions, the CBRT s substantial policy rate luke in Jamuary and the tangible detenoration in
Turkey’s external financing enwironment. By contrast, latest figures from the European Commizsion
project GDP to expand by only 2.5% in 2014, roughly in line with the Fehruary 2014 Consensus
Forecast of 2.6%.

Mirroring Turkey’s economic cycle, the current account deficit widened to 73% of GDP by the
third guarter of 2013.% [n 2012, it had contracted to 6.2% of GDP from double-digit levels in

2011 (zee Chart 2). The increase in the current account deficit was primartly driven by a widening

* The ROM allows harnks to hold a certain share of their recuired ressrves in forsign curreney or gold instead of Turkish lira,
Exercising this option cornes at a cost that is deterrained by the ROC which indicates the arnount of foreign currency or gold
to be held for each unit of Turkish lira. The FOM was introduced by the CBRT in Septeraber 2011 to reduce the adverse
irapact of wolatile cayital flows on the exchange rate and on credit growth. It 1s considered by the CBRT to be superior o
standard foreign exchange interventions as the withdrawal of foreign currency liquidity from the market is based on the
optiraising behaiow of indwidual banks weighing the relative cost of domestic wersus foreign omrency reserve holdings
rather than on a decizion by the central bank dbout the arount of reserves to be purchased or sold which mavalso prowo ke
speculation against a percefved exchange rate target Starting in Cetober 2012 the CBRT also began using the ROC as a
macro-pradential tool.

¥ Sizeahle gold exports in 2012 resulted in Turke v recording a surplus in its traditional ly negative zold trade balance for that
e, necessitating a replenishme nt of gold stocks in 2013 that Lifted the gold trade deficit to an musnallyhigh lesel

* A1 quarterly halance of payments fizures are reported as moving averazes over the rost recent four quarters of available
data.
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deficit in the trade balance, stemming from nsing imports on the back of improving domestic demand
and a comparatvely sluggish export performance as aresult of the subdued economic emmronment in
the EU, Turkey" s main export market.

Chart 1. Contributions to real GDF growth Chart 2. Components of curvent account halance
{annnal percentage change) (asa percentage of GDF)
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For 2014, the current account deficit 15 foreseen to shnink, supported by a recovery in exports and a
slowdown in domestic demand, but to remain at a still sizeahle 6-7%% of GDP. As in previous years,
the financing of the current account shortfall over the first three quarters of 2013 has been mainly
achieved by net portfolio inwvestment (4 3% of GDP) and other investment (3. 7% of GDF) while net
foreign direct inwestment (1.0% of GDF) has remained modest. However, the composition of capital
Bows into Turleey has shifted in the course of 2013 az subsiding portfolio Hows after the Federal
Reserve’s tapenng announcement in May 2013 have been replaced with the acoumulation of other
investment lhiabilities, particul aly by the bantang sector. Cwerall, balance of payments developments
up to the thurd quarter of 2013 unplied that the CBRT accumulated additional reserve assets
arnounting to 1.7%% of GDP although this is much lower than the 3.4%% of GDF that had been recorded
in the four quarters up to the first quarter of 2013,

In spite of a loosening of fiscal policy, larger-than expected revenues are anticipated to bring the
gemeral government deficit to 1.6% of GDP in 2013, an only marginal increase when compared
to 2012 {-1.5% of GDP) and 0.2 percentage points below the budget mrget.45 For 2014, the
medium-term economic programme foresees the public sector to record a deficit of 1.7% of GDFE, but
lower growth, arisein financing costs as well aspossible election-related spending slippages present a
downside nsk Genera government debt, projected at 35.0% of GDP in 2013, seems manageable and
15 expected to further decrease to 33.0% of GDP1n 2014,

¥ Deficit figures reported in this section are net of prrvatisation rece ipts,
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Inflation, exchange rates, monetary policy and financial stability

