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General information on CEE countries

Area? Population® GDP® GDP per capita (EUR)?
(kmz) |n-thou.sand of per 1 km? (EUR bn) current prices PPP adjusted®
inhabitants
Bulgaria 110 879 7 564 69 34118 4 600° 10 900
Czech Republic 78 867 10 507 133 147 879 13 100 19 200
Estonia 45 227 1340 30 16 073 10 300 17 100
Lithuania 65 300 3329 51 32203 8 000 12 900
Latvia 64 559 2248 35 23 160 8 200 12 200
Poland 312 685 38 167 122 362 415 8 100 14 300
Romania 238 391 21 462 90 137 035 5 500 10 900
Slovakia 49 035 5 425 110 64 778 11 700 17 200
Slovenia 20 273 2 046 100 37 135 17 300 22 700
Hungary 93 028 10 014 108 105 536 9 300 15 300
22010, ® 2009
source: Eurostat.
Gross domestic product growth rate (in %; seasonally adjusted)
2009 2010 2009 2010
Q4 a | @ [ @ 4 ot | o | o
g-0-q y-0-y

Bulgaria -0.2 -0.5 0.5 0.7 -6.7 -0.8 -0.3 0.5
Czech Republic 0.4 0.6 0.8 1.0 3.2 1.0 2.3 2.8
Estonia 1.4 1.0 1.9 0.7 9.0 2.7 3.0 5.1
Lithuania -0.2 -0.1 0.5 0.6 -14.0 -0.6 -0.3 0.8
Latvia -0.6 1.0 1.2 0.9 -16.7 -5.1 2.6 2.5
Poland 1.4 0.7 1.2 1.3 2.8 3.1 3.8 4.7
Romania -1.5 -0.3 0.3 -0.7 -6.9 -3.2 -1.5 2.2
Slovakia 1.3 0.8 1.0 1.0 -4.2 4.6 4.4 4.2
Slovenia 0.1 -0.1 1.0 0.3 -6.1 -0.2 1.4 1.3
Hungary 0.0 1.0 0.4 0.8 -5.2 -1.1 0.6 2.2

source: Eurostat.




Executive summary

2010 saw gradual improvement in economic activity in the countries of Central and Eastern Europe (CEE). The majority
of countries in the region have been recording quarterly increases in gross domestic product growth rate since the
beginning of 2010. Moreover, GDP growth on annual basis kept increasing with every subsequent quarter of the year. As
a result, GDP in the region in Q1-Q3 2010 period increased by 2.2% on annual basis (following a decline by 3.4% in
2009).

Although in Q3 2010, the annual economic growth rate was positive in nearly all countries, the pace of recovery was
highly diversified. This diversity resulted from a different growth structures in the region in a pre-crisis period. More
severe declines in GDP during the crisis and slower recovery were being observed in those countries where growth was
mainly based on strong increase in consumption, supported by increased bank lending, i.e. overall in countries applying
fixed exchange rate regimes. This situation also led to a substantial increase in external imbalances.

The recovery of international trade in goods (following a severe decline at the turn of 2008 and 2009) became the
driving force of the economic recovery in CEE countries. Until Q3 2010, exports was the only category to have reached
the level from before the crisis. Domestic demand, however, remained very low, mainly due to adverse conditions on the
labour market.

Increase in external demand proved to be the stimulus for increased activity in the industry. Increase in foreign orders
was (and remains) considerably higher than in domestic ones. Increase in trade output during 2010, which was
observed in all countries in the region, contributed to stopping the growth in unemployment rate.

The increase in exports was primarily a result of an intensified trade in goods within regional and global manufacturing
networks. This was reflected, above all, in a significant increase in exports of intermediate goods to “old EU” countries
(especially Germany), which are the main investor in the manufacturing sector in Central and Eastern Europe. It was the
intensified demand in the German export sector — influenced by the global economic recovery (stimulated, in particular,
by the improving economic situation in the US and developing Asian countries) — that turned out to be the main cause
of increased exports from CEE countries.

The decline in the global trade growth rate, anticipated in 2011, will be caused by slightly lower growth of economic
activity in the global economy as compared to 2010. This will translate into lower growth rate of German exports, which
in turn will contribute to decreased growth of imports, including imports from the countries of Central and Eastern
Europe. However, in spite of the expected decrease in growth, exports will continue to increase at a significantly faster
pace than domestic demand. Gradual acceleration of consumption and investments will support the increase in imports.
While it is anticipated that in 2011 positive economic growth will be achieved by all countries in the region, it will remain
considerably lower than it was before the crisis.

In 2010, the level of fiscal imbalance in the majority of CEE countries decreased as a result of improved economic
conditions and adopted consolidation measures. This group of countries comprises of the Czech Republic, Bulgaria,
Romania, Hungary and Latvia. Meanwhile in Slovakia, Poland and Slovenia, measures reducing the level of general
government deficit will only enter into force in 2011. All CEE countries were subject to the excessive deficit procedure
(EDP) except Estonia, where negative budget balance in 2010 amounted to 1.3% of GDP. The average level of ESA95
fiscal deficit in the countries of the region (excluding Estonia) was approx. 6.4% of GDP as compared to 7.1% of GDP in
2009. European Commission expects in its economic forecast (November 2010) improvement in the budgetary situation
in the CEE countries(excluding Hungary and Estonia), which in turn will result in reduction of the growth rate of public
debt. However, the level of fiscal deficit will continue to exceed the 3% of GDP reference value and in the majority of
countries in the region, it will be necessary to take further consolidation measures.



COUNTRIES OF CENTRAL AND EASTERN EUROPE

Economic growth

Rebound in foreign trade, following the severe decline at
the turn of 2008 and 2009, became the driving force of
an economic recovery in Central and Eastern Europe.
Until Q3 2010, export was the only category to have
reached the level from before the crisis, while domestic
demand remained very low, mainly due to further
deterioration on the labour markets. The pace of
economic recovery in the region was, however, diverse.
Economies  which followed the path of relatively
balanced growth in the pre-crisis period reached the
highest economic growth rates in the first three quarters
of 2010. On the other hand, countries with the highest
domestic and external imbalances observed a
considerably slower improvement in their economic
situation.

Positive quarterly GDP growth rates have been recorded
in most CEE countries since the beginning of 2010.
Moreover, GDP growth on annual basis kept increasing
with every subsequent quarter of the year. As a result, in
Q1-Q3 2010 period, GDP in the region increased by 2.2%
as compared to the corresponding period of the
preceding year (following a decline by 3.4% in 2009).
The highest economic growth in the first three quarters
of 2010 was recorded in Slovakia (4.4%), Poland (3.9%)
and the Czech Republic (2.0%). Positive annual GDP
growth rate was also observed in Estonia, Slovenia and
Hungary. The level of real GDP remained practically
unchanged (as compared to the previous vyear) in
Lithuania. In the remaining CEE countries it continued to
decrease. While in Bulgaria and Latvia, the scale of
declines in GDP was noticeably smaller than in 2009,
Romania remained the only country in the region which
exhibited no significant traits of economic recovery.

In the majority of countries in the region, increased
economic activity was the result of growing external
demand and rebuilding of inventories.

The increase in exports was chiefly a result of an
intensified trade in regional and global manufacturing
networks. This was, above all, reflected in a high
increase in exports of intermediate goods. Sales of
finished goods also exhibited relatively high growth rate.
The increase in exports of consumer goods was partially
due to fiscal stimulation programmes in EU-15 states
(especially new car subsidies) as well as to the shift in
the imports structure towards cheaper products from the
CEE region. These tendencies resulted in a prompt (in
most countries, two-digit) increase in exports in the first
three quarters of 2010 in all countries of the region as
compared to the corresponding period of 2009. In the
entire CEE region, the volume of goods and services
exports increased by 13.5% in Q3 2010.

Due to this fast increase in exports, foreign trade balance
had positive impact on the GDP growth rate in the first
half of 2010. This impact, however, was reduced with
every subsequent quarter and became negative already
in Q3. This was a result of gradual imports growth. In
Q2 and Q3 2010 an increase in imports of intermediate
goods, related predominantly to the growing demand in
the export sector in the region was especially noticeable.
Weak consumer and investment demand, in turn,
continued to impede the growth of imports.

Table 1.1

GDP and its components growth rate (in %, y/y) in Central and
Eastern Europe

2008 2009 | Q12010 | Q2 2010 | Q3 2010
GDP 4.1 -3.4 1.0 2.5 2.8
Private consumption 4.7 -3.5 -0.8 0.2 1.6
Public consumption 4.6 1.3 0.8 0.3 1.6
Fixed capital formation | 6.2 -11.7 -13.1 -4.9 -3.2
Exports 6.8 -10.3 12.8 15.7 13.1
Imports 6.8 -16.3 9.0 16.0 12.7

source: Eurostat

GDP growth was crucially and positively impacted by an
increase in inventories. In 2010, the cycle of inventories
was reversed. After a period of significant decrease in
inventories in 2009, enterprises began to rebuild them.
The contribution of the change in inventories to GDP
growth increased with every subsequent quarter of 2010.
In Q2 and Q3 it was definitely the highest of all GDP
categories.

After three quarters of 2010, a slight increase in private
consumption was recorded. This was caused, above all,
by increased households spending in Poland (by 2.9% y-
0-y), where it was characterised by positive growth
throughout the entire crisis. Apart from Poland, only the
Czech Republic exhibited higher private consumption as
compared to the preceding year (0.7%). Other CEE
countries experienced a decline of this factor. However,
quarterly growth of consumption in Q3 2010 in five other
countries in the region may indicate a reversal of this
declining trend and Latvia experienced a decrease in the
scale of this decline. The private consumption growth
was negatively affected by continuously deteriorating
conditions on the labour markets (albeit this deterioration
was marginally slower than in 2009). The wage growth
decreased. Moreover, the stagnation in the bank lending
market was still visible. While the value of loans for
households ceased to decline, however, banks continued
to be extremely cautious with respect to granting new
loans.

! The only exceptions in this respect were Bulgaria and Slovenia,
where the impact of net exports, resulting from low imports,
increased with every subsequent quarter of 2010 and remained
the main factor influencing GDP growth.




