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PRESS RELEASE

PR 24/70

IMF Executive Board Concludes 2023 Article IV Consultation
with the Principality of Andorra

FOR IMMEDIATE RELEASE

Washington, DC — March 6, 2024: The Executive Board of the International Monetary Fund
(IMF) concluded the Article IV consultation’ with the Principality of Andorra.

The Andorra economy is showing resilience and is growing slightly above its long-term
potential despite external headwinds. Growth is estimated at 2.3 percent in 2023, driven
by the service sector and a record number of visitors. With limited economic slack, the
labor market is tight with almost no unemployment (1.2 percent at 2023Q3), resulting in
significant wage pressures. Inflation remained high in 2023, at 5.6 percent, driven by
second-round effects from wage increases and generalized price pressure in services and
imported goods. Despite a shortage in affordable housing, a substantial increase in
foreign residents helped match high labor demand.

Going forward, GDP is expected to slow to its lower long-term potential, estimated at

1.5 percent. Real GDP growth is forecasted at 1.8 percent in 2024 and at 1.5 percent from
2025 onwards, comparable to average growth in the euro area. Inflation is projected to
subside from 4.3 percent in 2024 to 2 percent only by end-2025, in line with price
developments in neighboring countries and domestic second-round effects. Risks to the
outlook are balanced, though subject to substantial uncertainty and bottlenecks.
Downside risks include a slower than expected global growth, more persistent inflation,
and tighter for longer monetary policy in the region. Emerging fault lines and structural
bottlenecks—as housing affordability issues, labor shortages, and climate change—cloud
the medium-term outlook. On the upside, greater than expected regional growth and
lower inflation would increase tourist flows and investments, while the adoption of the EU
Association Agreement would open up new markets over the medium-term. Solid
macroeconomic buffers serve as buffers to mitigate downside risks should they
materialize.

T Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members,
usually every year. A staff team visits the country, collects economic and financial information, and
discusses with officials the country's economic developments and policies. On return to headquarters,
the staff prepares a report, which forms the basis for discussion by the Executive Board.

700 19th Street NW
Washington, DC 20431 IMF.org
USA



Executive Board Assessment?

Executive Directors commended Andorra’s resilience to external headwinds and the
authorities’ sound macroeconomic management, that allowed to rebuild solid buffers.
While risks to the outlook are balanced, Directors noted challenges stemming from
persistently high inflation, a tight labor market, and housing affordability. They
emphasized the importance of preserving prudent policies and advancing structural
reforms to promote economic diversification and lift medium-term growth.

Directors welcomed the authorities’ commitment to fiscal prudence which together with
an effective fiscal framework and proactive debt management strategy, have enabled
Andorra to restore fiscal space and reduce debt. They agreed that the fiscal stance should
remain tight to support disinflationary efforts and further strengthen buffers. Directors
concurred that channeling available fiscal space toward higher infrastructure and
affordable housing would help tackle structural bottlenecks. They also encouraged the
authorities to pursue healthcare reform and build consensus to implement needed
pension reforms given population aging.

Directors welcomed the strength of Andorra’s financial system. They emphasized that
continued monitoring of risks is needed given the large size of banks and their
international exposure. They commended the introduction of the lender of last resort
facility and encouraged further strengthening the resolution framework. Directors agreed
that ensuring that the Andorran Financial Authority is autonomous and fully resourced is
key. They welcomed the recently negotiated EU Association Agreement and encouraged
the authorities to ensure its smooth implementation once adopted.

Directors emphasized the importance of removing structural bottlenecks to boost growth
and diversify the economy, and noted the opportunities stemming from the EU
Association Agreement. They welcomed the priority given to improving housing
affordability and addressing potential labor shortages. Noting the progress made,
Directors encouraged continued efforts in governance, anticorruption and AML/CFT
frameworks, and in closing data gaps, with IMF technical assistance. They also encouraged
enhancing digitalization and accelerating climate change adaptation efforts.

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the
views of Executive Directors, and this summary is transmitted to the country's authorities. An explanation
of any qualifiers used in summings up can be found here:
http://www.IMF.org/external/np/sec/misc/qualifiers.htm.
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Andorra: Selected Social and Economic Indicators, 2020-28

I. Social Indicators

Population (2021) 79,535 Population at risk of poverty 13

Per capita income (2021, euros) 36,840 Human Development Index Rank 40 (out of 189)

Gini Index (2020) 32 Life expectancy at birth (2021) 82.4

Il. Economic Indicators
Projections
2020 2021 2022 2023 2024 2025 2026 2027 2028

NATIONAL ACCOUNTS AND PRICES (annual change, percent, unless otherwise indicated)

Real GDP -11.2 8.3 9.6 2.3 1.8 1.5 1.5 1.5 1.5

Nominal GDP -10.2 111 14.2 7.3 4.9 4.0 3.3 3.3 3.2

GDP deflator 11 2.6 4.2 4.9 3.0 24 1.8 1.7 1.7

(contribution to nominal GDP growth, percentage points)

Consumption -0.7 7.2 7.0 59 3.6 2.7 2.4 2.6 25
Private -3.3 6.3 6.7 35 1.7 1.6 15 1.7 1.6
Public 2.6 0.9 0.3 2.4 1.9 1.1 0.9 0.9 0.9

Investment -35 -1.2 4.5 15 0.6 0.8 0.5 0.4 0.3
Private 1/ -3.1 -1.1 4.1 0.7 0.1 0.4 0.3 0.2 0.1
Public -0.4 -0.2 0.4 0.9 0.6 0.4 0.2 0.2 0.2

Net exports of goods and services -6.0 5.1 1.9 0.7 0.6 0.4 0.4 0.3 0.4
Exports -16.8 16.9 19.8 6.7 4.2 3.2 2.9 2.8 2.8
Imports -10.7 11.8 18.0 6.1 3.6 2.8 25 24 24

Prices
Inflation (percent, period average) 0.1 1.7 6.2 5.6 4.3 2.4 21 1.7 1.7
Inflation (percent, end of period) -0.5 3.3 7.2 4.6 3.8 2.0 1.7 1.7 17

Unemployment rate (percent) 29 3.3 2.1 15 15 15 15 15 15

EXTERNAL SECTOR 2/ (percent of GDP, unless otherwise indicated)

Current account 15.5 14.1 17.3 17.3 17.5 17.6 17.7 17.7 17.8
Balance on goods and services 4.0 8.2 8.8 8.8 9.0 9.0 9.1 9.1 9.3
Exports of goods and services 63.7 72.6 80.9 81.6 81.9 81.8 82.0 82.0 82.2
Imports of goods and services 59.7 64.5 72.2 72.9 72.9 72.8 72.8 72.9 729
Primary income, net 13.1 7.6 9.9 10.0 10.0 10.0 10.0 10.0 10.0
Secondary income, net -1.5 -1.7 -1.4 -1.4 -1.4 -1.4 -1.4 -1.4 -1.4

Capital account 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Financial account 17.5 13.7 17.9 17.3 17.5 17.6 17.7 17.7 17.8

Errors and omissions 1.9 -0.4 0.7 0.0 0.0 0.0 0.0 0.0 0.0

Gross international reserves (millions of euros) 3/ 419 138.1 338.4 338.4 338.4 338.4 338.4 3384 338.4

FISCAL SECTOR (percent of GDP, unless otherwise indicated)

General Government 4/

Revenue 41.3 37.9 39.7 38.8 385 39.4 39.5 39.5 39.6
Expenditure 42.3 39.0 34.9 36.1 36.6 36.8 36.8 36.9 37.0
Interest 0.6 0.7 0.7 0.6 0.5 0.6 0.5 0.7 0.7
Primary balance -0.5 -0.4 55 3.2 2.4 3.2 3.2 3.3 3.2
Net lending/borrowing (overall balance) -1.1 -1.2 4.8 2.6 1.9 2.6 2.7 2.6 25
Public debt 46.4 48.6 39.1 36.4 34.7 334 323 31.3 30.8
Central Government 5/
Revenue 20.6 19.4 21.7 19.7 20.3 20.4 20.4 20.4 205
Expenditure 246 22.0 18.7 19.3 20.0 19.9 20.1 20.0 20.2
Interest 0.5 0.7 0.7 0.5 0.5 0.5 0.5 0.5 0.7
Primary balance -3.4 -1.9 3.6 0.9 0.8 1.0 0.9 0.9 1.0
Net lending/borrowing (overall balance) -4.0 -2.6 2.9 0.4 0.3 0.5 0.4 0.4 0.3
Public debt 43.7 46.3 37.1 345 329 31.7 30.7 29.7 29.3

BANKING SECTOR 6/ (percent, unless otherwise indicated)

Regulatory capital to risk-weighted assets 225 215 195 20.2

Nonperforming loans to total gross loans 6.1 5.2 33 35

Credit to nonfinancial private sector

Level (percent of GDP) 150.3 135.2 116.6 102.7
Corporates 76.8 68.8 61.8 56.2
Households 735 66.4 54.8 46.5

Growth (nominal) -0.7 -0.1 -2.4 -7.5
Corporates -1.8 -0.6 1.8 -0.4
Households 0.6 0.4 -6.8 -14.9

Credit to public sector
Level (percent of GDP) 6.1 2.7 22 1.8
Growth (nominal) -27.2 -50.2 -8.4 -10.9

Memorandum Items

Exchange rate (€/USD, period average) 7/ 0.88 0.85 0.95 0.92
Nominal GDP (millions of euros) 2,531 2,811 3,210 3,446 3,613 3,756 3,880 4,007 4,137

Sources: Govern d'Andorra Department of Statistics, Andorran authorities, Eurostat, and IMF staff calculations.

1/ The contribution of private investment is derived as a residual. Since the fiscal accounts are covered at the general government level, investments of state-owned enterprises are subsumed under private investment.

2/ Balance of Payments data are only available starting from 2019, with the exception of the goods and services balance, which are available starting from 2017. Data for 2021 are an estimate.
3/ The increase of gross international reserves in 2021 is due to the general SDR allocation made in August 2021 to all IMF members. The 2021 SDR allocation for Andorra was of SDR 79.1 million. In 2022 €100 million were deposited at the
Bank of Spain as gross international reserves. In addition, €40 million have been deposited at the Banque de France, and €60 million at the Nederlandsche Bank as gross international reserves.

4/ The general government comprises the central government, local governments and the social security fund.

5/ The central government comprises Govern d'Andorra, as well as nonmarket, nonprofit institutional units.

6/ 2023 data refers to 2023Q3, which is preliminary and not audited.

7/ The table reports the exchange rate €/USD because Andorra is a euroized economy.
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PRINCIPALITY OF ANDORRA

STAFF REPORT FOR THE 2023 ARTICLE IV CONSULTATION

KEY ISSUES

Background. After a remarkable recovery, the Andorra economy continues to grow
slightly above potential despite significant external headwinds. Headline inflation is
elevated amidst persistent core inflation and a tight labor market. The banking sector
remains profitable, well-capitalized, and liquid.

Outlook and risks. Over the medium-term, the economy is projected to slow to its
lower long-term potential level estimated at 1.5 percent, comparable to average growth
in the euro area. Risks to the outlook are balanced and the economy has solid
macroeconomic buffers, but there are concerns about emerging structural bottlenecks,
such as the lack of affordable housing, labor shortages, and vulnerability to climate
change. The recently negotiated EU Association Agreement presents an opportunity for
the country to diversify its economy.

Policy priorities. After a strong growth rebound, structural reforms can raise potential
growth and address emerging fault lines.

e The authorities should maintain tight fiscal policy as long as growth remains close
to potential and price pressures are persistent. However, there is fiscal space for
higher public investment to support potential growth and mitigate structural
bottlenecks. Pension system reform is overdue to secure its long-term sustainability.

e Bank performance and prudential buffers are strong, but the supervisor should
monitor the impact of widening interest rate margins on asset quality. The large
size of banks remains a systemic risk and requires close supervision.

e Ambitious structural reforms to diversify the economy and address emerging
bottlenecks are key. These include removing remaining constraints on investment,
improving housing affordability, retaining talent, and fostering digitalization and
economic efficiency. The climate change adaptation strategy should be expanded.
With concluded negotiations for an EU Association Agreement, the authorities need
to prepare the economy to take full advantage of the access to the single market.

e Strengthening the AML/CFT framework and continuing to close data gaps will
improve governance and provide better inputs for decision makers.
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Approved By The mission'took place December 6.—1 8 2023 in A'ndorra'. The staff
Helge Berger (EUR) te..am comprlsed Rodolphe Blavy (mission chief), Aidyn Blb0|0\{, and
Michelle Tejada (all EUR). Arz Murr (LEG) attended some meetings.
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Secretary of State for International Financial Affairs, the Director of
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PRINCIPALITY OF ANDORRA

N RECENT DEVELOPMENTS

1. Following the strong recovery, the Andorra economy continues to grow slightly above
its potential rate of growth. The recovery closed the output gap in 2022 after a deep COVID
recession. Despite external headwinds, the economy is growing at an estimated 2.3 percent in 2023,
driven by the service sector and a record number of visitors.

Real GDP recovered fully to its pre-pandemic level in 2022.
Real GDP: Gap Relative to Pre-Crisis Trend

(Billion euros)
33
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Sources: Govern d'Andorra Statistics Department and IMF staff calculations.

Note: In the case of Andorra, the gap relative to the pre-crisis trend corresponds to the
difference between the projected real GDP and the Hodrick-Prescott pre-crisis trend, which is
computed using historical data up to 2019 and the pre-crisis projections produced by the
Andorran authorities. For other European countries, the gap relative to the pre-crisis trend is
obtained from the staff reports of the 2021 Article IV consultation for each country.

Growth is converging to a low European average after ...driven mainly by hospitality, professional services,
a strong post-COVID rebound... and construction.
Real GDP Growth in Andorra and the Region Contributions to Real GDP Growth
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12 15 15
BAND OESP EFRA BEU-27
10 10 10
8 5 5
6 0 0
4 -5 [Taxes less subsidigs EmPublic-Other -5
EmFin-Real Est-Prof S [HTrade-Hosp-Transp-Comm
-10 mmConstruction EIndustry -10
2 EmAgriculture -O-Real GDP
-15 -15
0 = 2 = I & N o IS4 3
2021 2022 2023e ] & Q ] & 5] 2 g 2
Sources: Govern d'Andorra Department of Statistics, Haver Analytics, WEO database, N N N
and IMF staff calculations. Sources: Govern d'Andorra Department of Statistics and IMF staff calculations.
2. Inflation accelerated and has remained | Core inflation remained elevated in 2023.
elevated amidst persistent core inflation. Contributions to Headline Inflation

(Percent change, year-on-year)

Inflation rose sharply to 6.2 percent in 2022, 12

mm Core
propelled by soaring energy and food prices in “; | e oo
the region and, to a lesser extent, by supply 6 | peadine
constraints and a mildly positive output gap. In 4 TFRAHeadline
2023, headline inflation was influenced by global (2)
fuel prices, declining to 4.6 percent in December. 2
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IMF staff calculations.
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PRINCIPALITY OF ANDORRA

second-round effects from wage increases and generalized price pressure in services and imported
goods. Headline inflation reached 5.6 percent on average in 2023.

