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Discussions were held in Vilnius during November 6-15, 2001, The Fund staff team
comprised P. Alonso-Gamo (head), R. Burgess, S. Fabrizio, V. Kramarenko (all EU2),
and Q. Wang (PDR), and was assisted by M. Horton, the Fund’s resident representative.
Mr. A. Torngvist, Alternate Executive Director, and Mz. S. Kropas, Advisor to the
Executive Director, attended some policy meetings. The FSAP mission delivered its
preliminary conclusions in the context of the Article IV consultation discussions.

The mission met with President Adamkus, Seimas Chairman Paulauskas, Prime Minister
Brazauskas, Bank of Lithuania (BoL) Governor Sarkinas, Seimas Budget and Finance
Committee Chairman Butkevi&ius, Minister of Finance Grybauskaite, Minister of
Economy Cesna, Vice Minister of Labor and Social Protection Morkuniene, as well as
other senior government officials, members of parliament, and representatives of the
banking and business communities and trade unions.

On August 30, 2001, the Executive Board approved a 19-month Stand-By Arrangement
(SBA) for an amount equivalent to SDR 86.52 million (60 percent of quota).The
authorities confirmed their intention to make no purchases under the arrangement.

In the attached letter dated December 20, 2001, the authorities request the completion of

the first review. The request is supported by the Supplementary Memorandum of
Economic Policies (SMEP, Attachment I), which the authorities intend to pubtish,

Lithuania has accepted the obligations of Article VIII of the Fund’s Articles of Agreement
and maintains an exchange system free of restrictions on payments and transfers for
current international transactions. '

Relations with the Fund and the World Bank are summarized in Appendixes I and II,
respectively; and periodicity and timeliness of the most important statistics are presented

in Appendix III.
As a background to the upcoming Board discussions, a Statistical Annex and “The

Baitics—Medium-Term Fiscal Issues Related to EU and NATO Accession” will be
forthcoming, while the papers on “Labor Market in Hard-Peg Accession Countries—The

Baltics and Bulgaria” (SM/01/169) has been issued.
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Lithuania: Basic Data

Social and demographic indicators (latest available data)

Area {sq. km) 65,300
Population density (inhabitants per sq. km.) 56.6
Population (thousands} 3,692.6
Life expectancy at birth 72.8

Men 67.6

Women 71.9
Infant mortality rate {per 1,000 births) 85
Hospital beds (per 1,000 inhabitants) 9.3
Physicians (per 1,000 inhabitants) 3.8

1996 1997 1998 1999 2000
National accounts (In percent of GDP)

Domestic demand 109.8 110.6 1119 110.3 106.4
Conspmption 853 84.0 87.5 87.7 85.7
Gross investment 24.5 26.5 24.4 227 20.7

External balance of goods and services -9.8 -10.6 -11.9 -10.3 -6.4

(Percentage change from previous period)

Real GDP 4.7 7.3 5.1 -3.9 3.9
GDP (in millions of litai) 31,569 38,340 42,990 42,655 43,254
Consumer prices {(end-period) 13.1 84 24 0.3 1.5
Real wages 1/ N 33 13.4 127 54 1.1
Labor market
Total employment (thousands) 1,659 1,669 1,656 1,648 1,586
Of which: in state sector 585 542 528 512 493
Unemployment rate {in %) 2/ 70 59 64 8.4 11.5
{In millions of U.S. doliars)
Balance of payments 3/
Trade balance -896 -1,147 -1,518 -1,405 -1,104
Current account balance =723 -981 -1,293 ~1,194 -675

{Percentage change from previous period)

Money and credit

Broad money 3.5 34.1 14.5 7.7 16.5
Credit to private sector -4.4 18.9 16.9 13.8 -1.2
Interest rate (in percent) 4/ 14.7 12.2 16.7 145 11.5
(In percent of GDP)
General government finances 5/
Revenues 29.6 32.6 323 32.1 30.3
Expenditure and net lending 342 33.7 38.1 40,2 33.2
Financial balance 6/ 2.5 -1.5 -4.4 -6.2 -2.1
Fiscal balance 6/ 4.5 -1.8 -5.9 -85 2.7

Sources: Lithuanian awthorities; and Fund staff estimates.

1/ Average wage deflated by consumer price index.

2/ Calculiated on the basis of registered unemployment; period average.

3/ Balance of payments prior to 1996 are not comparable data.

4/ Average annual interest rate on loans in domestic currency; end of year.

5/ There is a break in series beginning in 1998 when a new classification of fiscal account was implemented.
6/ Including the discrepancy between monetary and fiscal data.



Executive Summary

The macroeconomic objectives for 2001 are expected to be largely attained and all end-
September performance criteria and structural benchmarks were met. Real GDP growth
accelerated substantially, driven initially by strong export growth, complemented lately by a
gradual recovery of domestic demand. The external current account declined further, largety
due to rapid export growth. Inflation remained subdued. Fiscal adjustment continued despite
revenue shortfalls, although small expenditure arrears persisted in some areas, resulting in the
non-observance of the indicative target on central government expenditure arrears.
Confidence in the currency board remained strong and access to international markets
favorable. Good progress in structural reforms was registered in fiscal structural areas, energy
restructuring, privatization, trade policy, and labor and social security system. EU accession
negotiations have advanced rapidly.

The authorities’ priority is to stabilize revenue, while creating a tax system consistent
with EU requirements. To this end, the government has prepared an ambitious package of
reforms covering the value-added tax (VAT), corporate income tax (CIT), and personal
income tax (PIT), which aims at removing exemptions and broadening the tax bases.
However, the reforms are likely to stabilize revenues only over the medium term.

Thé appropriate fiseal stance was at the core of the policy discussions with the
anthorities. The authorities agreed with the staff on an increase of the program budget deficit
target to provide added flexibility, in view of possible further revenue shortfails, For 2002,
the staff and the authorities shared the view that a fiscal deficit target of 1.5 percent of GDP
would be appropriate in light of the declining revenue-to-GDP ratio, the limited room for
further expenditure cuts, and the better-than-originally-expected external current account
prospects. To limit the decline in the revenue-to-GDP ratio, a number of revenue measures
will be implemented starting in 2002. The authorities are committed to implement
comprehensive measures to deal with the finances and arrears of municipalities and Health
Insurance Fund.

Underpinned by the fiscal adjustment, the currency board arrangement continued to
anchor macroeconomic policies. The authorities are confident that the repegging scheduled
for February 2, 2002, will take place smoothly. Its announcement made in June 2601 was
well-received by the markets, and the Bank of Lithuania has largely completed the
preparation for the repegging. The main conclusion of the recent FSAP mission is that there
are not major immediate risks to the stability of Lithuania’s financial system.

The authorities remain committed to their ambitious structural reform agenda, which is
driven in part by the requirements of EU accession. The agenda includes completing the
banking privatization, strengthening corporate financial management, enhancing labor market
flexibility, completing the large-scale privatization program, improving further the business
environment, and implementing agriculture and land reform.



1. INTRODUCTION

1. The 2000 Article IV Consultation was concluded by the Executive Board on

January 10, 2001 (EBS/00/286). Directors commended the progress made by Lithuania under
the previous SBA. They emphasized the importance of preserving macroeconomic stability to
maintain the credibility of the currency board arrangement (CBA), especially in the run-up to
the repegging of the litas. Directors, however, expressed concern about the high level of
unemployment and weak finances of municipalities. While recognizing that structural
reforms had advanced significantly, they stressed the need for greater progress in the
restructuring of the energy and agricultural sectors.

2. The political situation in Lithuania remains stable, under the dominant center-left
coalition led by Prime Minister Brazauskas, the country's President during 1993-98. The
continuing strong consensus on EU and NATO accession has played a major role in
advancing reforms,

II. RECENT DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

3. Macroeconomic objectives for 2001 are expected to be largely attained and all
end-September program performance criteria and structural benchmarks were met
(Tables 1-12). Real GDP growth accelerated substantially, the external current account deficit
declined further, and inflation remained subdued. Fiscal adjustment continued, confidence in
the currency board remained strong, and good progress was recorded in structural areas.

A. Macroeconomic Developments

4, The economic recovery continued to gather pace. Real GDP growth is expected to
accelerate from 3.9 percent in 2000 to 4.5 percent in 2001 (Table 1 and Figure 1). The
recovery was driven initially by strong export growth, but has since been complemented by a
gradual increase in domestic demand. Real GDP growth amounted to 5.1 percent (year-on-
year) for the first three quarters of 2001 but is expected to slow somewhat over the final
quarter, as the recent deceleration in exports to the EU may be only partially offset by the
gradual recovery of domestic demand and the strength of exports to CIS countries. Inflation
remained relatively subdued, owing to flat wages in real terms, a decline in oil prices, and the
lagged effects of the earlier appreciation of the litas against the euro. Registered
unemployment has declined since its April 2001 peak, but remained at 12.5 percent in
November.

5. The external current account deficit is expected to narrow to 5.8 percent in 2001.
Non-oil exports expanded due to growing CIS markets and the consolidation of Lithuania’s
exporters” presence in EU markets, due in part to the positive impact of the litas depreciation
in real effective terms on competitiveness (Box 1, Figure 2). Energy exports were boosted by
larger imports of crude oil from Russia. Profits earned by foreign investors increased, and
were mostly re-invested in Lithuania, contributing to sizable FDI inflows, already boosted by



Box 1: Lithuania: Indicators of External Competitiveness

After a strong recovery in 1999-2000, Lithuania’s exports continued to perform well during the first nine months
of 2001, with exports of non-energy goods up by 16 percent (y-o-y) in U.S. dollar terms. Expart growth, while
reflecting in part favorable external conditions, clearly benefited from improved external competitiveness as shown
by a number of different indicators.

m After appreciating by about 25 percent since 1998, the CPi-based real effective exchange rate (REER)
depreciated by about 5 percent through September 2001 since its October 2000 peak (Figure 1).

& The export-price-based REER, in contrast to the CPI-based REER, has shown remarkable stability since 1997,
indicating little loss of external competitiveness (Figure 1). The divergence between the two indicators could be
explained by a widening gap between productivity growth in traded and non-traded goods sectors enabling
Lithnania’s exporters to maintain profitability while gaining a competitive edge through lowering their prices.
Wage moderation helped maintain competitiveness.

» Lithuania has enjoyed significant terms of trade (ToT) gains, as the decline in export prices, excluding the
impact of oil prices, has been more than offset by an even faster decline in import prices (Figure 2).

w Exporters have also benefited from cheaper domestic intermediate inputs and capital goods. The producer price
indices (PPI} for intermediate and capital goods that are sold domestically declined by about 5 and 9 percent,

respectively, during June 1995 - October 2001 (Figare 3).
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= Lithuania’s exports have performed well relative to its major competitors. The shares of Lithuania’s exports
are compared with those of its competitors in the import markets of its two largest trading partniers—EU and CIS
countries (Figure 4 and 5). To the extent that common factors affect the export performance of all competitors, the
difference in export performance can be largely attributed to the relevant countries’ competitiveness.

= Business confidence indicators have pointed to a sustained optimism among exporters since early 1999, which
coincided with a recovery of the profitability in the manufacture sector, the main exporting sector in Lithuania,
during the same period of time (Figure 6 and 7).
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Figure 2. Lithuania: Indicators of External Competitiveness, 1996-2001

Real Exchange Rates
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large privatization receipts. Substantial bank amortization payments ahead of schedule were
more than offset by portfolio investments, particularly through a government eurobond issue
of €200 million in February, on favorable terms. Official foreign exchange reserves
increased by US$180 million in the first nine months, and external debt and vulnerability
indicators strengthened (Table 11).

6. Fiscal adjustment continued in 2001, despite revenue shortfalls. The general
government deficit for the first nine months of 2001 declined to 1.2 percent of GDP—
compared to 3.1 percent of GDP in the corresponding period of 2000—well under the
program target of 1.7 percent (Table 3).! Nominal expenditure also were lower than in the
same period in 2000. Revenue shortfalls (about 0.6 percent of GDP)? were offset through cuts
in spending on goods and services, lower-than-projected SoDra outlays and lower capital
expenditure, due to delays in approving the public investment program and, to some extent,
to a lower-than-expected implementation rate. However, the problems of expenditure arrears
persisted in the state budget (ILTL 8 million) and the Health Insurance Fund (HIF)

(LTL 29 million), resulting in the non-observance of the indicative target on central
government expenditure arrears.’

7. Confidence in the CBA remained strong, with the foreign reserve coverage of
reserve money reaching 165 percent at end-October. Monetization of the economy increased,
although at a somewhat slower pace than in 2000, and broad money is expected to grow by
15.8 percent by year-end. Increased confidence of households and corporations in the banking
system is expected to result in an increase in savings and foreign currency deposits of

40 percent and 22 percent, respectively, in 2001. The rapid growth of foreign currency
deposits reflected a repatriation of deposits by enterprises and greater confidence of
households in banks. At the same time, private sector credit is expected to increase by

9.8 percent in 2001, due to stronger competition in the banking sector and lower interest
rates—stemming from declining interest rates in the United States and lower spreads

(Figure 3)—improvements in the business environment, and, to some extent, incentives for

' All fiscal targets are on a cash basis.

% The changing structure of GDP, with an increasing shift toward lower-taxed exports, has led .
to an erosion of the tax base. Moreover, an expanding private sector has made increasing use
of existing tax exemptions and loopholes, leading to larger-than-expected VAT refunds and
deductions of life insurance premia and investment expenses from personal and corporate
income taxes, respectively. Slow progress in VAT administration and the tax arrears of
mumnicipalities have also contributed to revenue shortfalls.