Very slow consumer demand recovery was reflected in
retail trade data. In Q4 2010, some countries in the
region still experienced decreasing value of sales. The
most severe declines took place in the durable goods
sector. The number of newly registered cars in the region
also decreased in 2010 (by more than 5%). A slight
increase in the sales of new cars was registered in
Poland, the Czech Republic and Slovenia, while in
Bulgaria, Romania, Hungary and Slovakia the decrease in
new registrations exceeded 20% y-o0-y.

Most countries in the region, however, experienced an
increase in consumer sentiment indicators. Improvement
of consumer confidence was best visible in Baltic states
(which previously had experienced the most severe
decline in this respect). However, in the second half of
2010, the evaluation of current and future economic and
financial situation of households deteriorated once again.

Although public consumption exhibited a slight growth in
the entire region in the first three quarters of 2010, the
situation in individual countries varied considerably.
Public consumption increased in Poland, the Czech
Republic, Slovenia and Slovakia but decreased in other
countries as a result of lower spending related to the
need for consolidation of public finance.

The declining trend in investment had not yet been
reversed. In the first three quarters of 2010, fixed capital
formation remained below the level from the previous
year, which was strongly influenced by the fall in
investment outlays in the construction sector. Low
growth rate of bank loans for non-financial corporation
was an additional factor to hamper the capital formation
growth. Investment outlays increased only in Slovakia.
Since Q2, investment expenditure have also been
increasing in the Czech Republic, Lithuania and Poland,
and in Q3 — also in Latvia. In other countries in the
region gross fixed capital formation continued to decline.

Improvement in economic conditions in CEE countries
resulted from increased activity in industry, which was
fueled by a substantial increase in external demand. An
increase in industrial output during 2010 was observed in
all countries in the region. It mainly concerned the
production of means of transport, machinery and
equipment as well as durable consumer goods, i.e. the
production increased most in the export-oriented sectors.
The most considerable increases in output took place in
the first half of 2010. This process decelerated slightly in
the following months, especially in Q4 2010, which in
turn may indicate the end of inventory rebuilding
process, as well as diminishing role of external demand
in economic growth in the CEE region in the following
years.

Financial aid received during the crisis by some countries
in the region from international institutions led by the EU

and the IMF (Hungary, Latvia, Romania?) and — above
all — commitments of these countries to reduce the
general government deficit (among others, by increasing
taxes and reducing of employment and wages in the
public sector) also contributed to the decrease in
domestic demand in 2010.

Labour market

The situation on labour markets in CEE countries in 2010
showed little signs of improvement. Unemployment rate
reached its highest values in recent years. In the second
half of 2010, this growth decelerated and a slight
decrease in unemployment rates could be observed in
the Czech Republic, Estonia, Latvia and Hungary. At the
end of Q3 2010, the lowest unemployment rate in the
region was recorded in the Czech Republic (6.9%),
whereas the highest — still in Baltic states (17.5% on
average).

Data concerning employment also indicate a minor
improvement in the first three quarters of 2010. The
annual employment growth remained negative in most
countries, however, the number of the employed
gradually began to rise in Poland, the Czech Republic,
Hungary and Latvia. In other countries, the scale of
decline in employment diminished. In spite of fast
increase in industrial output, employment in industry
continued to decrease. A decrease in the number of the
employed was also observed in the services sector, in
particular — in financial intermediation. Agriculture was
the only sector to register an increase in employment in
2010.

Inflation and labour costs

In the first half of 2010 the significant decrease in
inflation (certain countries with fixed exchange rate
regimes even experienced deflation) resulted from lower
core inflation (due to diminishing base effect related to
increases in administered prices at the beginning of
2009%). Prices of food and energy remained relatively
stable.

The situation changed starting from Q2 2010, when
increased growth of consumer prices could be observed.
It continued almost until the end of 2010. In June 2010,
the annual HICP growth rate in the region amounted to
2.5% and it increased to 3.4% in November. The lowest
annual HICP growth rate in November 2010 was

2 Apart from the abovementioned CEE countries, international
institutions also provided aid to other developing European
states, i.e. Belarus, Kosovo, Moldavia, Serbia and Ukraine.

®In January 2010, many countries also experienced an increase
in indirect tax rates (the Czech Republic — increased VAT rates,
Romania — increased excise duty) and in administered prices
(Lithuania — increased electricity prices); however, the scale of
their impact on inflation was smaller than that of changes in
early 2009.



recorded in Slovakia (1.0%) and the highest — in
Romania* (7.7%).

The increase in inflation was caused mainly by supply
factors. The aspect that proved to be particularly crucial
was the increase in the prices of food, especially
unprocessed food. The climbing prices of energy
commodities also worked towards the rise of inflation
(which became particularly visible in Q4 2010). At the
same time, low domestic demand continued to exert
minor influence on prices. Core inflation remained low
throughout 2010 and even continued to fall in the second
half of the year.

In spite of persisting negative trends on the labour
market, an increase in annual wages growth rate was
observed in the region. In Q3 2010 it was negative only
in the Baltic states and Romania. However, a gradual
growth in wages could be observed in Estonia and Latvia
in the subsequent quarters of 2010.

The economic recovery which took place in 2010,
together with continuing unfavorable situation on the
labour markets, contributed to further decrease in growth
of unit labour costs (ULC). Although in the second half of
2010 wages in CEE countries slowly began to rise, their
increase was not as significant as the increase in labour
productivity in this period.

Balance of payments

Although the decrease in external imbalances in CEE
countries, started in 2009, continued during the first half
of 2010, the pace of reduction of current account deficits
(in the case of Baltic states — the pace of increase of
surplus on this account) diminished. Across the CEE
region, the current account deficit (calculated as 4Q
moving average) fell from 1.7% in Q4 2009 to 1.3% of
GDP in Q2 2010.

As in 2009, the improvement of the current account
balance was primarily attributable to the decreasing
goods account deficit. Strong external demand stimulated
the growth of exports, whereas imports increased at a
considerably slower pace. The remaining categories of
the current account had no significant impact on its
overall balance in the region.

The situation changed in Q3 2010, when Poland, the
Czech Republic and Slovakia experienced an increase in
the current account deficit for the first time since the
beginning of 2009. Current account surpluses in the
Baltic states also decreased. This change was mainly due
to a higher deficit on the income account. The surplus on
the services account also diminished. Changes on the
goods account, however, exhibited varied tendencies. In
Poland and Lithuania deficits in goods deepened, while
the Czech Republic and Slovakia observed a decline in
surpluses. This was due to accelerated growth of

“Romania experienced a considerable increase in inflation in July
2010 due to a rise of VAT rate by 5 pp.
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imports, caused by spurred domestic demand in Q3
2010. Other countries in the region, however, continued
to exhibit the trends observed in preceding periods —
either an increase in surplus (Hungary) or decrease in
deficit on the goods account. Nevertheless, in general,
the goods balance across the region did not change in
Q3 and neither did the current transfers balance.

Early 2010 also saw a decline in foreign capital inflow to
CEE markets. This was caused mainly by lower inflow of
foreign direct investments. In Q2 and Q3 2010 the direct
investments inflow increased, although in certain
countries (Poland, Bulgaria and Romania), the declining
tendency continued. In the first three quarters of 2010
an increased inflow of portfolio capital could still be
observed, although it diminished with every subsequent
quarter. This, however, did not concern Poland and the
Czech Republic, where between Q1 and Q3 2010, record-
level inflow of portfolio investments (especially in
treasury bonds) was maintained. Other investment deficit
in the CEE countries continued to deepen (in Q2 2010,
the slight surplus on this account had already turned into
a deficit). This resulted mainly from the repayment of
foreign liabilities, incurred by commercial banks in
preceding years.

Exchange rates and interest rates

In 2010, the situation in European financial markets was
the key determinant of exchange rates fluctuations o
floating exchange rate regime CEE currencies. The
appreciation process of these currencies, which started in
2009, was interrupted on numerous occasions with
periods of depreciation, caused by turmoil in peripheral
states of the euro area and in Hungary.

The increase in risk aversion and, in consequence, the
temporary depreciation of currencies of CEE countries,
were caused by information about the sovereign debt
crisis in Greece (April and May 2010), interrupted
negotiations concerning prolongation of financial aid to
Hungary by the IMF (July 2010), as well as the banking
system crisis in Ireland (November 2010). Eventually,
however, the currencies of Poland and the Czech
Republic appreciated against the euro during 2010 (by
3.4% and 5.2%, respectively). Only the Hungarian forint
depreciated in that period (by 2.8%), mostly due to
domestic problems.

The speculations concerning devaluation of the Baltic
states currencies, especially the Latvian lat, ended in
2010. These countries managed to increase their global
competitiveness  through the so-called “internal
devaluation”, i.e. depreciation of the real exchange rate
via decrease in inflation and labour costs.

Although the monetary policy in 2010 remained eased,
growing inflation indicates that some tightening is
expected in the upcoming months. Out of central banks
in the region, only the National Bank of Hungary decided
to raise interest rates (twice, in November and December



2010, in total by 50 bp to 5.75%).> Interest rates of
other CEE central banks in 2010 remained at their record
low levels.

Fiscal policy

The level of fiscal imbalance in the CEE countries in 2010
remained high in spite of improved economic conditions.
Its mean level in the region (except Estonia®) amounted
to approx. 6.4% of GDP as compared to 7.1% of GDP in
2009. According to the autumn fiscal notification
(October 2010), the reduction of general government
deficit in 2010 will be the weakest in Slovakia and
Slovenia — by approx. 0.1-0.2 pp of GDP — and the
strongest in Lithuania and Latvia — by approx. 1.7 and
1.4 pp of GDP, respectively. Only in Poland fiscal deficit is
expected to increase (by approx. 0.7 pp of GDP). In
Slovakia, Poland and Slovenia, the process of reduction
of structural imbalance of public finance will only
commence in 2011.

According to the autumn economic forecast of the
European Commission, the majority of countries in the
region are expected to experience a reduction in general
government deficit in 2011 to a mean level of 5.1% of
GDP. A substantial adjustment is anticipated in Slovakia
and Romania (by approx. 2.9 and 2.4 pp of GDP,
respectively). Deterioration of fiscal balance is expected
in Estonia and Latvia (by 0.9 and 0.2 pp of GDP,
respectively) as well as in Hungary (0.9 pp of GDP);
however, the EC's forecast does not take into account
the effects of changes in the pension scheme in Hungary
or measures adopted by Latvia at the end of 2010. As far
as the former issue is concerned, it will result in
substantial reduction of budget deficit below 3% of GDP.
In Latvia, in turn, the budget deficit is to decrease from
8.5% of GDP in 2010 to 5.4% of GDP in 2011.