3. The economy is experiencing a tight labor market—especially in the service sector. A
steady increase in workforce demand pushed domestic labor force participation and employment
above pre-pandemic levels. A large increase in residents (almost 8 percent over two years), driven by
immigration, helped match high labor demand. This only partially addressed labor demand, with
vacancies rising across sectors, in the hospitality industry in particular. While unemployment has
historically been low (around 2 percent) in Andorra, this labor market tightness has been
compounded recently by labor shortages, especially in the service sector, in neighboring countries.
Unemployment declined to 1.2 percent at 2023Q3, or 266 individuals—among the lowest in Europe
and in line with historical levels in Andorra. An increasing shortage of affordable housing reduces
the attractiveness of Andorra for immigrant labor. To relieve labor market pressures, the authorities
eased regulations for the employment of seasonal workers. Government mandated increases (close
to 15 percent cumulatively) in the minimum wage in 2022-23 aimed at compensating workers for
the loss of purchasing power but also at keeping the Andorran labor market competitive.

The unemployment rate has returned to its historically
low level...

Unemployment Rate in Andorra and the Region
(Percent)
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Sources: Govern d'Andorra Department of Statistics and WEO database.
Note: The number for 2023 is an estimate from WEO database.

The sharp increase in vacancies illustrates the tightness
of the labor market...

Labor Market Tightness
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Sources: Govern d'Andorra Statistics Department and IMF staff calculations.
Note: Market tightness is calculated as the ratio between the number of vacancies posted at
the Public Employment Service (PES) and the number of job searchers registered at the PES.

...despite a steady increase in the domestic workforce.
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...driving, together with government mandated
increases, wage growth.
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(year-on-year variation, percent)

Feb-19
Aug-19
Feb-20
Aug-20
Feb-21
Aug-21
Feb-22
Aug-22
Feb-23
Aug-23

8

7 —Wages and salaries 6m M.A.

6 k—cpl ~,
5 |

4,

2 )

2t P

; /\/\ /\hd

-1 \/\/

-2

O 0O O O O O O — — — — AN N N N ™M oM ™M
A A S S S R S S S RS S
> o2 9 > D z2 99 > D z2 9O > o 2 a9 = o
§i2828257s588388¢8¢

Sources: Govern d'Andorra Department of Statistics, Haver Analytics.
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PRINCIPALITY OF ANDORRA

4. On the back of the strong growth momentum, fiscal consolidation proceeded
promptly, and fiscal buffers were rebuilt. Fiscal performance surprised on the upside, with a
primary surplus of 3.6 percent of GDP in 2022 and public debt down to 37.1 percent of GDP—below
the 40 percent fiscal rule. Given the persistent inflation and the positive output gap, the government
balanced primary fiscal surpluses with a moderate expansion in public investment (notably in social
housing) in 2023. The primary balance surplus is estimated at 0.9 percent of GDP and the overall
surplus at 0.4 percent of GDP. In 2022, the government introduced tourist and carbon taxes to
diversify revenues and green the economy. A law on the effective tax rate was adopted in

January 2023. It stipulates a minimum effective tax rate of 3 percent on the current year profits and
will be applied from 2024. The government also introduced a 10 percent capital gains tax on resold
properties to limit housing speculation on luxury real estate and incentivize the development of
more affordable housing. Andorra completed in 2022 its debt management strategy issuing

€1.2 billion in Eurobonds. This allowed the government to extend the maturity of its debt at
favorable rates and diversify financing sources.

Andorra: Euro Medium Term Notes Program Summary
Month, year April 2021 October 2021  February 2022
Amount (million Euros) 500 175 500
Maturity (years) 10 20 5
Coupon rate (percent) 1.25 1.7 1.25
5. The banking sector strengthened, with a marked improvement in profitability. Despite

traditionally lower returns in private banking, Andorran banks profitability rose to an annualized
ROA of 0.8 percent in 2023Q3, up from 0.6 percent in 2022 and 0.5 percent in 2021. An increase in
interest margins drove profitability above European peers. Faster amortization of variable rate loans
also resulted in a 4.7 percent decline in domestic credit during the first 9 months of 2023. After
declining substantially in 2022, nonperforming loans stabilized above 3 percent in 2023. Andorra
passed into law a Lender of Last Resort facility in December 2022 to provide emergency liquidity
assistance to distressed but solvent banks. With a Tier 1 capital ratio at 19.4 percent and an LCR at
around 200 percent at 2023Q3, Andorran banks remained significantly above regulatory
requirements and European averages.

Banking Sector: Profitability, Capitalization, Liquidity and Asset Quality

ROA (%) Tier 1 Capital Ratio (%) LCR (%) NPL Ratio (%)
14 - 22 280 - 7
12 21 4 260 | 6 @
1.0 - 20 7 240 5 [}
19 -
08 - 220 | 4 -
18 ) [ )
06 - 200 - 3 -
17
04 - 16 180 2 i
02 4 15 160 - 1
0.0 - 14 - 140 - 0 -
2020 2021 2022 2023Q3 2020 2021 2022 2023Q3 2020 2021 2022 2023Q3 2020 2021 2022 2023Q3

BEU weighted avg. ® Andorra

Sources: Andorran Financial Authority, EBA Risk Dashboard 2023Q1 and IMF staff calculations.
Note: The whiskers correspond to the 25th and 75th percentiles. Data for 2023 for Andorra are preliminary and unaudited, and subject to revisions.
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PRINCIPALITY OF ANDORRA

6. The current account surplus remains large. Net exports and net primary income on
average contribute almost equally to Andorra’s large current account surplus. Driven primarily by
tourism exports, Andorra maintains a larger trade surplus in services than its trade deficit in goods,
resulting in a positive overall trade balance. The goods and services balance recovered in 2022 with
the resumption of tourism and a contained rise in energy prices due to long-term supply contracts.
Tourist expenditure recovered, driven by a sharp increase in expenditure per visitor. The current
account balance rose to 17.3 percent of GDP in 2022, with the normalization of the tourism sector
compensating the increase in both the volume and price of imported goods. The number of visitors
reached a record 9.2 million during January to October of 2023, a 13 percent increase from the same
period in 2022. Staff assesses the external position to be substantially stronger than the level implied
by fundamentals and desirable policies (Annex [)—suggesting an imbalance in the savings-
investment balance.

The current account surplus remains large, driven by Imports grew in line with domestic demand and prices
both the trade balance and primary income. during the economic recovery.
Current Account Balance and Components Decomposition of Import Value Growth
(Percent of GDP) (Percentage points, year-on-year)
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Sources: Govern d'Andorra Department of Statistics and IMF staff calculations.
2019 2020 2021 2022 2023e Note: Data for February 2022 excludes Chapter 73 (Articles of Iron or Steel), which
Sources: Govern d'Andorra Department of Statistics and IMF staff calculations displayed an extraordinary change in quantity in this month.
The number of visitors has exceeded pre-COVID levels... ...resulting in the recovery of total tourist expenditure.
Number of Visitors Visitors Expenditure
(Million of persons) (Euros)
° = Tourist expenditure (billions) 7 20
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Sources: Govern d'Andorra Department of Statistics and IMF staff calculations. Sources: Govern d'Andorra Department of Statistics and IMF staff calculations.
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N OUTLOOK AND RISKS

7. Growth is slowing to its lower long-term potential level, with inflation receding
gradually. The lower level of potential growth reflects constraints of the country’s geography, the
small domestic market, and low investment. Andorra has a high-income level (€39,000 GDP per
capita in 2022), with a well-established business model relying on a competitive winter tourism
sector. Under the staff's baseline, growth is forecasted at 1.8 percent in 2024 and at 1.5 percent from
2025 onwards, comparable to average growth in the euro area. Investment is projected to remain
low. Consumption is expected to be the main driver of growth, supported by developments in the
services and hospitality sectors. Headline inflation will continue to stabilize in 2024 but will remain
persistently higher than previously anticipated, at a projected 4.3 percent, due to higher imported
prices. The labor market is projected to remain tight and second-round effects from higher wages
will also feed into inflation. Price pressure persistence suggests that both headline and core inflation
are expected to stay high for longer in line with the global environment. Inflation is projected to
subside to 2 percent only by end-2025 and remain slightly below 2 percent thereafter, as in the pre-
COVID period.

8. Risks to the outlook are balanced, though subject to substantial uncertainty and
bottlenecks (Annex Il). Andorra is an open economy exposed to external challenges and its
baseline forecast reflects projections for the global economy with slowing growth and prolonged
inflation. Downside risks are substantial. Slower than expected global economic growth would
negatively impact external demand and the number of visitors coming to Andorra and/or their
spending, while more persistent inflation would dampen external and domestic demand by lowering
real incomes. Tighter for longer monetary policy would also affect credit growth and credit quality,
with negative effects on growth and banking soundness. In the medium term, the high reliance on
winter tourism exposes the economy to climate-related risks. Emerging fault lines and structural
bottlenecks—as housing affordability issues, labor shortages, and climate change—cloud the
medium-term outlook. On the upside, Andorra, like other service-oriented economies in Europe,
could benefit from stronger demand, and grow faster than projected. Greater than expected
regional growth and lower inflation would increase tourist flows and investments, while the
adoption of the EU Association Agreement would open up new markets over the medium-term.
Prudent macroeconomic policies have resulted in solid macroeconomic buffers—low debt and fiscal
space, newly constituted foreign reserves, a large current account surplus, and well capitalized and
liquid banks—useful to mitigate downside risks should they materialize.
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Andorra: IMF Baseline Forecasts 2021-28

Projections
2021 2022 2023 2024 2025 2026 2027 2028

Real GDP growth (percent) 83 9.6 2.3 1.8 15 15 1.5 1.5
Mominal GDP growth (percent) 111 14.2 7.3 498 4.0 33 33 3.2
(contribution to nominal GDP growth, percent)

Consumption 7.2 7.0 5.9 36 2.7 24 2.6 2.5
Private 6.3 6.7 35 1.7 16 1.5 1.7 1.6
Public 0.9 0.3 2.4 19 1.1 09 0.9 0.9

Investment -1.2 4.5 1.5 0.6 0.8 0.5 0.4 0.3
Private 1/ -1.1 4.1 07 0.1 04 0.3 0.2 0.1
Public -0.2 0.4 0.9 0.6 04 0.2 0.2 0.2

MNet exports of goods and services 5.1 1.9 0.7 0.6 0.4 0.4 0.3 0.4
Exports 16.9 19.8 6.7 4.2 3.2 29 2.8 2.8
Imports 11.8 18.0 6.1 36 2.8 2.5 2.4 2.4

CPl inflation (percent, period average) 1.7 6.2 5.6 4.3 2.4 2.1 1.7 1.7

Unemployment rate (percent) 3.3 2.1 1.5 1.5 15 15 1.5 1.5

Central government overall balance (percent of GDP) 2, -2.6 2.9 0.4 03 0.5 0.4 0.4 0.3

Central government debt (percent of GDP) 2/ 3/ 463 371 34.5 32.9 31.7 307 29.7 29.3

Current account balance (percent of GDP) 14.1 17.3 17.3 17.5 17.6 17.7 17.7 17.8

Memorandum items

Euro Area real GDP growth (percent) 53 3.5 0.7 16 1.8 1.7 1.4 1.3

Euro Area inflation (percent, period average) 2.6 8.4 5.7 33 2.6 2.0 1.9 1.9

Spain real GDP growth (percent) 5.5 5.2 1.1 24 2.2 1.8 1.6 1.6

Spain inflation (percent, period average) 3.1 8.4 3.7 2.7 2.1 1.8 1.7 1.7

Sources: Govern d'Andorra Department of Statistics, World Economic Outlook database, and IMF staff calculations.

1/ The contribution of private investment is derived as a residual. Since the fiscal accounts are covered at the general government
level, investments of state-owned enterprises are subsumed under private investment
2/ The central government comprises Govern d'Andorra, as well as nonmarket, nonprofit institutional units.

3/ The sharp increases of debt in 2020-21 are partly explained by a pre-financing strategy to cover large amortization due in 2021-22.

Authorities’ Views

9. The authorities agreed with the staff assessment of the economic outlook and balance
of risks. Their near-term outlook is in line with staff estimates, but their medium-term outlook is
slightly more positive. The authorities remain more optimistic than staff on the impact of
diversification of the tourism sector and private investment. The authorities concur with staff on risks
to the outlook and believe that tighter for longer global financial conditions would be detrimental to
private credit and investment. They anticipate that the negotiated EU Association Agreement will
support the diversification of the economy. Regarding the external sector assessment, the
authorities see Andorra’s large current account surplus as a strength of the country’s economic
structure while recognizing the need to continue to diversify the economy to remain competitive.

POLICY DISCUSSIONS

Public investment and ambitious structural reforms can address emerging bottlenecks and lift longer-
term growth. Banks, while profitable and well capitalized, are very large and require continued close
surveillance to limit financial stability risks. Diversifying the economy, increasing digitalization,
strengthening governance and data reporting will help to strengthen economic resilience, improve
efficiency, and empower policy making. The recently finalized EU Association Agreement should bring
opportunities to Andorra with the appropriate measures for a smooth transition.
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A. Fiscal Policy

10. After a rapid fiscal consolidation, the authorities have room within the fiscal
framework to implement needed growth-enhancing investments, address structural
bottlenecks, while maintaining appropriate fiscal discipline. The effective functioning of
automatic stabilizers enabled the authorities to restore fiscal space and to decrease the debt level
back to below the fiscal rule threshold in 2022. Given the positive output gap and the persistent
inflation, tight fiscal policy in 2023 and 2024 is appropriate. The government is expected to continue
running primary balance surpluses of about 1 percent of GDP over the medium term, resulting in a
reduction of debt to about 30 percent of GDP by 2027. The fiscal framework—with a central
government debt ceiling of 40 percent of GDP and an overall deficit limit of 1 percent'—has worked
well to anchor the credibility of fiscal policy. In the absence of monetary policy tools, maintaining
fiscal policy space, relying mostly on automatic stabilizers, and reducing public sector liabilities is
warranted for a microstate vulnerable to external shocks. However, the fiscal rules also provide room
for higher public spending, targeted towards growth-enhancing investment in social and affordable
housing, in upskilling the workforce and addressing labor shortages, and in improving the
connectivity of the country to support economic diversification, resilience, and lift potential growth.?
The 2024 budget projects a welcome increase in public investment in affordable housing and
infrastructure. Climate change is gaining more significance for the Andorran economy and will
require stepped up adaptation measures from both the public and private sectors.

1. The authorities should continue to Debt is projected to decline supported by primary
strengthen the public sector balance sheet surpluses.
through debt and reserve management. Central Government Debt and Deficit

(Percent of GDP)
The government helpfully plans to use future o 4
surpluses to decrease the stock of outstanding --- Debt limit 3

50 —Primary balance (rhs)
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debt and increase international reserves.
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e The authorities took steps to build up
international reserves on a precautionary
basis—adding funds from debt issuance
to the 2021 allocation of IMF Special
Drawing Rights (SDRs) to bring reserves 0
up to 10 percent of GDP (Annex ). QR R

Sources: Govern d'Andorra Department of Statistics and IMF staff calculations.
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e The authorities’ debt management
strategy has focused on reducing costs and lengthening maturities by tapping the international
market. The average maturity of debt increased from 2.7 years in 2019 to about 8 years by end-
2022. The authorities should continue the policy of diversifying debt and extending its maturity
to decrease rollover risks and mitigate consequences from potential increases in interest rates.

' For details on fiscal rules, see IMF Country Report No. 2022/179.