? Arrears of the HIF were due to continuing problems with pharmaceutical spending and
procurement practices that will be addressed in December 2001-January 2002 (see SMEP,
paragraph 20). Arrears at the state budget were quite smali, resulting from technical
expenditure coordination problems across hundreds of appropriation managers.
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Figure 3. Lithuania: Financial Indicators, 1997-2001
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1/ Included a reclassification of LTL 270 million of DMB's claims on private sector to government lending funds,
which were removed from banks' balance sheets in July, 2000; also included a reclassification of LTL 785 million
from the Turto Bank in July 2001, which is no longer a banking institution.

2/ Yield spread between Lithnanian Eurobond and U.S. benchmark bond; Lithuanian Eurcbond maturing July
2002.

3/ Calcnlated from all issues quoted in the current trading list, excluding treasury bills and investment companies.
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mortgage financing. Capital markets were not adversely affected by financial distress in some
other emerging markets. All indicators of financial sector vulnerability improved during 2001
(Table 12).

8. The BoL has largely completed its preparations for the repegging of the litas from the
U.S. dollar to the euro on February 2, 2002. The amendment to the Law on the Credibility of
the Litas passed in March 2001 provides the legal basis for the repegging. The BoL has also
approved new guidelines for official reserve management, allocating more than 90 percent to
euro-denominated assets at the time of the repegging. Opinion polls indicate that the public is
well informed about the detaiis of the repegging, thanks to a BoL. information campaign
{SMEP, paragraph 8). Commercial banks have made available a wide range of hedging
instruments, and indicated that large corporate customers were making increased use of them.
However, most of the rebalancing of corporate and households’ portfolios is not expected to
take place until closer to the repegging date. The banks themselves had a small long open
position in U.S. dollars as of end-September (Table 12).*

B. Structural Reforms

9. The pace of structural reforms accelerated markedly in 2001 (see Box 2). The
restructuring of the electricity and gas sectors has been largely completed. However, the
Mazeikiu Nafta oil refinery continues to make losses,” and the conclusion of a deal with the
Russian company Yukos for its participation, which would assure long-term oil supplies, was
delayed, while the ambitious investment program is also being postponed. A large number of
smaller residual state shareholdings and land plots were sold, foliowing efforts to simplify the
divestment process. In addition, a constitutional amendment to allow agricultural land sales
to foreigners, in compliance with EU requirements, received preliminary parliamentary
approval.

10.  In the fiscal area, the Ministry of Finance established two new departments in April
2001 to coordinate and monitor financial issues related to EU accession, including
mobilization of cofinancing. The law on the Methodology of Revenue Redistribution among
Municipalities was passed by Seimas in October, and the draft 2002 budget incorporates the
resulting definitions of state-mandated obligations and their costs. The State Control is
conducting a performance audit of several municipalities. An amendment to the privatization

* The FSSA report provides an analysis of commetcial banks’ vulnerability to exchange rate
and interest rate risk.

5 In the event losses were to persist over the medium term, the company might not be able to
pay interest of about 0.3 percent of GDP per year on government loans.
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Box 2. Lithnania: Structural Reforms Implemented in 2001

During 2001, the Lithuanian authorities have undertaken a wide range of structural reforms, in connection with two
Fund stand-by arrangements, a World Bank structural adjustment {oan and the process of accession to the
European Union. Key structural reforins irmplemented during the past year include the following.

Financial management and control:

Completion of staged treasury modernization,
involving single treasury account

Reorganization of the customs department on the
basis of EU best practices

Approval of internal audit manuat by MOF
Creation of two departments at MOF to coordinate
and monitor EU-related financial issues

Municipal finances:

Monthly reporting and monitoring of arrears by a
cabinet level commission*

Approval of legislation to more clearly define
municipal expenditure obligations related to state-
delegated functions* _

Audit of 30 municipalities by State Controller™

Corporate governance:

*

Approval of new laws on accounting, financial
reporting and consolidated financial statements*
Approval of new bankruptcy and enterprise

. restructuring laws, with more flexible and rapid

procedures

Entry inte force of new law on companies, with
greater protection of shareholders and creditors
Approval of law on corporate registry, providing
for publication of annual financial statements

Labor and social protection:

Approval of amendments to labor legislation,
providing for more flexibility in employment
contracts and severance

Approval of amendments io the law on civil
service o ease dismissal/recruitment procedures
Ratification of European Social Charter
Establishment of a guarantee fund for employees
of bankrupt companies, in line with EU directives
and ILO conventions

Energy sector:

Entry into force of new electricity and gas laws,
providing for liberatization of markets and
strengthening of regulatory independence
Approval of Ignalina decommissioning program
Framework agreement signed with EBRD on
Ignalina decommissioning suppart fund

Foreign Trade:

Accession to the WTO and reduction of
conventional duties for 20 groups of imports
Signing of free trade agreements with Bulgaria and
Romaniz (remaining CEFTA countries)

*Covered by Fund conditionality.

Privatization:

e Sale of the Savings Bank*

s Sale of the Development Bank (end-Dec. 2000)*
Sale of Lithuanian Shipping Company

» Conclusion of tender for sale of Lithuanian

Agriculture Bank*

Announcement of tender for sale of stake in
Lithuanian Gas to strategic investor
Approval of restructuring plan for Lithuanian
Electric, a precondition for privatization
Selection of advisors for restructuring and
privatization of Lithuanian Airlines

Approval of rearganization of Lithuanian
Railways, with a view to restructuring and
privatization

Sale of 676 objects (through November 1, 2001)
with receipts of LTL 440 million

Financial sector:

Approval of amendments to the law on the BOL,
strengthening central bank independence
Amendment of the law on deposit insurance, in
line with EU directives

Amendment of the law on insurance to liberalize
provisions for investment abroad and for access
to transport insurance (WTQO)

Other legislation/legal developments:

Entry into force of the new civil code
Adoption of amendments to the law on
restitution to speed up completion of land
restitution

Commencement of operations of two-tier
administrative court system

[Approval by Seimas national anti-corruption
prograrn (strategy, law and action plan).]
Entry into force of new legislation on trademark
protection and intellectual property rights;
ratification of WIPO copyright treaty
Amendimments to the laws on VAT and excise
duties to harmonize treatment with EU

Entry into force of amendments to the law on
tax administration relating to audit, sanctions,
enforcement and postponement of debts
Entry into force of the law on consumer
protection
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law to authorize the Reserve Stabilization Fund (RSF) was approved by Seimas in
November. The authorities also expressed interest in a Report on the Observance of
Standards and Codes (ROSC) on fiscal transparency (SMEP, paragraph 22).

11.  In the financial sector, bank privatization is nearing completion. The state-owned
shares of the Savings Bank (LTB) were sold to Hansabank in September and the bank is
being restructured. In November, Nord LB was selected as the winner of the tender for the
Agricultural Bank, the last state-owned bank, and privatization negotiations are underway.
Moreover, the BoL continued to improve the regulatory environment. A capital charge
against market risks based on a value-at-risk approach will be introduced as of December 31,
2001, and the requirements on stress-testing of bank portfolios and due diligence of
customers have been in effect since December 2001. The BoL also reduced its commissions
on foreign exchange transactions and reduced the maximum permissible fees on foreign
exchange transactions conducted by banks. The latter will limit the expenses of non-banks
rebalancing their portfolios in the run-up to the repegging. Finally, the shift of Treasury
accounts to the BoL did not create disruptions in the money markets, as cooperation between
the Treasury and BolL was strengthened.

12, EU accession negotiations have advanced rapidly. At end-November 2001,
agreement had been reached on 21 out of 31 chapters of the acquis communautaire, and the
authorities aim at concluding the remaining chapters during the first half of 2002, paving the
way for accession i 2004 (Box 3). The EU Commission’s periodic report issued in
November 2001 concluded that Lithuania was a functioning market economy, and should be
able to cope in the near term with competitive pressures within the EU, a key requirement for
EU accession. Moreover, the administrative capacity to absorb EU structural funds was
strengthened significantly (paragraph 10), as a result of which around €15 million in
SAPARD funds are expected to be disbursed by year-end.

IT1. POLICIES AND PROGRAM FOR 2001-02

A. Macroeconomic and External Outlook

13.  Policy discussions took place against the backdrop of a less favorable external
environment, with a slowdown in trading partner countries, partly offset by lower oil prices
and interest rates. GDP growth is expected to moderate somewhat in 2002 to 4.0 percent,
reflecting some deceleration in external demand, especially from EU countries. Domestic
demand will continute to be supported by the recent decline in interest rates which, together
with greater competition in the banking sector, would lead to an acceleration of private sector
credit growth. Inflation is expected to remain subdued at 2.8 percent in 2002, despite the
impact of EU-related increases in excise duties.
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Box 3. Lithuania: Progress in EU Accession Negotiations

In 2001, Lithuania made rapid progress in its EU accession negotiations, initiated in 2000.
According to the 2001 Regular Report on Enlargement of the European Commission, Lithuania is
among the ten candidate countries with target dates of accession compatible with the Gteborg
timeframe, and the EU should be prepared to conclude accession negotiations by the end of the
Danish Presidency in 2002, with a view to accession in 2004. By end-November 2001, the
government had completed 21 of 31 chapters of the acquis communautaire, compared with only

7 one year earlier. The chapters closed in 2001 include some difficult ones, such as Environment,
Free Movement of Persons, Customs Union, and Competition. Lithuania is thus well placed to
achieve its ambitions timetable.

Lithuania is well-positioned to meet the two broad economic criteria for accession—the
existence of a functioning market economy, and the capacity to withstand competitive pressure
and market forces within the Union. The Commission found in its 2001 Regular Report that
“Lithuania is a functioning market economy.” Provided that it makes further substantial efforts to
continue with the vigorous implementation of its structural reform program, it should be able to
cope with the competitive pressure and market forces within the Union in the near term,”

EU accession is a goal supported across the political spectrum, and in January 2001, all
parties in Seimas agreed to put on the fast track the approval of all EU-related legislation. In
this regard, progress was made in harmonizing Lithuanian legislations with EU standards. Three
accounting laws were passed by Seimas on November 6, 2001. A package of legislative acts to
amend the Constitution so as to allow the sale of agricultural land to foreigners went through the
first reading in Seimas on November 15. A new labor code was submitted to Seimas in November
2001. An anti-corruption law is expected to be submitted to Seimas by end-2001. Finally, a
comprehensive tax package is to be submitted by year-end, with a view to creating a tax system
consistent with EU requirements.

Significant progress was made in improving the administrative capacity to administer and
monitor the use of EU structural funds. A department specificaily in charge of this operation
was set up at the Ministry of Finance in April 2001. EC officials expressed recently their
satisfaction with Lithuania’s efforts to make efficient and timely use of resources under the
PHARE program and indicated that Lithuania is on the list of top ten countries entitled to the
European Commission national aid. Moreover, in November 2001, Lithuania became the fourth
EU candidate country to be granted the right to independently administer Special Accession
Program for Agriculture and Rural Development (SAPARD) funds after Bulgaria, Estonia and
Slovenia.

A number of issues need to be resolved in 2002. First, in the energy area, Lithuania and the EU
must reach agreement on a date for decommissioning the second reactor of the Chernobyl-like
Ignalina nuclear power plant. According to the EU, it should be closed by 2009, and a decision to
this end is a precondition to concluding negotiations in 2002. The Lithuanian authorities are
concerned by the economic and social consequences of an eariy action, and wouid like the EU to
share in the costs of decommissioning. Second, the difficult agricultural chapter is still pending,
Third, Lithuania is concerned about the possible impact of sharp increases in excises on tobacco
and alcohol, and eventual smuggling. In this regard, Lithuania is committed to improve customs
administration. Other costs will have to be borne, for instance for the creation of an energy buffer
stock. A detailed costing of EU accession obligations over the medium term was incorporated by
Lithuania in its Pre-Accession Economic Program (PEP), presented to the Commission in October
2001.
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14.  The external current account deficit is projected to remain at 5.8 percent of GDP
in 2002. Lower growth of non-energy exports to the EUJ would be partly offset by the
strength of exports to CIS markets, as Lithuanian exporters would further recoup some
of the market share lost in the wake of the Russian crisis. Given the high import content
of exports and reflecting the reduced import bill due to a projected further decline in oil
prices, import growth is projected to decelerate, albeit at a somewhat lower pace, due to the
expected domestic demand recovery, The current account deficit would be financed by strong
capital inflows, including a pick-up in foreign direct investment, a large part of which is
privatization-related. Gross external debt as a percent of GDP will remain broadly unchanged
from the level in 2001, while net external debt is likely to edge up, reflecting some
repatriation of foreign assets by non-banks, as the average rate of return on foreign assets
slackens with the global decline in interest rates,

15.  The main risk to the near-term outlook is a sharper than expected slowdown in
Lithuania’s main export markets, especially the EU. A further significant fall in oil prices
would also reduce growth in Lithuania’s CIS trading partners. Despite the improvement in
the terms of trade, the resulting slowdown in exports could reduce Lithuania’s growth,
increase the pressure on public finances, and lead to a wider current account deficit
depending on the extent of the slowdown in private domestic demand.

B. The Currency Board Arrangement

16. The CBA continues to anchor macroeconomic policies, and the authorities are
confident that the repegging announced for February 2, 2002 will take place smoothly.®
Preparations have been characterized by transparency of the process, careful technical
preparatory work by the BoL and a pro-active position of banks collaborating with their
clients. Sustained fiscal discipline and macroeconomic stability, a strengthened financial
sector, and good medium-term growth prospects have enhanced confidence in the economy
and significantly reduced its vulnerability to contagion from instability in other emerging
markets. These factors, together with the high level of liquidity of the government early in the
year, should reduce the likelihood of interest rate increases around the repegging date.
Finally, if the euro/dollar rate does not depreciate below its historic lows before February 2,
the repegging will not create grounds for concern over the competitiveness of the economy in -
the medium term (Box 1). Even if the euro were to appreciate vis-a-vis the dollar in nominal
terms by about 30 percent—reverting to its peak level in 1999—over the medium term, the
litas would appreciate by around 10 percent in real effective terms, assuming that the share of
EU and EU accession countries in Lithuania’s trade remain unchanged. Such a real
appreciation over a number of years would not undermine Lithuania’s competitiveness, given

S At the time of the first review under the SBA,; the repegging of the litas scheduled for
February 2, 2002 will entail a modification of the continuous performance criterion under the
SBA on maintaining the exchange rate under the currency board arrangement.