Inflation, at an annual rate of 7.7% in January 2014, has stayed above the upper (7% ) bound of
the CBRT suncertainty band during most of 2013 (see Chart 1), Tax hikes, high vnprocessed food
inflati on and, towards the latter half of the year, pass-through from the lira’s depredation (see Chart 4)
were the primary factors behind this development.® In 2014, inflaion is also widely expected to
overshoot the year-end 3. 0% target with latest forecasts ranmng from 6.6% (CBRT) to 7.6% (February
2014 Consensus Forecast) and 8 7% (European Commission), driven by the increase of some
consumption tages at the start of 2014, larger than anticpated food price nses and further exchange
rate pass-through. Ewven though the expected rebalancing of the economy from domestic to extemal
demand in 2014 allewiates some price pressures, unfavourable weather conditions potentially affecting
crop yields possthle lukes in (admimstered) energy prices and a further detenoraton in inflabon
expectations are presenting upside risks to pnce stahility,

Chart 1. Consumer price inflation Chart 4. Nominal exchange rate
(annnal percentage change) (Turkish lira per eura)
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Depreciation pressures on the lira after the Federal Reserve’s tapering announcement in May
2013 and in the wale of escalating domestic political tensions in late 2013 and early 2014 caused
the CBRT to shift to a tightening stance as inflation expectations ran the risk of becoming
unanchored * Most notably, at an extraordinary meeting on 28 January 2014 the CBRT raised its
main policy rate {one-week repo rate) to 10.0% (+530 hasis ponts), the upper end (hon-primary dealer
lending rate) of its interest rate cormdor to 12.0% (+4 25 basis points) and the floor (horrowing rate) of

¥ pcoording to CBRET estimates, each 10% decline of the exchange rate is translating into a 1.5 percentage point rise in
consumet price inflatior, four fifths of which materialises after a period of six months.

I By February 2014, inflation expectations had deteriorated to 2 0% (vear-end 2014), 7.3% (one vear ahead) and 6 6% (two
wears ahead) which corapares with respective fizures of 6.6%, 6.1% and 5 8%, in February 2013,
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the corridor to 8.0% (+450 bads points)*® This (explicit) hike in the main policy rate hrought
{consumer price inflation-adjusted) real interest rates firmly hack into postive terntory and replaced a
strategy of more careful tightening steps that had been implemented since May 2013, The latter was
characterized by two increases in the non-primary dealer lending rate in July (475 basis points) and
August (+50 hasis points) 2013 in combination wath scarcer ligui dity prowided wa the man policy rate
and other facilities which guided funding costs towards the upper end of the cormdor (see Chart 5). By
conitrast, policy before May 2013 was geared towards discouraging excessive inflows of (short-term)
capital. To achieve this goal, the CBRT lowered the main policy rate by 50 basis points each in &pnl

and May 2013, vielding a curlative reduction of 125 hase points since the beginning of 2012.%

Apart from modifications to interest rates and liguidity conditions the CBRT also made
expedient use of reserve requirements and the ROM as well as of direct foreign exchange
operations. Owing to financial stability considerati ong, reserve requirement ratiog for lira and foreign
curreney-denominated deposts of a short-tenm nature were raized in the last quarter of 2012 and the
first quarter of 2013 in order to make deposits with alonger maturity more attractive. In parallel, ROC
on required reserves maintained in foretgn currency or gold (instead of lira) by means of the ROM
were increased several tumes to entice banks to place alarger share of the inflows of capital recerved
from abroad dunng this period wath the CBRT, thereby bolstering the foreign currency buffer held in
their accounts at the central bank. With a changing global financing environment after May 2013 the
need to absorh capital inflows was replaced wath meeting banks” foreign currency requirements. To
this end, foreign currency selling auctions were introduced whose size and frequency steadily rose as
the vear progressed® At the same time, these auctions aleo contributed to the overall tightening of
monetary conditions as they were left unstentlized. Finally, when depreciation pressures on the lira
intensified in 2014 the CBRT was forced to directly interwene in the market, selling USD 3.1 hillion
on 23 Janvary, its first such intervention since January 2012, In addition, a hike in ROC took effect in
Jamuary 2014 with the intended outcome of reducing hanks’ incentive to hold mandatory reserves in
foreign currency and gold instead of lra while smultaneously creating demand for lirg thus fauther
adding to the CBRT s ti ghter stance.™

¥ kit the same time, the primary dealer lending rate was adjusted to 11 5% (+475 basis points) and the rate to be paid fr
overnizht late lepnidityrto 13.0% (+42 5hasis points).