2 For an assessment of the potential growth impact of public investment, see IMF Country Report No.21/108 Selected
Issues Paper.
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12. Over the medium term, population aging creates substantial contingent liabilities, and
the pension reform should be a priority. Andorra’s aging population will increase healthcare and
pension costs going forward. The authorities are considering a necessary healthcare reform to
address this over the medium-term. After months of discussion, concluding the reform in an
expeditious and comprehensive manner is needed to ensure the sustainability of the social security
fund in the long run. Andorra’s aging population and its generous pension system create an
unsustainable dynamic for the Andorran social security fund in the long-term. The fund is projected
to accumulate deficits starting from 2026 rising to 8.2 percent of GDP by 2042 by which point its
reserve fund will be depleted.? Public pension expenditure as a share of GDP is expected to see one
of the largest increases in the region. A comprehensive reform package is needed to prevent the
build-up of large contingent liabilities. There is a consensus among political parties on the need for
a reform but the appropriate balance between adjustment of the contribution rate, the conversion
factor, and the retirement age, together with considerations around pension adequacy and
intergenerational equity, is still to be determined.

...the social security system is expected to accumulate

As the Andorran population is aging... deficits starting in 2026

Population Pyramid

Pension: Reserves Projections
(Thousands)

(Percent of GDP)
80 to 84 years B Female 70 9
70 to 74 8
L] years B Male 60
60 to 64 years 50 7
Deficit covered by gov. (RHS) 6
50 to 54 years 40w Deficit covered by FRJ (RHS) <
40 to 44 years 30 Reserves (with CG)

: 4
30 to 34 years 20 e— Reserves (without CG) )
20 to 24 years 10 2
P . Ii“iiiiil ;
0 to 04 years -10 - I I I | 0
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6 4 2 0o 2 4 s SIS RRad 88383
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Sources: Govern d'Andorra Department of Statistics and Haver Analytics. Sources: Govern d' Andorra, and IMF staff calculations.

Authorities’ Views

13. The authorities concurred with the staff's assessment of the fiscal policy. They view the
2024 budget as an important expansion of public investment to support key policy objectives,
including housing, while preserving fiscal responsibility. The Parliamentary majority is taking the lead
on the reform of the pension system, working to build a political consensus with the objective to
have it approved by mid-2025. To address population aging and the associated demands on the
budget, the authorities are preparing the ground for a healthcare reform over the medium-term.
They also plan to invest in renewable energy and transportation to mitigate carbon emissions.

3 For background, please see IMF Country Report No. 22/180: Principality of Andorra: Selected Issues (imf.org).
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B. Financial Sector Policies

14. With a largely private banking Private banking dominates banking activity in Andorra, as
model, banks enjoy a robust financial reflected in the share of fees in total banking income.
position, but their size and international Banks Income Statements Decomposition
exposure calls for vigilance. The main source (Percent of total operating income, end-of-2022)

17%

of income for Andorran banks comes from
private banking—a relatively lower risk

. L. B Net Interest
business where banks earn commissions for Income
custody and wealth management services (see

. . . . m Net F d
a selected issues paper). However, their size is e

Commissions
a potential risk. At the end of 2022, bank Income
consolidated assets were 5.5 times GDP, while B Others
their off-balance sheet assets under
management, largely outside Andorra, were 20 56%
times GDP, with each of the three banks’ Sources: Annual bank reports and IMF staff calculations.

assets exceeding the country’s GDP. Bank

funding significantly relies on nonresident deposits that were about 109 percent of GDP in 2022.
Given the size of banks, especially compared to the domestic economy and to existing safety nets,
and the large nonresident deposits, high capitalization and liquidity ratios are needed for self-
insurance. The lender of the last resort facility (LOLR) put in place in 2022, allows the Andorran
Financial Authority (AFA) to provide emergency liquidity assistance to viable and solvent banks
against adequate collateral.# The introduction of the LOLR is welcome and it will help to mitigate a
temporary liquidity shock to a bank. Given the systemic size of the banking sector, it is important for
available tools to complement each other, i.e., for the LOLR to be supported by continued close
supervision and a well-designed resolution framework to ensure that critical problems are identified
and addressed early.

15. Interest rate increases helped to boost banks’ profitability but can put some borrowers
under pressure. Tighter monetary conditions helped to boost banks' interest margins and
profitability in 2022 and 2023. The recent consolidation in the sector (reducing the number of banks
from 5 to 3) should help banks cut expenses and improve their cost-to-income ratio, which reached
a high average above 70 percent in 2022. Credit risks are mitigated by moderate financial
intermediation and limited leverage (for corporates, retained earnings are a major source of
financing). In the real estate market, the recent surge in construction and associated price increases
was mostly driven by the luxury residential market targeted to foreign clients, with limited bank
exposures. However, higher financing costs could increase credit risks and nonperforming loans. The
AFA should monitor the effect of interest rate increases on the banks' asset quality and require

4 Law 36/2022 established the Lender of Last Resort facility, to be activated by a special technical commission chaired
by the Minister of Finance to provide temporary and exceptional liquidity to a solvent and viable bank in the event of
a liquidity stress. The LOLR facility was developed in line with IMF technical assistance.
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banks to act proactively in case of a significant deterioration. Large exposures and connected
lending, typical in a very small economy, should be closely monitored and resolved.

16. The changing financial landscape brings opportunities and risks for banks. Andorran
banks have been expanding in the EU and the US where they run independent subsidiaries focused
on private banking services. Expansion abroad diversifies revenues and profits but subjects banks to
additional country and reputational risks. The March 2023 banking turmoil in the US and Europe
revealed how bank stress can propagate quickly due to abrupt shifts in market sentiment and
customer (especially high net worth individuals) and counterparty behaviors. It also illustrated the
increased speed of bank runs due to 24/7 payments, mobile banking, and the use of social media.
Lessons for supervisors—relevant for the AFA—include the need to reinforce resolution planning
requirements, explore the implications for deposit insurance, and work closely with foreign
supervisors. Given the systemic risks associated with the banking sector, ensuring that the AFA is an
autonomous, fully resourced supervisor that has the power to conduct in-depth, risk-based
assessments, enforce its findings, and deploy a solid crisis management capacity if needed, is
paramount. The AFA should continue its close cooperation with supervisory authorities from
jurisdictions where Andorran banks operate.

17. The impact on the banking sector of the recently negotiated EU Association
Agreement (among other issues raised below) is one area of attention. The agreement will
simplify entrance to EU countries for Andorran banks but will also allow foreign banks expanding in
Andorra and competing with domestic banks. Financial sector integration incorporates a transitional
period of 15 years over which Andorra should fully adopt the EU financial sector legislation,
supervision, and regulation. The agreement gives significant flexibility on the timing of the
integration of each of the four subsectors covered (banking, insurance, asset management, and
financial services). Implementation of the agreement will depend on an assessment of the successful
transposition of the EU framework for each subsector. Ensuring that the banking system continues
to provide financial services to the economy should be a key objective in the upcoming transition.

Authorities’ Views

18. The authorities agreed with the thrust of staff's assessment of the financial sector and
policy advice. They highlighted that the financial sector continues to be a strong and profitable part
of the economy. They noted that banks are benefiting from the interest rate increase which should
help to increase banks’ capital further. The authorities, however, acknowledged that interest rate
increases can negatively affect borrowers’ ability to pay but noted that there has not been a
significant deterioration in credit quality so far and that stress tests show that banks are able to
withstand substantial shocks. The authorities viewed the EU Association Agreement as an
opportunity to develop and integrate the financial sector within the single European market.

C. Structural Policies

19. Economic diversification and improvements in relative terms-of-trade would support
real GDP and real income growth. The deep recession in 2020 illustrated the economy’s exposure
to the hospitality sector, and to external demand mostly coming from its two neighbors—France
and Spain. The country faces multiple structural challenges, such as difficult geographic accessibility,
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a limited stock of affordable housing, and a small internal market. The authorities and the private
sector are taking steps to extend the tourist season by offering varied summer activities and cultural
and sports experiences throughout the year. Better infrastructure, notably the planned heliport,
projects for tram and cable transportation and the construction of a multi-purpose arena, will
enhance the attractiveness of Andorra as a tourist destination beyond the immediate neighbors.
Diversification would both mitigate the country’s exposure to winter tourism and reduce the
seasonality of the country’'s economy—but remains a challenging endeavor for a microstate.
Providing higher quality services and raising hospitality standards would generate higher revenues
and support real income growth.

20. Creating an environment favorable to higher investment is important to raise
potential growth. Investment suffers from high red tape, and difficulties to attract talent and build
human capital. Reducing administrative rigidities associated with starting a business in Andorra,
favoring access to alternative sources of financing, and implementing measures to attract and retain
talent would support investment, notably by foreigners. Fostering coordination between the central
and local governments and the ongoing digitalization of public administration will help in this
direction.

21. Policies to increase digitalization are welcome steps towards diversification and
greater economic efficiency. As part of Andorra’s digital transformation plan, the government
adopted a business digitalization program for Andorran private companies in June 2022. The
December 2022 law on digital economy, entrepreneurship and innovation allows for the creation of
a special economic zone where companies can develop and test digital and innovative products and
creates a legal framework for incubators and digital nomads and entrepreneurs.

22. Housing affordability is an increasing
. . Population, 2010-22
social and economic concern for Andorra. In a
5 . . (Thousands)
recent survey,® housing affordability was noted as |
the most pressing economic issue for 57 percent & |
of respondents in Andorra. A fast-growing 32 I
population and increasing real estate prices and 76 |
rents combine to create a housing affordability "“r
72
issue in Andorra—unaddressed by the recent 0 |
construction boom that focused on luxury 6 r
. ™ 66
housing. Affordability tends to be lower for o |
renters, and Andorra is an outlier in Europe with 62
. 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
a renter-dominated real estate market— Source. , o
ource: Govern d'Andorra Department of Statistics.

70 percent of households are tenants (see
selected issues paper for details). The seasonal demand for temporary housing—for tourists and
seasonal workers alike—compounds this concern and complicates the hiring of foreign workers.
Furthermore, low-skilled workers and low-income households are disproportionately affected by
affordability concerns. Raising the stock of rental housing is essential to improve affordability for

>Andorra Recerca—OBSERVATORI 2023.
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tenants and public investment in affordable housing is a direct answer to this issue. The authorities
have started taking actions to address the issue such as easing requirements for housing support,
temporary caps on rent increases, increasing the stock of social apartments, repurposing of
buildings for residential housing, and slowing down construction permits for housing that is built to
be sold rather to be rented. It is essential for the government to focus on temporary and well-
targeted measures that minimize distortions in the housing market and restore the proper market
incentives to invest in rental property development. Furthermore, measures to curb real estate
speculation may redirect investment towards more affordable housing but should be consistent with
other economic priorities, such as attracting foreign investment, diversifying the economy towards
new sectors, and attracting highly qualified workers, such as digital nomads.

Renters dominate the housing market across income
levels.

Tenant Share and Overburden Rate by Income Quintile
(Percent of population within each income quintile, 2019)

The housing cost overburden rate for those in the lowest
income quintile was among the highest in the region.

Housing Cost Overburden Rate: Lowest Income Quintile
(Percent of total population in the lowest income quintile, 2019)
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calculations.

Sources: Govern d'Andorra Department of Statistics, and IMF staff calculations. Note: Greece is an outlier and was excluded from the chart.

23. Climate change is macro-critical to Andorra given its dependence on winter tourism,
making adaptation policies a priority. With (mostly winter) tourism accounting for one third of its
economy, Andorra is directly exposed to climate change—shorter winter seasons, declining snow
falls, higher costs from artificial snow making are all negatively affecting the economy’s main
business.® Because of its higher altitude, Andorra is more resilient than other winter tourism
locations in the region and should use this window of opportunity to enact needed policies. The
authorities’ climate change strategy—with ambitious goals—is focused on mitigation but its
adaptation component needs to be accelerated. The strategy seeks to reduce 37 percent of non-
absorbed emissions compared to 2005 levels by 2030, and to achieve carbon neutrality by 2050. The
promotion of renewable and high energy efficiency technologies, and of efficient energy use across
sectors is welcome. According to the staff calculations (see selected issues paper), achieving the
decarbonization objectives would require a considerable increase in the carbon tax and very
substantial efficiency gains in the power, transport, and residential sectors.

® Trade and hospitality activity account for about 30 percent of the economy's gross value added (GVA) and
40 percent of employment. However, with various other sectors connected to tourism, the share of the latter could
be more than half of the economy.
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24, The EU Association Agreement could bring substantial benefits to Andorra and
support its diversification strategy by opening up new markets. The government chose to
submit its approval to a referendum, planned for the first half of 2025, subject to adoption by the
Council of the European Union in 2024. The Agreement will then come into effect in 2025 or 2026.
It will allow Andorra to participate in the EU's internal market alongside Norway, Iceland,
Liechtenstein, and San Marino (which just finalized EU accession agreements alongside Andorra).
Transitional arrangements ensure a gradual adoption of the agreement that is not disruptive,
particularly in the sensitive areas of the telecom and tobacco sectors, and the financial sector. The
agreement does not impose restrictions on Andorra’s taxation system. On the sensitive issue of the
free movement of people, a quota system for active residents, passive residents and seasonal or
cross-border workers will be established. The authorities need to use the transition periods to
prepare the economy to reap the benefits of the agreement while minimizing distortions.

Authorities’ Views

25. The authorities agreed on the importance of addressing structural bottlenecks and
underscored the multiple actions they are taking. Beyond a wide range of measures to support
economic diversification and bring high value-added foreign investment to the country, they noted
that affordable housing is at the core of the government'’s priorities. They recognized that housing
policies are difficult, notably because of the high price of land and construction, and that
distortionary actions may be needed in the short-term until the supply of affordable housing
increases in the medium-term. Addressing climate change is another priority for the authorities,
which remain committed to fulfilling decarbonization objectives. On mitigation, they remain
optimistic and are exploring additional financing options to scale up existing measures, possibly in
cooperation with the European Investment Bank. On adaptation, the authorities acknowledged the
need to accelerate the pace and welcomed the small gains achieved so far to deseasonalize the
tourism sector. The EU Association Agreement was presented by the authorities as a major step
forward in opening up the economy to new opportunities, while minimizing the risks of distortions
thanks to substantial transition periods. The authorities recognized the need to communicate well
the implications of the agreement, and to prepare the economy for a smooth transition.

D. Governance, Corruption and Data Gaps

26. Measures to counter corruption and to strengthen the transparency and accountability
of public spending are critical to improve economic governance. Ratifying the United Nations
Convention Against Corruption (UNCAC) and developing an anti-corruption strategy that
systematizes the efforts to combat corruption should be key priorities. The reform of the public
procurement framework introduced a new contracting platform and electronic invoicing for the
entire public sector. This streamlines and modernizes public procurement in Andorra, in line with
European standards. In September 2022, the government launched a website, open to the public,
with information on the procurement contracts made by the public sector. While this is a step in the
right direction, more efforts are needed to increase transparency and accountability of public
spending, notably the publication of beneficial ownership information of companies awarded
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procurement contracts. This information is only available for Andorran companies from the Registry
of Commerce and is disclosed upon justified request. It is recommended that beneficial ownership
information is requested directly to the bidding companies (including foreigners) and made publicly
available.

27. Further improving the effectiveness of the AML/CFT framework is necessary to ensure
financial stability. Building on significant progress made in recent years, Andorra should continue
to enhance the AML/CFT framework, particularly in managing the ML/TF risks related to cross-
border flows and virtual assets. Efforts underway to develop the understanding of risks associated
with cross border flows, the misuse of legal persons, and the provision of services related to virtual
assets are critical to make supervision more effective. The AFA has enhanced the monitoring of
cross-border flows by introducing a new quarterly reporting requirement for cross-border
transactions of the supervised Andorran entities and their subsidiaries. The supervisor should
continue to carefully analyze data reported by supervised entities, including on nonresident
deposits, and exchange information with counterparts in relevant originating countries so as to
further improve its understanding of ML/TF risks. Resources for AML/CFT supervision should be
increasingly focused on higher risk areas, and sanctions for breach of regulatory requirements
should be effectively imposed.