-18 -

appreciation over a number of years would not undermine Lithuania’s competitiveness, given
its potential for faster productivity growth than in trading partners. Moreover, a likely further
reorientation of trade towards the EU would reduce the impact of a possible appreciation of
the euro on competitiveness.’

17. A further increase in the monetization of the economy and an acceleration in
growth of credit to the private sector are expected in 2002. Broad money is projected to
grow by 15 percent, consistent with a further decline in velocity to 4.0, in line with recent
trends. Net bank financing of the government is projected at LTL 214 million, leaving
enough room for credit to the private sector to grow by 16 percent from a relatively low base.
In order to gradually align reserve requirements with those of the European Central Bank
(ECB) area, the authorities will announce in the first quarter of 2002 the schedule of a further
reduction in reserve requirements in consultation with Fund staff.

C. Fiscal Policy

18.  The government aims at achieving a structurally balanced budget in the medium
term (excluding the cost of pension reform), in order to ensure long-term fiscal
sustainability, boost the credibility of the CBA, and underpin the projected current account
deficit adjustment. The medium-term fiscal analysis presented in EBS/01/135 and the
forthcoming companion paper highlighted the tradeoffs between revenue losses associated
with the tax reform and the need to make room for EU and NATO accession-related
expenditures, pension reform, and other social and environmental expenditures, while
pursuing an orderly and gradual expenditure restructuring. In the run-up to the submission of
the PEP to the EU, the government fostered a public debate on the major objectives of fiscal
policy. A consensus emerged that the government needed to stabilize revenue so as to make
expenditure plans realistic. A scenario reflecting this approach, incorporating detailed
estimates of the costs of EU and NATO accession, is included in the companion paper.

19.  Thus, a comprehensive package of draft laws, covering the VAT, CIT, excises,
and PIT, has beer prepared, in order to stabilize revenue, improve tax administration,
and create a tax system consistent with EU requirements (SMEP paragraph 11). Instead
of amending the existing laws and taking ad hoc measures, the government decided to submit
to Seimas new draft laws, taking into considerations the recommendations of the FAD TA
mission of June 2001. The legal framework for the VAT, in line with EU requirements, is
expected to be in place by July 2002. Exemptions will be phased out gradually and eliminated

7 Stress tests based on end-June 2001 balance sheets, which are described in the FSSA report,
suggest that banks are sufficiently capitalized to withstand a sudden 20-percent appreciation
of the euro after the repegging. Moreover, commercial banks indicated that borrowers
intended to change the currency composition of their liabilities around the time of the
repegging, thereby substantially reducing their exposure to the fluctuation of the euro/dollar
rate.
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by the time of EU accession. The CIT law, eliminating zero taxation of reinvested earnings
and reducing the tax rate, would become effective in January 2002, but the positive impact on
revenue will only materialize in 2003. The PIT law, which might reduce the marginal tax rate
to the extent that there were revenue gains under the new CIT law, would become effective
in 2003. In addition, the coverage of the real estate tax will be extended to residential
property from January 2003.

20.  For 2001, the authorities continued to make best efforts to attain the original
general government deficit target of 1.4 percent of GDP (Table 3), despite expected
general government revenue shortfalls of about 0.8 percent of the GDP, and did not intend to
seck a budget revision in Seimas. To achieve the deficit target, VAT administration had been
strengthened, especially at the customs level, and plans to cut expenditure and goods and
services further were in place, making sure that new arrears would not emerge as a result,
Lower-than-expected interest paymenis and expenditure of SoDra led to additional savings.
Nonetheless, in view of increased uncertainty, the poor financial situation of the HIF, and
possible further revenue shortfalls, the staff and the authorities agreed on a revision of the
program target to 1.7 percent of GDP, to provide added flexibility, while remaining
consistent with the attainment of macroeconomic objectives.

21.  The staff and the authorities shared the view that a general government deficit
of 1.5 percent of GDP for 2002, implying a primary surplus, is appropriate and
consistent with maﬁxtaining the credibility of the CBA. Although it is 0.2 percent of GDP
higher than originally envisaged, this slight revision is justified by a number of
considerations. First, measures to stabilize revenue take time to bear fruit. Second, after the
sharp adjustments in 2000-01, there is little room for further expenditure cuts. Finally, despite
the global slowdown, Lithuania’s external current account prospects are better than originally
expected, reducing vulnerability risks.

22.  To limit the decline in the revenue-to-GDP ratio, a number of revenue measures
will be implemented starting in 2002, since the main elements of the tax reform package
will become effective only from 2003. These measures, amounting to almost 0.3 percent of
GDP (SMEP, paragraph 15), include reductions in VAT exemptions, higher excises, the
postponement of the increase in the tax exempt minimum (TEM) of the PIT from January to
April,® and improvements in tax administration. Finally, amendments to the law on Social
Security, extending mandatory full pension insurance to certain groups of self-employved, was
approved by Seimas in November 2001. Overall, general government revenue is projected to
decline from 29.4 percent of GDP in 2001 to 29 percent in 2002.

23. Given the projected decline in the revenue-to-GDP ratio and the need for fiscal
consolidation, some expenditure cuts will be necessary, although expenditure will grow

8 Together with the increase in the TEM, the PIT rate on second job wages will be reduced
from 35 percent to the standard rate of 33 percent.
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in real terms. The consolidated expenditure of the national budget and the road program’ is
expected to be cut by 0.3 percent of GDP, while ensuring that priority social spending and
investment needed for NATO and EU accession are adequately provided for.'® In fact, the
proposed Public Investment Program (PIP) for 2002 gives priority to EU-related investment.
The staff expressed concern about the low implementation rate of the PIP in 2001; the
authorities shared this concern and are addressing the problem. In addition, HIF expenditure
is expected to be reduced by almost 0.2 percent of GDP, as measures to limit spending on
pharmaceuticals are implemented (SMEP, paragraph 20). The latier measures together with
the rescheduling of arrears on pharmaceuticals, should eliminate HIF arrears and improve its
medium-term financial position. The expenditure of SoDra would decline relative to GDP,
_given the current indexation procedure. Investment by the Privatization Fund will remain at
the 2001 nominal level, and expenditure for savings and land restitution will be limited to
0.1 percent of GDP. The authorities indicated that strong pressures to increase expenditure
would emerge during Seimas discussions, and the staff urged them to resist such pressures.

24.  The targeted deficit can be readily financed. Gross financing needs (around

7 percent of GDP) would be almost equally split between domestic and foreign sources. The
authorities’ financing strategy is geared toward diversifying and lengthening maturities of
treasury securities, and tapping the eurobond market, in particular to refinance the

US$200 million maturing 1997 eurobond (Box 4). A decline of 0.6 percent of GDP of public
and publicly guaranteed debt in 2002 would reflect a primary surplus, low interest rates, and
rapid growth. In order to deal with possible defaults on direct and guaranteed loans to
domestic enterprises, the government is committed to strengthening collection efforts and has
made sufficient provisions for covering them. In addition, steps have been taken to limit
strictly such loans in the future."'

25.  Contingency plans in response to a more pronounced external economic
slowdown and/or less favorable emerging market conditions were discussed with the
authorities. In response to a larger than expected global slowdown (Box 5), the
government’s strategy would be, in the first instance, to let the automatic stabilizers operate
to support economic activity. A moderate increase in the fiscal deficit could be financed
using a combination of the government’s liquid resources and a slightly higher issuance of
domestic securities. However, the scope for allowing the automatic stabilizers operate fully is -
limited by the government’s substantial gross financing requlrements and the need to
maintain the credibility of the CBA. If, for instance, the economic slowdown were also

? From 2002, the Road Fund will be incorporated in the state budget.

1 The government initiated a debate on the constitutional validity of laws imposing binding
expenditure floors in certain areas, which limits the flexibility of the budgetary process.

" The existing direct and guaranteed loans to domestic enterprises were granted mainly
before 1999. '
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Box 4. Lithuania: Public Debt and Asset Management

The government strategy in managing public debt and assets consists of consolidating debt and
deposit management of the central government, shifting more borrowing to the domestic market,
limiting unhedged foreign currency exposure to euro-denominated instraments, reducing its exposure
to contingent liabilities and maintaining a highly liquid position. Sustainability of public and publicly
guaranteed debt is expected to improve over the medium-term, given the low level of gross debt of
28 percent of GDP at end-Septemnber 2001 (Tabie 13), projected primary surpluses in the medium
term, and a conservative debt management strategy.

In the government’s borrowing strategy, the domestic treasury security market is given priority. Local
currency denominated government securities (discounted or fixed coupon) issued domestically
amounted to 3.1 percent of GDP as of end-September 2001. The maturity ranges from 6 months to

7 years. Residents dominate this segment of the market. The secondary market for these securities is
fairly illiquid with sporadic transactions occurring from time to time, mainly between resident banks
for liquidity management purposes. To address this problem, the governmeant in cooperation with the
BoL plans to improve technical aspects of the market infrastructure, including through

standardization of maturities (1, 2, 3, and 10 years). Foreign currency denominated eurobonds,
with a face value of about 9 percent of GDP and a remaining maturity ranging from 5 months to more
than 6 years as of end-September 2001, will gradually decline in impartance, as the currency risk
premia of domestic securities decline. This market is fairly liguid, as spreads between ask and bid
prices have recently hovered around 0.2 percent. Resident banks hold approximately 13 percent of the
market capitalization, while nonresidents are mainly represented by retail investors. The government
also sees some potential in eurobonds denominated in local currency, currently amounting to

0.2 percent of GDP. -

The central government took active part in the management of liabilities of SeDra to limit interest
costs. SoDra’s financing needs in 2001 were largely met through state budget financing, and onerous
short-term borrowing by SoDra was virtually discontinued in 2001. The government plans to continue
with this strategy in 2002. Municipalities are subject to borrowing ceilings set in annual national
budget laws relative to their revenne. The credit standing of municipalities is extremely low given the
accumnlated overdue payable accounts of around 0.5 percent of GDP. As a result, their borrowing is
largely limited to IFIs with state guarantees, small credit lines from domestic commercial banks, and
borrowing from the state budget. The current strategy of the government is to strictly limit
municipalities’ borrowing domestically or abroad.

The focus of asset management is on keeping a highly liquid position, partially pre-funding the
pension reform, and reducing contingent liabilities and net lending. Holding a large amount of
investable resources (deposits, liquidity funds, and accumulated privatization proceeds, 2.7 percent of
GDP at end-September) represents an opportunity cost of 0.2 percent of GDP per year. However, the
government considers this cost worth paying for two reasons. First, the government sees a need for a
liquidity cushion in case of a lack of favorable access to borrowing. Second, the accumulated
privatization proceeds allows the government to partially pre-fund the pension reform and remove
populist pressures for additional public spending financed by a cne-off receipt. At least two thirds of
privatization proceeds will be accumulated in the RSF subject to strict accountability and
transparency requirements. Regarding less liquid assets, the government has recently stepped up
efforts to collect repayments due on net lending and defaulted gnarantees; although recent legal issues
with the Mazeikiu Qil Company cast some doubts over claims amounting to 2.5 percent of GDP. The
recovery rate of nonperforming loans parked at the Turto Bankas remains very low. Residual
shareholdings and real estate objects of the central and Jocal governments would be substantially
reduced after the privatization in the banking and energy sectors have been completed.
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Box 5. Lithuania: Potential Impact of a Global Economic Slowdown

The staffs baseline scenaric is predicated on the assumption that the recent deterioration in the external environment continues
into the first half of 2002, It assumes thit growth in the BU, which accounts for roughly half of Lithuania’s exports, slows from
1.7 percent in 2001 to 1.4 percent in 2002 (Table}. Under these conditions, Lithuania's growth rate is expected to decelerate from
around 4.5 percent in 2001 to 4.0 percent in 2002, with a continved recovery in domestic demand and the strength of exparts to
eastern Europe partly offsetting the weakness of exports to the EU. Consumer price inflation is forecast to remain moderate—
although somewhat higher than 2001 following EU-related increases in excise duties—at 2.8 percent in 2002.

The possibility of a sharper slowdown in the world economy poses a substantial downside risk, especially if accompanied by a
further significant fall in oil prices.’ The latter would have a negative impact on Russia and other CIS markets which, hitherto,
have continued to grow relatively strongly and thus provided something of a safety vaive for Lithuanian exporters. The resulting
reduction in exports to both eastern and western Europe wouid directly reduce real GDP growth and lead to a wider current
account deficit. The eventual reduction in growth would be somewhat larger if consumer and investor confidence were also
adversely affected, although this would also tend to reduce imports and thus offset some of the deterioration in the current
account deficit. Lower oil prices would also directly reduce the nominal import bill given Lithuania’s position as a (smalf) net
importer of petroleam products.

Staff estimate that, taken together, a reduction in EU growth to % percent in 2002 together with a fali in oil prices to US$18 per
barrel, could reduce real GDP growth in Lithuania to 2.0 percent in 2002, with the current account deficit widening to around
6.3 percent of GDP. Lower oil prices would also lead to lower domestic inflation, although the GDP deflator would remain
broadly unchanged following the improvement in the terms of trade. In the absence of any policy response, this would, in tumn,
reduce the growth in government revenues and, pari passu, lead to a deterioration in the fiscal balance of around 0.5 percent of
GDP compared to the baseline.