Baltic states are showing signs of “consolidation fatigue”.
In 2008 and 2009, the magnitude of adjustments
implemented by these countries was considerable
(approx. 10%-15% of GDP). However, the level of
general government deficit in Lithuania and Latvia
remains at the level over twice as high as the 3% of GDP
reference value. In 2011, only Latvia is planning to
continue measures aimed at reducing this deficit,
although their scale (approx. 2% of GDP) will be
significantly smaller as compared to previous years. The
EC anticipates that the general government structural
deficit in Baltic states will deepen between 2010 and
2012, unlike in other CEE countries(excluding Hungary).

The new Hungarian government has taken a number of
controversial consolidation measures (changes in the
pension system, temporary taxation of
telecommunication companies, businesses in the energy

® This decision was a surprise to financial markets and was
caused, among others, by political factors.

¢ In Estonia, the general government deficit amounted to 1.7%
of GDP in 2009; in 2010, according to the forecast presented by
Estonian authorities in autumn fiscal notification (October 2009),
it is estimated at 1.3% of GDP.

sector, banks and retail chains). The cornerstone in
reduction of the general government deficit (2011-2012)
is law adopted at the end of 2010 resulting in actual
abolishment of funded pension scheme. These solutions,
together with other measures taken by Hungarian
authorities (including the limiting independence of the
central bank and the Hungarian Budget Council,
eliminating the option to question the constitutionality of
laws affecting budget revenue) sparked a negative
reaction of financial markets and raised concerns of the
EC. Due to temporary positive impact of changes in the
pension scheme on the general government deficit and
adopted tax reductions (CIT, flat PIT rate), in subsequent
years it will be necessary to take additional consolidation
measures. Hungarian authorities at the end of February
2011 are to present a fiscal adjustment programme
aimed at cutting spending.

Within the entire time horizon of EC’s forecast (2010-
2012), the condition of public finances in the CEE
countries is to improve (except for Hungary and Estonia),
which will reduce growth of public debt. Its level in
relation to GDP will exceed 60% only in Hungary..
Bulgaria will be the only country in the region to lower
the general government deficit’ below the 3% of GDP
reference value in line with the deadline imposed under
excessive deficit procedure (i.e. in 2011). Other countries
will have to continue further consolidation measures.

All countries with funded pension schemes have adopted
changes affecting its functioning. They were primarily
motivated by deterioration of public finance due to the
economic crisis, as well as disadvantageous regulations
of Eurostat®, The changes involved a temporary reduction
of contributions transferred to pension funds or
suspension of their transfer (Baltic states, Hungary,
Romania) or the option for the insured to leave the
second pillar (Slovakia, Hungary). Hungary constitutes an
extreme case, where the pension funds were actually
disposed of. At the end of 2010, in Bulgaria, a decision
was made to transfer funds collected in occupational
pension funds for people who will take early retirement in
the period between 2011 and 2014. Poland announced
plan of reduction in contribution transferred to pension
funds from April 2011.

Forecasts

It is expected that economic growth in the region will
accelerate in the upcoming years, although it will remain
considerably lower than in a pre-crisis period. In
November 2010, the European Commission (EC)
forecasted that GDP growth in the region would
accelerate to 3.1% in 2011 and 3.7% in 2012. Export will
remain the major driving force behind economic activity
in the CEE countries. The contribution of domestic
demand is, however, expected to grow gradually.

’Among CEE countries, Estonia is the only one which is not
subject to EDP.

8According to it, private pension funds are not treated as a part
of the general government.



In 2011 GDP is expected to grow in all countries in the
region. The economies of Poland and Slovakia, which
developed relatively fast in 2010, are to be accompanied
in 2011 by other countries from the region, in particular
by Baltic states. Romania and Slovenia are the only
countries where the expected annual growth rate will not
exceed 2%.

In comparison to the spring forecast, the EC only slightly
verified its forecasts due to the persistently high
uncertainty of the global economy prospects.
Expectations were only raised for Poland and Estonia,
while for Romania, the anticipated pace of growth in
2011 was decreased by 2 pp.

The forecasted improvement in economic recovery will be
accompanied by changes in the structure of economic
growth. The contribution of domestic demand will
increase, while that of net exports will be declining. In
2011 private consumption should be on the increase in
all countries in the region, especially in Poland, Hungary
and the Baltic states. This will be caused mainly by the
reversal of negative trends in the labour market. The
EC's forecasts indicate a gradual decrease in the
unemployment rate in the subsequent years, although in
2012 it will still be considerably higher than prior to the
crisis in all countries in the region. Public consumption,
however, is expected to decrease. In 2011, the adopted
plans for fiscal consolidation in the CEE countries will
negatively impact the contribution of public consumption
to GDP growth in the majority of states (except for
Bulgaria). In 2012, general government spending are
expected to increase. The European Commission also
anticipates an increase in fixed capital formation (by
6.3% in 2011 and by 7.3% in 2012). It is also expected
that 2011 will see the end of the inventories rebuilding

10

process and hence in the upcoming years, this category’s
contribution to GDP growth — which was extremely
important in 2010 — will practically disappear.

The expected exports growth rate will be reduced in the
subsequent years due to lower growth rate of global
trade. It is also anticipated that the imports growth rate
will decrease, however, slower growth of the export
sector demand will be partially compensated by faster
growth of import of consumer and capital goods. As a
result, net exports contribution to GDP growth will
become negative in the majority of countries in the
region.

Inflation is also expected to increase. This will be a result
of both demand (recovery of consumption and increased
inflationary pressure from the labour market) as well as
supply (persistently high prices for energy commaodities
and food) side factors. Moreover, numerous increases of
intermediate taxes (mainly excise duty, and in the case
of Poland, Slovakia and Latvia — also VAT rates) which
will take place in 2011 will also affect the inflation rate. A
significant decrease in inflation may only be observed in
Romania due to the expiry of base effect related to the
increase in VAT rates in mid 2010. According to the EC's
forecast, inflation in the region in 2012 will remain on the
level similar to the preceding year.

The deteriorating balance of foreign trade as well as
growing deficit on the income account will most likely be
the key factors of current account deficits widening (or,
in the case of Baltic states, lowering of the surplus) in
2011 and 2012. Opposite trends will only be observed in
the Czech Republic and Slovakia, where the current
account deficits are to slightly decrease in the upcoming
years due to the expected increase in the foreign trade
surpluses.
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‘ BULGARIA

The beginning of 2010 was marked by a gradual decline
on the pace of GDP adjustment in Bulgaria. The effect of
the still decreasing domestic demand was offset by a
fast-growing demand from key business partners . As a
result of this increasing disproportion between external
and domestic demand, most of the alleviation of the
effects of economic crisis came from net exports. The
decrease in domestic demand, resulted largely from a
maintained correction of household spending. Bulgaria
was the only country in the region where the decrease in
consumption was still intensifying in Q3 2010. Moreover,
the GDP correction was further deepened by cuts in
public spending.

Sharp reductions in private consumption in subsequent
quarters stemmed mainly from a still restrained access
to credit (including the effect of deteriorating
creditworthiness of households), deteriorating conditions
on the labour market and a precautionary increase in the
savings rate.

Measures aimed at lowering the public deficit were the
main cause for a negative contribution of public
consumption to GDP growth in Q2 and Q3 2010.

Table 2.1
Contribution to GDP growth (in %, y/y)

2008 2009 | Q12010 | Q2 2010 | Q3 2010
GDP 06 | -63 | -4.0 0.5 1.0
Private consumption -0.5 -7.6 -8.3 -3.2 -7.0
Public consumption 0.7 -11 0.3 -4.9 3.5
Fixed capital formation | -2.6 -6.5 -12.8 -13.7 -5.0
Exports 4.8 9.1 5.7 12.9 18.2
Imports 47 | -154 | -25 0.3 3.8

source: Eurostat

Concerning fixed capital formation, continuing declines
in investment expenses were predominantly the result of
low capacity utilization ratio (below 70% in Q2 this year)
and an impeded access to investment funds. Lower level
of investments was especially visible in sectors that had
undergone the fastest development in preceding years,
such as construction and financial services sectors.

Severe decline in domestic demand made Bulgaria the
only country of the region which did not experience
increased imports in the first three quarters of 2010. The
increase in imports demand of the export sector (which
in fact has relatively little significance in Bulgarian
economy) and rebuilding of inventories merely caused
the volume of imports to stabilize. Whereas increased
exports reflected an improvement in the economic
situation of Bulgaria’s main trading partners, in particular,
Germany and Turkey®. Therefore, already in Q2 2010,

° Between January and September 2010, Turkey became the
fourth biggest market for Bulgarian exports (representing 8.1%
of total exports ). Over the first nine months of the last year, the
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exports growth exceeded 12% vy/y (as compared to -
10.4% y/y in 2009). The highest increase in exports was
recorded for intermediate goods, which had experienced
the most severe decline in sales in 2009.

Retail sales, also point towards a possible continuation of
decreases in household spending by declining at the
beginning of Q4 2010. The most severe declines were
observed for computers and telecommunications devices,
household equipment as well as clothes and textiles.

Consumer sentiment indicators, having plummeted in
2009, exhibited a moderate growth trend until the end of
Q2 2010. This resulted from an improvement in the
perception of both the current economic situation and
the perspectives for the Bulgarian economy.

Business confidence, after an increase in Q1 2010,
stabilized at a considerably lower level than before the
crisis. This moderate increase in confidence was recorded
in all sectors apart from services. Industrial output, more
dependent on foreign demand, appeared to exhibit a
growth trend in Q2 and Q3 2010. The highest production
growth took place in petrochemical, paper, chemical and
automotive industries.

Labour market

Unemployment in Bulgaria is considered to be one of the
main causes of the decline in private consumption in
2010. Its rate grew continuously from Q4 2008 until Q2
2010, when it stabilized at the level of 10%. At the end
of 2010, the unemployment rate increased again, mainly
due to seasonal factors. It appears that the Bulgarian
labour market will require more time to stabilize that in
other CEE countries. The annual rate of decline in
employment in Q3 2010 was, apart from Lithuania, the
highest in the region. The low activity in the Bulgarian
economy as well as a relatively inflexible labour market
were also reflected in persisting quarterly employment
decreases. Even though since Q2 2010, the
unemployment rate in Bulgaria has slightly decreased,
this trend change arose in Bulgaria later than in the
majority of other CEE countries.