28. Continued progress in closing data gaps will support policymaking. Andorra has made
significant progress in improving its data reporting since joining the IMF. Starting in 2022, Andorra
maintains the National Summary Data Page that is regularly updated with macroeconomic data.
With help from the IMF, the authorities are developing capacity across all macroeconomic sectors. In
fiscal accounts, the authorities started producing annual time series for the general government in
2023. In the external sector, the authorities are working on improving the timeliness and frequency
of the International Investments Position and the balance of payment statistics. In the monetary
sector, the authorities plan to continue their work on producing the monetary and financial
statistics. GDP by expenditure is not yet available and the authorities aim to start compiling it. The
IMF stands ready to continue working with Andorra on strengthening its data reporting to enhance
transparency and improve inputs for the decision makers.

Authorities’ Views

29. The authorities underscored their commitment to improving governance,
strengthening the AML/CFT framework and continuing progress in economic statistics. The
authorities emphasized the solid ranking of Andorra in various governance assessments—Andorra is
ranked 4™ of 152 countries by the Basel AML index, and positively assessed by Moneyval. They
noted political commitment to ratifying the UNCAC within the legislative term. They plan to develop
an anti-corruption strategy in 2024 using an upcoming GRECO assessment in June. The authorities
noted their progress in strengthening the AML/CFT framework. They agreed on the importance of
continuing progress in macroeconomic data compilation and reporting, and plan to continue
closing data gaps including with the IMF's technical assistance.
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B STAFF APPRAISAL

30. The Andorran economy continues to experience solid growth. Strong growth in 2022
closed the output gap after a deep COVID recession. Despite external headwinds, the economy is
growing slightly above potential, driven by the service sector and a record number of visitors. With
limited economic slack, the labor market is tight with almost no unemployment. Over the medium-
term, growth is projected to converge to potential growth at around 1.5 percent. Risks to the
outlook are balanced but there are concerns about still high inflation and housing affordability. Solid
macroeconomic buffers serve as buffers to mitigate downside risks should they materialize.

31. The authorities should use available fiscal space to address structural bottlenecks. In
the absence of monetary policy tools, maintaining fiscal policy space and reducing public sector
liabilities is warranted for a microstate vulnerable to external shocks. Given the persistent inflation
and the positive output gap, maintaining fiscal discipline is appropriate. Public debt is expected to
fall below 30 percent of GDP by 2028. However, the fiscal framework has worked well to anchor the
credibility of fiscal policy. It provides room for growth-enhancing public spending that can support
economic growth and diversification.

32. Over the medium-term, population aging creates substantial contingent liabilities and
pension reform should proceed without further delay. Andorra’s aging population will increase
healthcare and pensions costs going forward. Public pension expenditure as a share of GDP is
expected to see one of the largest increases in the region and to create an unsustainable dynamic
for the Andorran social security fund. Concluding the reform in an expeditious and comprehensive
manner is needed to ensure its sustainability.

33. The supervisor should continue close monitoring of banking activities. While the main
source of income for Andorran banks is the relatively low-risk private banking business, banks are of
systemic importance. Continued closed supervision and a well-designed resolution framework are
paramount to ensure that critical problems are addressed early, while the lender of the last resort
facility introduced in 2022 is a useful addition to the authorities’ toolkit. The supervisor should
monitor the effect of interest rate increases on the banks' asset quality and require banks to act
proactively in case of a significant deterioration. Ensuring that the AFA is an autonomous, fully
resourced supervisor is key for financial stability.

34. Improving connectivity, addressing housing affordability, and enhancing the climate
strategy can help resolve bottlenecks and lift growth. Andorra remains highly dependent on the
hospitality sector. Better connectivity and infrastructure will enhance the attractiveness of Andorra
for tourism and for the development of new economic activities. To tackle housing affordability, it is
essential for the government to focus on temporary and well-targeted measures that minimize
distortions in the housing market, restore proper market incentives to invest in rental property
development, and ensure consistency with other economic priorities, such as attracting foreign
investment. Climate change is a long-term challenge for Andorra and its adaptation strategy should
be accelerated.
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35. The recently negotiated EU Association Agreement has the potential to unlock
substantial benefits by opening markets for a more diversified economy. If approved by
referendum in the first half of 2025, the agreement will take effect after that and eventually result in
full access to the EU market without imposing restrictions on tax policy. Significant transition periods
for various sectors allow the government to prepare the economy to take full advantage of the
access to the single market and to avoid disruptions, particularly in the financial sector.

36. The progress in transparency and accountability of public spending, countering
corruption, and improving data should continue. The reform of the public procurement
framework and the introduction of an electronic contracting and invoicing platform are welcome.
Ratifying the United Nations Convention Against Corruption and developing an anti-corruption
strategy are key priorities for improving governance. Further improving the effectiveness of the
AML/CFT framework will reinforce financial stability. Progress in developing macroeconomic
statistics, including better information exchange between central and local governments, should
continue.

37. It is recommended that the next Article IV consultation with the Principality of
Andorra take place on the standard 12-month cycle.
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Table 1. Andorra: Selected Economic and Financial Indicators

I. Social Indicators

Populstion {2021) TOE35 Populstion at risk of poverty (percent, 2020) 13
Per capita income {2021, ewros) 36,840 Human Development Index Rank {2021) 40 {out of 189)
Gini Index {2020} 32 Life expectancy 2t birth(2021) 824

Il. Economic Indicators

Projections
2020 201 2022 2023 2024 2025 2026 2027 2028
MNATIONAL ACCOUNTS AND PRICES {znnual change. percent, unless otherwise indicated)

Resl GDP -112 83 96 23 18 15 15 15 15

MNominal GDP -102 111 142 T3 49 40 33 33 3z

GDP deflator 11 26 42 49 30 24 18 17 17

{contribution to nominal GDP growth, percentage points)

Consumption -07 T2 7O 50 36 7 24 26 25
Private -33 63 67 ELY 17 16 15 17 16
Public 26 a9 03 24 19 11 a9 o9 og

Investment -35 -12 45 15 06 [iF] 05 04 03
Private 1/ -31 -11 41 o7 o1 04 o3 [ o1
Public -04 -02 04 09 06 04 02 02 02

Met exports of goods and services -50 51 19 o7 06 04 04 03 04
Exports -168 169 198 &7 42 3z 29 28 28
Impaorts -107 13 180 61 36 2B 25 24 24

Prices
Inflation {percent, period average) 01 i7 62 56 43 24 21 17 17
Inflation {percent, end of pericd) 05 33 T2 46 EX:) 20 17 17 17

Unemployment rate {percent) 9 33 21 15 15 15 15 15 15

EXTERMNAL SECTOR 2/ {percent of GDP, unless otherwize indicated)

Current account 155 141 173 173 175 176 177 177 178

Balance on goods and services 40 82 88 88 90 90 9.1 9.1 93
Exports of goods and services 637 726 809 EB16 819 e 820 820 822
Imports of goods and services 597 645 722 T29 729 T28 728 T29 T29

Primary income, net 131 76 99 100 100 100 100 100 100

Secondaryincome, net -1.5 -7 -14 -14 -14 -14 -4 -14 -14

Capital account L] 00 00 00 00 0D 00 00 00

Finandal account 175 137 179 173 175 176 77 177 178

Errors znd omissions 19 -04 o7 090 090 [ 00 090 00

‘Grossinternational reserves (millions of euros) 3/ 419 13841 3384 3384 3384 3384 3384 3384 3384

FISCAL SECTOR {percent of GDP, unless otherwise indicated)
General Govemnment 4/
Revenus 413 iTe w7 388 385 04 ELY ELY 306
Expenditure 423 /0 349 361 366 368 368 369 370
Irterest 06 or o7 06 os 06 o5 o7 o7

Primary balance -04 S 32 24 3z 3z 33 3z

MNet lending,/borrowing {oversll balance) -11 -12 48 26 19 26 27 26 25

Public debt 464 486 391 364 347 334 323 313 308

Central Government 5/
Revenue 206 194 n7 197 203 204 204 204 205
Expenditure 248 220 187 193 200 199 201 200 202
Interest 05 o7 oF 05 05 05 05 05 orF

Primary balance -34 -19 36 09 08 10 09 09 10

Net lending,/borrowing {overall balance) 40 -26 29 04 03 05 04 04 03

Public debt 437 453 371 345 329 7 Eg 287 293

BANKING SECTOR &/ {percent, unless otherwise indicted)

Regulstory cpitzl to risk-weighted azsets 225 FARY 195 202

Manperforming loans to totsl gross loans 61 [¥] 33 35

Credit to nonfinandal private sector

Level {percent of GDP) 1503 1382 1166 1027
Corporates T8 688 618 562
Households T35 6654 48 465
Growth {nominal) 07 -01 -24 -75
Corporates -18 -06 18 -04
Heouseholds 06 04 68 -149
Credit to public secor
Level {percent of GDP) 61 27 2z 18
Growth {nominal) -272 -502 -84 -109
Memaorandum items
Exchange rate {€/USD, pericd average) 7/ [E=] 083 095 092 .
Nominal GDP {millicns of euros) 2531 2811 3210 3445 3613 3.756 3.880 4007 4137

Sources Govern d'Andorra Department of Statistics, Andorran authorities, Eurostat, and IMF staff caloulations.

1/ The contribution of private investrnent is derived as a residusl Since the fisczl sccounts are covered st the genersl government level, investments of state-owned
emerprizes are subsumed under private investment.

2/ Balance of Payments data are only available starting from 2019, with the exceptionof the goods and services balance which are available starting from 2017, Data for
2021 are an estimate.

3/ The increase of grossinternational reservesin 2021 is due to the general SDR zllocation made in August 2021 to 2ll IMF members. The 2021 SDR zllocation for
Andorrawas of SDR 791 million. In 2022 €100 millicnwere deposited at the Bank of Spain as grossinternational reserves. In addition, €40 million have been deposited
&t the Banque de France, and €60 million atthe Nederlandsche Bank as gross internationsl reserves.

4/ The general government comprises the central local goven and the social security fund.
&/ The central government comprises Govern d'Andorra, 2s well 2 nonmarket, nonprofit institutional units.
6,/ 2023 data refers to 202303, which is prefiminary and not audited.

T/ The table reports the exchange rate €/U5D because Andormrais a eurcized econonmy.
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Table 2. Andorra: General Government Operations’

Projections
2020 2021 2022 2023 2024 2025 2026 2027 2028
(millions of euros)
Revenue 10446 10847 12755 13354 1.3900 14811 15312 15824 16364
Tax Revenue 352.1 4021 5231 5304 5718 5984 6206 641.8 6654
Incorne a7 1171 150.7 1649 1756 1833 1900 196.2 2026
Geoods and services 1077 1187 1521 1525 1614 1690 1758 1817 1887
Internaticnal trade 1081 113.6 159.2 1519 1608 1684 1741 1799 1869
Other 486 528 61.2 70.1 742 7T 808 840 87.2
Sodal Contributions 2743 276.9 3125 3170 378 3605 3725 347 3971
Grants 00 0.0 0.0 00 00 00 00 00 00
Other Revenue 2/ 4182 385.7 439.8 479 50041 5221 5381 5558 5739
Expenditure 1076 10975 11200 12447 13214 13818 14284 14791 15325
Current expenditure 940.8 970.9 G824 10799 11367 11823 1,2220 1,265.6 13118
‘Wages and salaries 2322 236.0 246.7 2689 2882 3005 3104 3206 3309
Goods and services 1384 151.0 161.8 1724 1808 1858 1908 1957 2007
Subsidies and transfers 556.0 563.3 551.2 6190 6430 6743 699.5 7200 7500
Interest 143 205 227 19.7 195 218 213 203 302
Met acquisition of non-financial assets 1307 126.6 1376 164.8 1846 1996 2064 2135 2207
Met acquisition of fixed assets 65.8 68.7 723 1017 173 1244 1288 1333 1380
Capital transfers 649 579 65.3 63.0 673 751 6 801 827
Prirary balance -127 -123 1782 1104 881 1210 1242 1326 1341
Net lending/borrowing -27T0 -328 1555 50.8 686 992 1029 1033 1039
Financing
Met acquisition of financial assets 4729 160.3 43.8 50.8 686 992 1029 1033 1239
Domestic 4729 1603 43.8 90.8 686 992 1029 1033 1239
Bxcternal 00 0.0 0.0 00 00 00 00 00 0.0
Met incurrence of liabilities 4939 193.0 1116 00 00 00 00 00 200
Domestic 3915 -1806 -615.6 00 00 00 00 00 200
Mew Issuances 4500 155 155 00 00 00 00 00 200
Arnortzation 585 196.1 631.2 00 00 00 00 00 00
External 1084 3736 504.0 00 00 00 00 00 00
Mew lssuances 1084 678.6 504.0 00 00 0o 00 5000 0.0
Arnortization 00 305.0 0.0 00 00 0o 00 5000 0.0
(percent of GDP)
Revenue 413 379 397 38.8 385 394 395 305 396
Tax Revenue 139 143 16.3 15.7 158 159 160 160 181
Incorme 35 42 47 43 45 45 49 49 49
Goods and services 43 42 47 44 45 45 45 45 46
Internaticnal trade 43 4.0 50 44 44 45 45 45 435
COther 19 18 18 20 21 21 21 2.1 21
Sodal Contributions 108 9.9 9.7 92 38 96 96 96 9.6
Grants 00 0.0 0.0 00 00 00 00 00 0.0
Other Revenue 2/ 165 137 137 13.9 138 139 139 138 139
Expenditure 423 390 349 36.1 366 368 368 369 370
Current expenditure 3r2 345 30.6 31.3 315 315 33 318 nT
Wagesand salaries 92 2.4 77 78 80 80 g0 80 8.0
Goods and services 55 54 5.0 50 50 43 435 435 49
Subsidies and transfers 220 200 17.2 18.0 179 180 180 180 181
Interest 06 0.7 0.7 0.6 05 06 05 0.7 07
MNet acquisition of non-finandial assets 52 45 43 43 51 53 53 53 53
Met acquisition of fixed assets 25 24 23 30 32 33 33 33 33
Capital transfers 256 21 20 18 15 20 20 20 20
Prirary balance 05 -0.4 5.5 32 24 32 32 33 32
Net lending/borrowing -1 -1.2 4.8 26 19 26 27 26 25
Financing
MNet acquisition of financial assets 187 57 14 26 15 26 27 26 30
Domestic 187 57 14 26 15 26 27 26 30
External 00 0.0 0.0 00 00 0o 00 00 0.0
Met incurrence of liabilities 198 6.9 -35 00 00 00 00 00 0.5
Domestic 155 -6.4 -19.2 00 00 00 00 00 0.5
Mew lssuances 1728 0.6 0.5 00 00 00 00 00 0.5
Arnortization 23 7.0 197 00 00 00 00 00 0.0
External 43 133 157 00 00 00 00 00 0.0
Mew lssuances 43 241 157 00 00 00 00 125 0.0
Arnortization 00 108 0.0 00 00 00 00 1235 0.0
Memorandum items
Gross Financing Meeds (millions, euros) 855 533.9 4757 00 00 o0 00 396.7 0.0
Percent of GDP 34 190 148 00 00 0o 00 99 0.0
Fublic Debt (millions of euros) 11732 13665 12483 12549 12545 12545 125459 12548 12745
Percent of GDP 464 436 39.1 36.4 347 334 323 313 308
Morrinal GOP (millions, euros) 2,531.1 28110 32103 34456 36130 37557 38804 40074 41366

Sources Govern d'Andorra Department of Statistics, Andorran authorities and IMF staff calculations.
1/ The general government comprises the central government, local governments and the social security fund.