¥? Druring the same period, the non-primary dealer lending rate was lowered bya curnulative 600 basis points in nine steps
and the borrowing rate by a curnalative 150 basis pomts in four steps.

 From Decerdber 2013 to Febrary 2014, the CBRET conducted 4 auctions, selling a total of USD £.3 billion of reserves,
which compares to 123 auctions for USD 12.9 billion bebaeen June 2013 (when these auctions were intoduced) and
Moveraber 2013

L The seeraingly contradictory aita of using an increase of ROC to both tis wp (at the end of 2012 and the beginvdng of 2013)
and release (at the beginming of 2014) foreign cwrency logudity held by banks with the CBRT illustrates the intended
furctioning of the ROW. If foreion capital flows are abundarnt it is relattvely cheaper for banks to replace recuuired lira
reserves with foreign currency even if' a rise in ROC renders it more costly to do so, ultimately resulting in an accuranlation
of foreign currenc ybanks are placing with the CBRT. Byrcontrast, if foreign capital is scarce higher ROC are lowering the
attractiveness of wing the ROW, tiggenng a switch from raandatory reserve s maintaine d in foreign currenc whack to lira,

Page 31 of 35

9244/14

Ml/ah
DGG 1A

31
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22991&code1=RAT&code2=&gruppen=Link:9244/14;Nr:9244;Year:14&comp=9244%7C2014%7C

ECBE-RESTRICTED

Chart 5. Interest rates Chart 2: Money and cred it growth
{percentages) (annual percentage change)
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Analyties.
Turkey's financial sector appears reslient overall even though pockets of vulnerability exist,
specifically as regards a non-negligible exp osure of corporates to exchange rate risk and still
buoyant loan growth, particularly in the retail segment. Indicators of profitabality and capital
adequacy have remained robust but have been on declining trend since 2009, dso reflecting the strong
origination of credit that has taken place during this period (see Chart ). In October 2013, return on
assets and equty of Turkish banks stood at a respective 1.4% and 12 4%, compared wath 1 8% and
15.5% at the end of 2012, Capita adequacy, at 12.4% in October 2013 (15.7%% at the end of 2012),
was comfortably above the legal minimum of 8% and the CBRET s target rafio of 12% wath around
85% of capital classified as Tier-1. While the banling system has just a marginal direct foreign
exchange exposure, Turkish companies mantan a noteworthy net open foreign currency position. In
light of the lird's recent depreciabion, this presents a potenhial nisk for banks” asset quality athough 1t
15 partly alewiated by its concentration among large companies with good credit quality that should
have the ahility to manage exchange rate nsk and frequently have foreign currency-denominated
export earmngs (providing anatural hedge). In addition, credit risk from lower growth may materialize
as higher unemplovment could hamper the ahility of households to serwice their debt. However, higher
financing costs as a consequence of the CBRT s monetary tightening and measures mmplemented by
the BRSA have started to dampen consumer lending towards the end of 2013 whereas non-performing
loans registering at a historically low 2.7% of total loans in October 2013 are a further mitigating

factor ™

2 For firther information on Turke s financial sector, see the accomparying ECE document entifled “Reporf on finaneial
stabilify ¢ hallen ges i ETU candidate and pofential candidafe countries™.
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3. Assessment

The improvements foresemn for the current account deficit in 2014 notwithstanding, Turkey's
external vulnerahbilities loom large. The financing ofthe deficitiz to a substantial extent achieved wia
inflows of portfolio investment and approxzimately one third of the externa debt stock has to be rolled
over in the near term. Whale short-term external liabilities of the banking sector {USD 90 hillion in
December 20013} were largely buffered by the USD E1 billion held by banks as foreign-currency
denominated mandatory reserves wiathe ROM, the USD 3% hillion that was owed by the non-financial
private sector contrasts with the CBRT 2 disposable foretgn currency reserves of USD 34 hillion in
Janwary 2014%. This relatively low level of reserve coverage males the lira wulnerable to additional
bouts of selling, particulady in an enwvironment of tighter global funding conditions, as also noted by
the IMF™ Ewven though exposure to ezchange rate fisk seems contained among banks and households,
it 15 not inspmficant for Turkash corporabions. Moreover, a further fall in the lira may exacerhate
inflation thatis already ninning considerably shove the CBRT s target.

