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Introduction

This report reviews and assesses monetary and exchange rate policies in four of the five ETT
candidate countries, namely the former Yugoslav Republic of Macedoma, Montenegro, Serbia
and Turkey. Itis based on the 2014 Pre-Accession Economic Programmes (PEPs) prepared by
these four countries, which outline the main economic policy developments and objectives
over the medium-term . As of the cut-off date for this reportl, Iceland had not submitted a FEP
report.

The repott 15 the ECE s contnibution to the Economic Dialogue with the candidate countries
established by the ECOFIN Council in 2001, In line with the consultative nature of this
dialogue, the ECE’s assessment does not prejudge any subsequent policy positions that may
be taleen at a later stage, in particular in the context of future convergence reports.

A in previous years, the ECE assessment focuses on monetary policies and related exchange
rate issues. Monetary and exchange rate policies are crucial in pursuing the goal of price
stability, anchering inflation expectations and thereby providing a framework that fosters
macroeconotmic and financial stability,

The repott 15 organised in countty chapters. Each chapter is structured as follows: Section 1
recalls the main elements of the prevailing monetary and exchange rate policy frameworls,
while section 2 reviews recent economic and financial developments. Section 3 provides a
short assessment of the framewortl, 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 data in the report have 4 Ilarch 2013 as cut-off date.
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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 its ultmate objective, the NEBEM uses the level of the
exchange rate az an intermedi ate oby ective of monetary policy. The NBRM has anchored itz exchange
rate through a de facto fized exchange rate since 1995, imtaly to the Deutsche Mark and
subzequently to the euro az of 2002, The IMF'z Annual Report on Exchange Arrangements and
Ezchange Restrictions (AREAER) reports that the de jure exchange rate arrangement for the former
Yugoslar Republic of Macedonia 1z a floating arrangement. However, the de facto exchange rate
arrangement 15 clasafied 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 fized exchange rate regime 15 motivated by a high degree of economuc openness and dosze
trade links with the euro area and EU, as well as the NBRMs need to establish credibility amid

significant unofficial asset and liability eurnisation in the economy.

The NEEM uses various types of instuments for monetary policy implementation, including
open market operations, reserve requirements, deposit and marginal lending facilities and intraday
credit. Open market operations include both domestic operations (consising mainly of monthly
auctions of central bank hills wath 28-day matunty in order to absorb the banking system’s structural
liguidity surplus with respect to the central hank) as well as foreign exchange interventions Cther
available domestic instruments include repo transactions, outright purchase and sale of securities on

the secondary market, and fine-tuning op erations.

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

The pace of economic activity has picked up in 2013. Followang a mild recession in 2012 (-0.4%4%),
economic activity bounced back in 2013 duven by a dynamic constuchion sector and a moderate
recovery of industria activity in the course of the year. Real GDP for 2013 as awhale is estimated by
the authonties to have expanded by 3.3%, with positive contributions from private consumption and

investment and a still negative contribufion of net exports (see chart 1)? Persstently high

T Data on real GLDF growth from national sources and the INF (chart 1) may differ due to the fact that the last update of the
WEO was in October 2013 ard rewdata (or revisions to previous statistics) may have becorme avallable thereafter. While the
Pre-fecession Econorde Programme subraitted by the fonmer Vugoslav Fepublic of Maredonda late 2013 suggests an
increase in real GDP of 3.3% in 2013, the WEO Cctober update puts this figure at 2.2%,.
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unemployment was only down by Zpp to 29% 1n 20013 and 1z mostly structural in nature
(notwithstanding possible measurement errors). Coupled with the fact that most FDI projects tend to
be only modestly linked with domestic supply chans and are thus not expected to make significant
dents on overall unemployment rates, this prompted asthonties to take a number of steps to foster

employment, in particular among the voung?

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, wlule 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 thizs benign
outlook primarily emanate fom the possibility that renewed external headwands weigh on domestic
economic actiwity. On the domestic side, the extent to which strong actiwity in the technol ogica and

industrial development zones (TIDEZ) can spill over to the rest of the economy also remansin doubt.

Chart 1. Contrd utions io 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 (with the deficit at 3.9%% of GDF, slightly
higher than the 3.5% imtially envisaged in the 2013 PEP, largely due to a one-off payment of arrears

* ainly through higher spending on labour market activation policies, in particular for the age group 15-24, in which over
0%, are une raployed.

* Thersh yzrowth in 2015 and 2016 is expected to'be higher than estirated potential growth (3.5%).
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in the first semester of 20137 Looking forward, authorities’ commitment to mantaning a low taz
environment suggests that fisca consolidation wall depend on GDP growth and discipline on the
expenditure side, with capital expenditure likely being the man adjustinent variable in case revenues
disappoint. Howewer, in spite of the positive economic outl ook, the budget deficit 15 not expected to
come down to below 3% before 2016 (2.6% of GDF) in the base line scenano, in part due to the
authonties” intention to keep capital investment high (ralways, gasificabon, 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. Theratio of public debt to GDP remains relatively moderate at 40% 10 201303, Thus,
it 1z more the recent steep upward trend of public debt rather than itz overall level which gives cause
for concern, since the country’s 1mtial position 1 the run-up to the crisiz was favourable (wath debt to
GDP amounting to 21% in 2008). The growing indehtedness of state-owned enterprizes (where
external debt rose by 43% in 2013) should also be monitored closely in a medium-term context. The
composition of public debt poses lingering wulnerahilities, since short-term liahiliti es represent around
25% of the total public debt stock and thus renders the sovereign exposed to rollover nsk Authonties
are trying to reduce the vulnerabilities inherent 1n the public debt structure by making increased use of
denar-denorinated securities at lengthened maturities. In this context, the Ministry 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 mllion (EUR1.07 million) did not carry foreign exchange
clause. Prior to this, the longest maturity of government securities placed on the domestic market was
five vears.

Ovwerall, 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 mistained
fiscal adjustments would thus create sufficient space for spending on items which authorities deem as
a prionty (such az infrastructure), while puthng public debt-to-GDP on a downward trajectory. This
would alzo 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 vulnerabilities
are expected to remain sizeable. While remaimng at a lugh level, the trade deficit moderately edged
downwards to 20.2% of GDF, wath 85% of this deficit being covered by net current transfers
(retittances). This was a poative development, but it also points to the economy’ s dependency on this
form of finance and the potential threat to external balances should these inflows disappoint in the
fature. Az a result of theze developments, the current account deficit marginaly declined to 2 9% of

GDP. Government borrowang from abroad and FDI were the man inflows on the capital and inancoal

? Beowraulation of large arrears until the fivst quarter of 2013 mizgests lingering weaknesses in fiscal governance, particularly
regarding the public procurerment process. Howeser, the government is introducing a systern of cormpdtiment control in public
rocurerne it processes to prevent renewed excessive accwrnulation in arrears.
According to the Fitch rating agency, gross borowing needs of the public sector will araount o 13% of GOF in 2014, nsing
to 14.4% in 2015, See hitp: farana finance gov mldifilesidiful]l rating_report_oct_ 2013 pdf.
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account 1n 2013, Looking forward, the envizaged strength of public investment along with the tngh
impott content 0f FDI 15 expected to contribute to wadening external imbalances. Authonties are ofthe
view thar this will be redressed in time through heightened exports and increazed growth potential,
including from returns to public infrastructure projects. Aganst this background, the NBRM took
advantage of seazonal factors in end-2013 to make net purchases and thus contributing to mantamng
adequate reserve buffers. The modest reserves decline 1in 2013 (az alzo ewdenced 1 chart 4) was
manly due to wvaluation factors. Looking forward, adequate reserve levels wall remain key to maintain
the credihility of the peg.

Inflation, exchange rates, monatary policy and francial stability

Inflation picked up temporarily in mid-2013 due to higha food prices, but subsequently edged
down as this effect phased out and energy prices declined. The temmporary spike in inflation (4. 2%% y-o-
v in June) is explained by the fact that foodstuffs account for 38% of the CPI basket. flaton at end-
2013 stood at 1.4% y-0-v and has remained a a low level mto 2014, at 0.9% y-o-v 10 January 2014
{zee chart 3). Despte 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 again heing the main drivers.

Chart 3. Consumer price inflation Chart 4. Foreign exchange reserves
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The central hank has continued to tightly manage the exchange rate. The NEEM has intervened

on the purchase and sale side for hoth exchange rate and precaut onary (B reserves) motives. Overall,

7 This was due to a mivtire of sscond-mmd effects and assurmedby one-off effects owed to changes in the CPI hasket. In
Jarmary 2014 core inflation had fallen to below 2%,
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the central hank has heen anet purchaser of &z reserves to the tune of EUR 11 mullion 1n 2013 az a
whole, with the nomina exchange rate of the denar to the euro remaning broadly stable. The reserve
coverage ratio amounted to about 4 months of imports of goods and services in end-2013 which may
be deemed as sufficient to cope with any unforeseen shocks to the monetary and exchange rate policy
framework (see chart 4).