2/ Otherrevenue includes property incorme, sales of goods and services, voluntary transfers other than grants, and fines penalties and forfeits.
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Table 3. Andorra: Central Government Operations’

Projections

2020 2021 2022 2023 2024 2025 2026 2027 2028
(millions, national currency)
Revenue 5216 544.0 6954 679.0 7318 765.1 7921 8185 8474
Tax Revenue 306.5 3533 468.5 476.5 505.4 5287 548.1 566.5 587.2
Income 877 1171 150.8 165.3 176.0 183.8 1904 196.7 203.1
Goods and services 107.7 118.7 152.1 152.5 1614 169.0 175.8 181.7 188.7
International trade 108.1 113.6 159.2 1519 160.8 1684 1741 1799 186.9
Other 3.1 39 6.5 6.8 72 75 78 8.1 8.5
Grants 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other Revenue 2/ 2151 190.7 226.9 202.5 2264 2364 2440 2520 260.2
Expenditure 621.8 6183 600.8 665.9 722.0 7474 7783 801.5 8344
Current expenditure 552.0 556.5 540.8 585.5 621.7 643.8 671.1 690.7 719.8
Wages and salaries 176.1 1774 185.3 198.8 2182 2245 2356 2438 251.1
Goods and services 98.1 103.8 108.0 1149 1185 1241 127.7 1313 132.0
Subsidies and transfers 264.6 2555 2258 254.1 267.6 2764 2884 2955 307.8
Interest 133 19.7 216 176 175 18.8 194 20.0 29.0
Net acquisition of non-financial assets 69.7 61.8 60.1 804 100.3 103.6 107.2 110.8 114.5
Net acquisition of fixed assets 384 291 269 41.0 56.6 585 60.6 62.7 649
Capital transfers 314 327 332 395 438 45.1 46.6 48.1 49.6
Primary balance -86.8 -54.7 116.2 30.8 272 36.5 333 37.0 419
Net lending/borrowing -100.1 -743 94.6 131 97 17.7 139 17.0 13.0
Financing
Net acquisition of financial assets 410.0 1217 -171 131 97 17.7 139 17.0 33.0
Domestic 410.0 1217 -17.1 131 97 17.7 139 17.0 330
External 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities 510.1 196.0 -111.6 0.0 0.0 0.0 0.0 0.0 20.0
Domestic 401.7 -177.6 -615.6 0.0 0.0 0.0 0.0 0.0 200
New Issuances 450.0 15.5 15.5 0.0 0.0 0.0 0.0 0.0 200
Amortization 483 193.1 631.2 0.0 0.0 0.0 0.0 0.0 0.0
External 1084 3736 504.0 0.0 0.0 0.0 0.0 0.0 0.0
New Issuances 1084 678.6 504.0 0.0 0.0 0.0 0.0 500.0 0.0
Amortization 0.0 305.0 0.0 0.0 0.0 0.0 0.0 500.0 0.0
(percent of GDP)
Revenue 206 194 217 197 203 204 204 204 205
Tax Revenue 121 12.6 14.6 138 14.0 14.1 14.1 141 14.2
Income 35 4.2 4.7 4.8 49 49 49 49 49
Goods and services 43 42 47 44 45 45 45 45 46
International trade 43 4.0 5.0 44 44 45 45 4.5 45
Other 0.1 0.1 0.2 0.2 0.2 0.2 0.2 02 0.2
Grants 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other Revenue 2/ 85 6.8 7.1 59 6.3 6.3 6.3 6.3 6.3
Expenditure 24.6 220 187 19.3 20.0 19.9 20.1 20.0 20.2
Current expenditure 218 19.8 16.8 17.0 17.2 171 17.3 17.2 174
Wages and salaries 70 6.3 5.8 58 6.0 6.0 6.1 6.1 6.1
Goods and services 39 37 34 33 33 33 33 33 32
Subsidies and transfers 105 9.1 7.0 74 74 74 74 74 74
Interest 0.5 07 0.7 0.5 0.5 0.5 0.5 0.5 07
Net acquisition of non-financial assets 28 22 19 23 28 238 2.8 2.8 28
Net acquisition of fixed assets 1.5 1.0 0.8 1.2 1.6 1.6 1.6 1.6 1.6
Capital transfers 1.2 12 1.0 1.1 1.2 12 1.2 1.2 1.2
Primary balance -34 -19 36 09 0.8 1.0 0.9 09 1.0
Net lending/borrowing -4.0 -2.6 29 04 03 05 04 04 03
Financing
Net acquisition of financial assets 16.2 43 -0.5 04 03 0.5 04 04 0.8
Domestic 16.2 43 -0.5 04 03 0.5 04 04 0.8
External 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities 20.2 7.0 -35 0.0 0.0 0.0 0.0 0.0 0.5
Domestic 159 -6.3 -19.2 0.0 0.0 0.0 0.0 0.0 0.5
New Issuances 17.8 0.6 0.5 0.0 0.0 0.0 0.0 0.0 05
Amortization 1.9 6.9 19.7 0.0 0.0 0.0 0.0 0.0 0.0
External 43 133 15.7 0.0 0.0 0.0 0.0 0.0 0.0
New Issuances 43 241 157 0.0 0.0 0.0 0.0 125 0.0
Amortization 0.0 10.9 0.0 0.0 0.0 0.0 0.0 12,5 0.0
Memorandum items
Gross Financing Needs (millions, euros) 1484 5724 536.6 0.0 0.0 0.0 0.0 483.0 0.0
Percent of GDP 59 204 16.7 0.0 0.0 0.0 0.0 12.1 0.0
Public Debt (millions of euros) 1,106.0 1,302.0 1,190.4 1,1904 1,1904 1,1904 1,190.4 1,1904 1,2104
Percent of GDP 43.7 46.3 371 345 329 317 307 29.7 293
Nominal GDP (millions, euros) 2,531.1 2,811.0 3,2103 3,4456 3,613.0 3,755.7 3,8804 4,007.4 4,136.6

Sources: Govern d'Andorra Department of Statistics, Andorran authorities and IMF staff calculations.
1/ The central government comprises Govern d'Andorra, as well as non-market public corporations and nonprofits.
2/ Other revenue includes property income, sales of goods and services, voluntary transfers other than grants, and fines, penalties, and forfeits.
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Table 4. Andorra: Balance of Payments’

Projections
2020 2021 2022 2023 2024 2025 2028 2027 2028
(millions of euros)
Current account 393.0 3952 5334 5968 8332 6603 6864 7093 7368
Balance of goods and services 100.3 2293 2813 3022 3243 3392 3545 3666 383.0
Imports of goods 1,070.2 12715 16945 18382 19305 20058 2,073.0 21414 2,209.9
Exports of goods 148.3 1495 1886 2002 2131 2221 2304 2380 2459
Imports of services 4421 5406 6223 6718 7035 7281 7536 T80.0 807.3
Exports of services 1464.2 18920 24094 26121 27452 28509 2,9507 3,050.0 3,154.2
Primary income, net 3306 2130 3180 3437 3604 3747 3871 39598 412.7
Secondary income, net -37.9 -471 -454 -491 -515 -5335 -5353 -3741 -59.0
Capital account 0.2 03 -0.5 00 00 00 00 0.0 0.0
Financial account 441.9 3853 5751 5968 6332 6603 6864 7083 736.6
Direct investment, net -1223 -2018 -513.1
Portfaolio investment, net -204.6 5153 13408
Financial denivatives, net 0.0 -142 -383
Other investment, net 726.9 800 -4134
Reserve assets 415 96.2 2000
Errors and omissions 48.7 -102 217 00 00 00 00 0.0 0.0
{in percent of GDP)
Current account 15.5 141 173 173 175 176 177 177 17.8
Balance of goods and services 40 82 88 83 9.0 90 9.1 2.1 9.3
Exports of goods and services 83.7 126 BOS 816 814 818 820 820 82.2
Exports of goods 5.9 53 59 58 59 59 59 5.9 5.9
Exports of services 57.8 673 731 758 T6.0 739 T6.0 761 76.3
Imports of goods and services 59.7 645 722 729 728 728 728 729 729
Imports of goods 423 452 528 534 534 534 534 534 534
Imports of services 17.5 1592 194 195 19.5 194 194 185 19.5
Primary income, net 131 76 g5 100 100 100 100 100 10.0
Secondary income, net -1.5 17 -14 -14 -14 -14 -14 -14 -14
Capital account 0.0 0o 00 00 00 0o 00 0.0 0.0
Financial account 17.5 137 179 173 175 178 177 177 17.8
Direct investment, net -4.8 -104 -160
Portfolio investment, net -8.1 183 414
Financial derivatives, net 0.0 -05 -12
Other investment, net 287 28 -128
Reserve assets 1.7 34 6.2
Errors and omissions 19 04 07 00 00 0o 00 0.0 0.0
Memorandum items
Nominal GDP (millions, euros) 2,531 2,81 3210 3,448 3,613 3,756 3880 4007 4137
Grossintemational reserves (millions, euros) 2/ 419 1381 3384 3384 3384 3334 3384 3384 3384
Grossintemational reserves (months of imports) 0.3 08 18 16 15 15 14 14 13
Total external debt (millions, euros) 4956 5,088 5,252
of which: Short term (millions, euros) 3,302 3,001 2,869

Sources: Andorran autharities and IMF staff calculations,

1/ Balance of Payments data are only available starting from 2019, with the exception of the goods and services balance which is available starting from 2017.

2/ Theincrease of gross intemational reservesin 2021 is due to the general SDR allocation made in August 2021 to all IMF members. The 2021 SOR allocation for Andorra
was of SDR 79.1 million. In 2022 €100 million were deposited at the Bank of Spain as gross international reserves. In addition, €40 million have been deposited at the
Banque de France, and €860 million at the Nederlandsche Bank as gross intemational reserves.
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Table 5. Andorra: Financial Soundness Indicators

2019 2020 2021 2022 2023Q1 2023Q2 2023Q3

(percent)
Core FSIs for Deposit takers

Regulatory capital to risk-weighted assets 21.8 225 2222 19.5 19.9 20.1
Regulatory Tier 1 capital to risk-weighted assets 21.0 21.6 215 18.7 19.1 19.3
Nonperforming loans net of provisions to capital 214 17.7 154 10.7 10.8 10.7
Nonperforming loans to total gross loans 73 6.1 5.1 33 35 36

Sectoral distribution of loans to total loans
Residents 61.9 55.8 55.3 58.6 58.0 59.0
Deposit-takers 3.0 1.8 04 0.3 0.6 0.7
Central bank 0.0 0.0 0.0 0.0 0.0 0.0
Other financial corporations 1.8 2.0 25 32 25 29
General government 3.0 2.0 1.0 1.0 1.0 1.2
Nonfinancial corporations 28.0 25.6 26.3 287 29.2 295
Other domestic sectors 26.1 245 25.1 255 24.7 247
Nonresidents 382 442 447 414 42.1 410
Return on assets 0.7 0.5 0.5 0.6 0.2 04
Return on equity 6.0 4.5 40 6.6 2.0 39
Interest margin to gross income 21.6 212 222 29.2 459 485
Noninterest expenses to gross income 74.6 75.1 774 79.0 709 731
Liquidity coverage ratio (LCR) 1/ 201.7 1987 2203 2183 2073 2027
Liquid assets to short-term liabilities 16.9 144 11.9 1.7 12.0 11.0
Net open position in foreign exchange to capital 0.9 0.0 0.0 0.0 0.0 0.0

Encouraged FSls for Deposit takers

Capital to assets 11.0 11.5 1.2 9.7 9.9 10.0
Large exposures to capital 1311 1182 1387 1812  168.1 168.9
Gross asset position in financial derivatives to capital 8.7 135 129 229 19.5 19.1
Gross liability position in financial derivatives to capital 10.9 134 9.6 137 11.4 11.4
Trading income to total income 10.8 139 10.3 9.7 5.1 35
Personnel expenses to noninterest expenses 48.8 48.9 49.8 47.8 49.0 47.3
Customer deposits to total (noninterbank) loans 149.2 150.7 159.2 181.0 178.5 170.8
Foreign-currency-denominated loans to total loans 0.0 0.0 0.0 0.0 0.0 0.0

Foreign-currency-denominated liabilities to total liabilities 225 21.6 20.8 204 19.7 20.2

20.2
194
10.7

35

58.3
0.6
0.0
29
1.0

294

244

41.7
0.6
5.8

504

743

199.6

103

0.1

10.3
161.3
211
135
35
46.3
168.0
0.0
213

Source: Andorran authorities.
Note: Data for 2023 are preliminary and unaudited, and subject to revisions.

1/ The LCR is defined as the ratio between high-quality liquid assets and net liquidity outflows in a 30-day stress period.
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Annex |. External Sector Assessment

Overall Assessment: The external position of Andorra in 2023 was substantially stronger than the level implied by
fundamentals and desirable policies. With one of the world's largest current account surpluses, this result is in line
with expectations. Yet, data limitations suggest caution in interpreting it: Andorra started producing Balance of
Payment (BOP) and International Investment Position (IIP) data only in recent years with technical assistance from
the IMF; and BOP and IIP data is only available from 2017 and 2018, respectively. IMF staff projects current

account data but do not project the financial account and IIP.

Potential Policy Responses: Having one of the highest current account surpluses in the world shields the
economy against balance of payments financing risks but calls for rebalancing the economy towards greater
investment. A direct implication of a current account surplus above the level suggested by fundamentals is that
the savings-investment gap is larger than desirable. While some level of savings is desirable as a protection
against population aging and external shocks, especially for a microstate like Andorra, excess savings and/or low
investment limit potential growth in the medium-term. This suggests that Andorra has room to increase
investment and would benefit from policies conducive to higher private and public investment. Therefore, creating
an environment favorable to higher investment is important to raise potential growth. Higher investment could
support policy goals such as economic diversification and resilience of the tourism sector and help address

structural bottlenecks such as the lack of affordable housing.

Foreign Assets and Liabilities: Position and Trajectory

Background. Andorra’s strong net asset position ('::fern'?ifti(%':?' Investment Position
is consistent with its large and steady current 450
account surplus and the sizable financial sector. 350
Andorra has a large net asset position in portfolio
250

investment held mostly in euro area countries and
a net asset position in other investment (currency 150
and deposits), albeit smaller. The IIP position

50
peaked at 390.9 percent of GDP in 2021 and o
; : -50
decllned t0339.9 percent Of GDP in 2022. The ElReserve assets EHFOther investment ElFinancial derivatives
assets and liabilities in Foreign Direct Investment _150 | EBPortfolic investment [Direct investment  —+-Net IIP
(FDI) were broadly balanced. More than half of the 2018 2019 2020 2021 2022

I Sources: Govern d'Andorra Department of Statistics and IMF staff calculations.
total liabilities owed by Andorra were

concentrated in currency and deposits from non-residents (estimated at 106.9 percent of GDP), which can
pose liquidity risk.