Table. Lithuania: Macroeconomic Scenarios, 2000-2002
(In percent of GDP; unless otherwise indicated)

Baseline Scenario . _“Lower world growth™ Scenario
i 2000 2001 2002 2002
External assumptions _
EU real GDP growth rate 34 1.7 1.4 0.5
Qil price {US dollars per barrel) 282 250 21.0 18.0
Lithuanian Macroeconomic indicators
Real GDP growth rate 39 4.5 4.0 20
GDP deflator 21 2.0 3.0 3.2
Domestic savings . 14.8 13.9 14.1 13.3
Private 149 14.0 14.1 135
Public 0.2 0.1 03 0.2
Domestic investment 20,7 19.7 19.9 196
Private 18.8 18.1 185 18.2
Public 1.9 1.6 1.4 14
Current account balance -6.0 -5.8 5.8 -6.3
Fiscal balance -2.7 -1.7 -1.5 -2.0
Memorandum items:
Exports of GNFS (in milkions of US$) 5109 5912 6,108 5,823
Tmports of GNFS (in millions of TJS$) 5,832 6,521 6,779 6,538
Government revenues (in millions of litai) 13,707 14,136 14,763 14,526
Government expenditures (in millions of litai) 15,011 14,861 15,539 15,539

Source: Staff estimates and projections.

' oil prices have fallen further since the mission. The latest WEO oil price assumption for 2002 is $18.5 per barrel, only slightly
Eove the assumption in staff’s lower world growth scenario. A significant fall below this level, despite leading to an improvement

in the terms of trade, would therefore pose an additional risk to the macroeconomic cutlook given its impact on Russia and other
ICIS export markets, as outlined above.
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accompanied by a significant increase in the costs of financing, the authorities agreed that
additional revenue-raising and expenditure-cutting measures may be necessary to ensure
fiscal and external sustainability.

D. Structural Issues

26.  Structural reform efforts will continue in 2002. In addition to the measures in the
SMEP, and recommendations of the FSAP mission, the authorities will undertake further
reforms and strengthen implementation in a number of areas, including in connection with
the World Bank Structural Adjustment Loan (SAL) and EU accession (Box 6).

Fiscal Structural Reforms

27.  Comprehensive measures have been prepared to deal with municipal finances
and arrears (SMEP, paragraph 19). Based on the new legislation, which defines municipal
functions and methodologies for establishing their costs, the amount of earmarked transfers
for state-delegated functions and education expenditures calculated on a per-student basis
will be guaranteed. Municipalities will be required to take adequate revenue/expenditure
measures in other areas in the event of shortfalls in their other revenue. Legislation giving
more discretion in setting tax rates and fees accruing to local budgets, including a real estate
tax, was recently submitted to Seimas. To assist municipalities in reducing the stock of
expenditure arrears, the government will allocate LTL 200 million over the next three years,
of which LTL 64 million in 2002. Disbursements will be linked to clearance of arrears
following a schedule that municipalities will prepare together with their 2002 budget.'? In
addition to continued monthly monitoring of municipal arrears by a cabinet-level
commission, the State Control will conduct further audits of municipalities in 2002, with
penalties for municipal appropriation managers found not to be in observance of the new
legislation.

28.  The government is preparing revised legislation for the pension reform
intreducing a three-pillar system (SMEP, paragraph 21). The main principles of the reform
remain unchanged, but the new system would be in place from 2004, a year later than
originally planned, to allow for a smoother transition. By then, SoDra is expected to generate
surpluses, while the State Tax Inspectorate will have gained sufficient operational experience
after taking over the payroll tax coilection unit of SoDra. To complete the merger, the
government has submitted to Seimas amendments to the laws on Social Security and Tax
administration. In addition, legislative acts to reduce expenditure on generous state pension
benefits paid outside the system of the mandatory pension insurance will be submitted to
Seimas in 2002.

12 By law, municipalities submit their budget two months after approval of the state budget. .
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Box 6. thhuama Agenda for Further Structural Reforms in 2002

In addition to reforms to be implemented under the stand-by arrangement program and described in the SMEP, the
authorities will undertake further reforms and strengthen implementation in a number of areas, including in connection with

the World Bank SAL and EU accession.

Financial management and control:

»  Strengthen multi-year budgeting and execution, in
particular for investment and program planning,
evalvarion and reporting _

» Introduce financial statements according to ESA-
95; prepare for shift to accrual accounting

»  Approve new law on tax administration to
strengthen taxpayer rights, equity among taxpayers
and efficiency of administration

¢ Complete unification of state tax inspectorate
(STI) and tax coilection activities of SoDra

e Iniroduce EU-compliant and harmonized IT
systems for STI and customs

»  Harmonize procurement legislation with EU;
strengthen capacity of public procurement office

=  Strengthen internal andit and financial
management and controt; strengthen legal
framework and independence of the state auditor

Business environment:

¢ Introduce legal provisions for new corporate
registry 1o ensure information management,
modern IT system and staft training

s Enact statutes of the product standards association;
compiete adoption of EU product standards;
strengthen administrative capacities for market
surveillance, especially at borders

»  Amend patent legislation 1o meet EU reguirements
and those of international treaties.

s  Approve secondary legislation in intellectual
property rights; strengthen administrative capacity
in enforcement of copyrights

« Harmonize legislation on e-commerce with EU;
strengthen capacity and independence of data
protectien inspectorate

Agriculture/lland reform:

» End regulation of grain and sugar pricing via
approval of new law on agnculmre and rural
development .

e Separate state agriculture market operations from
export promotion and information dissemination

s Abolish constitutional restrictions on acquisition
of agriculture land by foreigners and foreign legal
entities and anthorization procedures for
acquisition of non-agricultural land by foreigners
Further complete land restitution and farm titling
Strengthen agriculture inspection arrangements
and upgrade inspection and testing facilities

Statistics:
Improve regional statistics
- Transportation/communications:

Align vehicle taxation and user charges with EU

Pursue restructuring of railways, (management
independence, separation of infrastructure management
from transportation operations, strengthen administration);
introduce regulatory framework for infrastructure charges
Strengthen capacity of communications regulatory
authority

Labor, social protection and state pensions:

Adopt new labor code; strengthen labor health and safety
inspection institutions

Adopt new public health law

Approve new civil service law to ensure ﬁnancmg for
early retirement and supplementary state pensions a2nd to
facilitate creation of privately funded pensions

Financial sector; -

Approve new law on securities markets to strengthen
authority and independence of securities commission
Amend civil code and companies law to provide more
strict liability for contract fraud and corporate
misrepresentation

Strengthen supervision of insurance services and of
auditors and andit companies

Improve implementation of anti-money laundering
measures and strengthen independence of monitors

-Energy/environment:

Agree pricing of electricity transmission and distribution;
finalize power purchase agreements

Conclude sale of at least 51 percent of distribution assets
of LPC through an open tender to intermational strategic
investors

Conclude sale of least 34 percent of LG through an open
tender to international strategic investors . :
Apprave law on energy to extend regu]amry carumission
anthority over licensing, trading, supervision, service
quality and consumer protection; strengthen commission

* capacity

Approve new district heating law

Set precise date for closure of Ignalina Unit #2
Strengthen implementation of EU standards for water and
air quality, waste management :

Enterprise restructuring/bankruptey:

Increase staffing and training of the judiciary, bankruptey
administrators and the competition council

1 Some of these measures are part of the FS AP recommendations.
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Finaneial Sector Reforms

29.  The authorities broadly agreed with the thrust of assessments and most
recommendations of the FSAP mission (Box 7). The main conclusion of the FSAP mission
is that there are no major immediate risks to the stability of the Lithuanian financial system.
Stress-testing shows that banks would be able to withstand a wide range of shocks. Even so,
continued strengthening of the institutional underpinnings of financial stability, and
implementation of prudent macroeconomic policies along with a fiscal policy that supports
the credibility of the CBA, will be important to limit the risks in future years. The BoL and
the government will implement a number of recommendations of the FSAP mission related
to cooperation with foreign supervisory authorities, leasing and mortgage financing, and
supervision of insurance companics (SMEP, paragraph 23). At the same time, the BoL
believes that the current system of liquidity risk management and loan provisioning are
adequate, whereas the FSAP mission saw some room for improvement. The BoL and the
FSAP mission agreed that some changes in the legal framework for bank failure resolution
might be worth considering. The FSAP mission also noted that the authorities could consider
‘creating a unified supervisory authority to deal with the expected integration of financial
markets and rise of financial conglomerates. The authorities were of the view that such a
move was not strongly indicated at the present stage of institutional and market development,
but agreed with the mission that such a reform couid be envisaged in the longer term. The
authorities also decided to participate in the pilot project for the assessment of anti-money
laundering policies, and consider implementing recommendations in this area.

30.  The overall findings of the Stage One safeguards assessment of the Bol.
indicated that the Bol.’s safeguards appear generally adequate and a Stage Two (on-
site) assessment was not considered necessary at this juncture. However, the safeguards
assessment report recommended that: (i) the BoL establish procedures to ensure an action
plan for the implementation of the external and internal audit recommendations;

(ii) strengthen its overall governance in the financial reporting, audit, and internal controls
areas by establishing an oversight body, such as an audit committee; (iii) strengthen
compliance with International Accounting Standards (IAS) and ECB accounting standards,
and disclose differences, if any, between BoL’s accounting principles and IAS and the ECB
in its financial statements; and (iv) improve accounting practices and disclosures for IMF
transactions. Finally, staff also recommend that the BoL. be monitored during the duration of
the arrangement and, therefore, request that the central bank provide IMF staff with copies of
the year 2001 and year 2002 audited financial statements and related audit reports. These
weaknesses will be discussed with the authorities in the context of the second review of the
program.

Other Areas

31.  Despite economic growth, unemployment has fallen only gradually in recent -
months, as it is largely structural in nature, reflecting skills mismatches and limited
geographical mobility. The authorities expressed their determination to bring about a further
reduction in unemployment through enhanced labor market flexibility, and the provision of
well-targeted training opportunities. The new labor code, which was submitted to Seimas in
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Box 7. Lithuania: Conclusions of the FSSA Report

There appear to be no immediate threats to financial system soundness in Lithuania. Both domestic and
foreign indebtedness are low, with the cumrent account deficit financed largely by private foreign direct
investment inflows. Banks have adopted a conservative approach to lending and risk management, and their
capitalization and loan quality are generally adequate. Securities and insurance markets are not large enough to
pose a significant systemic risk in the near term. The payment and settlement system handles only a limited
number of transactions and has shown itself to be robust in previous periods of stress. Regulation and
supervision of banking and securities markets are well-developed, and there is a high degree of transparency in
monetary and financial policies. There are, however, significant weaknesses in insurance regulation and
supervision, which the authorities are working to remedy.

Stress-tests indicate that the Lithuanian financial system should be able to cope with a wide range of shocks.
Shocks considered in the stress-testing exercise, both individually and in combination, included swings in
interest rates and exchange rates (such as the euro-dollar cross rate), declines in interest margins, and a
downturn in real economic activity. In particular, absent unusually and unexpectedly large movements in the
euro-doliar rate between now and the repegging date, there appear to be no significant risks to financial system
stability from the repegging of the litas. Only a very major shock, such as a banking crisis in the countries of
origin of the major bank shareholders, might materially affect the solvency of the thhuaman banks through
foreign bank ownership linkages.

The assessment of anti-money laundering policies found the legal and regulatory framework to be largely in
line w__ith international standards, but it also identified areas for improvement in the examination and
cooperation practices of supervisory agencies involved in preventing money laundering.

Key recommendations of the FSAP mission include:

¢ expanding the legal powers of the BOL to intervene in and quickly resolve the failure of banks
experiencing financial distress or insolvency;

¢ strengthening supervisory cooperation with the home country supervisors of Lithuanian banks’ parent
institutions, and establishing sufficiently stringent limits on domestic banks’ exposures to their parent
institutions;

¢ improving the quality of borrower and bank financial statements, strengthening accountability of bank
directors for risk management, and revising loan classification and provisioning rules to better reflect
borrower creditworthiness and the fair value of collateral;
reconsidering the present arrangements for the management of the assets of failed banks;
unifying financial sector supervision in the longer term;
publicizing activities of the Deposit Insurance Fund (DIF); disclosing a possibility of a back-up lme of
credit from the Ministry of Finance; and limiting moral hazard of DIF operations;

e improving consumer protection for insurance policyholders and strengthening the independence and
the capacity of the State Insurance Supervisory Agency;
limit the government program of subsidized mortgage financing and provide incentives for leasing;

¢ strengthening anti-money laundering procedures, including through: giving the State Insurance
Supervisory Agency and Lithuanian Securities Commission clear responsibility for enforcing anti-
money laundering regulations and extending their controls over internal control procedures of
companies under their supervision, introducing a new system of information sharing on money
laundering, and providing the Tax Police department with adequate resources.




-27 -

November 2001, is expected to introduce more flexibility by allowing lower minimum wages
for specific groups, including certain classes of unskilled workers and, possibly, certain
regions. In addition, the authorities remain committed to the maintenance of social cohesion,
through the provision of well-targeted support to the most vulnerable sections of society. The
Unemployment Insurance Law, which will be submitted to Seimas in 2002, is expected to
strengthen the insurance element in the payment of unemployment assistance.

32.  The remaining structural reform agenda, which is driven in part by the
requirements of EU accession, includes the completion of the large-scale privatization
program and the identification and implementation of measures to further enhance
competitiveness. The authorities re-iterated their intention to privatize Lithuanian Gas and the
Lithuanian Power Company in 2002," and to press ahead with the eventual privatization of
the last few remaining major state-owned enterprises, including Lithuanian Airlines and
Lithuanian Railways (SMEP paragraphs 26 and 27). The authorities are implementing
measures to streamline company registration and liquidation, and will continue to follow the
recommendations of the sunrise commission regarding the streamlining of business
regulation (SMEP paragraph 24).