With inflationary pressures broadly in check, the NERM has tried to support lending activity
through standard and non-standard measures. The central banlk reduced its key policy rate (the
rate on the monthly auction of central banke bills) by a comulative S0bps in two steps in ealy and mid-
2013, and has kept interest rates on hold since ab 3.25%. In parallel, authonties have increaangly
resorted to modifications of reserve requirements rules to support the pace of credit extension by
banks This has mcluded () deduction of newly approved loans to net exporters and domestic
producers of electricity from banks”™ reserwe requirement base, (1) a 0% reserve requirement for
lizhilities based on debt securities issued in domestic currency wath origina maturity of at least two
years, (1) a 0% reserve requirement for liabilities to non-residentz and financia institutions at
different contractual maturities {one or two years), and (1v) the lowering of reserve requirements in
domestic currency from 10% to 8%, while that for liabilines 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 stirmul ate the inflow of foreign capital into the domestic economy, as an additional source
of funding of the hanking systern. The central hank also made a number of changes concermng
provisioning rules to foster the resolution of non-performing loans, providing banks wath more leeway
it taking into account collateral value of claims that are more than 90 days past-due, and introducing a
mandatory annual reduction of foreclosed assetsin order to accelerate sales of these on the market.
Chart 5. Interest rates Chart 6. Money and credit growth
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The impact of these measures on the overall rate of credit growth appears to have heen limited
thus far, though the pace of credit extension did pick up in 2013H2 and thereby partly reversed the
declining trend in the earlier part of the year (zee chart 6). However, effective interest rates on loans
are coming down only gradually (see chart 5), pointing to imparments in the monetary policy

transtmizsion mechamsm.

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
i1 the form of denar-denominated loans, since the stock of Br-denominated 1o ans has retnained broadly
unchanged 1n annua terms. The central bank’s policy of differentiated reserve requirements (zee
ahowve) should also be seen in that contesxt. In spite of this, the share of fix and fz-indexed loans to total

loans remained sigmficant af 54% 1n September 2013,

The banking sector overall is sound, but chall mges remain in both the short and medium-term.
The banking system appears to exhibit comfortable capital and liguidity buffers. Regulatory (Tier-1)
capital to risk-weighted assets stood at 14.7% 1n 201302, and thereby well-ghove the 8% regulatory
minimum set by domestie supervisory authonties, while lguid assetz 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 shori-term, rising credit nisk 12 a concern, as shown by
the ratio of non-performing loans which, although moderate in companson to some peer economies,
has been onthe rise to double-digit levels (11.8% in 201 302).

In the medivm-term, the system’s indirect vulnerahility resulting from asset and lighility eurmsation
{through unhedged borrowers in the event of adverse exchange rate developments) remains large,
constituting a tal nsk to the outlook In addition, athough the relative dependency on external
{parent) funding by domestic hanks 1z low and entities are mostly reliant on local deposits for
funding’, the potential impact of the restructuring of (Greek and Slovene) parent entities of locally
important subsidiaries following state-and cases pursued by the EC remans uncertain, At the same
time, local subsidiaries of troubled parents reman profitable, suggesting that financial intermediation

in amedium-term context should reman unhindered notwathstanding potential short-term disruptions.

3. Assessment

The exchange ratebased monetary policy framework pursued by the central bhank has
continued to providea stable external anchor for price and macroeconomic stability. This policy
framewnrk enjoys by now a high level of credibility with the denar having displayed continuous
stability against the euro in the recent years. Inflation expectatons appear to reman anchored, as also
evidenced by the NERM s inflation expectahons survey of October 2013,

® For more information, see the accompanying ECB document entifled “Report on financial siabilify challanges m EU
candidate and potential candidate countrias”.
# 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 aszsessment. The central banlk’s numerous attempts to remove potential supply-ade
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 in 20153H1 appears to
have been partly reverted. However, it is too early to ascertain the durability of this trend, and rates of
credit growth still reman below the levels posted in preceding years (2011 and 20120 Moreover, the
burden on banks” balance sheets from non-performing loans remains high, and (as a partial reflection
of thiz) effective rates on loans are coming down only gradually. A lacklustre pace of credit growth
doez not only reflect an impairment of the monetary policy transmission mechamsm but also

constitutes a downa de risk to the projected recovery in economic achvity.

S econd, rising public debt to finance p ersistent budget deficits risk putting an undue burden on
monetary policy making, as a so highlighted 1 last year’s PEP assessment. Whule the stock of public
debt remans low relative to peers, its steep nise in recent years has been notable, including as a result
of growing indebtedness of non-financial state-owned enterprises. The governtment is also exposed to
rollover rigk gven that around a quarter of the public debt stock 12 short-term in nature. Coupled with
efforts 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
foreseen to decline below 3% of GDP until 2016, a more ambitious strategy would not only free-up
future space for the anthorities” spending prionties but aso facilitate the environment for the conduct
ofmonetary policy.

Third, external vulnerabilities remain sizeable and are rdevant for monetary and exchange rate
policy. The economy remains dependent on net current transfers to rein in high structural trade
deficits. Moreover, external imbalances are set to widen in the nearterm as a result of public
infrastructure and large (expected) FDI projects, while their favourable impact on external accounts,
exports structure and real growth will only be felt in the medium-term. Developments on external
balances have a particular beanng on the conduct of monetary policy given the need to mamntain
adequate reserve buffers to ensure the continued credibility of the de facto peg to the euro. The tail
rigks for the banking system (and hence, the potential demands on the central bank as alender 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 he borne in mind. In the
ahzence of the use of the exchange rate as a shock ahzorber, the bulk ofthe effort to supp ort economic
adjustment and keep real exchange rate appreciation pressures in check will continue to fall on
structural reforms and fizcd policy.
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Montenegro

1. Monetary and exchange rate policy framework

Montenegro has heen using the euro unilaterally since 2002. Prior to this, the Deutsche Mark had
hecome the solelegal tender in Mowember 2000, at a time when the euro had already heen introduced

as book money.

The ECOFIN Council has adopted clear policy positions on unilateral eurcisation. In November
2000, the Council emphasised that any umlateral adoption of the angle currency by means of
“eurntzation” would run counter to the underlying economic reasoning of EMU in the Treaty.
Specificaly on Montenegro, the ECOFIN Council adopted on 15 October 2007 a declaration recdling
that “urnilateral euroisation 1 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 join the euro area wathout fulfilling all the critenia defined 1n
the Treaty. These comprise the achievement of a high degree of sustainable convergence ™™ In the
2014 PEF, the Montenegrin authonties acknowledge the fact that a specific solution as regards the

country’ s monetary regime will have to be found during the accession negotiations with the EUJ.

In the context of unilateral eurocisation, the scope for monetary policy in Montenegro is very
limited. Accordingly, the main objective of the Central Banls of Montenegro (CBM) is to “foster and
mantan financal system stability, incuding a sound bankang system and zafe and efficient payment
systems”, as stated in the central bank law The law dso foresees that the central bank shall
“contribute to achiewing and maintaning the stability of prices”. The central bank acts as the
government agent in 1zsmng Treasury hills It runs a payment systemn and oversees the implementati on
of a macroprodential framework, The CBM also manages the country’s international reserves and
advises the government on economuc policies. Furthermore, the CBM has some kind of lender of last
resort function for which it could use its capital, the mindmum reserve requirements held at the CBM

by the bank in question and the CBM’ ¢ capacity to bomrow on the market,

W The conclusions add that “the irplicatinns of the Treaty frarework for Montenesro s raonetary regime will be detailed in
due course, at the latest by the time of'possible futire negotiations for accession to the EU™
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2.  Economic and financial developments
Eronomic growth, the extarnal sector and fiscal developments

Economic activity in 2013 hounced back from a significant slump in the preceding year. Feal
GDF declined by 2.5% in 2012,"" much below the authorities projection of +0.5% in lagt vear’s
PEP." Economic activity resumed in 2013 with real growth in the year to 201303 amounting to 3. 1%,
driven mainly by a lower drag from net exports as well as rising industnal production and postive
trends in construction, retal trade and tounsm. For 2013 as a whole, authonties estimate a redl GDP
growth rate of 2.6%. If confirmed, this outcome would be very close to the authorities” projections in
the baseline scenario of the 2013 PEP where real growth was forecast at 2.5%. After net exports had
contributed negativel ¥ to growth in 2012, this trend was reversed 1n 2013 on account of an improved
trade balance in goods and services (Chart 1) Negative contnbutors were gross investment and
housgehold consumption (due to suppressed wage and credit dynamics),

Chart 1. Contributions to real GDP growih Chart 2. Componenis of current accounth alance
[aremal percentage change i wal GDF) (= a perentage of GLF)
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Sources: Haver Mnalytics, Centyad Beamki of Montenegro and FCH
saqi¥ caloulations.