Assessment. Andorra has a large net asset IIP. However, high gross other investment liabilities stemming
from dependence of the banking sector on foreign depositors warrants attention. Andorra passed into law a
Lender of Last Resort facility in December 2022 to provide emergency liquidity assistance to distressed but
solvent banks—which is a welcome additional safety net. Effective supervision to address any emerging

banking risks is essential to ensure the stability of the domestic banking sector.
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Andorra: International Investment Position, 2019-22
(In percent of GDP)

ASSETS 2019 2020 2021 2022 LIABILITIES 2019 2020 2021 2022
Total 5370 6359 6365 5773 Total 2295 2588 2456 2374
Direct investment 381 49.7 526 49.1 Direct investment 35.2 42.0 44.8 54.9
Equity 380 498 526  49. Equity 355 422 447 547
Debt 0.1 -0.2 0.0 0.0 Debt -0.3 -0.2 0.1 0.1
Portfolio investment 3323 3696 3910 3655 Portfolio investment 27.0 19.5 35.6 46.5
Equity 1486 1826 1911 147.3 Equity 22.1 13.7 15.0 14.3
Debt 183.7 186.9 1999 2182 Debt 49 5.8 20.6 322
Financial derivatives 6.7 5.1 5.4 8.1 Financial derivatives 4.1 7.1 48 4.8
Other investment 1599 2099 1825 1440 Other investment 163.1 1903 1603 1313
o/w Currency and deposits 1240 1732 1468 1154 o/w Currency and deposits 1362 1564 1280 1069

Source: Andorran authorities and IMF staff calculations.

Debt Assets: Gross Liab.: Debt Liab.:

0, . .
2022 (% GDP) NIIP: 339.9 Gross Assets: 577.3 218.2 2374 322

Current Account

Background. Andorra has one of the largest current  current Account Balance
account surpluses in the world and it is projected to et of&b?

remain high. Net exports and net primary income on *

average contribute almost equally to the country's 20

large current account surplus. Driven primarily by ”

tourism exports, Andorra maintains a larger trade 18/ I s 175 176 177 177 178
surplus in services than its trade deficit in goods, 16

resulting in a positive overall trade balance. ” 155

After deteriorating amid the COVID crisis, the current - !

account balance has recovered with the resumption
of tourism and a contained rise in energy prices due
to long-term supply contracts. While the number of

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

Sources: Govern d'Andorra Department of Statistics and IMF staff calculations.

visitors remained well-below 2019 levels in 2022, tourists’ expenditure partially recovered, driven by sharp
increase in expenditure per visitor. As a result, the current account balance rose from 14.1 percent of GDP in
2021 to 17.3 in 2022 and in 2023, with the normalization of the tourism sector compensating the increase in
both the volume and price of imported goods. The number of visitors reached a record 9.2 million during
January to October of 2023, a 13 percent increase from the same period in 2022. The CA surplus is
projected to increase to 17.8 percent of GDP by 2028.

Assessment. The CA model suggests that the external position of Andorra, at 17.3 percent of GDP in 2023
is substantially stronger than the level implied by fundamentals, estimated at 12.6 percent of GDP.
Structural factors, such as Andorra’s status as a financial center and private banking model, the size of the
tourism sector, a historically strong fiscal position, and demographic trends are the main drivers of
Andorra’s strong external position and large current account norm. Beyond this norm, the current account
gap is estimated at 5.1 percent of GDP and the corresponding REER undervaluation at 11.4 percent of GDP.
The current account relative policy gap is estimated at 5.1 percent of GDP (relative to policy gaps across the
world), mostly reflecting a looser world average fiscal stance and lower than desirable credit level in
Andorra, which contributes to the large savings-investment gap.
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Andorra: Model Estimates for 2023
(In percent of GDP)
CA model 1/ REER model 1/
(in percent of GDP)

CA-Actual 17.3

Cyclical contributions (from model) (-) -0.4

Natural disasters and conflicts (-) 0.0
Adjusted CA 17.7
CA Norm (from model) 2/ 12.6
Adjusted CA Norm 12.6
CA Gap 5.1 3.9

o/w Relative policy gap 5.1
Elasticity -04
REER Gap (in percent) -11.4 -8.8
1/ Based on the EBA-lite 3.0 methodology
2/ Cyclically adjusted, including multilateral consistency adjustments.

Real Exchange Rate

Background. Data limitations, including the fact that the existing measures of REER do not include services
that are data sensitive, makes the REER model less reliable for Andorra. The assessment is therefore
complemented with an array of measures of price competitiveness, which corroborate the assessment of
the CA model that Andorra’s external position is stronger than the level implied by fundamentals and
desirable policies. The CPl-based REER depreciated by 13 percent between end-2020 and November 2023,
partly because headline inflation in the euro area remained above Andorra’s level. Measures of Unit Labor
Costs (ULC) show that Andorra’s ULC are about 42 percent of Spain’s in trade and tourism. Moreover, the
"1-week Cost of Ski Vacation” index shows that Andorra is an inexpensive destination compared with other
European ski destinations, especially in hotel cost comparisons. These price competitiveness measures
suggest that Andorra’s REER is undervalued, corroborating the overall results of both the CA and the REER

models.

Assessment. Staff assess the REER to be substantially stronger than fundamentals and desirable policy
settings, based on the CA model. The REER gap suggested by the CA gap model indicates an
undervaluation of 11.4 percent and a current account gap of 51 percent of GDP. The REER index model

suggests an undervaluation of 8.8 percent and a current account gap of 3.9 percent of GDP.
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Unit Labor Cost (ULC)

(In ratio to Spain's ULC)

1.0 1.0

09 09

Overall
08 08
0.90

0.7 0.7

0.6 0.6

0.5 0.5

04 T T~~~ 04
Trade, Tourism

03 042 03

0.2 0.2

2000 2003 2006 2009 2012 2015 2018 2022

Sources: Govern d'Andorra Department of Statistics, Eurostat, Haver Analytics, and

IMF staff calculations.

Note: ULC=nominal wages*employment/real gross value added.

REER and NEER
(Index: 2010M6=100; increase = appreciation)
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Sources: Govern d'Andorra Department of Statistics and IMF staff calculations.
Note: REER: Real Effective Exchange Rate; NEER: Nominal Effective Exchange Rate.
The weights for trading partners are based on goods trade only.

"1-Week Cost of Ski Vacation”
(Total cost of a Swiss resort vacation=100)
100

|
o |
|
|

(V2R 2RV Wl W W g T

Sources: U.K. Post Office Travel Money Ski Resort Report 2023, US Department of State, and IMF staff

calculations.

Note: The “1-Week Cost of Skiing Vacation” is inspired by the “A Week@Beach Index (Laframboise et al.,
2014). Each bar represents a ski resort, and total cost of a week's ski vacation in one of Switzerland's resorts
is indexed to 100. The costs are based on options for a UK-based traveler. “Skiing cost” includes cost of ski
equipment rentals/lessons/pass. Hotel cost is based on US State Department rates for hourly nightly rates.

Air travel cost and taxi costs are not included.
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Capital and Financial Accounts: Flows and Policy Measures

Background. The financial account position remains
strong at 17.9 percent of GDP in 2022. After
declining in 2020, net portfolio investment increased
significantly in 2021 and 2022, reaching 41.8 percent
of GDP in 2022. This increase was partially offset by a
decline in other investment and FDI inflows.

Assessment. Despite Andorra’s strong external
position as shown by the large positive financial
account, it could still be subject to balance of
payments-related shocks given the openness of the

economy, large off-balance-sheet assets under management, and the large share of non-resident deposits
which leaves the banking sector subject to liquidity shocks in the event of a capital flight.

Financial Account Balance and Components
(Percent of GDP)

50
40
30
i =
0 N
i b
10 REsE
o
b0 =
-20
-30 [ Direct investment, net EJPortfolio investment, net
-40 [E@Financial derivatives, net EAOther investment, net
50 ElReserve assets -+-Balance on Financial Account

2019 2020 2021

2022

Sources: Govern d'Andorra Department of Statistics and IMF staff calculations.

FX Intervention and Reserves Level

Background. The 2021 allocation of IMF Special Drawing Rights (SDRs) increased international reserves to
about 5 percent of GDP. An additional €100 million (equivalent to 3.7 percent of GDP) from the debt issued
in 2021 were deposited in a euro system reserve management account at the Bank of Spain in March 2022,
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Assessment. The authorities have taken steps to
build up international reserves on a precautionary
basis. Staff assess that the reserves should amount
to 9 percent of GDP in 2023 under the assumption
that banks have enough high-quality liquid assets
to cover their liquidity needs (See 2022 Article IV
Staff Report - Annex IV for calculations). They have

already accumulated this amount. In addition, they
are exploring additional funding sources to
continue expanding the stock of reserves and are
negotiating opening additional accounts at central
banks of other euro area members.

international reserves amount to 10 percent of GDP.

bringing the reserves up to the reference level calculated by IMF staff. In addition, €40 million were
deposited at the Banque de France, and €60 million at the Nederlandsche Bank as gross international
reserves in 2022. No additional reserves have been deposited since and, as of end-2023, the total level of

Andorra’s legal tender is the euro, and the current classifications of Andorra’s de jure and de facto
exchange rate arrangements are “no separate legal tender”.

Government Liquidity Needs and Availability
(Percent of 2023 GDP)
12

10

O Reserves (earmarked
savings)

™ IMF SDR holdings +
reserve tranche position

M Fiscal buffer 1/

8

3.0 (€102M)
5.9 (€200M)

6.0 (€206M)

4.1 (€138M) B 1-month imports

Liquidity
availability needs

Liquidity

Sources: Andorran authorities and IMF staff calculations.
1/ The fiscal buffer is equivalent to one month of total government spending.
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Sources of Risk

PRINCIPALITY OF ANDORRA

Annex Il. Risk Assessment Matrix'

Likelihood of Risk

Expected Impact of Risk

Policy Responses

Global Risks

(High, Medium, Low)

(High, Medium, Low)

Intensification of
regional conflict(s)

High. Escalation of Russia’s war in Ukraine
or other regional conflicts and resulting
economic sanctions disrupt trade (e.g.,
energy, food, tourism, and/or critical
supply chain components), remittances,
FDI and financial flows, and payment
systems, and lead to refugee flows.

Low. The war in Ukraine has only
indirect effects on the Andorran
economy, due to the limited direct
linkages with Russia and Ukraine. It
would affect the economy through
higher inflation in the region and
lower tourism flows.

Implement policies to cope
with rising and volatile food
and energy prices.

Implement policies to
diversify the tourism sector,
improve its standards and
remain competitive.

Commodity price

High. A succession of supply disruptions

Higher energy and food

Implement policies to cope

volatility (e.g., due to conflicts, uncertainty, and prices continue to push up headline with rising and volatile food
export restrictions) and demand and core inflation in the region and and energy prices, including
fluctuations causes recurrent commodity could weigh on tourism from consumption moderation.
price volatility, external and fiscal pressures | neighboring countries and growth. . .
in EMDEs, contagion effects, and social and | Domestically, the exposure to energy Continue se.ttlng long-term
= = 3 AN ; o contracts with energy
economic instability. price volatility is partially mitigated by N
long-term contracts with energy supp.llers, to the extent
. ) > possible.
suppliers. However, core inflation
could remain persistently high for Accelerate planned reforms
longer and wage increases tend to to reduce the share of
follow the CPI. Higher inflation imported energy and boost
disproportionately affects low- domestic energy
income households, with a negative production.
social impact and higher inequality.
Abrupt global Global and idiosyncratic risk High. A slowdown or recession in the Accelerate policies to
slowdown or factors combine to cause a synchronized region could create disruptions in the diversify the economy and
recession sharp growth downturn, with recessions in hospitality sector and weaken increase the resilience of

some countries, adverse spillovers through
trade and financial channels, and market
fragmentation causing sudden stops in
EMDEs. In Europe, intensifying fallout from
the war in Ukraine, recurrent energy crisis
and supply disruptions, and monetary
tightening exacerbate economic
downturns, and housing and commercial
real estate market corrections.

economic growth.

the tourism sector.

Stand ready with targeted
fiscal and financial support
measures.

Monetary policy
miscalibration

Amid high economic uncertainty
and financial sector fragility, major central
banks pause monetary policy tightening or
pivot to loosen policy stance prematurely,
de-anchoring inflation expectations,
triggering a wage-price spiral and spillovers
to financial markets.

Inflation expectation could
be de-anchored, and second-round
effects from additional wage
increases lead to an inflation spiral
with potential spillover to the
financial markets. As a microstate,
Andorra is directly impacted through
imported prices.

Given the importance of
imported inflation, tight
fiscal policy, intensified
financial supervision, and
structural reforms will be
useful but of limited impact.

Policies to mitigate the
social impact of lasting
inflation, including targeted
social support, will be
important.

" The Risk Assessment Matrix shows events that could materially alter the baseline path (the scenario most likely to
materialize in the view of the staff). The relative likelihood of risks listed is the staff's subjective assessment of the
risks surrounding the baseline. “"Low"” is meant to indicate a probability below 10 percent, “medium” a probability
between 10 and 30 percent, and "high” a probability of 30 percent or more.
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Sources of Risk

Likelihood of Risk

Expected Impact of Risk

Policy Responses

Extreme climate
events.

(High, Medium, Low)

Extreme climate events driven by
rising temperatures cause loss of human
lives, severe damage to infrastructure,
supply disruptions, lower growth, and
financial instability.

(High, Medium, Low)

Climate change is affecting
Andorra's ski slopes. An increase in
temperatures reduces the amount of
snow, leading to shorter ski seasons
and negatively impacting the
Andorran tourism-based economy.
This is partly mitigated by Andorra’s
higher slopes and its early
investments in artificial snow-making
equipment, which gives it a
comparative advantage over its
competitors.

e Develop adaptation policies

to respond to climate
change.

Provide targeted and
temporary support to ski-
related businesses, as
needed.

Domestic Risks

Labor shortages

Andorra’s hospitality sector relies
heavily on foreign seasonal workers. Labor
shortages are amplified by shortages of
affordable housing for these temporary
workers, labor market rigidities, and
difficulty attracting workers from
traditional workers.

. Labor shortages could
impact output, efficiency, and
profitability of firms, particularly in
the tourism sector which relies
heavily on seasonal workers. It could
also affect foreign investment
decisions for companies that cannot
secure the necessary skilled
workforce, thus limiting potential
growth. The labor market remains
tight and wage further increasing
wage pressures.

Policies to continue
encouraging domestic labor
force participation.

Policies to reduce labor
market rigidities.

Policies to improve the
attractiveness of the
Andorran labor market,
including housing support,
training, etc.

Housing
affordability
worsen

High / Real estate and rent prices
continue to increase and the housing cost
overburden rate worsens as the supply of
affordable houses does not keep up with
the demand.

High / . The lack of
affordable housing increases
inequality and makes the labor
market less attractive, especially for
foreign and seasonal workers. At
worst, it may affect foreign
investment decisions for companies
that cannot secure housing for their
workers, thus limiting potential
growth. Inequality increases as
affordability is mostly an issue among
low-skilled and low-income

Policies should focus on
improving affordability for
tenants.

Income support programs,
rent controls, and landlord-
tenant regulation could
provide temporary relief.

Implement measures to
boost rental availability
from the existing housing
stock.

households. Raising the low stock of
rental housing and access to
it is essential.
Reputational shock | Low. Reputational shocks—including due High / . With large banks Further improve the

to the banking
sector

to ML/TF risks—can affect large banks
focused on private banking and dependent
on large foreign deposits. Recent progress
in addressing ML/TF concerns since the
2015 crisis has contained this risk.

focused on private banking and
dependent on large foreign deposits,
Andorra could be subject to deposit
flight. A banking failure would have a
considerable economic impact.
Mitigating factors include well
capitalized and liquid banks and
limited sovereign-bank nexus. a

effectiveness of the ML/TF
framework and continue to
effectively monitor cross
border flows.