33.  The authorities are committed to take further steps to rationalize support for the
agricultural sector, with a view to EU accession. The introduction in September 2001 of
minimum prices for grain and sugar was a step backward, but the authorities would terminate
the government’s authority to regulate agricultural prices, consistent with commitments under
the World Bank SAL. The government also indicated their intention to facilitate the use of
the financing available through the EU SAPARD program to leverage its efforts to foster
rural development and investments in rural infrastructure.

IV. MEDIUM-TERM OBJECTIVES AND STRATEGY

34. The medium-term macroeconomic framework envisages a gradual acceleration
in GDP growth, combined with continued low inflation and a reduction in the current
account deficit. Real GDP growth is projected to accelerate gradually to around 6 percent
over the medium-term, driven initially by a continued recovery in domestic demand and
subsequently by an acceleration of export growth. Export growth is expected to pick up
significantly in 2003 and to stay strong beyond Lithuania’s EU accession in 2004. As a result,
the current account deficit will be gradually reduced to around 5 percent of GDP by 2005,
and is expected to be largely financed by non-debt creating inflows. FDI inflows are
projected to moderate as the privatization process draws to a close, but remain substantial at
around 2.5-3.5 percent of GDP per annum. This would contribute to a further strengthening
of external viability as reflected in a gradual decline of the gross external debt ratio to below
40 percent of GDP by 2005. Lithuania’s ability to attract significant inflows on favorable

. terms is dependent on the continuation of sound macreeconomic management, and is also

13 Energy sector issues were discussed in detail in EBS/01/135 (Box 3).
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supported by favorab]e prospects for early EU accession (which is expected to take place in
2004).

35.  Further fiscal consolidation, together with sustained implementation of
structural reforms, will further buttress investors’ confidence in the economy.
Unemployment should decline further, albeit slowly, reflecting the strengthening recovery,
more flexible labor laws and, to some extent, the planned reduction in labor taxation. Having
fallen for the last two years, real wages appear to have stabilized and are expected to grow
moderately over the medium-term. Inflation is expected to remain at around 3.0 percent,
slightly above likely average inflation in the euro area, reflecting relatively faster productivity
‘growth in Lithuania’s tradable sector.

V. STAFF APPRAISAL

36.  Over the last year, Lithuania has made remarkable progress, maintaining
macroeconomic stability, accelerating growth, reducing vulnerabilities and implementing an
impressive package of structural reforms. The authorities should be commended for their
successful implementation of the program, preserving continuity despite political changes,
and the staff encourages them to persevere in their efforts., These successes, however, should
not lead to complacency, as structural reforms must continue, and recent policy changes need
to be effectively implemented. Vulnerability to potential exogenous shocks, although
reduced, still calls for'the continuation of strict financial policics.

37.  Although areas of weakness remain, the authorities’ efforts have left Lithuania
better placed to face the challenges of 2002. These challenges include managing
successfully the repegging of the litas in a complex international financial environment;
keeping fiscal discipline to buttress credibility; maintaining the momentum for the structural
reforms needed over the medium term, so as to create the conditions for sustained growth and
competitiveness in the face of what could be a more adverse external environment; and
conciuding accession negotiations with the EU, in order to be able to join in the first wave of
enlargement in 2004. These are not easy challenges, and there is little room for policy or
implementation slippages.

38.  The staff endorses the authorities’ plans for the repegging of the litas to the euro
in February 2002, with a view to moving smoothly toward greater economic integration
with the EU, while preserving the credibility of the CBA, which has anchored
macroeconomic stability, while competitiveness has been maintained. The staff considers that
the BoL’s strategy to make the process as transparent as possible, in order to minimize
uncertainties, inform the population, and make extensive technical preparations, has been
appropriate. The authorities are encouraged o continue with their technical preparations and
plans to ensure a smooth transition.

39.  The credibility of the CBA hinges cracially on 2 .supportive fiscal stance. The
budget target for 2002 aims at consolidating the hard-won adjustment achieved in 2000-01,
with 2 modest further adjustment, The 2002 budget seeks to limit the erosion of tax revenue,
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allocate expenditure in line with medium-term priorities to promote growth, and remain
consistent with the medium-term goal of achieving a cyclically balanced budget. The staff
urges the authorities to adhere to the target, resisting pressures to increase expenditures
without accompanying revenue measures.

40. Given the persistent shortfalls, measures to stabilize revenues constitute an
argent priority, and the staff welcomes the comprehensive tax package prepared by the
_government. Eliminating exemptions and loopholes would allow for a reduction of rates
while preserving tax revenue, promoting fairness and transparency and fostering private
activity. The staff urges the authorities to resist pressures to maintain or award preferential
treatments to particular groups or sectors, which would jeopardize the tax reform objectives,
generally without stimulating growth. The staff would also encourage the authorities to.
accelerate the implementation of revenue-raising measures, particularly if the attamment of
fiscal objectives were under threat.

41.  On the expenditure side, it is important to set clear priorities in the context of
the annual budget process. In this regard, binding floors on certain expenditure categories
reduce flexibility and may lead to suboptimal allocations. Careful prioritization is required
given that new EU and NATO-related commitments will have to be faced and that there is
little room for further cuts if essential services and social expenditures are to remain
adequate. There also would appear to be littie scope for large payments in connection with
the savings and land restitution plans in the near future, The public investment program has
to be geared toward preparing the economy for EU accession. While the staff welcomes the
improved administrative framework, allowing Lithuania to make effective use of EU
structural funds, implementation capacity needs to increase. Moreover, there is room to
pursue expenditure rationalization and efficiency gains across the board.

42.  Urgent steps were called for to improve the financial situation of the HIF and
municipalities and prevent the accumulation of arrears. The steps to limit HIF expenditures
are significant and deserving of support. Regarding municipalities, new legislation allocating
expenditure responsibilities and the concomitant resources, as well as regular audits and
monitoring are important steps in the right direction. The proposed real estate tax will heip by
providing a more stable source of own revenue. However, the staff urges the authorities to
ensure that additional transfers to the municipalities are clearly linked to concrete measures
and arrears reduction by them. In addition, expenditure rationalization is needed. Finally, in

the staff’s view, municipal finance reform will only bring positive results if the government
uses all possible legal means and moral authority to oblige the municipalities to follow the
new principles of financial relations between the state and municipal budgets. -

43.  The staff welcomes the progress in preparing for a reform of the pension system
to be implemented as of 2004. Given the importance of gamering public support for the
process and the logistical complexity of its implementation, this delay appears justified. The
staff also understands the cost considerations that led the government to opt for a less costly
second pillar, The staff supports the authorities’ intention to bring certain groups of self
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employed into the full pension insurance scheme and to reduce state pensions. It is essential
that adequate resources for the financing of this reform be provided.

44. A significant acceleration in structural reforms took place in 2001. In particular,
the completion of the restructuring of the energy sector paved the way for privatization in
2002, while bank privatization led to efficiency gains and greater competition. The staff
encourages the authorities to complete rapidly the privatization of the Agricultural Bank.
Bank privatization, together with a strengthened banking system, following the
recommendations of the FSAP mission, should enhance the efficiency of financial
intermediation and increase confidence in the domestic financial system. The staff
encourages the authorities to take steps, along the lines of the FSAP recommendations, to
strengthen the financial system further and adapt to the evolving environment. In this regard,
the staff welcomes the authorities’ decision to participate in the pilot project to assess anti-
money laundering policies and practices.

45. ° Nonetheless, the staff would urge the authorities not to lose momentum in the
coming months, and continue to implement steps critical for investment, growth, and
reducing unemployment, in particular measures to facilitate private activity and deregulation,
which are key to improving Lithuania’s business environment and competitiveness. Recent
initiatives to set indicative prices in agriculture are regretiable, and the staff urges the
authorities to reverse them and to implement the reforms contained in the World Bank’s
SAL, aimed at boosting efficiency and reducing the scope of government support. The
judicious use of SAPARD structural funds should help prepare Lithuania’s agricultural sector
for EU accession.

46.  The authorities® strategy has risks. First, it relies heavily on the maintenance of
fiscal discipline. Resisting calls for increased expenditure will need strong resolve by the
government, especiaily in the face of high unemployment and sectoral pressures. The
government will have to secure political support for a rapid approval of the ambitious tax
package by Seimas and pursue steadfastly the elimination of exemptions. Second, while the
repegging strategy seems appropriate and the risk of disruption appears small, the authorities
need to ensure the continued credibility of the CBA after the repegging, maintaining fiscal
restraint and competitiveness. Third, the current global slowdown might be deeper or longer
than envisaged, while lower oil prices could also adversely affect Russia and other CIS
export markets. Growth could therefore be lower than projected, putting additional pressure
on the budget. The government should be ready to take the necessary measures to preserve a
sound fiscal position. Fourth, gross financing needs in 2002 are large. While Lithuania should -
be able to cover them, even if access to international financial markets were to become -
difficult, further adjustment might be needed in the event of sharp increases in interest rates,
which would also adversely impact private sector activity. Fifth, the authorities’ strategy of
strict financial discipline and rapid EU accession places much of the impetus for growth on
the private sector, and the state must promote a supportive business environment via effective
implementation of the legal framework put in place over the last several years. In addition, a
large number of laws need to be approved by Seimas, and the government will have to forge
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consensus across the political spectrum, particularly on sensitive decisions that may impact
EU accession.

47.  Despite these concerns, the staff would like to reiterate its overall assessment
that the authorities’ strong program remains on track and deserves support. The timely
passage of the 2002 budget demonstrates the authorities” commitment to the program.
Overall, the stance of macroeconomic policies remains appropriate, and the staff is confident
that the authorities would modify polices quickly and appropriately in response to adverse
‘external or domestic shocks. Thus, the staff supports the completion of the first review under
the stand-by arrangement.

48.  Lithuania’s statistical base is generally adequate, and the quality and timeliness
of data allow effective surveillance and macroeconomic analysis. The authorities have
subscribed to Standard Data Dissemination System since May 1996, Further improvements in
the consolidation of general government operations statistics remain a priority, and progress
in this regard is expected to be made in 2002. The staff supports the authorities’ interest in a
fiscal ROSC, which would provide recommendations for improving transparency and data
quality in the budget process. In addition, the staff urges the authorities to follow the
recommendations of the safeguards assessment and achieve compliance in the near future.

49. | The staff welcomes Lithuania’s decision to publish this Article IV staff report.

50. The staff recommends that Lithuania remain on the standard 12-month
consultation cycle.
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Table 1. Littmania: Selected Macroeconomic Indicators, 19498-2002

1998 199 2000 ' 2007

2002
a1 2 03 ¥ ear
At Prog. Proj. Prev. Proj Proj.
National mcome, prices, and wages

Nominal GDT (in miliions of litai) 42990 426585 45,254 10,684 12,003 12,726 41,012 48,087 50,509 51,531

GDP {in millions of [1.8. dollars} ) 10,748 10,684 11314 2,671 3,023 3,182 1,753 12,022 12,627 12.883

Real GDP growth (year-on-year, in percent} 3.1 =319 39 44 57 -] 16 4.5 4.7 4.0

Average CP1 (year-on-year change, m percent) 51 0.8 1.8 01 0s 18 0.6 14 23 2.8

End-of-period CP1 (year-on-year change, in percent) 24 .3 1.3 0.7 1.5 2.1 0 40 30 2.8

CDP deflator (year-on-year change, in percent) 87 3z ot 1.4 1.0 -0.9 1.0 16 .6 30

Average menthty wage {in 1.5, dullars) 32 247 252 260 267 267

Unemployment tate (in percent) 1/ 6.9 kil 113 132 121 2.0

Saving-frvestment balanee (in percent of GDP)

Gross national saving 123 11.5 14.3 116 13.6 15.2 13.9 154 14.1
Genaral governmont =11 3.9 -2 0.3 5 0.7 -0.1 o.8 0.3
Non-government 114 154 149 119 4.1 14.6 4.0 14.6 13.%

Gross nationa! mvestment 24.4 227 20.7 17.0 181 218 197 26 1%.9

Foreign saving 12 11.2 6.0 54 4.6 6.7 5.3 6.6 5.2

Teneral govermment (in percent of GDP}

Fimancial balance -4.4 -6.2 -2 -1.0 2.0 -0.3 -i.3 -17 -0.9 -1

Net lending 15 2.4 0.7 .1 .1 0.7 0.} 0.1 0.4 o4

Fiscal balance -5.9 -8.3 <21 09 -1.9 =16 -14 -1.7 -13 -1.5

External sector

Current aceonnt balance
in percent af GDF -12.1 11z -6,0 -54 4.6 6.7 -5.8 6.6 5.8
i mittions of LLS. doilars -1,298 -1,194 -675 -145 -138 -786 -695 -836 ~T41

Gross afficial reserves (in millions of 1.8, dollars) 2/ 1,460 1.242 1,359 1,287 1455 1,598 1,790 1,565 1,988 1,944

Gross external debr {in percent of GDP) 3/ 34.8 42.5 42.9 44.5 418 44.8 43.6 44.5 43.8

Debe service (in percent of exports af GNFS)} 183 0.0 20.9 194] 280 115 289 164 14.0

Exchange rale (ltai/enro, period average) . 4.18 370 3169 3.49 3.38

Reai effective exchange rats (1998=100, "+ =appreciation) 4/ 108.0 e 120.2 s 9.5 1199

Maney and cradit »

Reserve money (yéar—gn-ycar change, in peroent) " 28.8 -0 -3 -0.4 22 01 3 i3 4.4 134

Broad money {yeat-on-year change, in percent) 145 77 16.5 194 17.2 189 () 15.8 8.5 15.0

Private gector credit (year-on-year change, in percent) 5/ 16.% 138 -L2 e 1.2 2.5 9.7 9.8 10.2 159

Money multipher 2.0 22 2.6 29 28 3.1 28 2.9 29 19

Currency/deposits, in percent 507 43.9 341 ho 313 9.9 315 333 R E £

Fareign currency depasits/ lilai deposits, in percent 5Te T3 838 90.4 88.6 B6.6 B0.9 3B.6 80,9 BR.6

Sowrces: Litiianian avtharities; and Fund staff estimates and projections.