Looking ahead, a robust recovery is foreseen over the programme horizon. For 2014, an anmmal
red GDP growth of 3.6% is expected according to the haseline scenario of the 2014 FEP. Growth

prospects wall depend to a large extent on projected investrment prograrmmes that are enwisaged to be

U Data on real SDP growth from national sowrces and the I (chart 1) may differ due 1o the fact that the last update of the
WEO was in October 2013 and new data (or revisions to previons statistics) mavw have becorme avallable thereafter. While the
Pre-Accession Econoraic Progravarae subraitted by Mbntenegro late 2013 suggests a decrease in real GDP of -2.5% in 2012,
the WEO October update puts this figure at -0.5%.

Y The projections of international instititions were also o0 optiistic at the time, all expecting low but positive growth
(European Coraaission 0.2%, INMF 0 2%, EBED0.3%).

1% Thiz compares to 2.2% (IMF pojection), 2.7% (Emn pean Cornission) and 2.0% (EBRD).
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mostly financed by loans and investments from abroad. ™ The pessimistic scenario assumes delays in

these projects and foresees amore moderate real expansion of 1.6%.

External imbalances are slowly decreasing. The current account deficit, while still on a high level,
shrank by 29% year-on-year in 2013 Q1-Q3% and is estimated to reach 15.4% of GDP for the whole
year after 18754 1n 2012 (Chart 2). A further downward adjustment 1s expected for the coming years,
bringing the level down to 12.6% in 2016, Net FDI decreased by 14.8% year-on-year in the first three
quarters of 2013, but their level in relation to GDP remains high compared to regiond peers, expected
toreach 12. 7% 10 2013 (down though fom 14. 7% 1n 201 2). Met ervors and omissions reman high in
the balance of payments, reaclung an estumated 35% of the current account deficit in 2013, This points

to ahigh undeclared inflow of remittances financing the current account deficit.

External competitiveness remains a matter of concern. The 2014 FEP contans an analysis of
several competitiveness indicators. The depicted nise of the redl effective exchange rate between 2009
and 2012 by around 4% suggests a deterioration of Montenegro’s competitive posttion should this
pattern remain unahated i the future, Montenegro®s world market shares of exports halved dunng the
same period. However, there are dlso poative signs as real wages have slightly edged down since 2010
and unit labour costs fell in 2013 as compared to 2012, while average gross nominal incorme remained
flatin 2013 as compared to the preceding year, extrapolating a trend already expenenced in 2012 and
201 1. Other indi cators, such as Montenegro’s jump in the World Bank’z 2014 Doing Business ranking
from S0™ to 44™ place (out of 139 countries) are also encouraging, Owerall, the country’s monetary
and exchange rate policy regime choice implies that improvements in competiiveness can only be

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

Despite improvements on fiscal parformance 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 recommendati ons of last year’s PEP assessment, the authonties
introduced a number of consolidation measures 1 2013, These wnclude a luke in VAT and personal
income tax rates on the revenue side and a freezing of pensions as well as a reduction of costs in the
public sector on the expenditure side These measures are partly continued in 2014, Additional
revenues could also be collected as a result of efforts to reduce the grey economy and increase tas
compliance in particular of small and medium-sized enterpn ses. Howewer, overall fiscal performance

i 2013 was blurred by the call of government guarantees of around 3%%% of GDF for the insalvent

¥ One of these projects is an approximately 110k lorg highweay frozm Bar at the country’s southemn coast to Boljare in the
north at the border to Serbia fror which it will continne in Serbian territory to Belzrade | If iraplerne nted, it will be the larzest
infrastructure project in Iontenegro™s history In early Nowvernber 2013, the governrnent selected two Chinese companies as
best hidders for the constuction of a first part of the highway with a length of around 40km. Their offer lay at around EUR.
200 rallion (almost a gquarter of Monteregro’s arvmal GDF).

13 This trend was influence d by shrinking electricity irports linked to the redured activity of the alureiviur plant AP
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aluminium smelter KAP"® which pushed up the government deficit to 4%% of GDP according to the
authorties’ estimates. Without thiz development, authorities consider that 2013 budget deficit would
have amounted to 0.6% of GDF, down from 6.1% in 2012, Fiscal authonities managed to finance the
K. AP guarantees without a revision of the 2013 budget inter dlia due to higher than expected revenues.
Loolang ahead, the FEF foresees a reduction of the deficit to 1.3%% of GDPin 2014 (in the baseline
scenano), turming into a surplus of 0.2% and 0.9% 1n 2016, The development of revenues in early
2014 has been encouraging The government debt level is set to stabilise and reach 56 9% of GDP by
the end of 2014, up from 56.5%in 2013" This compares to levels of below 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. After the calling
of government guarantees for KAP, their overall level has fallen from 119 of GDF in 2012 to 8% 1n
2013% The bulk remans lying on foreign lishilities. The awthorities argue that the risk of guarantees
being called is now lower wathout the K AP guarantees. However, guarantees are usualy not subj ect to
the same degree of scrutiny through the budget process as regular spending even though they can hawve
potentially significant fiscal consequences, as proven by the AP case. Therefore, a prudent, forward-

looking policy towards guarantees 15 crucia in order to safeguard the sustanatlity of public finances.

In the context of unilateral enrcisation, fiscal policy remains the main macroeconomic
adjustment tool, thus putting a higher onus on sound policy execution. 4z ennzaged in last year's
PEF, the government adopted the Law on Budget and Fiscal Responsibility in July 2013 but it stll
needs to be approved by the parliament. The bill sets the principle of reaching a primary surplus and
defines upper limits for public debt (60% of GDF) and the budget deficit (3% of GDF), therehy
staying behind eadier draftz of the law which had stipulated stncter rules (e a mammum budget
deficit of 1%% of GDF and amammum debt level of 30% as of 2024). While the proposed law reflects
the EU Waastricht criteria a more ambitious approach (as also discussed in lagt year’s PEP
assezsment) would have been warranted given the country’s fiscal track record und the chosen
monetary regime. The bill alzo foresees an independent fiscal councl that reports to the parliament on
the governtnent’s economic policy, and the introduction of a medivm-tertn budget frameworl

Orwrerall, these measures wall strengthen public finances, fiscal responsibility and transparency.

1 ifter several atterapts 10 “rescue™ KAP had failed, the Ministry of Finance finally provapted the hankngte v proce dure by
the Commercial Cowt in July 2013, Assets are estimated at EUR 525 million, while the company’s liahilities amount to
EUFR. 359 million. The first atterapt 1o sell the company ended in Jaruary 2014 without success, as only four bids were
recelved in the auetion and none was accepted by domestic authorities. In a second bidding round v February only one offer
was received fiorm a local private metal trade corapany which had already participated in the first auction and left its hid
practically unchanged. If KAF carnot be sold, the law stipulates that the state will hawe 1o take ower the company. This in
turn would iraply a serious threat to the sustainability of public finances in Montenegro,

1717 2%, of public debt is foreign debt, wp fiom 76% atend-2012, and set to reach 80 6% by end-2014.

18 Cratstanding guarantees are related inter alia to the raibway infrastrue tare, bauzite mwines and bntenegro Airlines.
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Inflation, exchange rates, monstary policy aed francial stability

Inflation was on a downtrend throughout 2013, in line with international price developments.
The antual inflation rate f&ll from 4.2% in January to zero in November, before dightly edging up to
0.3% 1n December {Chart 3). The annual average inflation rate for 2013 thus decreased to 2.2% (halfa
percentage point helow the 2013 PEP estimate), down from 4.1% in 2012, The main drivers of
inflation were food and housing prces, while transport prices fell. For 2014, the authorifies” 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 drivers of inflation.

The true development of credit dynamics is somewhat unclear. Annual credit growth figures re-
entered positive temtory for the first time since 2009 in January 2013, However, this development has
to he 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 8 996 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 shill umpaired by the igh level of non-performung loans (MPLs) and nsk
aversion in the banlang sector. The CBM did not extend the temporary upper limuts on interest rates
which had been introduced in November 2012, given their rather limited impact *

Chart 3. Consumer price inflation Chart 4. Money and credit growth
[arpmal percentaze changzes] [aromal percentaze changes |

- 5
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Hote: Momneysupply covers morey phis quasi-norey.
Souregs: Haver Analvtizs, Monstar and FCR caleulations. Sources: Haver Mnalvtics, IFS and ECE caloulations.