Marked growth of unemployment and negative
employment growth resulted since 2009 in sustained
decreases in the unit labour cost.

value of sales to this market increased by 65.2%, i.e. more than
for any other main trading partner. Such a considerable growth
was due to the recovery of the value of exports, following its
collapse at the turn of 2008 and 2009. The recovery of deliveries
to Turkey was supported by high domestic demand in that state.
In the first half of 2010, economic growth in Turkey exceeded
10%.



Inflation and labour costs

In 2010, inflation — measured with HICP, which had
reached its minimum at the beginning of Q4 2009 —
continued to grow and reached 4% in November last
year (as compared to less than 1% in November 2009).

However, 2010 saw a significant change in the
contributions of individual categories to the inflation rate.
Weak internal demand, together with deteriorating
conditions in the labour market (including the decrease in
unit labour costs) contributed to the lowering of core
inflation to nearly zero at the end of the previous year.
Energy prices, in turn, following fuel prices on the global
market, had a significant impact on inflation since the
beginning of 2010 (1.5 pp in November last year). The
contribution of food prices has also increased (up to 2.2
pp in November last year).

Table 2.2
HICP and its components (in %, y/y)

foreign loans by banks and withdrawal of deposits by
foreign parent banks. This situation contributed to the
reduction of credit to the private sector, which is one of
the main causes of the internal demand weakness.

Table 2.3
Balance of payments, net balance (in % of GDP, 4q moving
average)
Q3 Q4 Q1 Q2 Q3
2009 2009 2010 2010 2010
Current account -15.1 -9.9 -7.5 -4.7 -1.4
Goods -15.8 -11.9 -10.2 -8.9 -6.7
Services 3.6 3.7 3.8 4.5 5.1
Income -5.1 -4.4 -4.2 -3.8 -3.8
Current transfers 2.2 2.7 3.1 3.5 4.1
Capital account 1.2 1.4 1.0 0.4 0.6
Financial account 15.6 8.1 5.9 5.3 1.7
FDIs 10.3 9.6 7.1 6.4 5.6
Portfolio 20 | -16 -0.6 12 | -14
investments
Other investments -1.5 -1.7 -1.8 -2.6 -2.5

Q4 | QL | Q2 | Q3 | Nov
2009 | 2010 | 2010 | 2010 | 2010

HICP 0.9 2.0 2.8 3.3 4.0

Contribution to HICP growth rate (in pp)

Alcoholic beverages and tobacco 0.7 0.8 1.1 11 1.1

products

Food and beverages -1.0 | 0.7 | -0.6 | 0.0 1.1
Transport -0.3 1.0 1.2 1.1 0.9
Housing 0.0 -0.2 -0.1 0.2 0.4
Other 0.4 0.3 0.5 0.3 0.3

source: Eurostat

Balance of payments

In 2010, the current account deficit continued to decline
at a rapid pace. It dropped from 9.9% of GDP in 2009 to
1.8% of GDP in Q3 2010, which was predominantly due
to the decrease of the negative trade balance. This was
mainly the result of a persisting stagnation of imports,
caused by limited investment activity and a weak
consumer demand. Additionally, since Q1 last year, an
increase in exports has been observed, reflecting — most
of all — increased demand from the economies of EU
states recovering from recession. Changes in the balance
of other categories also contributed — albeit to a lesser
extent — to the reduction of the current account deficit.
The surplus on the services account increased, especially
for tourist services. The negative balance on the income
account decreased due to a lower outflow of direct
investment profits. The surplus on current transfers, in
turn, increased (approximately half of the balance
increase in comparison with the corresponding period of
2009 resulted from increased transfers from the EU).

The year 2010 saw a further deepening in the decline of
foreign capital inflow to Bulgaria. This was mainly the
result of a decline in the inflow of direct investments and
other investment. The smaller inflow of direct and
portfolio investments resulted primarily from decreasing
investments in services connected with the real estate
and the manufacturing sector. Whereas, the outflow of
other investments was caused mainly by repayments of

source: Eurostat
Interest rates

Nominal interest rates on the Bulgarian interbank market
were decreasing systematically over the last year. In
2010, the most pronounced drops of the three-month
Sofibid rate took place in Q2 and Q3, whereas since Q4
2010, this rate has remained stable at a level not
exceeding 2.1%.

Fiscal policy

than anticipated execution of state budget revenue
prompted adoption of an amendment to the budget act
in mid 2010. Income forecast was lowered by 2.8% of
GDP and spending limits were reduced.!®. In 2010, the
balance of the National Social Insurance Institute (NIS)
and the National Health Insurance Fund (NZOK)
deteriorated due to lower revenue from contributions,
related, among others, to their reduction (by 2 pp). This
was reflected in an accumulation of arrears in the
healthcare sector. The budgetary deficit forecast for 2010
was increased from 0.8% to 3.8% of GDP!!.

Plans for 2011 include reduction of the fiscal deficit to
less than 3% of GDP, within the deadline set under EDP
(to 2.75% of GDP according to the government’s
estimates®? and 2.9% of GDP according to the EC). It will
result from the improved economic situation and further

10 By 20%, whereas subsidies for local governments — by 15%.
The reductions did not apply to social assistance, education ,
transfers to the National Health Insurance Fund (NZOK) and
Bulgarian National Railways as well as anti-crisis measures
(financed by the reserve fund).

1 Tnitially Bulgarian authorities intended to increase the VAT
rate (from 20% to 22%-25%), but withdrew from this proposal
because it could lead to deterioration of the country’s economic
situation.

2 The general government deficit was increased by V4 pp of
GDP as compared to the draft budget act for 2011, presented by
the government. This was due to adoption of higher spending in
the education, culture, justice and other sectors.
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cuts in expenditure!> (such as extension of freezes on
pension and disability allowances and of expenditure on
wages by another year). Starting from 2011, the amount
of social insurance contributions is to increase (by 1.8
pp). At the end of 2010, the authorities presented
measures, providing for gradual increase of the minimum
insurance period and increase of retirement age, starting
from 2012 (by two years in total). Should the insured be
granted early retirement between 2011 and 2014, their
funds, collected by the occupational pension funds, shall
be transferred to NIS (approx. 0.1% of GDP). Moreover,
the Bulgarian government announced works on a draft
act which provides for co-financing of medical services
and introduction of additional, private health insurance
scheme. Achievement of the adopted budget objective is
subject to risk related to the optimistic macroeconomic
assumptions.

Bulgaria’s public debt remains, together with Estonia’s, at
the lowest level in the EU. The EC estimates that it will
amount to 20.2% of GDP in 2011 and 20.8% of GDP in
2012. Its growth was lowered by financing the general
government deficit by transferring resources accumulated
by the reserve fund during the economic crisis and with
high privatization receipts in 2011.

Forecasts

The European Commission anticipates that the Bulgarian
economy will gradually return to a growth model basing
on domestic demand. The EC expects GDP to rise by
2.6% in 2011, mainly as a result of a gradual increase in
household spending and investment. Simultaneously a
weakening of exports growth and increased (as
compared to 2010) imports growth will contribute to a
higher trade deficit (the current account deficit may rise
to 5% of GDP). However, the realization of this forecast
is largely dependent on the situation on the labour
market and the availability of loans — the two main
factors reducing domestic demand in 2009 and 2010.

According to expectations, unemployment will start do
decrease in 2011, although its reduction will be
considerably slower than the rise that took place during
the crisis. This will translate into further lowering of
wages and unit labour costs. The availability of loans, in
turn, will depend mainly on the inflow of foreign capital
and on the improvement on the real estate market,
which is due to take place no sooner than at the end of
2011.

A low increase in consumer demand will limit the
inflationary pressure. The increase in consumer prices in
2011 is expected to reach 3.4%. Thus, the main factor
keeping inflation at this level would be increases in
energy prices.

13 The budget act for 2011 does not provide for changes in tax
rates except for increased excise duty for cigarettes and fuel,
which results from adjustment to the minimum requirements of
the EU provisions.
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Risks to the forecast include a slower than expected
economic recovery of Bulgaria’s major trading partners, a
delayed improvement on the labour market due to its
relative rigidity, as well as a persisting decrease in capital

inflow and potential effects of the fiscal consolidation.

Table 2.4
Forecasts of main macroeconomic indicators
EC IMF Consens_us
Economics
11.2010 10.2010 12.2010
(05.2010) (04.2010) (05.2010)
GDP, in %, y/y
2010 -0.1(0.0) 0.0 (0.2) 0.1 (-0.1)
2011 2.6 (2.7) 2.0 (2.0) 2.6 (2.5)
2012 3.8 4.0 (4.0)
Inflation, in %, y/y
2010 2.9(2.3) 2.2(2.2) 2.7 (2.6)
2011 3.2(2.7) 2.9 (2.9) 3.4 (3.0)
2012 3.1 3.0 (3.0)
Current account balance, in % of GDP
2010 -3.3 (-6.0) -3.0 (-6.3)
2011 -2.5(-5.2) -3.1(-5.8)
2012 -2.3 -3.5(-5.9)
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_ CZECH REPUBLIC

Economic growth

The recovery of the Czech economy, which began in the
second half of 2009, accelerated during the first three
quarters of 2010. During this period, gross domestic
product increased by 2.0% y/y and only in Q3 — by
2.8% y/y. On quarterly basis, GDP in the Czech Republic
has been continuously increasing since Q2 2009.
Moreover, its growth rate has been increasing in the
subsequent quarters. The Czech National Bank (CNB)
latest forecast assumed further increase in GDP growth
rate in Q4 2010. GDP in the Czech Republic is to rise by
2.3% over the entire year. The main factor contributing
to the increase in late 2010 will be domestic demand,
especially private consumption, whereas the impact of
net exports is to decrease.

Economic growth in the first three quarters of 2010, in
particular in Q2 and Q3, resulted predominantly from
rebuilding of inventories. Additionally, a slow recovery of
domestic demand was observed, especially in Q3 2010.
Both consumption and investments had a positive
contribution to GDP growth.