Against this background, the CBRT has embarked on the challenging task of managing a
transition from abundant to tighter global liguidity by sticking to its “flexble inflation
targeting” approach. Confronted with ahove target inflation and an ebbing of capita flows a cantious
pace of monetary tighterung was wutiated after the Federal Reserve’s tapering announcement in May
2013 while keeping real interest rates in negative terntory, howewer. With the lira heing subject to
depreciation pressures the foreign cumency liquidity needs of the economy were met by initiating
foretgn currency selling auctions. By following this strategy the CBRT maintained an accommodative

policy stance in spite of high and rising infl ation and a gradual drop in forel gn exchange rezerves.

When depreciation pressures on the lira intensified in late 2013 and early 2014, partly owing to
factors outside the remit of the CBRT, it decided to take additional and more resolute action,
effectively resulting in a simplification of its unorthodox regime Notwithstanding escalating
political tensions threatening to undermine foreign investor confidence and publicly ared pressure
from the government to leave interest rates unchanged, the CBRT decided to aggresaively tighten
policy 1n January 2014 This move did not only result in posittive real rates but also reduced the
complexity of monetary policy making by unifying the main policy rate that with the actual cost of
the finanmal sector’s money market funding which had become progressively detached since the fall
of 2013

Orverall, this policy shift is wecome as it has simplified the framework within which the CBRT is

operating, has put a clearer focus on its main objective of price stability and has re-asserted its

1t is worth noting that the CBRT's gross forsign curreney reserves, at USD 105 billion in January 2014 are considerably
larger bt mclude the foreign currency-denorainated deposits held by banks as part of their mandatory re s rves by means of
using the ROWL Despite these assets being at the disposal of banks in the event of pressure on their foreign cunency
lignidity, they carmot be rade available to the CBET to defend the lira against other forrs of outflows of foreign capital.

#* See Turkey's 2013 Article [V consultation, [WVF Country e port Mo, 137363, Deceraber 2013,
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indep endence from puolitical influence therehy going some way to allewiating the concerns raised in
last year's assessment. Granted, “flesable inflaton targeting”™ has had beneficial effects, such as
contrhuting to a rebalancing of the economy 1n 2012 or leading to the accumulaton of a sizeshle
stock of foreign currency liguidity banks are holding at the CBRT. Honetheless, averdict on the long-
term success of “flexmble inflation targeting” is still out In fact the CBRT s strategy entails non-
negligihle risks that were dearly demonstrated by events in January 2014 which brought the lira onto
the verge of a speculative attack. Particularly the persstent falure of the CBRT to biing inflation in
line wath its target and anchor inflation expectations iz of concern. Indeed, as aready highlighted in
last year’s assessment, the CBRT s primary objective of maintaining price stability remains blurred by
the addition of further targets that rmght be better addressed by prudential, fiscal or structural policies.
Lastly, high inflation in combination with negligible or negative real interest rates 15 unlikely to raise
the private sector’s chronically low savings rate which is a key determinant of Turkey’s significant

current account deficit,

Page 34 of 35

9244/14

Ml/ah
DGG 1A

34
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&inr=22991&code1=RAT&code2=&gruppen=Link:9244/14;Nr:9244;Year:14&comp=9244%7C2014%7C

ECBE-RESTRICTED

Data appendix

M easures of inflation, interest rates and related indicators
{anrual percentage changes unless otherwize stated)

FYR M acedonia Tlordenegro Serhia Timkey

2012 2013 212 2013 212 2013 2012 2013

Meanmwes of inflaion

[jper e o trrigters)