While uncertainty as regards the domestic impact of parent hank restructuring remains a
concern for financial stahility in the medium-term, credit ridc represents the main near-term
challemge with the ratio of non-performing to total loans reaching 17.7% tn October 2013, In reaction
to this development, the authorities engaged in a widely observed atternpt for the rescheduling and

1% seoording to the Central Bank of Morensgro, the growth in loans as of January 2013 prirmanly resulted from the
irmple mentation of International Accounting Standards (LAS 399, &1though the series has been revised back to 2009, the pre-
and post-2013 figures are not fully corparable.

W poverage weighted nominal interest rates on newly granted loans dropped by a mere 135 hasis points during that period,
which is within the normal flue toation margin for this warishle.
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resolution of debt (“Podgorica approach” ®%) which entailed inter alia mandatory cooperation and
dizclosure requirements, a mediation centre to resolve disputes outsde courts and deferved tax
payments for creditors and debtors during the NPL restructuring process. Furthermore, in November
2013 the CBM adopted guidelines for the banks to present strategies for the reduction of NFPLs &
draft law on voluntary financial restructunng and amendments to the CBM s regulation of mummum
conditions for credit sk management to accommodate regul atory incentives for banks are scheduled
for 2014, Overall, the Montenegnn banking systemn is showang signs of incipient recovery after a

protracted penod of correction from the excesszes in the run-up to the 2008 finano &l 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 15 a good sign
that domestic saving turned positive in 2013 Montenegrin authorities hase the country’s growth
strategy on externally funded infrastructure projects, but have expressed doubts themeselvesin the 2014
PEF 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 tourism and thereby strengthen domestic sources of growth, thiz foreign
inwvestment-centred strategy would be superior to the pre-crisis consumption-based model which had
proved to be clearly unsustainable. At the same time, these infrastructure projects are likely to be
impottintensve and their financing remains uncertain at the current juncture. As a result, their short
run wmpact could be associated to mncreasing externa and domestic (fscal) wulnerabilities while ther

expected posttive medium to long run effectz reman subyjectto several uncertainties,

Looking ahead, the continued recovery expected for 2014 and beyond is subject to a number of
internal and external macro-financial risks. First, the sagmuficant nse of foreign direct investment
expected for the upcoming penod may not matenialize to the extent expected. Reasons to this end can
bemani fold, including a reduced nisk appetite of international investors, repercussions from the recent
capital outflows from emerging markets, a worserung investment climate, and increased reluctance of
hanks to finance the projects. Second, while recent conzolidaton efforts are commendahle, potential
dizcretional slippages and contingent liabilities endanger fizcal consolidation efforts In addition, the
matrity structure of debt s unfavourable with two large Eurobond issuances becoming due in 2015
and 20168, Third, facing the high level of non-performing loans and given also statistical uncertanties
as regards credit developments, the extent to whach the moderately resumed lending achivity signals
improved bank lending remains in doubt. Fourth, the low degree of diversification of the Montenegrin
economy with a stll dominating metal industry makes it wulnerable to international price

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

% For more information, please refer to the accormpanying ECE document entitled “Raport on financial sabifify challonges
on EU candidate and pofenfial candidate countries”.
% fecording to the IWF, gross national saving to GDP reached 0.3% in 2013 after -1.5% in 2012 and -1 0% in 2008
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economic achwity, Sixmth, Montenegro®s external wulnerabilities remain sizeahls, with nsks to the

financing ofthe current account deficit amid nang external indebtedness prevaling,

Policy 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
achieved the necessary degree of sistainable conwergence proved inappropriate, especially as it
severely constrained the authorties toolldt to support sound economic policies. At the cument
juncture, the ahsence of a reference interest rate and the significant limitabions to its lender of last
resort function reduce the central bank’s ability to influence bank lending and thereby to support
economuc growth, The new rules-based fiscd framework 15 a welcome step but the prowisions of the
fiscal responsibility law still need to be tested and policy-makers have to develop a credible track

record. Furthermore, the need for fexble labour 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 (NBS) is to achieve and maintain price
stahility. Without prejudice to its primary objective, the NBS also contributes to the maintenance and
strengthening of the stahility of the financial system. Moreover, another important role of the MBS 12

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 NBE has implemented the inflation targeting regume as
of Jatmary 2009. The targets are defined aspoint targets for each month of the year within atolerance
band. The monetary policy objective for 2013-2016, set in cooperation with the government, is 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 econotmies. As
regards accountability, the MBS 15 required to notify the government {through a public letter) if the
actual inflation rate departs from its target for longer than siz consecutive months and to present policy
actions to betaten Consstent wath the IT regime, the HBS pursues amanaged floating exchange rate
regime, intervering in the FX market in order to smooth excessive volablity of the dinar exchange

rate, to ensure financial stability and to mantain an adequate level of FX reserves.

The main monetary policy instrument is the key policy rate. Thus 15 the rate applied by the MBS 1n
1ts man open market operations, notably l-week reverse repo transactions. As of July 2012, they have
been conducted as variable interest rate anctions, wath the key policy rate currently indicating the
mazmum rate applied. The celing and floor of the interest rate corndor in the interbank market are
defined by the respective interest rates of the standing facilities (zet at the policy rate £2 5pp). The
MBS dso actively resorts to changes in reserve requirements as well as FX operations, incduding FX
swap transactions, in order to influence the monetary policy transmission mechanism. In addition, the

MBS can extend short-term liquidity loans to banks against collateral.

2. Economic and financial developments
Eronomic growth, extersal sector and fiscal developments

After two recessions in the last four years, the economy embarked on a slow recovery path in
2013. Followang a 1.7%% drop 1 2012, the country’s real GDP grew by 2 4% y-0-v in real terms in
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2013(see chart 13% The recovery accelerated strongly in 2013H2, driven mostly by improved net
exports as well as by arebound of agnculture production. According to the medium-term baseline
scenarnio, a gradual econommic recovery with real output expanding by 1.6% per anmum on average is
expected 1n 2014-2016, broadly in line with the authorities” estimates of potential economic growth.
Planned fisca consolidaton and continued negati ve trend 1n personal consumption wll have a bearing
1n 2014, wath the economy growing by meagre 195 before it rebounds to 1.8% and 2%% of GDP 1n the
following two years, respectively.® Downside risks to the outlook stem mostly from a slower recovery
than currently anticipated in peer economies and key trading partners in the EU as well az from
potential delays in the implementation of economic reforms in Serhiaitzelf In case these nsks were to
materialise, the PEP projects a fragile 0.7% real growth per anmutn on average during 2014-2016, with
a real output contraction of 0.5% of GDPin 2014,

Chart 1. Contrihutions to real GDFP growth Chart 2. Comp onents of current accounth alance
[arnmal percentaze change of real GDF) (& a pewentage of GDF)
] u
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Sources: Wational Bank of Seviia, Siatistical (fice af the Republic
o Sertia, Haver Anohtics and BCR cdcvlations.
Net exports are expected to constitute the higgest driver of growth geing forward. This iz
primarily a result of a recent expansion in the automobile and oil industries. Despite some
improvements to the structure of exports, the economic recovery has remained narrow-based and has
not trand ated into improvements to poor labour market conditions. ¥ Together with the effects of fiscal
consolidation, this has contributed to a further drop in domestic demand in 2013, Both private and

W Sethia posted an increase of 30%, 0.6%, 3.7% and 2 6% of real GDP compared to respective gquarters in 2012, The 20173
outpnt is higher than PEF estimates (2% y-0-3) as well as estimates fom other institations. Data on real GDF growth from
naticnal sources and the IMF (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 previons statistics) may have become available thereafter. While the Pre-Accession Ecororue
Prograrame subnitted by Serbia late 2013 suggests an increase in real GOP of 2 4% in 2013, the WEO October update pts
this figure at 2.0%.

® Confrary o previnus years when the authorities were overly optimistic, the PEP projections for both 2014 & 2015 ane
skewed downwards. Ivbreover, the PEF presents an altermative scenario for the first ime.

3 Une mployroent reraaine d elevated at 25% atend-200 3, with youth uner plovine nt being of & particular concem.
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government consumption are projected to impact negabvely the country’ s performance in the corming

J-year period, whereasz the FEF expects investment activity to pick up strongly.