Private consumption in the Czech Republic grew over
2010. Increase in household consumption in the first
three quarters of 2010 can be contributed most of all to
an improvement in the labour market conditions, which
was reflected in higher households disposable income.
Consumer loans growth rate picked up slightly in 2010.
However, banks continued to be reluctant in supporting
consumer purchases of households. The analysis of
private consumption indicates spending on durable
goods, especially cars, and services grew most in 2010.

Table 3.1
Contribution to GDP growth (in %, y/y)

2008 2009 | Q12010 | Q2 2010 | Q3 2010
GDP 27 | -41 | 10 2.3 2.8
Private consumption 3.4 -0.3 0.0 0.8 1.2
Public consumption 1.6 4.2 22 1.2 -0.5
Fixed capital formation | -1.1 -9.2 -5.6 -3.7 1.7
Exports 6.6 -10.8 14.0 13.7 14.1
Imports 50 | -106 | 111 14.7 16.6

source: Eurostat

Following a period of a strong decline in fixed investment
in Q1 2010, gross fixed capital formation rose in the
following quarters. Since Q2 2010, a significant rise in
investment in buildings and structures (especially in
dwellings) was noticeable in the Czech Republic. In Q3
2010, expenditure on machinery and equipment also
went up. However, the renewed growth in fixed
investment observed in the Czech Republic over the first
three quarters of 2010 may only be temporary, as it
resulted from large-scale installation of photovoltaic cells.
This is indicated by both the structure of investment
growth and increase in imports over the last quarters.
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The Czech National Bank estimates that the effects of
these investments increased nominal GDP in the Czech
Republic by additional 0.4-0.7% in 2010.

Increased foreign trade in the Czech Republic could be
observed since the beginning of 2010. In the first three
quarters of 2010, exports rose by 12% due to recovery in
the major trading partners economies, in particular
Germany, Poland and Slovakia. At the same time, the
increase in imports, caused by recovery of the domestic
demand, was even higher (17% in the same period). As
a result, the contribution of net exports to GDP growth in
the first three quarters of 2010 remained negative
(similarly to 2009).

Increased consumption in the Czech republic, resulted
primarily from higher automobile sales (between January
and October 2010, the number of newly registered cars
in the Czech Republic rose by more than 5% as
compared to the respective period of 2009). Retail trade
data confirmed that fact. Not only did retail sales — apart
from means of transport — not increase in 2010, but
they even slightly declined as compared to 2009. This
applied to a lesser extent to sales of food, which were
relatively stable during the first ten months of 2010 and
even started to grow moderately in July 2010. Sales of
other commodities, especially electric and electronic
devices as well as fuel in 2010 was lower than the year
before.

A rapid increase in the consumer sentiment index,
observed in the Czech Republic throughout most of 2009,
slowed down considerably at the beginning of 2010. In
the first half of 2010 it continued to grow slightly, which
was a result of a relatively good assessment of the
country’s current economic situation. Prolonged
deterioration on the labour market, caused the level of
sentiment among Czech consumers to plummet since Q2
2010. Sub-indices describing future financial households
situation as well as employment perspectives contributed
most to the loss of the confidence.

Increase in external demand, as well as rebuilding of
inventories had a noticeable influence on the Czech
industrial output. Throughout the first three quarters of
2010, industrial output rose at a fast and stable pace (by
9.5% on annual basis). This growth resulted primarily
from increased production in the manufacturing,
especially in the metallurgical sector, as well as
production of electronic devices and means of transport.
Output volume in Q1-Q3 2010 period increased by more
than 20% y/y in all of the abovementioned sectors. In
spite of fast increase in 2010, in October that year, the
level of industrial output remained 8% lower than in mid
2008.

The increase in industrial output in the Czech Republic in
2010 was accompanied by continuous improvement in



business sentiment, which primarily resulted from higher
number of orders, especially foreign ones. Moreover,
entrepreneurs more and more often declared the
intention to increase employment, especially in the
industry.

Labour market

After a period of intense growth in 2009 and early 2010,
harmonised unemployment rate in the Czech Republic
began a systematic decrease in April 2010. Since August
till October last year, it had remained at the level of
approx. 6.9%.

At the same time, starting from Q2 2010, the declining
trend in employment was reversed. In Q2, the number of
employed (seasonally adjusted) rose by 0.3% and in Q3
— by additional 0.5% on a quarterly basis. This increase
was mainly the result of a higher number of self-
employed in the Czech economy, while the number of
employed continued to decrease (albeit the scale of
decline was becoming smaller and smaller). A decrease in
employment could still be observed in industry. However,
a recovery in this sector of economy caused that the
number of employees was declining slower each quarter
of 2010. During the first three quarters of 2010,
employment in services slightly increased and the
number of employed in agriculture remained practically
unchanged.

Inflation and labour costs

Annual HICP growth rate in 2010 considerably increased
as compared to 2009 (amounting to 1.9% and -0.4% in
November 2010 and December 2009, respectively).
Throughout 2010, inflation rate in the Czech Republic
was among the lowest ones in the region, which is also
reflected by the fact that in November 2010, the Czech
Republic was one of few CEE countries (apart from Baltic
states) to comply with the Maastricht criterion for price
stability.

Inflation in the Czech Republic was largely determined by
changes in administered prices, especially the increase in
indirect taxes. In January 2010, VAT rate increased by 1
pp. (from 19 to 20%). Excise duty for alcoholic
beverages, tobacco products and fuel also went up.
Moreover, 2010 saw an increase in prices of gas and
healthcare. CNB estimates that these changes affected
the growth of overall inflation rate by 1.1 pp.

HICP growth rate accelerated in the second half of 2010,
mainly as a result of growing food prices. Second
increase in gas prices in July 2010 was an additional
factor contributing to growing prices. On the other hand,
declining growth of prices of other energy, especially fuel
for private means of transport (base effect) contributed
to a decrease in inflation*.

4 Depreciation of the Czech koruna in Q4 2010 and increase in
prices of energy commodities may cause energy prices in the
Czech republic to quickly rise in the first months of 2011.

In spite of minor recovery of consumption, observed
since Q3 2010, core inflation in the Czech Republic
remained at a very low level (-0.1% in November).
Besides weak domestic demand, appreciation of the
koruna, which contributed to a decline in import prices,
also contributed to low core inflation.

Table 3.2
HICP and its components (in %, y/y)
Q4 Q1 Q2 Q3 Nov
2009 | 2010 | 2010 | 2010 | 2010
HICP 0.0 0.4 1.0 1.6 1.9
Contribution to HICP growth rate (in pp)
Food and beverages 07 | -03 | 00 | 05 | 08
Housing 1.0 0.1 0.2 0.5 0.5
Alcoholic beverages and tobacco 0.2 03 0.4 0.5 0.4
products
Health -0.2 0.0 0.2 0.3 0.2
Restaurants and hotels 0.0 0.1 0.1 0.1 0.1

source: Eurostat

Nominal wages in the Czech Republic in the first three
quarters of 2010 was more than 2% higher than in the
corresponding period of the preceding year. This meant
c.a. half of the wage growth rate observed in 2009.
Lower wage growth resulted from its decrease in the
services sector (in particular in financial intermediation,
where nominal wages dropped as compared to 2009). In
industry, growth of wages increased moderately.

Accelerated economic growth and persisting downward
trend for nominal wages resulted in further decrease in
growth of nominal unit labour costs (ULC). Recovery on
the labour market and minor increase in employment
slightly countered this decrease. It was, however, too
weak to fully reverse the downward trend of ULC growth
observed in the Czech Republic since late 2008.

Balance of payments

The period of economic slowdown in the Czech Republic
— similarly to other countries in the region — resulted in
a decrease in external imbalances, albeit to a far lesser
extent than in the Baltic states, Bulgaria or Romania. In
the first three quarters of 2010, this trend was reversed
and the current account deficit began to widen. In Q3, it
already reached 2.7% of GDP (4q moving average), i.e.
the level similar to the one observed between 2005 and
2007.

Balance of trade in goods in the Czech Republic remained
positive during the first three quarters of 2010 and even
slightly rose in comparison to 2009. Throughout 2010,
this surplus gradually diminished in every consecutive
quarter. Its decrease resulted mainly from extremely fast
growth in imports in Q2 and Q3 2010. Exports growth
rate remained at a similar level at the same time.
Increased imports were observed primarily in the case of
capital goods (such as photovoltaic cells) as well as
durable consumer goods (except for cars).

The balance of services, however, significantly
deteriorated, by c.a. 2 pp. of GDP over Q3 2010. This
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resulted primarily from increased imports of transport
services (increased trade in goods).

Another factor to impact the growth of current account
deficit in the Czech Republic was the deepening of
income deficit. It resulted from both the increase in
dividends paid to foreign investors and interest for
foreign holders of Czech bonds. Apart from better
condition of Czech enterprises (higher revenue and
dividends), an additional factor contributing to higher
outflow of income was the record-level inflow of foreign
capital, in particular in the form of portfolio investments,
observed since mid-2009.

During the analysed period, the current transfers balance
improved slightly, although it remained negative.
Deterioration of remittances balance was a key factor.

Table 3.3
Balance of payments, net balance (in % of GDP, 4q moving
average)
Q3 Q4 Q1 Q2 Q3
2009 2009 2010 2010 2010
Current account -1.9 -1.1 -1.2 -1.2 -2.7
Goods 3.6 5.0 5.6 5.6 5.3
Services 1.1 0.7 0.1 -0.3 -0.7
Income -6.1 -6.4 -6.4 -6.1 -7.1
Current transfers -0.5 -0.4 -0.5 -0.4 -0.2
Capital account 0.9 1.1 0.8 0.9 1.1
Financial account 2.1 2.7 2.1 2.2 5.0
FDIs 0.2 0.7 1.3 1.8 3.5
Portfolio 1.4 3.1 35 3.1 4.6
investments
Other investments 0.9 -1.0 -2.6 -2.7 -3.1

source: Eurostat

Inflow of foreign capital to the Czech Republic in the first
three quarters of 2010 maintained the upward trend
observed since mid 2009. In Q3 2010, inflow of foreign
investments returned to the level last observed in 2005.
The Czech Republic experienced increased inflow of both
direct and portfolio investments. The negative balance of
other investments also gradually diminished.