Hermowdeed fude xof conamrer prices (HICE) 33 28 30 1% 9.0 75
Hattmal corenzrer price hdex (CPT) 33 28 41 a2 T3 9 2.0 75
Frodwerprices 45 04 19 1r 56 36 6.2 45
Inerestrates [poconsyes dnnut! drergges)

Forttimnpolioeras 38 33 113 95 a7 43
Dodipre temn ditere st ate™ 8.3 55 151 15 2.0 76
Lorgtenm terect rate 49 ¥ 7 84 a0
Fefersarce deposirate 34 31 33 31 6.4 64 T 53
Feferaree Endisrate an T 9.5 94 115 115 125 93
JEmoraudon gems”

ECBmai reffurchgrate o T 0 T T T T T T T T T
Hro area hrg-mnnmresmm'ﬂ 16 14

Rebited indicators

[ennuch! petreen g @ Chn et Wk S5 oA et i)

Feal GDP gonarty (ADRECD ) 0.4 32 -2.5 24 -l5 21 22 3B
farTazp oty gposs vz s 02 10 0.a 02 8.8 57 156 144
Frrpoats of goods ard serwt es defhtor -20 -0Q 126 17 56 62
Mrey sppbe () 49 .12 0 75 09 95 7.7 76
Freate sector qedi grovmth (reonl sweragpes) 67 33 G4 an 127 13 210 s

Surtes Hetecr cnctd piles, Bloomberg, At ECD [Februstry 2004), W4 FIFE, 164 BED [Deader 200 T), ndilon il iourder cnd ECE weff cebbudtalong.

Fohw: ! Fox Surkis, ¢lnat-m polizy ok 5 6a ® 1-waud 550 Dot I fls cws of FYE. Mandonis, 4 monfly weigided stz et o on il Baxd Bilk awtons &

weod { oz g po ligrTatn). Tho iohawetze £ 1 Ty e oz el Bpe T Motk magm be 4 milsbnlumeid womomy.

? porrmalanm M o 1 peer e et b nds done vt d i ds ma s ey (e i fhe cs of Moz gro, m ETE).

" Fox FYE. Mamdonis, fho tofu mfors to fha anmmal srersm yi M # metmsiteo £ 10-pear e mment doati 7o teatio n bond deemed i B apr 2013 avd domo minated i rational
bt with & gmro slow 6. Aommal arersm of the mieroment berd Rl £1 Sarbis and Torkey | Tpeer and 10 year moismme st be iy doe minated inodo mes tic Gmmny”

£ Surbia and Trorhay mepactinty. Tha Tymar goisrmmend bozad in Surbia s #imd w2013 . The T B0 e s mmest bond was demed 2012},

A 10yt ureric evemment bond yul.

Fofnnce luding ad doperit mier mins te anol sweragw of weigdded swoam koding (doperit) sadw gmanded oo cbert- aod oo keas (dopo riF ) o w rcfmancial

TPttt & and homeeho Mi indo meetic and £ mirnomeney (Tammanes TmaT obe £1 2013 ) Aaers m menthhe moee wagw for 1015 amocadmlaed & ansiersgm of Tamane-

fapmmbar 2013 fr FIE. Mxedoris, anrmel s m e 61t o thar thmn comirks .

Macroeconomic projections
{as a percentage of GDF unless otherwise stated)
FVR Macedoria M omh Serhia

Turkey
IRk W 205 P Ot AWk

Real GDE groventh (Vo)
IMETED 32 36 22 13 20 22 33 43
ECMECD 25 26 27 in 13 12 2.3 30
e ace cumathalan &
INMEAED 62 5.6 -16.2 -163 6.5 -8 -2 ST
ECMECD 26 =30 153 -l5s 47 -43 6.5 44
Gereral govermmend net knding
IMEMED 34 34 52 33 6.2 635 13 <23
ECMECD 38 3.6 S35 -11 -39 -52 -19 23
General govermanent gross dehid
IMEHED 350 AN 543 552 713 ™3 340 EC]
ECMECD 374 ®no 570 0 0.0 s 6.7 £
Tnflatiom (CFI change, %)
IMEATED 20 an 23 13 12 40 6.0 a0
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Seurees AMEC D [Februsre 200a) and BEC [Crsber 7001,
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