1/ Registered unemployment, end-of-period.

2 Gross official reserves repotied here differ from the monetary survey becauss they include reverse repos mvolving major currencies i both legs.

3/ External linbilities mimus foreign equity mwestment in Lihuanta.

4f CPi-baged, trade-weighted real etfactive exchange rate against 21 major trading partners in 1999,

3D ver 2000 i adjusted for reclassification of LT 270 million of DMB's claims on privates sector wiach were remoned from balance sheets m July 2000,

Alsa, Angust 2001 nimbers have been adjusted by LTL 785 million of rechussified assets.
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Table 2. Lithuania: Balance of Payments, 2000-2006

2000 2001 2002 2003 2004 2003 2006
Hl H2 Yemr
Prog, Pro}. Prev. Proj. Froj. _ Projections
{In millions of US doilars, unless otherwise indsoated }
Current ancount 478 -283 -412 ~785 -695 -836 -4t =760 -793 827 -859
Trade bakance -l04 387 649 -1,197 -1,186 -1.214 -1,108 -1,136 -1,400 -laaz -1 466
Exporis {fo.b.) 4.0%50 2417 2383 4335 4,800 4.54¢ 4,861 5,613 6,025 6502 7337
Tmpares (£0.b.} 5,154 2,804 3,092 5532 5,835 5,763 5,068 6750 7.425 2044 8,803
Non-factor zetvices, nes 380 205 r#11 400 426 420 437 459 475 494 512
Credits ) 1,059 55 577 L,1t8 1,112 1,162 1,147 1194 1,240 1788 1338
Taebits £79 330 356 e 686 743 o 734 764 %5 827
Pactor income, net -194 -6 -11e 246 -335 311 340 -367 -394 461 478
Cument transiers, net 243 ti4 136 258 250 270 269 184 524 573 73
Capital and Ginancizl account 705 433 152 1,236 985 LOT2 1,160 779 B2l 840 862
Capital transfers, net 2 i 5 5 G ¥ 5 3 5 5 5
Pinancal account 02 432 547 1.230 979 1,067 I,155 " 74 Blg as 857
Diirect investment, net 375 3l8 115 FEL 433 475 545 465 460 450 460y
Poanfolio mvestment, net 265 ns <] 242 g 1738 235 170 20 154 154
Other investment, net &3 -t2l 348 458 123 207 375 13% 336 221 b2}
Net errors and omisions 127 -32 i o -32 & 0 a [ 1} ]
Financing -i57 -l18 =140 450 -159 =236 419 -9 <18 -14 -2
Fund fmancing 26 o <30 -36 <30 -0 -40 40 -32 28 -13
Change in official reserves {—~=incrcase) -13t -118 -L1o 44 229 196 -379 2t 4 11 1
OfBcial reserves and suternal debt
Gross official reserves 1/ 1,359 1,455 1,565 1,730 1,563 1,986 1,944 1,923 1,919 1,903 1,857
Gross external debt 2/ 4,856 4367 3134 5,261 5,236 5615 5,647 587 6,139 6410 5,681
Public and publicly guaratiteed 2364 2389 1489 2,603 2,489 2437 2,662 2,688 2574 2368 2,561
Private 2493 2479 2,747 2557 2,747 2978 2985 3,183 3,565 3,843 4,120
Net extemal debt 3/ 2948 2,850 3,205 1 3205 4,288 3,726 1945 4219 4,520 4854
Pubticand publicly guaranteed 2364 2,3RY 2,489 2,604 2,489 2,637 2,662 2,688 1514 2,568 2,561
Private 384 451 Tid Rk 716 1,648 1,064 1,257 1,645 1,952 2292
Shart-termn groas extzral debt
0n 3 remainin g maturity basis 2,600 1,777 1,888 i.908 1,888 L1468 1,954 1,958 1,993 122
On an original maturity basis L4 L143 1278 1,239 1,278 14635 335 1,360 1L378 1,507 1,634
OF which:
Trade credit 732 717 691 782 851 &32 74l TE 84( 891 41
Currency and dcposits at banks Ly 241 269 269 269 n ns M2 61 418 416
Short-term net extemal debt 4/ -59 ~141 88 ik 38 196 26§ 283 395 447 524
Debt zervice 5 1,086 1,382 438 " 736 L1709 936 838 892 904 932 945
Amartization * 54 1157 129 481 1,488 669 610 398 559 615 615
Tnterest payments 212 12 99 45 4 286 248 293 308 iz £z
(Tn percent of GDF, unkss otherwise mdicated)
Current account 6.0 -50 4.5 4.7 -5.8 -6.6 =58 5.5 -5.4 A -8
Trade batance of gooda and services -hd -32 48 63 -5.1 -6.3 =52 49 6.2 -5.8 -54
Trade balance, goods 9.8 6.8 -l83 -103 85 86 -6 -83 -0.4 2.3 23
Of which:
Non-energy trade balance <31 -l.8 6.4 T-A3 4.0 -35 -50 -4.8 -6.0 -55 5.0
Trade balance, services 34 36 15 34 s 33 34 33 32 10 19
PBactor income, net <17 -3.8 -19 =11 -2.8 -2.5 2.6 27 26 2R 27
Current transfers, aet ! 20 21 22 21 al 21 21 35 s 12
Fmancial account 62 16 6 15 g1 84 9.0 LT 55 5t 45
Dircet investment, net. 33 56 18 45 36 38 4.2 34 il 28 6
Partfolio inveatment, net 23 4.1 13 2 26 30 18 12 0.1 &9 9
Other investment, net a6 -2l 55 19 19 1.7 29 1o 22 14 14
Gross extemal debt 2/ 429 41.8 4156 442 43.6 44,5 43.8 26 411 394 3746
Public and publicly guaranteed 208 205 207 2210 0.7 1!y 209 19.5 172 158 i44
Privete 22.0 213 28 226 228 136 3.2 231 39 2.6 32
Net external debt 3/ 26.1 Mus 267 3.8 26.7 339 289 287 282 278 273
Public and publicly guarantsed 209 205 207 21 20.7 2059 20.7 19,5 17.2 15.8 14.4
Private 52 4.0 a0 94 6.0 131 £3 8.1 1.0 12.0 i2%
Short-tenn groas external debt
On a remainig maturky basks 3.0 153 15.7 182 157 17.0 152 142 133 13.0
On an origmal maturity basis 98 9.8 11X 10.% 1.6 1.6 10.5 99 9.2 53 92
Of which:
Trade credit 647 6% 5375 5.66 375 6.59 578 375 563 548 530
Currency and deposits at banks 218 207 224 129 124 255 244 248 41 2.57 168
Debt service, in percent of expors of GNFS &/ 109 434 144 135 289 164 14.0 131 124 iLE 108
Amortization 18.7 392 111 20 251 e 100 83 B2 7.5 FA;
Interest payments 4.t 42 313 45 s 4,7 4.1 413 42 4.0 33
Memarandiem items:
Nomina) GDP (millians of U.S. dollams} 1,314 5,694 6,328 11,753 12,022 12,627 12,883 13,785 14,944 16,266 17,759
Exports of GNFS {percent change, y-o-y) 0.6 206 11.2- 67 157 47 EE! L4 67 87 9.8
of which: non-cnergy expors of GNES 13.6 134 11.7 87 125 77 49 4] 10.5 120 2.1
Tmporta of GNFS (peveent change, y-o-v) 93 132 105 72 ILE 41 19 104 94 79 89
of which: non-energy im of GNES 1.9 10.5 184 89 146 84 79 33 142 10.9 L1.0

Source: Data provided by the Lithuanian authorities; and staff estimates and projections.
1/ Gross official rescrves rRfported here differ from the monciary survey besause reverse repos fnvalving major currencies in both legs are included.

3 Externa} liabifites minus foreign equity ivestment,

. 3/ Toral expernal Jlizbilities minus total externg| assctn, cxcluding forcign direct in

and reserve assets,

equity i

4/ Total short-term limbilitics minus total shart-torm asaets, on an orignal maturity basis.
& Debt service comprises interest and repayment on extemal loant, and interest and epayment on debt spcurities. A large debt service tatia for Q1 2001 and 2001
reflects a repayment of kirge liabil ities by commercial banis undertaken ahezd of acheduie in Q1 2001,
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Table 3. Lithuania: Summary of Consolidated Genera] Government Operations, 1998-2002
1998 1999 2000 i/ 2001 2002
Prog. 2/ Proj. Jan.-Sent. Prev, Proj.  Proj. 3/
Prog. Act.
(In miltions of titai)
* Revenue 14036 13,687 13,707 14566 14,122 10,668 10426 14,775 14950
Tax revenue 13,433 12,955 12,841 13,485 12,997 9,851 8,522 13,758 13,901
Taxes on income and profits 4.017 3,971 3,835 4,000 3,808 2,899 2,785 4,000 3,956
Payroll tax {social security tax) 3,063 2,891 3,194 3290 3,193 2,392 2,416 3,445 3.407
Taxes on goods and services 5,596 5,385 5,157 5,583 5,380 4,088 3,880 5,558 5,749
Other tax revenue 756 708 655 615 616 472 442 757 789
MNon-tax Revenune 603 732 . 866 1,057 1,125 317 904 1,019 1,049
Expenditure and net lending 16,362 17,152 15,011 15,160 14,853 11,215 10,759 15,433 15,727
Expenditure 15,734 16,146 14,711 15,097 14,820 11,172 10,703 15,246 15,529
* Current expenditure 14,326 15,190 13,833 14,235 14,073 10,618 13,312 14,389 14,511
Wages and salaries, excl. contributions to SoDra 3,290 3,513 3,450 3,499 3,524 2,644 2,553 3,535 3,554
Goaods and services 4,899 4,425 4,088 4,258 4,009 3,088 2,904 4,274 4,526
Transfers to households 4,977 5,244 5,401 5475 5,645 4,144 4,160 5,602 5,783
Subsidies 202 150 163 82 93 39 48 R4 68
Interest paymenis 507 650 782 902 781 690 636 870 B34
Savings restitution program 450 1,207 15 20 19 14 1G 25 48
Capital expenditure 1,408 056 372 862 747 555 392 857 718
Discrepancy 190 170 -59 64 110 64 110 1] 0
Financial balance -1,888 -2,629 =544 -a18 -B08 ~368 388 -471 -579
Net lending 5 4 628 1,006 300 63 33 43 56 187 198
Lending 1,017 1,381 529 353 137 248 246 378 365
of which: Mazeikiai Oil Company 240 200 838 0 0 0 0 0 1}
Repayments 389 =375 =230 =250 =304 =205 -190 -192 -i67
Fiscal balance (deficit (-} -2,516 -3,635 -1,244 -679 -84] 611 444 658 776
Financing 3,516 3,635 1,244 679 841 611 444 658 776
Net domestic =286 392 ~61 -582 118 400 <288 -192 -583
Bank financing 5686 337 -139 -1,094 24 434 -285 -292 683
Monetary Authorities 635 602 480 -1,711 689 -1,065 -679 -585 -897
.~ Commercial Backs =31 -265 in 617 665 631 394 293 214
Noo-baak financing 380 55 47 113 142 35 4 180 100
Net foreign 535 2,762 502 k¥a 145 422 21 15¢ 160
Privatization proceeds 2,267 481 203 1,289 579 589 502 700 1,200
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Table 3. Lithuania: Summary of Consclidated General Government Operations, 1998-2002 {concluded)

1998 1999 2000 1/ ' 2001 2002
Prog. 2/ Proj. Jan.-Sept. Prev. Proj.  Proj. 3/
Prog. Act,
{In percent of GDP)

Revenue . 327 321 30.3 30.% 294 305 27.9 293 290
Tax revenue ’ 312 304 284 287 270 28.2 255 272 2740
Taxes on income and profits 9.3 9.3 3.5 8.5 7.9 8.3 74 78 7.7
Payrol! tax (social security tax) 7.1 68 7.1 7.0 6.8 6.8 6.5 6.8 6.6
Taxes on goods and services 13.¢ 126 11.4 118 11.2 11.7 104 11.0 11.2
Other lax revenue 1.8 1.7 1.4 13 1.3 1.3 12 1.5 1.5
Non-tax Revenue 14 1.7 1.9 22 23 23 2.4 2.0 2.0
Expenditure and net lending 381 402 32 322 k{124 321 28.3 106 305
Expenditure 36.6 379 325 321 308 319 2856 30.2 0.1
Current expenditure 333 158 30.6 303 293 304 2746 28.5 287
Wages and salaries, excl. contributions to $SoDra 77 82 7.8 74 7.3 7.6 6.8 7.0 6.9
Goods and services 114 10.4 8.0 8.1 33 B.B 7.8 85 3.8
Transfers to households 116 123 11.9 11.6 11.7 11.8 111 11.1 112
Subsidies 0.5 0.4 0.2 0.2 02 0.1 0.1 0.2 0.1
Iaterest payments 1.2 1.5 “1.7 1.9 1.6 2.0 1.7 17 1.6
Savings rastitution program 1.0 2.8 0.8 00 a0 0.0 0.0 0.0 0.1
Capital expenditure 33 2.2 L8 L8 1.6 1.6 L.a 1.7 14
Discrepancy ) 0.4 0.4 0.1 0.1 0.2 0.2 0.3 0.0 0.0
Financial balance 4.4 -6.2 2.1 -1.3 1.7 -1.6 -1.0 0.9 -1l
Net Jending 1.5 24 0.7 0.1 .1 Q. 0.1 04 0.4
Lending - . 2.4 32 1.2 0.8 0.7 07 0.7 0.8 0.7

of which: Mazeikiai Qil Company 0.6 19 02 0.0 0.0 0.0 0.0 0.0 0.0
Repayments 0.9 09 0.5 .6 0.6 0.6 -0.5 0.4 0.3
Fisca] balance (deficit (=) 5.9 -8.5 -2.7 -1.4 -1.7 -1.7 -12 -1.3 -1.5
- Financing 59 8.5 2.7 14 1.7 1.7 12 1.3 1.5
Net domestic .7 09 0.1 -2.1 0.2 -1.1 0.8 -0.4 -1.1
Bank financing -1.3 0.8 0.2 -2.3 0.1 -1.2 -0.8 0.6 -1.3
Monetary Authorities -1.5 14 -1l 3.6 -i4 -3.0 -1.8 -1.2 -1.7
Commercial Banks 0.1 0.6 0.8 1.3 14 18 1.1 0.6 0.4

Mon-bank financing 09 0.1 0.1 0.2 03 6.1 4.0 0.2 02

Net foreign 1.2 6.3 1.1 0.8 03 1.2 0.6 0.3 0.3
Privatization proceeds 53 1.1 1.8 2.7 1.2 1.7 1.3 1.4 23
Memorgndum Items: :
Public and publicly guaranteed debt, min, LTL 9,817 12,31 13,028 13,938 13,924 14,602 14,617
In percent of GDP 22.83 29.00 28.79 28,65 28.96 2891 . 2837
'GDP, in min. LTL 42,990 42,655 45254 47,012 48,087 34,979 37,403 50,509 51,531

Sources: Ministry of Finance, Ministry of Social Security; and Fund staff estimates and projectious.