Q4 2009 saw the beginning of inflow of direct
investments to Czech construction and financial
intermediation  sectors. These mainly comprised
repayments of loans incurred by head offices of foreign
companies from Czech branches. Additionally, in Q3
2010, an increased FDI net inflow to the industry sector
(furniture manufacturing, energy, gas and water supply).

Foreign investors in 2010 continued to exhibit interest in
Czech bonds. Inflow of portfolio investments, which
increased as compared to 2009, was directed
predominantly at the government debt securities market.

Interest rates and exchange rate

In 2010, the Czech National Bank (CNB) continued the
loose monetary policy approach. In May 2010, CNB
decreased the basic interest rate (2W Repo Rate) to the
lowest recorded level of 0.75% (lower than in the euro
area). The CNB interest rate has not changed since May
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2010. Rates in the interbank market followed the same
path. Three-month Pribor rate decreased from c.a. 1.5%
in Q1 2010 to 1.2% in May and remained at this level
until the end of 2010.

The yields of Czech bonds were determined by changing
investors sentiment, mainly due to external factors
(financial crises in Greece and Ireland, Hungary’s
decision not to prolong the credit agreement with IMF).
Yields on 10-year treasury bonds in 2010 amounted to
between 3.3% and 4.5%, reaching 3.8% at the end of
the year.

Turmoil on the global, especially European, financial
markets also contributed to high volatility of the
exchange rate of the Czech koruna (CZK) in 2010 against
EUR and in particular against USD (as a result of high
volatility of EUR/USD exchange rate). In Q1 2010,
appreciation of EUR/CZK exchange rate (which had
begun in 2009) continued. This process was halted as a
result of the sovereign debt crisis in Greece at the
beginning of Q2 2010. It indirectly contributed to
investors retreat from CEE region currencies; hence, the
EUR/CZK exchange rate weakened considerably (by
4.5% in April last year). Relatively weak exchange rate of
CZK against EUR was maintained until July. In spite of
resolving the unrest related to insolvency of Greece, the
koruna exchange rate in that period was affected by
termination of the agreement between Hungary and IMF.
Another period of appreciation of the koruna came
between August and October 2010, after which it was
stopped by the increase of unrest among investors due
to revealed problems in the financial sectors in Ireland
and Spain.

Fiscal policy

Throughout, execution of state budget revenue (in
particular, from excise duty and direct taxes) was lower
than anticipated in the budget act. In response,
expenditure limits were reduced by 5%. However, Czech
authorities decreased the budget deficit forecast for 2010
from 5.9% to 5.1% of GDP in their autumn fiscal
notification (October 2010).

In 2011, the general government deficit in the Czech
Republic is to decrease to 4.6% of GDP. This will be
achieved mainly®® through changes on the expenditure
side. Cuts will be applied to current and capital
expenditure (including 10-percent cuts on wages'®),

15 On the revenue side, the changes concern, among others, PIT
on income of pensioners which exceeds the triple amount of
average wage and abolishment of tax reliefs of MPs, the
President and the highest authorities of the Czech Republic as
well as of companies employing disabled persons (if their share
in the number of employees exceeds 50%). Moreover, one-off
flood tax (CZK 1,200) will be applicable in 2011. The above
mentioned changes are to increase budget revenue by approx.
0.15% of GDP.

16 Apart from teachers, whose wages are to increase by 3.5%.



sickness benefits!’ as well as certain other benefits*® and
support of housing development.

Within the time horizon of EC's forecast (2010-2012), the
general government deficit of the Czech Republic will
exceed the 3% of GDP reference value. It will therefore
be necessary to take further adjustment measures in
subsequent years. According to the Commission, the
public debt will increase from 40.0% of GDP in 2010 to
45.2% of GDP in 2012.

The new Czech government announced that in the
upcoming years, it will introduce crucial reforms of the
pension and healthcare systems, including introduction of
the funded pension scheme. The decrease in the budget
revenue related to transfer of contributions to pension
funds will be replenished by basic VAT rate rise. An
alternative solution involving the establishment of a
generation fund, whose resources would be devoted to
support families, were also present in the debate. The
Czech government pledged that changes to the pension
system would enter into force as soon as in 2013. In
March this year, the government is to present details of
healthcare sector reform, providing for, among others,
introduction of additional patient fees (e.g. for increased
treatment standard or certain medical products).

Forecasts

The CNB GDP growth rate forecast for 2011 assume
nearly double decrease as compared to 2010. The
decline of domestic demand, predicted for 2011, is a
result of planned public finance consolidation, which will
affect the growth of both private and public consumption.
The process of rebuilding of inventories, which was one
of the main growth contributors in 2010, is also due to
be completed. The impact of net exports on GDP growth,
in turn, is expected to be slightly higher than in 2010,
which will result, in particular, from decreased imports
growth, related to the anticipated lowering of domestic
demand. The expected exports growth rate should also
decrease, albeit to a lesser extent.

Increase in GDP growth in the Czech Republic (to the
level comparable to 2010) is anticipated to take place in
2012, when domestic demand, especially households
consumption, should increase as a result of improved
labour market conditions.

The rise in inflation, observed in the Czech Republic in
2010, should stop near the inflation target (2%) in early
2011 and remain at a stable level throughout 2011 and
2012. The increase in electricity prices, planned for the
beginning of 2011, presents a risk to inflation growth,

7 The state will finance sickness absence for a period of three
years starting from the 22nd, not the 15th (as is currently
applicable) day of absence; moreover, the temporary reduction
of the base for sickness benefit to 60% will be prolonged for an
indefinite period of time and the reduction will be lower in the
case of a longer leave (66%-72%).

18 Including nursing allowance, benefits due to childbirth and
unemployment benefits.

however, according to CNB, its effect should be
compensated by the expiry of base effect, related to
increases in indirect taxes in early 2010. Low
consumption, anticipated in 2011, is not expected to start
exerting strong inflationary pressure.

Current account deficit in 2011 may increase
considerably, which will be related to possible
deterioration of the foreign trade balance as well as
higher deficits on the services and income accounts.

Table 3.4
Forecasts of main macroeconomic indicators
CNB EC OECD IMF
11.2010 11.2010 11.2010 10.2010
(05.2010) (05.2010) (05.2010) (04.2010)
GDP, in %, y/y
2010 2.3(1.4) 2.4 (1.6) 2.4 (2.0) 2.0 (1.7)
2011 1.2 (1.8) 2.3(2.4) 2.8 (3.0) 2.2 (2.6)
2012 2.5 3.1 3.2 3.5 (3.5)
Inflation, in %, y/y
2010 1.5(1.4) 1.2 (1.0) 1.6 (1.8) 1.6 (1.6)
2011 1.9 (1.8) 2.1(1.3) 1.9 (2.0) 2.0 (2.0)
2012 2.0 2.2 1.7 2.0 (2.0)
Current account balance, in % of GDP

2010 2.7(11) | -1.9¢03) | -1.9(0.1) | -1.2(-1.7)
2011 -2.2(-1.3) -1.5(-1.5) -0.8 (-0.4) -0.6 (-2.4)
2012 -2.5 -1.1 -0.7 -0.6 (-2.7)

CNB — Inflation Report, Ceska narodni banka.
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' ESTONIA

Economic growth

After two years of GDP decrease, with 2009 proving
particularly severe (-13.9%), Estonian economy achieved
positive growth rate in the first three quarters of 2010
(1.8 y/y). Available data indicate that the improved
economic situation was mainly attributable to the
rebuilding of inventories which during the crisis had been
drastically reduced, among others, in response to rapidly
falling consumer spendings of Estonian households.
Increase in business inventories was reflected in growing
volume of import (especially import of intermediate and
investment goods), which exceeded the growth of export
volume in Q2 and Q3 last year. As a result, net exports,
which during the crisis absorbed the shocks of strong
declines in GDP components, had negative impact on
the growth of Estonian economy between April and
September 2010.

Table 4.1
Contribution to GDP growth (in %, y/y)
2008 2009 | Q12010 | Q2 2010 | Q3 2010

GDP 3.6 | -13.9 | -2.7 3.0 5.1
Private consumption -4.0 -18.9 -7.8 -3.4 0.9
Public consumption 4.4 -0.5 -2.2 -2.7 -1.7
Fixed capital formation | -7-6 -34.4 -20.4 -16.6 -9.8
Exports -1.1 -11.2 6.2 18.0 24.0
Imports -7.9 -26.8 1.8 23.1 29.0

source: Eurostat

Although consumer demand remains weak, it improved
moderately in the second half of 2010 as compared to
the first two quarters of last year. Private consumption
increased by 0.9% vy/y in Q3 last year, after ten
consecutive quarters of decline. Rebound in private
consumption in Estonia is also reflected in data on retail
sales, which indicate that since May 2010 it has once
again been recording positive annual growth (1.5%) and
its rate clearly increased between July and October
(7.3%). On the other hand, Estonian consumer
sentiment in the last months of 2010 deteriorated
significantly in spite of systematic improvements
observed until August last year. Deterioration of
consumer confidence indicators was primarily due to
increased concern about lack of opportunity to resolve
quickly the problem of high unemployment and
uncertainty about future financial situation of the
consumers.

As opposed to private consumption, where certain
recovery symptoms have been observed, investment
demand so far has not exhibited any clear prospects for
improvement in the foreseeable future. Although the
scale of decline in investment expenditure in the first
three quarters of 2010 decreased by nearly a half as
compared to the corresponding period in 2009, the

expenditure continues to plummet at almost two-digit
rate (-9.8% y/y in Q3 2010). On the other hand, survey
conducted among Estonian entrepreneurs suggests that
the pressure on expanding the existing production
capacity is gradually growing. It turned out that in Q3
2010 capital utilization in Estonian companies amounted
to 68.8%, i.e. slightly more than the long-term average,
while as regards Q4, it is expected to have exceeded
70%. Should the initial signs of recovery of consumer
demand be confirmed, it would constitute an additional
impulse for businesses to increase the existing
production capacity.

Industrial output in Estonia maintained the upward trend
in the first three quarters of 2010, with the highest
acceleration being recorded between April and
September last year. Moreover, in October, it approached
the level observed immediately before the crisis. The
dynamic growth of industrial output in the last months is
mainly due to increasing foreign demand (approx. 70%
of industrial manufacturing output goes to the markets of
Estonia’s trading partners), whereas the impact of
domestic demand — albeit considerably smaller — is
gradually growing.