External imhalances have narrowed down significantly. Against a rapid exports expansion, both
the trade and current account deficits were cut by approxumately one third to 12% and 6% of GDP
respectively in 2013 (from 18% and 10.5% the previous year, see chart 2). Total external debt, which
was driven pritnanily by increased public indebtedness in the recent years, is expected to stabilise af
85% of the GDP in 2016, also due to expected savings in wiew of fiscal adjustment The curent
account deficit was mostly covered by dynamic portfolio investments in 2013, whereas a surge of FDI
15 expected in the period ahead. The sustainabiity 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 curhing public indebtedness are crucial in order to
achieve a halanced policy mix. In spite of a series of ad-hoc consolidation measures in &Apnl and
October 2013, primarily due to revenues falling short of target, and a full budget revision in June, ™
both the general government deficit and debt are estmated to have edged up to 6.5%% (ncluding &l
additional costs™) and 64.2%% of GDP respectively in 2013 The anthorities” planned deficit for 2014
equalz 7. 1% of GDP, which 1z higher than the previous year as well as 1n companison to regional
peers. Looking further ahead, the PEP enwizages a gradual reduction of the public defict and a
stabilization of the public debt in real tertms in 2016 (at 69.7% of GDP wath additional costs).
However, fiscal bal ances are not seen to be in surplus and public debt isnot anticipated to retumn to its
legal limit of 45% of GDP until 2025.% This projected fiscal consolidation path®® thus appears as
relativel y unambitious 1n light of both the continued upward trend in public deficits and indebtedness
in recent years and the limited room for fisca policy manceuwvre amid a changing international
environment Wore decisive steps on the fiscal realm would also contribute to rebal ancing the burden
of adjustment away from monetary policy authonties The pozahility of a new IMF programme,
which anthorities are understood to be currently discussing, might help as an anchor to achieve these
challenging goals.

¥ The 2013 general government deficit target was raised fiom % 6% (as presented in last-year PEFY 1o 5 2% of GDP (without
additional costs), after reaching 6.4%% the yearbefore.

7 This includes paying of activated guarantees, recapitalization of banks and asswmed debt of some state entities,

¥ In corapatison to the last year PEE, this represents a postponeraent by 5 years. Althongh the 2013 projections right have
beenbiaged towards an optimistic scenario, the postponemment is also a sign ofinability to introduce key reforms.

* These include WAT hikes, reduction of subsidies, fixed indexation of wages and pensions untl 2016, combating the
shadow econormy and refinancing of the expensive portion of public debt, pension syster refomm, redustion of public sector
salaries and employment as well as introduction of financial ac thvities tax.
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Inflation, exchange rates, monetary policy aed francial stobility

Inflationary pressures and inflation expectations have subsided sharply. Following a food price
shock in 2012, annual headline inflation rose to 12.8% in January 2013, thereby significantly
overshooting the target (of 4%1. Spp). Inflahonary pressures subsequently weakened duning the year,
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 period off target, headline
inflation returned to within the tolerance band in September (a 4.3%%), fell to its histoncal low in
Movember (1.6%, see chart 3), and closed the wear at 2.2%, respectively. It has since remaned around
the lower end of the tolerance band, reactung 3.1% i January 2014, The easing of nflabonary
pressures was associated with a decline in inflation expectations (one year ahead) which entered the
target tolerance band as of October 2013, Loolang ahead, the centra bank anticipates that inflahon
will rize moderately in the coming months, on the hack of increase in admimistered prices and ad-hoc
hikes in taxes, and move wathin the target tolerance band, absent any major shocks. The main nsks to
the projections are steraming from the international environment and the siccess of the anticipated

fiscal consolidation in 2014H2, respectively.

Chart 3. CPI inflation Chart 4. Exchange raie variations
[arnmal percentaze changes]

I (I e et |
= feadines e v 3 vinfon e grae

-

i
4
» Thigher Land
uw "\\ /\,\
. T,
K3 ey,
g AR 2
3
‘Uf

i L

. v\r\/ \

2 T L

i I ey bnnd
Tau 13 Tac L0 La Ll Jac 12 Tao L3 Tear ]

Hote: Core inflation excludes ererzy, food, tobacca amd alrohol
ASourees: Hover Analyics, NEY and FCR sagff calewlations.

Devd opmentsin 2013 confirmed the high volatility of headline CPI inflation in Serbia, driven in
particular by pronounced food price shocks. This was the second significant and sustained
deviation from the target in the last four vears that was largely associated to a bad domestc
agricultural season. Looking 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 admumstered
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prices™, as well as by an expected liberalisation of trade in agricultural products,™ both underpinmed
by Serbids EU accession context. Although the weight of food in the CPI basket even prior to the
recent changes was not out of line with that of regional peers, a number of structura shortcomings,
largely outside the remit of the central bank, are seen to exacerbate the wolatility of food prices in
Serbia®

The central bank intervened in FX markets on hoth the sdling and buying side. The dinar fell by
1% in nominal terms against the euro in 2013 (see chart 4), wath relative fuctoations largely
influenced by investors’ reassessment of undetlying risks 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 fiscd consolidation measures

{in October) were associated wath sigmificant changes in external investor appetite for govermment

SECUNtiEs.
Chaxrt 5. Interest rates Chart 6. Money and credit growth
(in peroert) [armnal peroemtage change)
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Dowtrward pressure on the domestic currency and upward movements in government bond yields
were agan manifest in January 2014 10 response to both external and domestic factors Aganst this
background, the central hank has stepped in frequently in the FX market in order to smoothen daily
fuctuations, with interventions in 2013 amounting to net purchases overall (zelling EUR 4335 rullion
and buying EUR 615 rullion over the vear), while the trend in the first months of 2014 points to the

* The change refers 1o the harmonisation of data source with the E1T (using national accounts instead of Household Budget
Surveydata, following Eurostat recoranendations). As a consecquence, the weight of food prices in the CF was reduced as of
2013 (by more than dpp to 34.52%). Sinilarly, the weight of administered prices, which still display a low rate of
comvergence with the EUT average, fell by 2pp to 20.41% in 2013 (20.47% in 2014), which is also expected to contribute to
the stabilisation of inflation volatility.

A & gradual liberalisation of agricultural produsts exchange with the B is based on the Interiv agreerent. &g of 2014, the
average itnport customs for agnic ultaral produc ts was lowered by 3pp to 3.9%.

? These include high fhod import protection, ahsence of adequate syetemic agrarian measures, lack of competition in the
productionftrade chain or large state intersentions, eg. in coramodity reserves svetern. For details, see World Bank 20]2):
Serbig — The Road fo prosperify : productivify and exports.

Page22 of 35

9244/14

Ml/ah
DGG 1A

22
EN



ECB-RESTRICTED

opposite direction (sale mterventions amounting to EUR 510 million). The lewel of international
reserves, at EUR 11.2 billion a end-2013, was sufficient to cover around 7 months of goods and
SErViCEes imports.

The central bank has taken a cautious approach to relaxing its policy stance. In light of continued
inflati onary pressures in early-2013, the NBS increased its key policy rate by a cummulative 50 bps, to
11.75% 10 early 2013, Anticipating arapid inflation deceleration, the central bank reversed its policy
stance as of May, cutiing its key policy rate in 5 steps by a cumulative 225bps. The policy rate now
stands at 9.5% and has not been changed sinee November 2013 (zee chart 5). Owerall, the central bank
appears to have taken a cantious stance as regards policy easing, especidly in penods when stronger
downward pressure on the currency could potenti ally give way to upside risks on inflation due to high
exchange rate pass-through as well az latent nisks to financial stablity amid high Labality euroization.
Although the monetary policy stance appears as rather tight especially in light of underlying credit
conditions (see below), the changing external enwiromment and the impact of potentid fiscal
consolidation measures in 2014H2 continue to point to diverging upside and downside nsks to the
inflation outlook Moreover, the central bank confinues to pursue a policy of incomplete absorption of
excess ligu dity by the banking system, which has brought the average interest rate on traded securities
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 declinung since the mud-
2012 and entered negatve 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 subsidized lending programmes,® potential crowding out by the public sector,
deteriorated creditworthiness of the pnvate sector, and tghter lending standards armud already high
lending rates against sizeable NPL burdens in bank balance sheets.

The hanking sector is undergoing consolidation and restructuring, creating an additional
hurden 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, abeit
at a significant cost to the public coffers (eetimated at EUR 860 million) ® Looking shead, the hanking
system 15 likely to undergo further consolidation - not only as the number of banls shll operaing in
the country remains high, but also due to the further restructuning of EU-based parent entities, e g

¥ The irpact of thess loans on acceleration in lerding was particularly+isible in 2010 (EUR. 1 9bln of subsidised loans) and
in late 2012 (EUR 1.1hln). Moreower, maost of the loan recenrables of banks that were de-licensed since Octoher 2012 were
excluded from banking sector balance sheets.