1/ From 2000 cawatd, 5 new extra-budgetary funds, which had not been reported before, were added.

2/ Fees paid o educational establishmenis and their spending (I TT. 128 million) were added to general government operations from 200! onward.

3/ Fees paid by trucks crossing the borders of the country were sdded from 2002 onward. In addition, following the new arganic budget law, revenue of stats
institutioas for provided services was included in municipal budget from 2002 onward.
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Table 4. Lithuania: Summary Monetary Acccums, 1598-2002

1998 1999 2400 2001 2002
Dec, Dec. Dec. Mar, Jun, Sep. Dec, Dec.
Prev, Proj. Proj. Prog. Proj.
{In mitlions of litai, uniess otherwise indicated}
honetary Autharity
Net Foreign Assets 4,836 4,054 4,607 4,381 5,027 5,254 6,503 5,602 7,467 7,278
Net Domestic Assets =573 35 -655 700 -1,203 -L477 -2,459  -1,431 -3,244 -2,549
Net credit 1o govemment 547 -326 -304 -354 -1,296 -1,483 -2.515 -1,493 -3,100 -2,350
Cradit to banks 32 30 24 23 16 17 24 24 24 24
Credit to private sector 7 6 6 5 5 5 6 & 6 6
Credit to non-bank financial institutions 7 20 0 0 0 0 10 10 10 0
Other items, net 305 305 120 125 72 -i6 16 22 -185 -198
Reserve Money 4,260 4,088 3,953 3,681 3,824 3,777 4044 4,171 4,222 4,729
) Currency outside the centraj bank 3,036 2,912 2,504 2,714 2,845 2,907 2,989 3,087 3,164 3,543
Currency outside banks 2,300 2,739 2,658 2,511 2,607 2,693 2,789 2,887 2,964 3,343
Cash in vaults of banks 236 233 246 202 237 214 200 200 200 200
Deposit monay banks' deposits 1,212 1,108 1,037 949 965 854 1,040 1,069 1,042 1171
Reserves in litai 863 445 §21 553 580 465 618 642 623 673
Reguired reserves in fareign currency 344 436 416 396 386 389 423 427 420 497
Private and non monetary financial instimtions 13 7 12 18 14 16 15 i5 16 16
Banking Survey
Net Foreign Assety 4,292 3,656 5,368 5370 568C 6420 6860 6432 7,687 8358
Monatary authority 4,834 4,054 4,607 4,381 5,027 5,154 6,503 5,602 7.467 7278
Banks and other banking institutions =344 =308 761 939 653 1,166 366 850 220 1,080
Met Domestic Assets ) 4,035 5316 3,087 5242 5258 5292 4,515 5,660 4,663 5,570
Net claims on government 1/ 505 39 299 303 232 342 -795 546 -1,087 -138
Monatary autherity 2/ =947 =326 -804 -B54 -1,296 -], 483 -2,515 -1,493 -3,160 -2,390
Banks and other banking msmutlons 3/ 441 365 1,103 1,156 1,528 1,826 1,720 2,040 2,013 2,253
Credit to non-financial public enterprises is2 437 575 578 485 497 598 61 642 635
Credit to private sector 3/ 4,874 5,545 5,209 5,386 5,476 4,808 5,714 4933 6,294 5,718
Credit 1o non-pank financial instintions 470 468 514 539 626 693 5313 546 573 585
Other items, net -1,155 -1,168 -1,512 -1,574 -1,561 -1,048 -1,535 976 -1,760 -1,250
Broad Money 8327 8,972 10,456 10,612 10,938 11,712 11,383 12,113 12,349 13,927
Currency outside banks 2,800 2,739 2,658 2,511 2,607 2,693 2,789 Z,887 2,964 3,343
Deposits 5,527 6,233 7,797 8,101 831 9,018 8,554 9,225 9,386 10,585
Memaorandum items:
Reserve money (yearly percent change) 28.8 -4.0 =33 -0.4 22 0.1 23 53 44 134
Broad money {yearly percent change) 14.5 1.7 i6.5 194 17.2 18.9 8.9 15.8 85. 15.0
Private sector credit (yearly percent change) 3/ 16.9 13.8 -1.2 3.0 B2 9.5 9.7 9.8 10.2 15.9
Maney multiplier - 20 22 2.4 2.8 25 3t 28 29 29 29
Currency / deposits, in percent 50.7 439 4.1 31.0 3.3 299 32.5 313 316 316
Foreign currency / litai deposits, in percent 570 717 831.8 0.4 B3.6 86.6 80.9 886 80.9 8.6
End-period velocity 4,00 4.13 3.97 4.09 370
Velocity of broad money 4/ 6.0 49 4.7 - 431 4.26 4.3 4.0
Gross official reserves, in USS min. 5/ 1,462 1,244 1,344 1278 1,426 1,484 1,790 1,565 1,986 1,944
GDP, mila, LTL 42,950 42,655 45,234 47,012 43,087 30,509 51,531

Sources: Bank of Lithuania; and Fund staff estimates and projections.
1/ Excludes local government depasits; includes counterpart funds.

2/ Projections for 2001 onwards include Treasury accounts, which were moved from commercial banks to the BoL at end-June, 2001,
3/ December 2000 is adjusted for LTL 270 million of DMB's claims on privaie sector,
which were removed from balance sheets in July, 2000. Alse, August 2001 numbers have been adjusted by LTL 785 million of reclassified assets,

4/ Only annuat average velocity is reported at year-end.
5/ Gross official reserves for historic data differ from the BOP table because exposure under reverse rapo liabilities were deducted from fomgn

agsets, and differences in valuation. For projections, assumption is that all reverse repo liabilities are unwound.
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Table 5. Lithuania: Macroeconomic Framework, 1998-2006

1998 1999 2000: 200} 200} 2002 2002 2003 2004 2005 2006
Prog. Proj. Prev. Proj. Proj. Proj. Proj. Proj. Proj.
(In percent of GDP, unless otherwise indicated)

Gross national saving ' 12.3 115 14.8 15.2 13.9 154 14.1 14.4 15.9 16.2 6.5
General government . -1.1 19 0.2 0.7 0.1 0.8 0.3 1.0 2.3 © 28 28
Non-government 134 154 149 14.6 14.0 14.6 139 134 13.6 134 13.6

Gross pational investrent 244 22.7 7 219 19.7 2290 9.9 15.9 212 213 . 213
General government 33 22 1.9 1.8 ib L7 1.4 | 29 33 33
Non-government ) 211 204 188 20.1 18.1 203 18.5 18.2 18.3 18,0 18.0

Foreign saving 1/ 12.} 1.2 6.0 6.7 5% 6.6 58 5.5 53 5.1 4.8

General government financial balance 2/ -4.4 -6.2 =21 -1.3 -1.7 -0.9 -1.1 0.8 0.6 -0.5 -0.5

General government net lending 1.5 2.4 0.7 0.1 ¢.1 04 0.4 0.0 0.0 0.0 0.0

Consolidated general government fiscal balance 2/ -5.9 -8.5 -2.7 -1.4 -1.7 -1.3 -1.5 -0.8 -0.6 0.5 -0.5

* Current account balance -12.1 -11.2 -6.0 -6.7 -5.8 6.6 -58 55 53 5.1 4.8

External debt 3/ 348 42.4 429 44.8 43.6 44.5 43.8 426 411 39.4 376

Debt service (in percent of exports of GNFS) 183 200 209 135 289 164 14.0 ~13.1 124 11.8 10.9

Nominal GDP (in millions of Litai) 42,590 42,655 45,254 47,012 48,087 50,509 51,531 55,060 59,7714 65,065 71,038

Real GDP growth (annua) percentage change) 51 -39 39 16 4.5 4.7 4.0 4.8 53 6.0 6.0

Average CP1 inflation (annual percentage change) 5.1 b3 1.0 0.6 14 28 28 3.0 30 3.0 3.0

End-of-peried CP1 inflation (annual percentage change) 24 0.3 1.5 2.0 2.0 3.0 28 3.0 3.0 3.0 340

Sources: Lithuanian authorities; and Fund staff calculations.

1/ Negative current account balance.

2/ Includes discrepancy between above and below the line estimates of the financial balance and balances of

budgetary organizations not recorded in the above the line number. Also includes savings restitution payments in 1398-99,
3/ Externa! liabilities minus equity investment in Lithuania. Includes public, publicly guaranteed and private extemal debt.

_LE-
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Table 6. Lithuania: Schedule of Available Purchases under the Stand-By Arrangement, 2001-2003

Amounnt of Purchase | Availability Contingent On

SDR 12.36 million" August 30, 2001 Undrawn
(8.57 percent of quota)

Observance of end-Sept, 2001 performance
SDR 12.36 million December 1, 2001 criteria, and completion of first review 1/
(8.57 percent of quota)

Observance of end-Dec. 2001 performance
SDR 12.36 million March 1, 2002 criteria.
{(8.57 percent of quota)

Observance of end-March 2002
: performance criteria, and completion of
SDR 12.36 million June 1, 2002 second review 1/

(8.57 percent of quota)
SDR 12.36 miltion September 1, 2002 Observance of end-June 2002
(8.57 percent of quota) performance criteria

Observance of end-Sept. 2002 performance
SDR 12.36 million December 1, 2002 criteria, and compietion of third review 1/
(8.57 percent of quota)

Observance of end-Dec. 2002 performance
SDR 12.36 million March 1, 2003 criteria.
(8.57 percent of quota)

Source: Fund staff caleulations.

1/ In addition to other clauses in the arrangement.
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Table 7. Lithuania: Indicators of Financial Obligations to the Fund, 2002-2008

2002 2003 2004 2005 2006 2007 2008
Projections

Obligations from existing drawings 1/

Debt Service to the Fund (in mithions of SDRs) 3450 3360 2620 1950  10.80 4.40 0.00
Repurchases {in miltions of SDRs) 31.10 3110 2460 19.00 10.40 4.30 0.00
Charges (in miltions of SDRs) 3.40 2.50 1.60 0.90 0.405 0.10 0.00
In percent of exports GINFS 0.73 0.63 0.46 0.33 0.16 0.06 0.00
In percent of external debt service 5.17 4.85 3.73 2,76 1.39 0.52 .00
In percent of gross official reserves 2.28 225 1.76 1.35 0.68 0.26 0.00

- Exports GNFS, in millions of USS 6,108 4,807 7265 7900 8332 9,215 9,952

External debt service, in millions of US$ 338 892 904 a32 1,006 1,087 1,174

Gross official reserves, in millions of US$ 1,544 1,923 1,919 1,908 2,061 2,225 2,404

US$/SDR exchange rate 1.28 1.29 1.29 1.29 1.29 1.29 1.29

Quota, in millions of SDR 144,20 144.20 14420 14420 14420 14420 14420

External debt, in millions of USS$ 5,647 5871 6,139 6410 6,923 7477 8,075

GDP, in milliops of USS 12,883 13,765 14944 16,266 17,567 18973 20,491

Obligations from existing and prospective drawings 2/

Debt Service to the Fund {in millions of SDRs) 359 362 50.3 63.2 32.9 6.0 0.0
Repurchases (in millions of §DRs) 311 311 462 607 320 59 0.0
Charges (in millions of SDRs) 4.8 5.1 4.1 2.5 0.9 o1 0.0
In percent of exports GNFS 0.8 0.7 0.9 1.0 0.5 0.1 0.0
In percent of external debt service 5.4 5.2 7.2 .8 4.2 0.7 0.0
In percent of gross official reserves 24 24 34 4.3 2.1 0.3 0.0

Memorandum items:

Fund credit cutstanding :

Without drawings under the stand-by arrangement
In milliens of SDRs 9.3 58.2 336 14.7 43 0.0 0.0
In millions of US$ 114.7 74.9 43.3 18.9 5.6 0.0 0.0
In percent of quota - 61.9 40.4 233 10.2 3.0 0.0 0.0
In percent of external debt 2.0 1.3 0.7 0.3 0.1 0.0 0.0
T percent of GDP R ¢.9 0.5 0.3 0.1 0.0 0.0 0.0
Exchange rate US$/SDR ‘ 13 1.3 1.3 13 1.3 i3 1.3

With drawings under the perspective stand-by arrangement
In millions of SDRs 163.4 1447 98.5 37.8 59 0.0 0.0
In millions of US$ 209.9 1861 1269 48.9 7.6 0.0 0.0
In percent of guota 1133 1063 68.3 26.2 4.1 0.0 0.0
In percent of external debt 3.7 3.2 2.1 0.8 0.1 0.0 0.0
In percent of GDP 1.6 1.4 0.8 0.3 0.0 0.0 0.0

Sources: Lithuanian authorities, and Fund staff estimates and projections.