In its latest forecast (based on data available until mid
September 2010), the Bank of Estonia predicts that
throughout 2010, GDP growth amounted to 2.5%, which
would mean that in the last quarter of 2010, the
economy developed almost as fast as in Q3, when it
reached the highest rate in the entire last year (5.0%
y/y).

Labour market

In Q1 2010, unemployment rate in Estonia reached its
maximum level (19.0%), after which it began to drop
and eventually amounted to 16.2% in Q3 last year. In
spite of the observed decrease, the number of
unemployed in the total of economically active population
remains at its historical high, which is reflected, among
others, by the fact that back in 2007 and in the first half
of 2008, it fluctuated between 4 and 4.5%. Moreover, if
one compares the unemployment rate in Estonia with
similar indices for other EU states, it will turn out that in
Estonia it is one of the highest; only Spain, Latvia and
Lithuania have worse results in this respect.

According to available data, the first half of 2010 saw a
deceleration of decline in employment in Estonia’s
economy — in Q2 last year, the scale of workforce
reduction was 5.6% y/y, whereas in Q4 2009,
employment plummeted by as much as 11.9% y/y. It
appears, however, that in the upcoming quarters,
entrepreneurs will not decide to increase the number of
new full-time vanacies, since they will first endeavour to
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expand working hours, which had been drastically
reduced in the wake of the recession caused by the
financial and economic crisis.

Inflation and labour costs

In the first two months of 2010, annual HICP inflation in
Estonia still remained below zero. It started to assume
positive values in March and reached its temporary
maximum in June (3.4%). The increase in consumer
goods prices, observed in the first half of 2010, resulted
primarily from growing prices of energy and means of
transport. In July and August last year, inflation slightly
decreased to 2.8%, which was caused mainly by lower
global energy prices. Since September 2010, consumer
goods prices in Estonia rose again; this increase is
becoming more and more attributable to dynamically
growing food prices, which had significantly smaller
impact in the first half of the year. In November,
according to the latest data, inflation accelerated to 5.0%
y/y. The Bank of Estonia anticipates that throughout
2010 the annual growth of consumer goods prices will
have amounted to 2.4%. Core inflation, on the other
hand (excluding the prices of energy, food, alcoholic
beverages and tobacco products), remained slightly
below zero in the first six months of 2010 and started to
fluctuate around 1.0% y/y between July and November.

Table 4.2
HICP and its components (in %, y/y)

from 4,5% at the end of 2009'°, which was primarily due
to increased deficit on the income account, which in turn
resulted from the rise of non-residents’ income on direct
investments. Another factor behind this tendency was the
decline of surplus in trade in services. On the other hand,
deficit in trade in goods decreased during the same
period (from -4.0% to -3.0% of GDP), although the scale
of this decline proved insufficient to compensate for the
negative impact of the abovementioned factors on the
current account surplus.

Table 4.3
Balance of payments, net balance (in % of GDP, 4q moving
average)
Q3 Q4 Q1 Q2 Q3
2009 2009 2010 2010 2010
Current account 1.7 4.5 4.8 4.1 3.7
Goods -6.3 -4.0 -3.4 -3.6 -3.0
Services 9.4 9.7 9.7 9.3 9.4
Income -2.9 -2.7 -3.2 -3.4 4.2
Current transfers 1.5 1.6 1.7 1.7 1.5
Capital account 2.0 2.8 3.5 3.7 3.5
Financial account -2.9 -6.6 -8.1 -7.5 -8.9
FDIs -2.0 0.7 1.9 5.5 7.6
Portfolio 11 | 4104 | <102 | 95 | 98
investments
Other investments -0.4 3.0 0.2 -3.6 -6.8

Q4 Q1 Q2 Q3 Nov

2009 | 2010 | 2010 | 2010 | 2010

HICP -2.0 | 0.0 2.9 3.1 5.0

Contribution to HICP growth rate (in pp)

Food and beverages -14 | -08 | 03 0.9 2.4

Housing -0.9 | -0.5 0.7 0.7 0.9

Transport 0.0 1.2 1.1 0.5 0.6

Alcoholic beverages and tobacco 0.0 0.2 03 05 06
products

Clothing and footwear 0.1 0.2 0.2 0.2 0.3

source: Eurostat

The decline in nominal wages in Estonian economy,
observed since Q1 2009, was halted in Q2 2010, when
employee wages increased by 1.2% vy/y. In the
subsequent quarter of the last year, wages rose even
further, albeit to a lesser extent (0.9% y/y). The highest
increases were recorded in the industrial manufacturing
(3.9% vy/y) and construction (3.0% vy/y) sectors. The
financial services sector, however, continues to
experience decreases in nominal wages.

Although the decline of nominal wages in Estonia
stopped in Q2 2010, increased unit labour costs have so
far not been observed. In Q3 last year, their growth
remained negative (-1.0% y/y), although smaller than in
preceding quarters.

Balance of payments

After three quarters of 2010, the cumulative surplus on
current account in relation to GDP decreased to 3.7%
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source: Eurostat

The period between January and September 2010 saw
significant outflow of foreign capital from Estonia. Its
scale was larger than throughout the entire year 2009 (-
8.9% of GDP as compared to -6.6% of GDP). It resulted
primarily from non-residents withdrawing deposits from
the Estonian banking system, as well as residents
opening deposits with foreign banks, which was reflected
in negative balance of other investments. Similarly to
2009, inflow of capital was observed in the case of direct
investments and outflow of capital — for portfolio
investments.

Interest rates

On 1 January 2011, Estonia became a new member of
the euro area, joining other 16 EU states which use the
common euro currency’”®. The exchange rate from the
Estonian kroon to euro has been irrevocably set at EEK
15.6466/EUR 1, i.e. at the level of central parity in ERM
11, to which Estonia belonged since 28 June 2004.

Fiscal policy

In spite of extremely adverse macroeconomic conditions,
Estonia implemented a package of ambitious

19 For comparative purposes, calculations for 2010 also take into
account the balance of current account and nominal GDP from
Q4 2009.

2 puring the first two weeks of January, coins and banknotes
denominated in the Estonian kroon will be gradually withdrawn
from circulation. This means that during that period two
currencies will be simultaneously present in circulation. To make
it easier for consumers, retail vendors started to provide prices
in both currencies on 1 July 2010 and will be obliged to do so
until 20 June 2011.




consolidation measures in 2008 and 2009 (its magnitude
has amounted to over 10% of GDP), which allowed for
reduction of the general government balance below the
3% of GDP reference value. According to autumn fiscal
notification (October 2010), fiscal deficit in 2010 will
amount to approx. 1.3% of GDP, which will be the lowest
level among all EU Member States, next to Sweden.

In 2011, it is expected that the budgetary deficit will rise
to approx. 1.6% of GDP, which will be related primarily
to a significant increase in investment expenditure?!.
Wages and employment in government administration
will remain frozen; and once again, pension and disability
benefits will not be subject to indexation. Moreover,
starting from this year, contributions to pension funds
will be resumed? after their suspension since mid 2009.

The EC expects that due to expiry of certain
consolidation measures adopted in 2008 and 2009, the
general government deficit in Estonia will increase to
2.7% of GDP in 2012. It is the only country, apart from
Hungary, for which the EC anticipates deterioration of the
public finance balance. The Estonia’s public debt will
grow between 2010 and 2012 at a faster pace than in
2008 and 2009 due to exhaustion of reserve funds.
However, it will remain at the lowest level among all EU
Member States (approx. 11.7% of GDP in 2012).

Before parliamentary elections (March 2011), the ruling
party suggests a decrease in unemployment insurance
contribution and in rates of income taxes, on the
condition it will not threaten budget situation. Proposals
include inter alia balancing of Estonian general
government finances by 2013, which would allow for
recovery of budget reserves, diminished by the economic
crisis, as well as introduction of the fiscal rule to the
Estonian Constitution. It is to prohibit the planning of
deficit of the public finance sector in the conditions of
economic growth.

Forecasts

In 2011 and 2012, the Bank of Estonia expects the pace
of growth of national economy to rapidly accelerate as
compared to 2010. It is estimated that GDP growth in
this period will amount to 4.2% and 3.8%, respectively,
as compared to 2.5% in 2010. The main source of
growth for Estonian economy will be increasing private
consumption due to expected higher household income
from employment as well as recovery in business
investments, related to, among others, relatively high
degree of usage of production capacity. This, in turn, will
cause a high increase in import volume, which will
exceed the exports growth and thus translate into

2 Including expenditure on environmental protection, financed
from sale of rights to carbon dioxide emission.

2 1In the amount of 2% of gross monthly salary. In 2012 the
contribution rate to second pillar of pension scheme before their
suspension (4%) will be restored.

negative contribution of net exports to the economic
growth of Estonia within the time horizon of the forecast.

HICP inflation forecast indicates a slight increase in prices
of consumer goods and services in 2011 as compared to
2010, and subsequently a decrease to 1.7% in 2012. The
expected drop in inflation will result from positive, albeit
slower and slower, growth of private consumption within
the time horizon of the forecast on the one hand, and
from gradual expiry of the effect of taxes, raised in 2009
and 2010 to reduce the deficit in the public finance
sector, on the other hand.

A deficit is anticipated to appear on the current account
in 2011 and 2012 due to, among others, decreased
surplus in foreign trade, which will result from faster
growth of import volume over export volume and
deterioration of negative income balance.

Table 4.4
Forecasts of main macroeconomic indicators
EP EC OECD IMF
10.2010 11.2010 11.2010 10.2010
(04.2010) (05.2010) (05.2010) (04.2010)
GDP, in %, y/y
2010 2.5(1.0) 2.4 (0.9) 2.4 (0.1) 1.8 (0.8)
2011 4.2 (4.0) 4.4 (3.8) 3.4 (4.7) 3.5(3.6)
2012 3.8(3.3) 3.5 4.1 3.4 (3.3)
Inflation, in %, y/y
2010 2.4 (1.3) 2.7 (1.3) 3.0 (1.5) 2.5(0.8)
2011 2.7 (1.1) 3.6 (2.0) 3.4 (1.9) 2.0 (1.1)
2012 1.7 (1.3) 2.3 2.5 2.0 (1.3)
Current account balance, in % of GDP
2010 1.3 (3.4) 4.1 (4.9) 4.2 (4.7)
2011 -2.6 (1.5) 1.4 (3.8) 3.4 (3.9)
2012 -2.8 (-1.2) 0.9 1.6 (2.0)

EP - Estonian Economy and Monetary Policy, Bank of Estonia
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Contribution to GDP growth (in pp, y/y)
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ﬂ LITHUANIA

Economic growth

Since Q2 2010, Lithuanian economy began to slowly
recover after the severe crisis which struck the country in
2009. Over the first three quarters of 2010, GDP slightly
increased (by 0.1%) on annual basis, while in Q3 2010,
its annual growth rate reached 0.8%.