Keep fiscal and external
buffers to mitigate a
potential effect on the
economy.

30 INTERNATIONAL MONETARY FUND




PRINCIPALITY OF ANDORRA

Annex lll. Sovereign Risk and Debt Sustainability Assessment

Andorra’s overall risk of sovereign stress is low. Public debt is expected to decline to about 30 percent
of GDP on the back of primary surpluses over the medium term. A proactive debt management
strategy strengthened the government’s balance sheet—extending the average maturity of public debt
and taking advantage of favorable international financial conditions. The risk from gross financing
needs is low. Given that Andorra is a small, open euroized economy that is exposed to external shocks,
fiscal buffers are important to build resilience against potential shocks. Fiscal policy is anchored to an
effective fiscal framework that prescribes a central government public debt ceiling of 40 percent of
GDP.

1. Public debt decreased after rising during the pandemic. Andorra’s public debt increased
during the pandemic primarily reflecting the deterioration of the primary balance and the
authorities’ pre-financing strategy. The 2021-22 Euro Medium Term Notes issuance program
allowed the government to borrow €1.175 billion at favorable rates. The program allowed to
substitute short-term debt for longer term notes with 5 to 20 years maturity, extending average
debt maturity from 2.7 years in 2019 to 8 years at the end of 2022. Steady fiscal consolidation during
the rapid recovery from the pandemic and accumulation of primary surpluses allowed to decrease
both the general government and the central government debt level to below 40 percent of GDP in
2022, in line with the fiscal framework (under the fiscal rules, established debt ceilings are 40 percent
of GDP for the central government debt and 55 percent of GDP for the general government debt).

2. Debt is projected to decrease further. Under the baseline scenario, growth will continue at
a slower pace over the medium-term, down to a long-term potential of 1.5 percent. Projected
primary surpluses will allow the government to decrease public debt further to about 31 percent of
GDP by 2028. The proactive debt strategy during the pandemic allowed to lock in favorable rates
and reduce debt service. The first large rollover comes in 2027 for €500 million notes. The
assumption is that the government will roll over its maturing debt into the same instruments with
some uncertainty about the rollover rates. The authorities borrowed €17 million from the Council of
Europe Development Bank during 2020-22 for infrastructural needs.

3. Risks to the debt profile are manageable. The modules of the Sovereign Risk and Debt
Sustainability Framework suggest that the risks to the public debt trajectory are low at all time
horizons. The major risk comes from refinancing of notes in 2027 and 2031 at potentially higher
rates than when borrowed in 2021-22. Baseline macroeconomic assumptions forecast a gradual
reduction in interest rates globally over the medium-term, making the debt rollover in 2027
manageable. The fiscal framework anchors fiscal policy credibility, and the authorities proved their
commitment to fiscal discipline by reducing debt level 48.6 percent of GDP in 2021 to below

40 percent of GDP in 2022. In the longer term, Andorran social security fund is projected to be
depleted by 2040 due to an unsustainable pension system that could affect fiscal position and
borrowing needs. The pension reform, currently under debate, needs to be approved soon to
prevent spillovers to the otherwise solid debt profile of the country.
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Figure 1. Andorra: Risk of Sovereign Stress

Andorra: Risk of Sovereign Stress

. Mechanical Final
Horizon . Comments
signal assessment
Overall Low The overall risk of sovereign stress is low, reflecting a low level

of vulnerability across all time horizons.

Near term 1/
Medium term Low Low Medium-termrisks are assessed as low, consistent with the declining
debt-to-GDP ratio supported by primary balance surpluses.
Fanchart Low
GFN Low

Stress test

Long term Low Long-term risks are assessed as low.

Notrequired Not required

Sustainability for .
h for surveillance
assessment 2/ surveillance .
. countries
countries
Debt stabilization in the baseline Yes

DSA Summary Assessment

Commentary: Andorra is at a low risk of sovereign stress. Recovery from the pandemic enabled returning the debt ratio
below 40 percent of GDP. Primary balances are projected to support reduction of debt-to-GDP ratio over the medium-
term.

Source: Fund staff.

Note: The risk of sovereign stress is a broader concept than debt sustainability. Unsustainable debt can only be resolved
through exceptional measures (such as debt restructuring). In contrast, a sovereign can face stress without its debt
necessarily being unsustainable, and there can be various measures—that do notinvolve a debt restructuring—to remedy
such a situation, such as fiscal adjustment and new financing.

1/ The near-term assessment is not applicable in cases where there is a disbursing IMF arrangement. In surveillance-only
cases or in cases with precautionary IMF arrangements, the near-term assessment is performed but not published.

2/ A debt sustainability assessment is optional for surveillance-only cases and mandatory in cases where there is a Fund
arrangement. The mechanical signal of the debt sustainability assessment is deleted before publication. In surveillance-only
cases or cases with IMF arrangements with normal access, the qualifier indicating probability of sustainable debt ("with
high probability” or "but not with high probability”) is deleted before publication.
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Figure 2. Andorra: Debt Coverage and Disclosures

Comments
1. Debt coverage in the DSA: 1/ GG NFPS | CPS Other
1a. If central government, are non-central government entities insignificant? n.a.

2. Subsectors included in the chosen coverage in (1) above:

Subsectors captured in the baseline Inclusion
1 |Budgetary central government
2 |Extra budgetary funds (EBFs) Not applicable
14 3 [Social security funds (SSFs)
@ 4 4 |State governments Not applicable
b 5 [Local governments
6 |Public nonfinancial corporations No
7 |Central bank No
8 |Other public financial corporations
3. Instrument coverage: Currenc Debt Oth acct.
& deposi):s securities | payable 2/ SRSy
4. Accounting principles: Basis of recording Valuation of debt stock
Non-cash | lenilEln | Face value|  Market
basis 4/ S value 5/ 6/ value 7/
5. Debt consolidation across sectors:
Color code: JJ] chosen coverage [ Missing from recommended coverage Not applicable
Reporting on Intra-government Debt Holdings
Holder Budget Extra- Soc'él Nonfin. Central ~ Oth. pub.
central budget. security  State govt. Local govt. . Total
Issuer qovt funds funds pub. corp. bank fin corp
3 1|Budget. central govt 0
‘g 2 |Extra-budget. funds 0
‘&’j % 3 [Social security funds 0
w25 4 [State govt. 0
ol | 5 [Local govt. 0
6 |Nonfin pub. corp. 0
7 |Central bank 0
8 |Oth. pub. fin. corp 0
Total 0 0 0 0 0 0 0 0 0

1/ CG=Central government; GG=General government; NFPS=Nonfinancial public sector; PS=Public sector.

2/ Stock of arrears could be used as a proxy in the absence of accrual data on other accounts payable.

3/ Insurance, Pension, and Standardized Guarantee Schemes, typically including government employee pension liabilities.

4/ Includes accrual recording, commitment basis, due for payment, etc.

5/ Nominal value at any moment in time is the amount the debtor owes to the creditor. It reflects the value of the instrument at creation and subsequent
economic flows (such as transactions, exchange rate, and other valuation changes other than market price changes, and other volume changes).

6/ The face value of a debt instrument is the undiscounted amount of principal to be paid at (or before) maturity.

7/ Market value of debt instruments is the value as if they were acquired in market transactions on the balance sheet reporting date (reference date). Only traded
debt securities have observed market values.

Commentary: 95 percent of debt is issued at the central government level.
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Figure 3. Andorra: Public Debt Structure Indicators
Debt by Currency (percent of GDP)
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Note: The perimeter shown is general government. Note: The perimeter shown is general government.

Commentary: Andorra has replaced short-term domestic issuances with longer maturity external bond issuance, for
most of its financing needs. The average maturity of debt lengthened substantially as a result.
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Figure 4. Andorra: Baseline Scenario
(Percent of GDP unless indicated otherwise)

Actual Medium-term projection Extended projection
2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032
Public debt 39.1 364 347 334 323 313 308 303 299 294 293
Change in public debt -9.5 -2.6 -1.7 -13 -1.1 -1.0 -0.5 -0.5 -0.5 -0.5 -0.1
Contribution of identified flows -8.6 -29 -1.7 -13 -1.1 -1.0 -0.5 -0.5 -0.5 -0.5 -0.1
Primary deficit -5.5 -3.2 -2.5 -3.2 -3.2 -33 -33 -34 -3.5 -3.7 -3.8
Noninterest revenues 39.7 388 385 394 395 395 396 396 397 398 398
Noninterest expenditures 342 356 360 362 363 362 363 363 362  36.1 36.1
Automatic debt dynamics -5.0 -23 -1.2 -0.7 -0.5 -03 0.2 0.3 0.3 0.3 0.6
Real interest rate and relative inflation -1.1 -1.2 -0.5 -0.2 0.0 0.2 0.7 0.7 0.7 0.7 1.0
Real interest rate -1.1 -1.2 -0.5 -0.2 0.0 0.2 0.7 0.7 0.7 0.7 1.0
Relative inflation 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Real growth rate -39 -1.1 -0.6 -0.5 -0.5 -0.5 -0.5. -0.5 -04 -04 -04
Real exchange rate 0.0 e
Other identified flows 2.0 2.6 19 2.7 2.7 2.6 25 2.7 2.8 29 3.1
Contingent liabilities 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
(minus) Interest Revenues 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other transactions 2.0 2.6 19 2.7 2.7 2.6 2.5 2.7 2.8 29 3.1
Contribution of residual -0.9 0.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Gross financing needs 14.5 -2.6 -1.9 -2.7 -2.7 9.9 -14 -1.6 -1.5 9.5 0.0
of which: debt service 20.1 0.6 0.5 0.6 06 132 1.8 1.8 20 131 37
Local currency 20.1 0.6 0.5 0.6 06 132 1.8 1.8 20 131 37
Foreign currency 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Memo:
Real GDP growth (percent) 8.8 3.0 1.8 1.5 1.5 1.5 1.5 1.5 1.5 1.5 1.5
Inflation (GDP deflator; percent) 42 49 3.1 24 1.8 1.8 1.7 1.7 1.7 1.7 1.7
Nominal GDP growth (percent) 14.2 73 5.0 39 33 33 32 3.2 3.2 32 32
Effective interest rate (percent) 1.7 1.6 1.6 1.7 1.7 23 4.0 4.1 4.1 4.2 5.4
Contribution to Change in Public Debt
20 (percent of GDP) 40
mmmm Primary deficit
15 — [ Q]S CHION m— %
20
10 Real Interest rate
10 and relative
5 0 -10 inflation
mmmm Real GDP growth
0 -10
-5 -20 mmmm Exch. rate
-30 depreciation
-10
-40 mmmm Other flows
-15 50

2013 2015 2017 2019 2021 2023 2025 2027 2029 2031 .
Cumulative

Commentary: Public debt will gradually decline on the back of primary balance surpluses and growth. Other flows reflect
accumulation of asset buffers by the government not explicitly dedicated to a particular purpose. Historical data on net acquisition
of financial assets and other debt-creating flows prior to 2020 are not included, resulting in a relatively large residual.
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Figure 5. Andorra: Medium-Term Risk Assessment
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Commentary: Medium-term risks are assessed as low, consistent with the mechanical signal. Lack of historical data magnifies the impact of debt
fluctuations during the pandemic (including due to debt pre-financing by the authorities in 2020-22), resulting in a wide fan chart.

Source: IMF staff estimates and projections.

1/ See Annex IV of IMF, 2022, Staff Guidance Note on the Sovereign Risk and Debt Sustainability Framework for details on index calculation.
2/ The comparison group is advanced economies, non-commodity exporter, surveillance.

3/ The signal is low risk if the DFI is below 1.13; high risk if the DFI is above 2.08; and otherwise, it is moderate risk.

4/ The signal is low risk if the GFl is below 7.6; high risk if the DFI is above 17.9; and otherwise, it is moderate risk.

5/ The signal is low risk if the GFl is below 0.26; high risk if the DFI is above 0.40; and otherwise, it is moderate risk.
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Figure 6. Andorra: Realism of Baseline Assumptions
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Commentary: Rapid recovery from the pandemic enabled swift reduction in debt. Realism analysis does not reveal any systematic
biases and the projected fiscal adjustment is within norms. Residuals reflect accumulation of asset buffers by the government.
Future bond issuances are projected to roll over existing bonds.

Source : IMF Staff.

1/ Projections made in the October and April WEO vintage. Program status not used in creating comparator group due to lack of data.
2/ Calculated as the percentile rank of the country's output gap revisions (defined as the difference between real time/period ahead
estimates

3/ Data cover annual obervations from 1990 to 2019 for MAC advanced and emerging economies. Percent of sample on vertical axis.
4/ The Laubach (2009) rule is a linear rule assuming bond spreads increase by about 4 bps in response to a 1 ppt increase in the
projected debt-to-GDP ratio.
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Figure 7. Andorra: Triggered Modules
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Annex IV. Authorities’ Re
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sponse to Past IMF Policy

Recommendations

IMF 2022 Article IV Recommendations

Policy Actions

Fiscal Policy

The authorities should stand ready to reinstate COVID-
related support measures if the recovery falters. If
warranted, they should provide targeted support to
sectors that are still emerging from the pandemic to
prevent long-term scarring.

The economy recovered strongly in 2021-22 and no
support measures were needed.

The right balance needs to be found between
consolidation to meet the fiscal rule targets and allowing
for growth-enhancing spending.

Fiscal consolidation proceeded swiftly. However, the
central government investment remains low, though there
are plans to increase it in the next few years.

Continue to diversify Andorra’s debt in both the
international and domestic markets, with a focus on
maintaining low gross financing needs.

The authorities have completed their medium-term
issuance program in 2022. The program enabled them to
lock in favorable rates and increase debt maturity.

Reform the pension system to ensure its sustainability.

The reform has been delayed and is currently being
discussed by the legislators.

Financi

al Sector

Continue close monitoring of the banking sector after
the full withdrawal of COVID-related support.

The supervisor closely monitors asset quality at banks
including its early indicators.

Further reinforce the supervision of liquidity risk
including by enhancing the monitoring and stress testing
of net liquidity outflows.

The AFA is closely following movements of deposits and
exposures to counterparties. It completed a

comprehensive liquidity stress test in 2023, that
demonstrated banks resilience to liquidity shocks.

Structur

al Policies

Improve country connectivity and infrastructure to boost
and diversify tourism.

The authorities are investing in a heliport to be completed
by 2025. Measures (notably for foreign seasonal workers)
support diversification of the tourism sector.

Create a favorable environment for investment in high
value-added sectors.

The government adopted a program to help private
businesses with digitalization efforts. The new law on
digital economy, entrepreneurship and innovation
provides for creation of a special economic zone to
develop and test digital and innovative products.

Invest in education, vocational training, and reskilling to
prepare workers for the shift to high-skilled jobs.

Improve housing supply—tax empty properties more
heavily and increase the social housing stock to expand
the supply of rental housing.

The authorities have started taking actions to address the
issue such as easing requirements for housing support,
temporary caps on rent increases, increasing tax on empty
properties, increasing the stock of social apartments,
repurposing of buildings for residential housing, and
slowing down construction permits for housing that is
built to be sold rather to be rented.

Build resilience to climate change.

A comprehensive adaptation strategy still needs to be
drawn out. Measures to foster mitigation are being
adopted.
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Governance and Transparency

Further align Andorra’s anti-corruption framework to No action has been taken.
international standards: ratify the United Nations
Convention Against Corruption, develop an anti-
corruption strategy, advance the reform of the public
procurement framework, and publish beneficial
ownership information.