* {Univerzal Banka (January 2014), Fazvojna banka Vojvodine (Apnl 2013), Proeedna banka Beograd (October 2013) and
Hovea Sgrobanka (Tvlay 2012, a bridze bank created following a collapee of Poljoprmvredna banka Agrobanka in Decermber
2011}
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following state-aid cases pursued by the EC** Notwithstanding ringfencing measures in place, the
likely changes as regards banking structure will represent a communication chalenge for authorities
given developtnents in the not-so-di stant past®

Financial stahility 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 [II standards implementation by end-20135,
However, credit risk remains a matter of pressing concern in the nearterm, with the share of NFLs in
total loans exceeding 21%6 in 201303, Anthonties have implemented severd measures since 2012 in
order to foster NPL resolution, although thus far wath little success. In the medium-term, ndirect
market risk represents a chalenge on account ofthe stubbornly high level ofliability euroization ofthe
economy, therehy potentially affecting asset quality in bank portfolios through unhedged borrowers. ™
In this regard, the authorities” dinarieation 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 central bank reversed to an accommodaive monetary
policy stance in light of easing of inflah onary pressures amid a rather protracted economic recovery.
However, the central banlk faced difficult policy trade-offs hetween 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 (notshly the exchange rate) in
a highly euroised economy emerged as maor constrants on policymaking. The central bank's
frequent intervention in the FX matket and the very gradua relarshion of its monetary policy stance
are indicative of such constraints. Conceming the implementation of the monetary policy stance, the
central bank has continued 1ts policy of lirmted mopping up of liquidity, with the gap between the key
policy rate and the average reverse repo rates beng mantaned, thus partly blurnng the monetary

policy signal.

Reviving credit growth is essential for economic recovery. It 15 difficult to foreses a sustaned
recovery in economic achvity while credit to the pnwate sector remans stagnant or at negative

nomina rates of growth. As a result, improving the conditions for credit extension as well as the

¥ The foreign lishilities have so far remained broadly stable. Moreover, the domestic subsidiaries of EU-headguartered
banking sroups are changing their fimding model, re-orenting their fanding sources towards local deposits. For details, see
the accormpanying ECE docurment entitled “Reporf on financial stability challenges in FU candidate and pofential candidate
coundries”

¥ Sethia experienced a hank nm in October 2009, when almost 20% ofall honsshold deposits were withdrawm.

7 The capital adecuacy ratio stood at 19.9% at 2013005, well dhove the statutory Liwdt of 12%, and the liquidity ratio,
measured as lignid assets to shor-term labidlities, reached 62% in the sare period. Also, ROE was approxitnately 3.8% in
2013075, donen frora 5.3% the previous guarter.

% Tlore than 70% of all loans and almest 20% of all deposits wers denominated or indexed to freign cwrency; mostly ewrn,
in end-2013. Ivlorecrver, Fi-denorminated debt e rvained dominant (with 80% share) for the total public debt.

* The central hank applies racro-prode ntial measures. Moreover it uses corrmnication and consumer protection channels
aswell as is active with respect to the developme nt of loc al capital markets and hedge instruments.
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effectiveness of the transmission mechamsm to longer-tenm interest rates by addressing structural
bottlenecks in credit channels should appear as a key policy priority for the anthorities going forward.
In this contesxt, measures to foster the resolution of the high stock of non-performing loans on banks
halance sheets are of the essence in the short-term. In a medium-term context, these efforts should be
complemented wath policy steps to unprove the compettiveness of the private sector. Moreover,
mantamng macroeconomic stability appears cobicd to the consecution of both the short- and

medium-term objectives.

The central bank should continue to tale the opportunity of low inflation to fully cement its anti-
inflationary credentials. Although the IT regme has managed to conaderably brng down the
volatility of owerni ght interbank interest rates, headline inflation has heen subject to large oscillations.
Since 2009, inflation hasz moved withun the target band less than 35% of the tme. Succesaive falures
to meet estahlished inflah on ohjectives have damaged the crediblity of the framework, hindering hoth
the central bank’s ability to durably anchor inflafion expectations and the authonties” dinarisation
policies. Looking forwand, mantaining inflaion within the established ohjectives and reducing the
high wolatility of inflation wall thus continue to represent a major challenge In this context, the
planned extension of inflation expectation surveys to a two-year honizon should be a helpful tool for
monetary policy makers.

Several factors, many of them outdde the remit of the central banl, are putting a high burden
oh monetary policy making in Serbia. First, the economy has faced two pronounced food price
shocks in the last years, which contnbuted to sustained penods in which inflation was off-target.
Despite some miti gating factors introduced in 2013, determined action from the anthorities to address
the structural 1zsues influencing the food price-formation process would be important to reduce both
the magnitude and the incidence of food price shocks on headline inflation, as already highli ghted by
previous PEF assessments. In addition, better communi cation between the government and the central
hank, in particular wath respect to exp ected changes in administered prices would also be key given
their large weight in the CPI basket,*"

Second, putting public finances on a sustainable footing would also facilitate the conduct of
monetary policy, espectaly i light of the downade nsks posed by a changing international
environment. Although the recent periods of downward pressure on the dinar are partly a consequence
of renewed global financial market tensions, it is also a sign of the country’s long-standing domestic
challenges on the fiscal front, as also indicated by the recent soversign credit rabing downgrade. In this
regard, and as aso recognized in our previous assessment, fscd consolidation pursued in oan
expeditious manner as well as further progress in structural reforms to support the incipient economic

recovery are of paramount importance. This would not only allewviate the disproportionate burden of

* The central bank has called upmn the Sethian govemment to prepare a medium-terr plan of administered price revisions in
order to stabilise the business ervirontoe nt and contribate to anehoring of inflation expectations (see Letter fror central bank
Grovernor to Setbian Prire Iindster fiom Jannary 2013).
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adjustment on monetary policy, but alzo reduce the public sector’s dependency on debt-creating

sources of finance from abroad and enhance the country’ s resilience to externa shocks.

Third, constraints to the prevaling monetary policy framework would be improved by reversng the
p & vasive asset and liahility eurcisation in the economy. Serbia continues to face one of the ughest
degrees of unofficial euroisation in its fnancial system, in spite ofthe authonties” dinarisation strategy
in recent years, Besides the emsting macro-prudential measures (e.g. by applying diverging reserve
requirements to fz and dinar deposits), local capital market development (including hedming
instruments) should be despened further. The government could play a pivota role in this context by
strengthening and lengthening the domestic weld curve. However, expenence suggests that these
effortz could only be seen as complements to, rather than substitutes for, increased macroeconomic

and price stablity in a comprehensive 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 thuz end, the CERT adopted an explicit inflabon targeting regime in
Jatmary 2006, following a period when inflation has been targeted implicitly between 2002 and 2005
it order to reduce annual price increases fom the lngh double-digit rates recorded in the early 2000z,
The exchange rate regime is an independent foat*! with direct interventions limited to smoothing
excessive volatlity and pre-announced foreign currency auctions conducted to either bolster foreign
exchange reserves or to allewiate shortages of foreign currency liquidity. The CBRT s monetary policy
decisionmaking hody is the Monetary Policy Committee. Banling supervision is the responsibility of
the Banlang Regulahion 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 inflabion target haz heen set at 5.0%
surrounded by a £2% uncertainty 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 reasons for the departure from

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

Since October 2010, the CBRT has progressvey adopted a more unorthodox policy mix,
dubhed “flexible inflation targeting”. Without prejudice to 1tz primary ohjective of price stability,
additional policy gods have been adopted a van ous points in time, including managing the growth
and structure of domestic credit, addressing balance of payments issues, such as current account
developments or the amount and composition of foreign capital flowing into Turkey, or preventing
undue exchange rate and output volatility. In order to meet these multiple objectives a wade and
complex 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 prowided at the policy rate —
provides the CBRT wath more policy fexibility to fine-tune interest rates and to heighten uncertainty
about returns from money market investments; (1) reserve requirement ratios are staggered according
to the matinty and currency denomination of banks™ Liabilities, (i) a reserve option tnechanism
{(ROM) existz mving banks the posaibility to hold a share of ther unremunerated reserve requirements

in foreign currency and gold with a system of reserve options coefficients (ROC) guiding the costs of

% becording to the IMF classification of de facto exchange rate aangerments.
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using the ROM®, and (iv) direct foreign exchange interventions and foreign exchange auctions are
conducted. This array of instniments has been modified over time to optitnize the selection and the
functioning of the tools at the CBRT s dizposal.