Table 5.1
Contribution to GDP growth (in %, y/y)
2008 2009 | Q12010 | Q22010 | Q3 2010

GDP 3.0 | -148 | -0.6 -0.3 0.8
Private consumption 5.9 -16.9 -7.9 -8.2 -1.6
Public consumption 4.1 -1.2 -1.7 -1.2 2.1
Fixed capital formation | -6.4 -39.1 -31.6 -4.7 15.9
Exports 11.5 -14.3 3.5 19.3 16.9
Imports 10.3 -29.4 3.0 155 20.2

source: Eurostat

The improvement in Lithuanian economy was primarily a
result of inventories rebuilding. It was the only category
which contribution to annual GDP growth was positive
since the beginning of 2010.

During the first three quarters of 2010, private
consumption remained lower than in the corresponding
period of 2009 (by 6%). Only in Q3 did its growth by
quarter become visible. Public finance consolidation,
which was taking place in Lithuania from the beginning
of 2010, also caused a decrease in government
expenditure. Due to its reduction, the contribution of
public consumption to GDP growth remained negative
over the first three quarters of 2010.

Q2 2010 saw an acceleration of investments, although
this was influenced by its extremely poor low level in Q1.
Severe winter and the closing of the nuclear power plant
in Ignalina caused Lithuania’s fixed investment
expenditure to fall to the lowest level since 2003. In the
following months of 2010 fixed investment substantially
accelerated, which applied to investment in both
machinery and buildings. Although over the first three
quarters of 2010 annual growth of investment
expenditure was negative, in Q3 it already increased by
16% on annual basis.

Recovery of domestic demand in Lithuania took place in
spite of persisting stagnation on the domestic credit
market. At the beginning of Q4 2010, the value of the
private sector loans was over 6% lower than a year
before.

Positive contribution of net exports to GDP growth in
2009, decreased significantly in three quarters of 2010.
In the first half of 2010, it remained positive, albeit
considerably lower than in 2009. However, already in Q3,
its contribution turned negative, which resulted primarily
from fast increase in imports. In the first half of 2010

imports growth was mainly caused by increased demand
for energy commodities, due to closure of the nuclear
power plant). During a later period, spurred investment
expenditure also stimulated the import of capital goods.
The first three quarters of 2010 also saw growth of
exports, although at a slower rate.

After the period of strong decline in retail sales in 2008
and 2009, in 2010 retail trade turnover started to pick up
slowly. This increase applied primarily to selected durable
goods (such as clothing, electronic equipment and
computers) and fuels. The number of newly registered
cars also increased (by 6% in the examined period). Sale
of food, on the other hand, still remained low.

The slow growth in retail sales was accompanied by a
much faster rise in consumer sentiment. In 2010
Lithuanian consumers’ evaluation of both current and
future economic conditions and their own financial
standing kept improving. An improvement was also
observed in the assessment of the labour market and
prices prospects over the upcoming 12 months.

Nuclear plant in Ignalina closure caused a drop in
Lithuania’s industrial output in Q1 2010. It did not only
influenced energy production, but also impacted
reductions in the output of other industry sectors
(especially metallurgy and metal casting). In the next
two quarters, the industrial output in Lithuania, similarly
to other countries in the region, grew thanks to
increasing foreign demand. Increase in production was
recorded in particular in the segments of capital goods,
intermediate goods and durable consumer goods.

The decline in industrial output in Q1 2010 temporarily
dampened business sentiment, which had been soaring
since Q2 2009. Since Q2 2010, business sentiment in
Lithuania started to improve once again, which was
mainly caused by acceleration in industrial output and
growing number of orders (mainly foreign ones).

Labour market

Unlike other Baltic states, which had been recording a
gradual decrease in unemployment rate since Q2 2010,
in Lithuania it continued to grow. In Q3 2010 harmonised
unemployment rate in Lithuania reached 18.4% and was
higher than in Latvia, which meant that unemployment in
Lithuania was the highest in the region.

The number of employed in the economy continued to
fall in the first half of 2010. A particularly significant
decline in employment took place in Q1 2010 due to the
economic slowdown observed in Lithuania in this period.
The number of employed stabilised in Q2, however, this
resulted mainly from an increase in employment in
agriculture, whereas employment in other sectors of the
economy continued to decrease. Preliminary estimates of
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the Lithuanian statistical office indicate a reversal of the
downward trend in employment already in Q3 2010,
when the number of employed was to increase by c.a.
2%.

Inflation and labour costs

After a period of rapid fall in inflation in 2009 which led
to a deflation in Q1 2010, HICP growth rate in Lithuania
increased at a fast rate over the following months of
2010 and amounted to 2.5% in November 2010. In spite
of fast increase in inflation in Lithuania, 12-month
average inflation remained lower than the reference
value of the Maastricht inflation criterion.

In early 2010, the expiry of the base effect, related to
increase in indirect tax rates and administered prices at
the beginning of 2009, diminished the impact of growing
energy prices (especially electricity’®) on the annual
inflation rate. However, in the subsequent months of
2010, the prices of energy contributed to inflation growth
(also via the administrative decisions e.g. in July 2010
the prices of gas and solid fuels increased by more than
11%). Moreover, the increase in consumer prices was
affected by growing prices of food.

Low consumer demand, resulting from continuously
deteriorating situation in the labour market resulted in
lack of growth of core inflation. Between January and
November 2010, core inflation in Lithuania was
practically unchanged and remained negative (-1.9% in
November).

from its rapid decline in Q1 2010, due to a sharp
decrease in nominal wages. In the following quarters of
2010, only a slight increase in the ULC growth rate was
observed, which was related to a minor improvement in
labour market conditions. Economic recovery, in turn,
which has been taking place in Lithuania since Q2 2010,
hampered these increases and, as a result, the ULC
growth rate remained negative.

Balance of payments

In 2009 in Lithuania, one could observe a period of rapid
decline in the current account deficit, which even turned
into a considerable surplus. However, in Q3 2010 this
surplus dropped to 3.9% of GDP, from 5.3% of GDP in
Q2 (moving average for 4 quarters). When taking
individual quarters into consideration, in Q2 2010 current
account balance in Lithuania was negative for the first
time in six quarters. This decline resulted from
deterioration of all current account categories.

Table 5.2
HICP and its components (in %, y/y)
Q4 Q1 Q2 Q3 Nov
2009 | 2010 | 2010 | 2010 | 2010
HICP -1.3 | -3.9 | -2.3 | -0.3 1.7
Contribution to HICP growth rate (in pp)
Food and beverages -1.4 | -1.5 | -05 0.4 1.6
Housing -1.0 | -1.7 | -0.6 0.6 0.8
Transport 0.0 0.6 0.5 0.4 0.5
Alcoholic beverages and tobacco 1.4 06 0.2 0.0 01
products
Education 0.1 0.1 0.1 0.1 0.0

Table 5.3
Balance of payments, net balance (in % of GDP, 4q moving
average)
Q3 Q4 Q1 Q2 Q3
2009 2009 2010 2010 2010
Current account -0.3 4.3 4.6 5.5 3.9
Goods -5.3 -3.1 -3.4 -3.4 -3.7
Services 2.1 2.0 2.3 2.8 2.5
Income -0.5 1.0 1.4 1.1 0.5
Current transfers 3.4 4.4 4.3 5.0 4.6
Capital account 2.8 3.4 3.1 3.2 2,5
Financial account -1.9 -7.7 -8.1 -8.8 -6.9
FDIs 1.3 -0.1 -0.9 -1.3 -0.8
Portfolio 1.7 2.9 8.0 7.9 9.1
investments
Other investments -5.3 -10.8 -14.1 -15.3 -13.8

source: Eurostat

After a rapid decline in nominal wages in 2009 and early
2010 (between Q4 2008 and Q1 2010 the average
nominal wage in Lithuania plummeted by 12.5%), they
started to grow gradually in Q2 2010. In Q2 and Q3 2010
the increase in wages amounted to nearly 3% and
applied to almost all sectors of the economy (apart from
IT services and financial intermediation), both in the
public and the private sector. The highest increase in
nominal wages was observed in construction, trade and
transportation sector.

Annual growth rate of unit labour costs in Lithuania in
2010 was the lowest in the region. It primarly resulted

2 Due to the closing of the nuclear power plant in Ignalina in
early 2010, the prices of electric energy in Lithuania increased
by 33.3% at once.
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source: Eurostat

Since the beginning of 2010, a deepening of the deficit
on the goods account could be observed. It resulted from
a fast growth of imports, which caught up with exports
growth in the first three quarters of 2010 (both imports
and exports growth rates amounted to approx. 30% y/y
in the first 10 months of 2010). The increased imports
mainly concerned cars, fuel, parts and accessories.
Import of intermediate goods also registered a rise.
2010, in turn, saw an increase in the value of exported
consumer goods — both food and durable goods.

Surplus on the services account in three quarters of 2010
was higher than in 2009. However, in Q3 its considerable
decrease could already be observed.

Since Q2 2010, a fall in the income account surplus has
also been noticeable. It resulted from lower investment
income of Lithuanian entities on foreign investments,
especially portfolio investments. Current transfers surplus
also decreased, although it remained considerably higher
(4.6% of GDP) as compared to the average from the last
decade.




Between Q1 and Q3 2010, similarly to 2009, Lithuania
experienced an outflow of foreign capital. Its pace,
however, slowed down in Q3. The outflow of capital is
primarily reflected in the deepening deficit on the other
investments account, due to repayment of liabilities by
the Lithuanian banking sector. Outflow of capital was
also observed in case of the direct investments, which
had not been recorded before. Net FDI outflow re