Continue efforts to close data gaps to enhance The authorities have been making progress in improving
transparency and improve surveillance. data quality across all sectors supported by IMF technical
assistance.
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2 FUND RELATIONS

(As of November 8t, 2023)

Membership Status: Joined October 16", 2020, Article VIII.

General Resources Account: SDR Million Percent of Quota
Quota 82.50 100.00

IMF's holdings of currency 61.88 75.00

Reserve tranche position 20.63 25.00

SDR Department: SDR Million Percent of Allocation
Net cumulative allocation 114.44 100.00
Holdings 93.77 81.98
Outstanding Purchases and Loans: None

Latest Financial Arrangements: None

Projected Payments to Fund
(SDR Million; based on present holdings of SDRs)

Forthcoming

2022 2023 2024 2025 2026
Principal 0.00 0.00 0.00 0.00 0.00
Charges/Interest 0.05 0.07 0.07 0.07 0.07
Total 0.05 0.07 0.07 0.07 0.07

2023 Article IV Consultation: This is Andorra’s third Article IV consultation. Discussions were held
on December 6-18, 2023, in Andorra.

Exchange Rate Arrangements: Andorra’s legal tender is the euro. There is no central monetary
institution. On June 30, 2011, Andorra signed a monetary agreement with the EU (in effect on

April 1, 2012) which authorizes Andorra to use the euro as its official currency, grants legal tender
status to euro banknotes and coins, and as of July 1, 2013, authorizes Andorra to issue limited
quantities of euro coins. Andorra is not permitted to issue euro banknotes. The monetary agreement
does not prejudice the right of Andorra to continue issuing collector coins denominated in diners,
permitting the Banque de France and Banca de Espafia to do so on Andorra’s behalf in the absence a
central bank. Andorra has accepted the obligations under Article VIII, Sections 2, 3 and 4 of the IMF's
Articles of Agreement and maintains an exchange system free of multiple currency practices and of
restrictions on the making of payments and transfers for current international transactions, except
for those measures imposed solely for security reasons which have been notified to the Fund
pursuant to Executive Board Decision No. 144 (52/51). The current classifications of Andorra’s de
jure and de facto exchange rate arrangements are "no separate legal tender.”
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Technical Assistance:

Year Department/Purpose

2020-23 STA External Sector Statistics

2021 MCM Bank Supervision

2021 STA e-GDDS

2022 MCM Systemic Liquidity Management: lender of last resort framework
2023 Government Finance and Public Sector Debt Statistics

Resident Representative: None

INTERNATIONAL MONETARY FUND 3



PRINCIPALITY OF ANDORRA

N STATISTICAL ISSUES

(As of November 8t, 2023)

I. Assessment of Data Adequacy for Surveillance

General: Data provision is broadly adequate for surveillance, but widespread data gaps exist.
Significant progress has been made since Andorra’s membership to the IMF, particularly
regarding Balance of Payments (BoP) statistics, but important weaknesses remain. GDP statistics
are reported with lags, and the disaggregation by expenditure components is not available. Fiscal
and monetary statistics are available with delays, at low frequency and level of disaggregation,
and do not follow international dissemination standards as yet. While the reporting of Financial
Soundness Indicators (FSls) is adequate, there are inconsistencies with monetary statistics. An
advance release calendar containing release dates for major macroeconomic statistics is not
published.

National Accounts: The level of annual GDP disaggregated by economic activities is only
available in nominal terms and published with a one-year lag. For the real GDP by economic
activities only growth rates (not levels) are published, at quarterly frequency, with a lower level of
disaggregation than the annual nominal series and with a three-month lag. Series of GDP by
expenditure components are not available, neither in nominal nor in real terms. The Andorran
Statistics Department will extend backwards the series of GDP growth at quarterly frequency to
start in 2002 (and not in 2010). It is also planning to publish expenditure and income
components of GDP starting from 2024. The authorities started producing a monthly value unit
index of goods exports and imports in 2022:Q3.

Price Statistics: The consumer price index (CPI) and components are published at a monthly
frequency within two weeks after the reference period. The weights are updated annually based
on household budget surveys. Owner-occupied housing is included in the CPI using the rental
equivalence approach. A producer price index is not compiled.

Government Finance Statistics: Fiscal data, at annual frequency, is reported with a three-to-six-
month delay once the audit of the public sector accounts is complete. Detailed reports on
monthly revenue collection and expenditure execution are not available, and quarterly fiscal data
can be provided by the authorities only upon request and with a three-month delay. Periodic
reports on scheduled future debt service, distinguishing between amortization and interest
payments, for both the central and the general government, are also needed; the authorities only
shared future debt service data for the central government.

Monetary Statistics: More granularity is needed to produce the Other Depository Corporation
survey according to international standards. The monetary and financial statistics (MFS) are not
reported to IMF's Statistics Department.

Financial Sector Surveillance: The authorities provide FSls at a quarterly frequency. Staff
identified inconsistencies on reporting of credit growth between the FSI data and monetary
statistics. FSIs are not directly reported to the IMF's Statistics Department. Data on the financial

4
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health of corporates and households is not available yet; the authorities will start publishing
aggregate company financial statistics and financial ratios, at annual frequency, starting from
2022:Q3. Real estate prices, residential and commercial, are available at quarterly frequency.

External Sector Statistics: The Andorran Statistics Department successfully disseminated its first
annual BoP statistics in May 2021 (with 2019 data). Since then, the BoP data has been extended
to 2022 and the coverage and quality were improved with support from IMF’s Statistics
Department. The authorities also made progress on the development of International Investment
Position (IIP) statistics and data is available for 2019-22. The authorities are working to start
compiling quarterly BoP and IIP by end-2024.

Il. Data Standards and Quality

The Andorran authorities implemented the No data ROSC available.
Enhanced General Data Dissemination System
(e-GDDS) by launching a National Summary
Data Page, a one-stop shop for data
dissemination, on May 6, 2022.
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Table 1. Andorra: Common Indicators Required for Surveillance
(As of November 8t 2023)
Frequency
Date of latest . Frequency of | Frequency of
) Date received of . 8 . e g
observation 8 Reporting publication
Data
Exchange Rates' NA NA NA NA NA
International Reserve Assets and
Reserve Liabilities of the Monetary 2022 November 2023 M M M
Authorities®
Reserve/Base Money1 NA NA NA NA NA
Broad Money' NA NA NA NA NA
Central Bank Balance Sheet' NA NA NA NA NA
Consplldated Balance Sheet of the 2021 January 2022 A A A
Banking System
Interest Rates® NA NA NA NA NA
Consumer Price Index 2023:M10 November 2023 M M M
Revenue, Expenditure, Balance and
Composition of Financing® - 2022 October 2023 A A A
General Government®
Revenue, Expenditure, Balance and
Composition of Financing® - Central 2022 October 2023 A A A
Government
Stocks of Central Government and
Central Government-Guaranteed 2022 October 2023 A A A
Debt®
External Current Account Balance 2022 November 2023 A A A
Equrts and Imports of Goods and 2002 November 2023 A A A
Services
GDP/GNP 2022 March 2023
Gross External Debt 2022 November 2023
International Investment Position’ 2022 November 2023
T Monetary and financial statistics (MFS) are not reported to IMF's Statistics Department due to capacity constraints. IMF
Technical Assistance in this area is planned for 2024.
2Includes reserve assets pledged or otherwise encumbered as well as net derivative positions—update definition.
3 Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and
bonds.
4 Foreign, domestic bank, and domestic nonbank financing.
>The general government consists of the central government (budgetary funds, extra budgetary funds, and social security
funds) and state and local governments.
®Including currency and maturity composition.
"Includes external gross financial asset and liability positions vis a vis nonresidents.
8 Daily (D), Weekly (W), Monthly (M), Quarterly (Q), Annually (A), Irregular (I); Not Available (NA).
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Statement by Paul Hilbers, Executive Director for the Principality of Andorra
and Cristina Camp, Advisor to the Executive Director
February 26, 2024

On behalf of the Andorran authorities, we would like to thank Mr. Blavy and his team for their hard work and
constructive and positive exchanges during the Article IV mission to the Principality of Andorra. We
welcome the insights and policy advice in the staff report and the set of papers produced, including the
high-quality Selected Issues Papers (SIP) on (i) the Andorran Banking sector, (ii) climate change, and (iii)
housing affordability. The Andorran authorities broadly agree with staff's appraisal and will carefully
consider their thoughtful policy advice.

Macroeconomic Outlook

The Andorran economy has demonstrated resilience, experiencing strong growth following the
COVID-19 crisis. The Andorran economy grew in real terms by 8.3 percent in 2021 and 9.6 percent in
2022. GDP growth in 2023 is, with 2.3 percent, still among the highest in Europe, primarily driven by the
service sector. A record number of tourists (12 million overnight stays in 2023 against 10 million in 2022
and 8.8 million in 2019) visited Andorra in 2023. In 2024, growth is expected to slow slightly but will remain
above potential (1.5 percent). Growth also contributed to an increase in the number of jobs, with job growth
being 10.5 percent in 2021/2022 and 5.4 percent in 2022/2023. Unemployment is almost nonexistent in
Andorra (1.7 percent in 2023) and remains well below the eurozone average due to the specific nature of
Andorra's labor market. Inflation is declining after having reached its peak in 2022 (7.1 percent) and it's
expected to reach the target level of 2 percent in 2025. Despite long-term energy contracts containing
imported inflation for some time, inflation started to accelerate in 2021, mostly influenced by global supply
constraints following COVID-19 and Russia's war against Ukraine which impacted energy and food prices.

The authorities agree with staff that risks are balanced. Addressing housing and labor shortages
continues to be a top policy priority to support the economy. Solid fiscal and financial buffers such as low
public debt and foreign reserves as well as well-capitalized and liquid banks can mitigate downside risks.

Fiscal policies

Fiscal discipline has contributed to strong fiscal buffers. After 2 years of modest fiscal deficits,
Andorra’s general government balance returned to a large surplus in 2022 (4.8 percent) and 2023 (2.6
percent). Solid revenue growth was driven by higher-than-expected direct tax collection following higher-
than-expected growth outturns. The authorities agree with staff that there is room within the fiscal framework
to implement needed growth-enhancing investment. Nonetheless, the authorities do caution that in a small
country like Andorra, multiplier effects might be more subdued than expected.

Andorra has an effective debt management strategy, resulting in low financing costs and low debt
rollover risks. Andorra’s general government debt ratio is 36.4 percent (2023), having reached its peak in
2021 (48.6 percent). Primary balance surpluses of about 1 percent are expected over the medium-term,
which could bring the debt level below 30 percent by 2028. The average interest rate for government debt
in 2023 has been 1.34 percent with an average maturity of 7.3 years. The government has no financing
needs until 2027. Yet, the Andorran authorities remain dedicated to their debt management efforts. The
authorities agree with staff that in the medium- to longer-term, debt sustainability faces challenges from



demographic pressures and increased age-related spending. Thus, pension and healthcare system reforms
are key priorities for the government. In January 2024 the Andorran Government announced the key
features of the healthcare system National Pact and the Parliamentary majority is currently working to build
a political consensus on a reform of the pension system.

Financial sector

The Andorran banking sector remains well-capitalized, liquid, and profitable. Andorran banks exceed
regulatory requirements and European averages (Tier 1 capital ratio on an aggregate individual basis of
19.4 percent and an LCR of approximately 200 percent as of 2023Q3) and profitability has improved from
0.5 percent in 2021 and 0.6 percent in 2022 to an annualized ROA of 0.8 percent in 2023Q3.

There are several macroprudential instruments available to the Andorran Financial Authority (AFA)
to safeguard financial stability. These instruments include the capital conservation buffer, the
countercyclical capital buffer, the capital buffer for systemically important institutions, and the systemic risk
buffer. Additionally, the AFA’s supervision model is based on the Core Principles for Effective Banking
Supervision published by the Basel Committee on Banking Supervision and is built on their guidelines for
common procedures and methodologies for supervisory reviews and evaluation processes (SREP), and
stress testing. Moreover, to improve Andorra’s financial resilience in the event of a liquidity shock in the
financial sector, also after benefiting from IMF Technical Assistance (TA), a bill establishing the legal
framework for setting a Lender of Last Resort mechanism entered into force in December 2022. It replicates
the emergency liquidity assistance model of the European Central Bank (ECB) and is, comparable to
international peers. In addition, the ECB has agreed to extend the maturity of the temporary liquidity line
(up to € 35 million) with the AFA until 31 January 2025.

Governance and transparency

Andorra is strongly committed to the highest governance and transparency standards. The
authorities have taken many steps to further strengthen the AML/CFT framework and fully aligned it with
international best practices, including FATF recommendations. Andorra is subject to periodic evaluations
by the Council of Europe, undertaken by the Committee of Experts on anti-money laundering and the
financing of terrorism measures (Moneyval). Currently, Andorra is rated Fully Compliant (C) and Largely
Compliant (LC) in 37 of the 40 recommendations. Since the 2016 Moneyval assessment, the authorities
have updated the Andorran National Risk Assessment and scaled up on-site inspections. Moreover,
Andorra fully implemented the AML/CFT European regulations. The authorities reiterate their firm
commitment to further strengthening their national anticorruption framework and are currently considering
the ratification of the UN Convention against Corruption.

The Andorran authorities welcome the policy advice and recommendations of the IMF. Andorra’s
international reserves currently include € 138 million in SDRs and over € 200 million in reserves deposited
at the central banks of Spain, France, and the Netherlands, thereby meeting the IMF’s calculated potential
FX-liquidity needs of up to 9 percent of GDP in 2023. Additionally, several advances have been made in
closing data gaps since its membership and after benefiting from IMF TA, including the publication of the
Balance of Payments and the International Investments Position statistics, and the implementation of the
Enhanced General Data Dissemination System (e-GDDS). The latter by launching a National Summary
Data Page in May 2022 and in 2023 initiating the production of fiscal accounts for the general government
in the form of annual time series.



Structural reforms

As also noted by staff, Andorra’s economy will benefit from the Association Agreement with the
European Union, ensuring Andorra’s participation in the EU’s internal market which has the potential to
unlock substantial benefits by opening markets for a more diversified economy. In December 2023, an
agreement was reached at the level of negotiators between the Andorran Government and the EU. In line
with the 2014 negotiating directives, the Association Agreement will take into account the particular situation
of Andorra, its specificities (geography, size, and relatively small population), and transition periods,
particularly in the financial sector. This will allow the government to prepare the economy to maximize the
benefits of accessing the single market and proactively mitigate any potential disruptions.

The authorities welcome staff’s SIP on the various macro-critical structural reforms and policies,
particularly concerning housing affordability and climate change. Housing affordability is a key priority
for the current government. The government announced the development of new houses (some projects
have already commenced in early 2024) and an extension of lease contracts until 2027 to ensure sufficient
affordable housing. As for climate change, Andorra has been part of the United Nations Framework
Convention on Climate Change since 2011, and in 2016, the General Council (the Andorran Parliament)
unanimously approved the ratification of the Paris Agreement and is committed to reducing emissions by
55 percent by 2030 and achieving carbon neutrality by 2050. Towards this end, the government
implemented a carbon tax in 2021. Additionally, public programs support the improvement of building
energy efficiency and the acquisition of electric vehicles. Furthermore, the state-owned energy enterprise
is actively investing in the production of green energy in cooperation with its neighboring countries.
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