2.  Economic and financial developments
Eronomic grawth, the external sector and fizcal developments

In response to the Turkish authorities’ eforts to enginear a soft landing of the economy and
achieve a rebalancing away from domestic demand, output expanded by a mere 2.2% in 2012,
However, growth rebounded briskly in the first three quarters of 2013, also supported by
accommodative monetary and fiscal policies {zee Chart 1) In the first and the second gquarter of
2013 GDP rose by an annual rate of 3.0% and 4. 5%, driven by robust private consumpti on on the back
of buovant credit growth (+33.6% y-0-v as at December 2013), a surge in public investment and an
acoumulation of inwentones. In the third gquarter of 2013, actwity moderated only slightly (+4.4%4),
notwithstanding tighter domestic and global financing conditions that dampened consumption as well
as investment. Following their solid 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 acknowd edging
condderable downside ndes the CBRT and the Treasury still forecast growth at closeto 4.0% in 2014,
in line with the government’s medivm-term econotmic programme of October 2013, despite the recent
political tensions, the CBRT s substantial policy rate hike in January and the tangible deterioration in
Turkey’s external financing environment. By contrast, latest igures from the European Commission
project GDF to expand by only 2.5% in 2014, roughly in line with the February 2014 Consensus
Forecast of 2.6%.

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

2011 {see Chart 2). The increase in the current account deficit was primarily driven by a widening

* The RIOM allows banks to hold a certain share of their recuired reserves in foreign curreney or gold instead of Tarkish lira,
Exerising this option comes at a cost that is deterrained by the ROC which indicates the arnount of foreign cwrrency or gold
to be held for each unit of Turkish lira. The RO was introduced by the CBET in Septeraber 2011 o reduce the aderse
irmpact of volatile capital flows on the exchange rate and on credit growth, It is considered by the CBRT to be superior to
standard foreign exchange interventions as the withdrawal of foreign cwrency lguidity frorm the market is based on the
optirnising behaviour of individual banks weighing the relative cost of domestic versus foreizn currency reserve holdings
rather than on a decision by the central bank ahout the amount of reserves tobe purchased or sold which may also prowole
speculation against a percerved exchange rate target. Starting i Cefober 2012 the CERT also began uang the BOC as a
raacto-prudental tool.

¥ Sizeable gold exports in 2012 resulted in Twke v recording a swrplus in its traditionally negative gold trade balance for that
it necessitating a replenishine nt of gold stocks in 2013 that Lifted the gold trade deficit to an umusnallyhigh lewel

¥ a1l quarterly balance of payrents figures are reported as moving averag es over the most recent four quarters of availahle
data.
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deficit in the trade halance, stemming from rizsing imports on the hack of improving domestic demand
and a comparsively sluggish export performance as aresult of the subdued economic environment in
the EU, Turkey' s man export market,

Chart 1. Coniributions to real GDP growih Chart 2. Components of current account halance
(anrual percentage change) (as a percentage of GDF)
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For 2014, the current account deficit 1z foreseen to shrink, supported by a recovery in exports and a
slowdown in domestic demand, but to remain at a still sizeable 6-7% of GDP. As in previous years,
the financing of the current account shortfall over the first three quarters of 2013 has been manly
achieved by net portfolio investment (4.3%% of GDP) and other inwestment (3. 7% of GDP) while net
foretgn direct investment {1.0% of GDF) has remaned modest. However, the compostion of capital
Bows into Turkey has shufted 1 the course of 2013 az subsiding portfolio Hows after the Federal
Reserve’s tapenng announcement in May 2013 have been replaced with the accumulation of other
investment liahilities, paricularly by the banlang sector. Owerall, halance of payments developments
up to the third quarter of 2013 implied that the CBRT accumulated additional reserve assets
amounting to 1.7%% of GDP dthough thisis much lower than the 3.4% of GDP 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
general govanment deficit to 1.6% of GDP in 2013, an only marginal increase when compared
to 2012 (-1.5% of GDOP) and 0.2 percentage points below the budget mget."s For 2014, the
medium-term economic programme foresees the public sector to record a deficit of 1.7%% of GDF, but
lower growth, anszein Anancing costs az well as posaible elechon-related spending slippages present a
downside risk General government debt, projected at 35.0%% of GDP in 2013, seems manageahle and
15 expected to further decrease to 33.0% of GDF in 2014

*¥ Deficit figures reported in this section are net of privatisation rece ipts.
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Inflation, exchange rates, monstary policy aed francial stability

Inflation, at an annual rate of 7.7% in January 2014, has stayed above the upper (7%} bound of
the CERT’ s uncertainty band during most of 2013 (see Chart 1), Tax hikes, high unprocessed food
inflation and, towards the latter half of the year, pass-through from the lira’s depreciation (see Chart 47
were the primary factors hehind this development™® In 2014, inflation is dso0 widely expected to
overshoot the year-end 5. 0% target with latest forecasts ranging from 6.6% (CBRT) to 7.6% (Februay
2014 Consensus Forecast) and 5.7%% (European Commission), driven by the increase of some
consumption taxzes a the start of 2014, larger than anticipated food price rises and firther exchange
rate pass-through. Even though the expected rebalancing of the economy from domestic to extemal
demand in 2014 allewiates some price pressures, unfavourable weather conditions potentially affecting
crop vwields, poszaible hikes in (admimstered) energy prices and a further detenorabion in inflahon
expectatong are presenting upside risks to pnce stahility,

Chart 1. Consumer price inflation Chart 4. Nominal exchange rate
{anrual percentage change) (Turkish lira per eura)
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Drepreciation pressures on the lira after the Federal Reserve’s tapering announcement in May
2013 and in the wake 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 notshly, at an extranrdinary meeting on 28 January 2014 the CBRT raised its
main policy rate (one-week repo rate) to 10.0% (+550 basis points), the upper end (nonprimary dealer
lending rate) of its interest rate corridor to 12.0%% (+4 25 basis ponts) and the foor (horrowing rare) of

¥ Becording to CBRT estimates, each 10% decline of the exchange rate is translating into a 1.5 percentage point rse in
cohsutaet price inflation, four fifths of which mate ralises after a period of six months.

o By Fehruary 2014, inflation expectations had deteriorated to B 0% (year-end 20014), 7.3% (one wear ahead) and 6.6% (hwo
years ahead) which corapares with re spective fizures of 6 6%, 6.1% and 5.8%, in February 2013,
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the comdor to 3.0% (+450 basis points)*® This (explicit) hike in the main policy rate brought
{conmumer price inflation-adjusted) real interest rates firmly back into postive terntory and replaced a
strategy of more careful tightening steps that had been implemented since May 2013, The latter was
characterised by two increases in the non-primary deder lending rate in July (+75 basis points) and
August (+30 basiz points) 2013 1n combination wath scarcer ligu dity prowided wia the man policy rate
and other famlities which guded funding costs towards the upper end of the comdor (see Chart 3). By
contrast, policy before Mlay 2013 was geared towards discouraging excessive inflows of (short-term)
capital. To achieve this goal, the CBRET lowered the man policy rate by 50 basis points each in April

and May 2013, vielding a curmlative reduction of 125 basis points since the beginming of 2012.%

Apart from modifications to interest rates and liquidity conditions the CBRT also made
expedient use of reserve requirements and the ROM as well as of direct foreign exchange
operations. Cwing to financial stahility considerations, reserve requirement ratioz for lira and foreign
currency-denominated deposits of a short-tenmn nature were raised in the last quarter of 2012 and the
first quarter of 2013 in order to make deposits with alonger mamirity 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 captal received
from abroad during this period with the CBRT, thereby bolstering the foreign currency buffer held in
their accounts at the central bank. With a changing global financing enwvironment after May 2013 the
need to abzorh capital inflows was replaced with meeting hanks’ foretpn currency requrements. To
this end, foreign currency selling ancions were introduced whose size and frequency steadily rose as
the year progressed. ™ At the same time, these auctions dso contributed to the overall tightening of
monetary conditions as they were left unsterilized. Finally, when depreciation pressures on the lira
intensified in 2014 the CBRT was forced to directly intervene in the market, selling USD 3.1 bullion
on 23 January, its frst such intervention since January 2012, In addition, a luke in ROC took effect in
Jatmary 2014 with the intended outcome of reducing banks” incentive to hold mandatory reserves in
foretgn currency and gold instead of lira while smultaneously creating demand for lirg thus further
adding to the CBRT’ s ti ghter stance !

¥ bt the same time, the prirmary dealer lending rate was adjusted to 11.5% (+475 basis points) and the rate to be paid for
overmight late liruidityto 15.0% (+42 5basiz points).

*® Diuring the saree petiod, the non-privary dealer lending rate was lowered bya curnulative 600 basis points in nine steps
and the borrowing rate bya curanlative 150 basis points in four steye.

0 From Decersher 2017 to February 2014, the CERT conducted 64 anctions, selling a total of USD 2.3 billion of reserwes,
which compares to 123 auctions for USD 129 billion between Jure 2013 (when these auctions were introduced) and
Hovemmber 2013.

1 The seemingly contradictory aira of using an increase of ROC to both tie up (at the end of 2012 and the beginming of 2013)
and release (at the beginning of 2014) foreign cwrency Houidity held by banks with the CBRET illustrates the intended
functioning of the ROM. If foreign capital flows are abundart it is relatmeely cheaper for banks fo replace required lira
ressrves with foreign cwrrency even if a rise in ROC renders it more costlyto do so, ultimately resulting inan accurmlation
of foreign cuwrrencybanks are placing with the CBRT. By contrast, if foreign capital 1s scarce higher ROC are lowering the
atttactiveness of using the RO, triggering a switch from mandatory reserves maintaine d in foreign cwrrenc yback to lira.
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Chart 5. Interest rates Chart 2: Money and credit growth
(percentazes) (annual percentage change)
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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 profitability 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 6). In October 2013, return on
assets and equity of Turlash banks stood a a respective 1.4% and 12.4%, compared wath 1 8% and
15.5% at the end of 2012, Camta adequacy, a 12.4% 1 October 2013 (15.7%% at the end of 2012),
was comfortably above the legal mimmum of 8% and the CBRT = target rato of 12% wath around
85%% of capita classified as Tier-1. While the banking system has just a marginal direct forsign
exchange exposzure, Turlash compames mantan a noteworthy net open foreign currency postion. In
light of the lira’s recent depreciation, thiz presents a potential nisk for banks’ asset quality although it
13 partly aleviated by its concentration among large companies wath good credit quality that should
have the ability to manage exchange rate risk and frequently have foreign currency-denominated
export earnings (providing anatural hedge). In addition, credit risk from lower growth may matenalise
as lugher unemployment could hamper the ability of households to service their debt. However, igher
financing costs as a consequence of the CBRT s monetary tightening and measures impl emented by
the BRSA have started to dampen consumer lending towards the end of 2013 whereas non-performing
loans registering at a histoncaly low 2 7% of total loans in October 2013 are a further mitigating
factor™

T For further inforaation on Turke vw's financial sector, see the accorapargying ECE document entifled “Raporf on finaneial
stabilify c hallen ges in FU candidate and potential candidate counfries”.
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3 Assessment

The improvements foreseen for the current account deficit in 2014 notwithstanding, Turkey’'s
external vulnerahilities loom large. The financing ofthe deficit 15 to a substantial extent achieved via
inflows of portfolio investment and approzimately one third of the external debt stock haz to be rolled
over in the near term. While short-term external liahilities of the banking sector {USD 90 billion in
Decemnber 2013) were largely buffered by the USD &1 billion held by banks as forsign-currency
denominated mandatory reserves wiathe ROM, the USD 39 hillion that was owed by the non-financial
private sector contrasts with the CBRT ¢ disposable foreign currency reserves of USD 34 billion in
Jarmary 2014% This relatively low level of reserve coverage makes the lira sulnerable to additional
bouts of selling, pariculady in an environment of tighter global funding conditions, as also noted by
the IMF"*. Even though ezposure to exchange rate risk seems contained among hanks and househalds,
1t 15 not insigmficant for Turlash corporations. Moreover, a further fall in the lira may exacerhate
inflation thatis already running considerably above the CBRT s target.

Against this background, the CBRT has embarked on the challemging 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 capitd flows a cantious
pace of monetary tightening was imtiated after the Federal Reserve’s tapening announcement in May
2013 while keeping real interest rates in negative tertory, howewer, With the lira being subject to
depreciation pressures the foreign cumrency liguidity needs of the economy were met by intiafing
foreign currency selling auctions. By following this strategy the CBRT maintained an accommodative
policy stance in spite ofhigh and rising inflation and a gradual drop in forei gn exchange reserves.

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. MNotwithstanding escalating
political tensons threaterung to undermune foreign investor confidence and publidy ared pressure
from the government to leave interest rates unchanged, the CBRET decided to aggressively tighten
policy in January 2014, This move did not only result in positive real rates but also reduced the
complezty of monetary policy malang by unifnng the main policy rate that wath the actual cost of
the financial sector’s money marlket funding which had become progressively detached since the fall
of2013

Ovwerall, this policy shift is wedcome as it has simplified the framew ork within which the CBRT is

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

B 1t is worth noting that the CBRTs gross foreign curreney reserves, at USD 103 billion in January 2014, ave considerably
larger but inclnde the foreign currency-de nominated deposits held by banks as part of their mandatory reserves by means of
using the FOM. Despite these assets being at the disposal of banks in the event of pressure on their foreign cwrency
liguidity, thew cannot be made available to the CBRT to defend the liva against other forms of outflows of foreizn capital.

# See Turkey’s 2013 Article IV consultation, IMF Country Re port Ho. 137363, Decerdher 2013
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indep endence from political influence therehy going some way to allewiating the concerns raised in
last year's assessment. Granted, “femble inflation targeting” has had beneficial effects, such as
contributing to a rebalancing of the economy in 2012 or leading to the accumulation of a sizedhle
stock of foretgn currency liquidity hanks are holding ot the CBRT. Nonetheless, a verdict on the long-
term success of “fexble inflation targeting” 13 still out In fact, the CBRT s strategy entals non-
neglimble nsks that were dealy demonstrated by events in January 2014 which brought the lira onto
the werge of a speculative attack Particularly the persistent falure of the CBRT to bnng inflation in
line wath its target and anchor inflation expectations 15 of concern. Indeed, as dready highlighted 1n
last year’ s assezsment, the CBRT s primary ohjective of maintaining price stahility remaing hlurred by
the addition of further targets that might be better addressed by prudential, fiscal or structural policies,
Lastly, high inflation in combinaton with negligble or negative real interest rates 15 unlikely to raise
the private sector’s chromcally low savings rate which 15 a key determinant of Turkey’s significant

current account defict.
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Ml easures of inflation, interest rates and related indicators
(arrmal yercentage changes unless otherwise stated)
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Feferstce krdigrate an T 9.5 94 112 113 125 93
DEmoraudon Bems:
ECEnainrfhare ngrate o o0 T T T T T T T T
Hro area hrg-mnn'meresmmcu 14 16
Relate dindicabors
[etnmu chd et reein &g CAcn B wn ks cehdrw e S d)
Feal GDF gronity (ADECD ) -0 32 ) 24 -l 21 22 3B
Sunage movihl goss Vs 02 10 ns 02 28 57 156 144
Tports of goods ard servt es defhtor el -0Q 126 17 56 63
vy pplr (B2 49 .12 30 76 108 95 7.7 176
Trte sector credit gpovrth (avond avers gps) 67 kX 64 an 127 13 a1 s

Seurces Hiteer chitd e, Blocmberg, A ECOD Fetrudry 200d), I FIFE, 1R BED [Deaer 200, niond! sture e dnd ECE sab cobbtukdons.
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il (o e by police satu). The inhumet o & 2 Taddeyds fhe onerweed mpo . Monkzegm by 4 milvenlbhumodel wone oy,
T poroma] e g b o 15 st o e mmet b 1d¢ 3o memine wd i demertis cormmey (or othe wn of BT g,

" For FYE. Mamdonis, fie rofu mfor to fhe atmmal siersm yid o matmityof o 1i-peat e mment 3ot bt o bond
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Macroeconomic projections

(as a percentage of GDP unless otherwise stated)

FY R hlacedorda I ol Sexhia
214 2015 214 2015 2014 2015 2014 2015
Real GDF gxourth (i)
INEFWED 32 38 22 23 20 22 3.3 43
ECAMECD 23 a5 ar 30 13 22 23 3n
Ciorexad acc ourd halang e
INEANED R} 56 -16.2 -163 -6.5 B -T2 -T4
ECAMECD -1n el -153 -l5s 47 43 -6.5 44
Gemeral government ret nding
IHFAED -24 -24 S22 -iE 6.2 65 -13 -2z
ECAMECD -3B =36 ] -1l -39 -52 .19 25
General govermmnent gross debi
INEFWED 350 357 543 552 TL3 ™3 349 IS
ECAMECD T4 =L A9 2N o Tia 36.7 ]
Fiffaticn, (CEI change, o)
IHEFNEDQ 20 20 23 23 13 40 6.0 60
ECAMECD 33 30 a3 25 43 50 87 T4

Seurces AECT [Februdry 2004) dnd FFED [Seider 284T).
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