1/ Assuming no drawings under the stand-by arrangement.

2/ Assuming all drawings are made under the prospective stand-by arrangement.
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Table 8. Lithuania: Performance Criteria for Stand-By Arrangement, 2001-2002 Y/

Terget Adjusted Outcome 2/
Target
Continnons performance criteria
L Exchange rate
LTL 4 per USS1 3/ Observed through end-September
1L 100-percent coverage of currency board lisbilities, in perceat 100 Observed through end-September

IIL Reserve requirements, in percent 4/ 6 Observed through end-Septetnber

IV. Non-accumlation of new external payments arrears Observed through end-September

Quantitative performance criteria

1. Ceiling on the general govemnment deficit, mln. LTL

Cumulative from January 1, 2001

March 31, 2001 {previous arangement) 27 287 94
Tune 30, 2001 480 496 a2
September 30, 2001 600 704 444
December 31, 2001 843
Cumnulative from January 1, 2002

March 31, 2002 383

Fune 30, 2002 576

December 31, 2002 776

1. Floors on net foreign exchange coverage of
the eurrency board arrangement, min. USS

Stocks

March 31, 2001 {previous arrangement) =127 -39
June 36, 2001 -127 24
September 30, 2001 -127 2
December 31, 2001 -127

March 31,2002 -127

June 30, 002 < -127

Decetnber 11, 20062 =127 -

I, Ceilings on contracted public and publiely All 1-5 year All 1-5 year
guaranteed medium- and long-term matiities muturity maturities maturity
externai debt; min. US§ _{medium- and jong-tenn)

Cumulative from January 1, 2001

March 3§, 2001 {previons arrangement) 293 200 183 0
June 30, 2001 433 200 194 )]
September 30, 2001 548 200 194 1]
December 31, 200H 683 200
Cumulative from January 1, 2002
March 31, 2002 456 200
June 30, 2002 610 200
December 31, 2002 &40 200 "

IV, Ceilings on the outstanding stock of
public and publicly guarantsed short-term
externai debt; min. USS

Maximum stock during the period

March 31, 2001 (previous amrangement) a 0
June 30, 2001 50 0
September 30, 2001 50 0
December 31, 2001 50 . .
Mareh 31, 2002 200
June 30, 2002 200

December 31, 2002 200

Source: Lithuanian authorities; and Fund staff estimates.

1/ Definitions and exciusions are presented in the Technical Memorandum of Understanding.
Numbers for end-fune 2001 are indicative targess, numbers for end-September 2001, end-December 2001, epd-March 2002,
and end-June 2002 are performance criteria, and numbers for end-December 2002 are indicative targets.

2/ Based on latest available data.

3/ This performance criterion witl be modified on February 2, 2002 consistent with SMEP paragraph 8,

4/ This is consistent with the required reserve ratio of 8 percent,
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Table 9. Lithuania: Quantitative Benchmarks for Stand-By Arrangeroent, 2601-2002

Ceiling QOutcome
I. Domestic guarantees, min. LTL
Outstanding stock
March 31, 2001 (previous arrangement) 319 217
September 30, 2001 : 314 232
December 31, 2001 312
March 31, 2002 318
June 30, 2002 312
Pecember 31, 2002 312
1. Central government arrears, min. LTL
Outstanding stock :
March 31, 2001 (previous arrangement} 0 1%
September 30, 2001 0 37
December 31, 2001 1/ 0
March 31, 2002 0
June 30, 2002 0
December 31, 2002 0

Source: Ministry of Finance; and Fund staff estimates.

1/ A government decisiono clear pharmaceutical arrears will be considered as clearance of arrears
under the program.
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Tahle 10. Lithuagia: Strucmral Benchmarks for Stand-By Arrangement, 2003-2002

Measure : Date Status

Submit to Seimas draft amendments to the Law on Revenue Redistribution

of Municipalities end-Seprember 2001 Done
Submit to Seimas draft amerdments to the Privatization Law

for establishing the Reserve Stabilization Fund end-September 2001 Done
Tender for privatizing the Agriculiura} Bank end-September 2001 Done
Government's decision on a set of measures to overhaul municipal finances end-December 2001 Done

Submit to Seimas draft amendments to the Law on Social Security
needed for the pension reform end-Uecember 2001 Replaced with another benchmark
(Pension reform concept)

Submit to Seimas legal amendments on accouﬁting standards end-December 2001 Dane
Submit to Seimas a new labor code end-December 2001 Done
Subsmit to Seimas 2 Pension Reform Concept end-December 2001

Submit to Seimas draft CIT an VAT laws end-December 2001 Done
Submit to Seimas draft PIT law end-January 2002

Submit to Seimas amendments to the law on Tax Administration and law on Social

Security on thé merger of the SoDra's payroll tax collection unit with STI end-January 2002 Done
Finalize quarterly plan for arrears reduction of municipalities end-March 2002

Submit to Seimas the draft unemployment insurace law end-June 2002

Source: Lithuanian authorities.
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Table 11. Lithuania: Indicators of External and Financial Vuinerability, 1998-2001

1998 1992 2000 2003
Mar, Jun, Sep. Dec, Year Mar, June Latest Date
Financial indicators .
State deby (domestic and Tereign, i percent of GDF) 1/ 224 34 0.4 300 28.9 231 28.1 28.7 273 28.1 Q372001
Broad mansy (year-on<year change m percent) 14.5 77 9.1 58 11.8 165 185 194 172 139 Q3200
Broad money in percent of gross official reserves 142.6 180.6 160.7 163.8 1827 1924 1924 205.2 1880 158.8 Q3/2001
Private sector credit (year-un-year change in percent) 2/ 16.9 13.3 f.0 =14 48 -6.1 -6.1 30 12 9.5 Q3/2001
External indicators
Currenit account balence in percent of GDP <121 -11.2 -5.7 ~6.1 3.4 -8.7 -6.0 -54 4,6 4 (22061
Eaparts of GNES {year-an-year change m percent) =29 -16.4 235 161 22 20.5 20.6 153 =8 258 Q22001
Imyparts of GNES (year-on-year shangs i percent) 18 -159 169 1.9 106 9.1 9.3 112 152 152 Q001
Capital and financial accamnt balance m percent of GDP 134 9.9 B.9 6.6 0.4 9.6 - 6.2 5 6.4 64 Q2/200]
Groas official reserves (n millions of U.5. dollara) 3/ - 1,468 1.242 1,382 1,424 1,349 1,359 1,359 1,287 1,455 1,733 10:30/01
Groes offical reserves/short-term debt 47 . 0.84 0.65 052 048 048 4.52 0.52 0.63 0.82 0.8z Q21001
Croze officis] reserves/reserve money 1.37 1.22 1.50 1.52 143 137 137 140 534 1830 Q312001
Uross offieial reserves m months of imports of GNFS over the following
year 13 28 2.7 27 25 15 25 23 24 26 Q22001
Net foreign assets of fnancial sector (in miltions of U1.S. dolars) 5/ -T2 -7 -] &6 163 187 187 244 160 291 Q272001
Towl grass external debt (in millions of 1.5, dotlars) &/ 3,739 4,525 4,741 4,845 4,129 4,856 4,856 5106 4867 4,367 Q22007
. n percent of GDP 348 424 43.8 44.5 429 42.9 42.9 44.5 41.8 41.8 Q22001
. m percent of exports GNFS (over the kst fonr quarters) nI 106.8 104.1 1180 96.7 831 951 96.4 86.7 86.7 Q2/200]
of which: Puhlic sector debt {in millions of T0,5, doliars) 1670 1,383 2,352 2,527 2364 1,364 2,364 2,463 2,389 2,389 Q22001
in percent of GDP 155 ] 23.6 132 213 20.9 09 2.5 0.5 205 Q22001
gf which: Short-term external debt (In mifions of LLS. doflars) 4/ L730 1,589 - 2,6M 2,988 2,798 2,600 2,600 2,053 I A i) Q22001
in percent of GDP i6.1 17.8 4.7 275 252 23.0 3.0 17.9 153 133 Q2/20M
Trtal net external debt (i milans of U.S. dollars) 7/ 2,143 878 2,944 2,890 767 2,943 2.94E 2.982 2,850 2,850 Qan0a1
in percent of GDP 09 264 272 26.6 24.0 26.1 26.1 260 245 24.5 Q2280
i percent of exparts GNES (over the last four quartass) &6 &6 64 7 8 H 563 20.8 0.8 Q22001
of which: Public sector dabt (in millions of 1.5, dollars) 1487 2,392 2,631 2,521 2,364 2,364 364 2,461 2,389 2,389 Q212001
m percent of GDP is 22 24 fpx) 31 21 21 21 20 20 QLN
af which: Privaie sector debt (in millions of U5, doliars) 556 426 313 363 403 84 584 422 451 461 Qaaont
n percent of GOP 52 4.0 .9 33 16 52 52 4.8 4.0 4.4 Q272001
Total net external short-tarn debt (i millians of U8, doliars) B8 -78 -116 -137 -206 -59 -59 ~194 -141 141 Q2001
in percent of GDP 0.8 07 1.1 =13 <18 .5 .5 -1.7 -1.2 -1.2 QX200
Exterial nterest payments in percent of exporis GNFS 32 3T 52 4.2 4.5 28 4.1 4.2 43 43 Q22001
- Exlernal amortization ents in percent of expors CNFS 15.4 162 67 9.2 183 13 16.7 56.8 33 03 Q2001
Public and publicly gusranieed debt service as percent pf tax revenue 16.1 13.0 7.7 8.3 254 8.7 2.7 82 8.6 B8 Qrzo0t
Debt sarvice as percent of exports of GNFS 218 200 15.0 34 2286 34.6 209 61.0 276 1.6 Qzzom
Reol effective exchange rate (year-on-year change in percent, -+ =
apgreciation) % 9.6 42 33 32 9.0a 1.62 £.55 Q.01 1.19 0.04 9/30/01
Fnantial market mdicators
Stack market mdex, end of period 10/ 1,089 1,089 1,137 1,046 1,028 1.047 1,047 1,007 910 853 121841
Foreign currency debt rating 11/ BBB- BBE- BBBE- BBB- BEB- BBB- BBHR- BED- BBB- EBB- 7/28/01
Spread of benchrasrk bonds (basis pomts, end of period) 12/ 159 268 30 197 187 238 28 253 148 52 nem
Memormdums jlems:
{DP {in milliens of LS. daliars} 190,748 14,664 2522 2,832 - 3,053 2907 11,114 2,671 3,023 3182 Q342001
Neminal exshangs rate (ltaiU.5. doltar, snd-of-perind) 40 4.0 40 4.0 4.0 4.0 4.0 4.0 4.0 4.0 1127401
Neminal exchangs rate (ltareuro, end-of-period) 440 33 33 3.5 3.6 37 34 36 as 1127101

Souress: Bank of Lithuants, Ministry of Finance, Department of Statistics, Nationa! Sincic Exchange of Lithuanis, Bliomberg, Baitic News Service, snd information Motics Syatem,
1/ Public snd publicly guaraniesd debt, exclading short-term debt of SeDra and nonguaranteed deb! of municipalitiss.

¥ Tncindes reduction of claims on private sector of LTL, 270 raillion in July, 2000,

3/ Gross official regerves reported here differ from the monetary sirvey because here reverse repos involving major cwrencies in both kegs are mctnded,

4/ Om 4 rememmg maniity basis,

5¢ Deposit maney banks.

&/ External liabilities mima equity investment in Lihnania,

7 Tetai externai liabilities mims total externa) assets, exchiding foreign direst investment, equity mwestment snd reserve assets,

B/ Debt sarvice comprises interest and repayment on external loans, and intcrest and repayment on debt securities. A large deht gervice ratio for Q1 2001 and 2001
reflects 8 rollover of a large Hability by commereial banks undertaken m Q1 2001.

9/ CPl-based REER against the 21 major radmg partners in 1999,

16/ LITIN-G price ndex, calculated for all issuzs that have been quoted i the current trading Jist m the past thres months, sxehiding treasury bills and shares of investment companies.

11/ ST irvestnent grade rating.
12/ Monthly average spread of S~year Exrobond (US$260 million) Egued in July 1997 above the rate on 4 synthetic ULS. treasury bend with same maturity, reparted by DafaStream .



Table 12. Lithuania: Indicators of Financial Sector Vulnerability, 1997-2001
(In percent, unless otherwise indicated)

1997 1998 ’ 1555 2000 2001
. Mar, Jun. Sep. Dec. Mar. Jun. Sep. Dec. Mar. Jun. Sepl.
Private sector credit {percentage change, year-on-year) 1/ 18.9 16.9 17.0 175 16,8 13.8 0.0 2.4 8.8 -1.2 30 1.2 9.5
Loans to private enterptises 3,167 3,493 3,625 3,892 3927 3858 3,573 3,714 3629 3,715 3,792 3,855 3,927
Loans to private enterprises (percentage change, year-on-year) .. 0.3 .o s . 10.4 -1.4 4.6 7.6 .7 6.1 38 8.2
Share of loans to private enterprises in totel lending 76.3 67.8 67.0 66.7 £5.5 653 62.7 63.4 63.8 62.8 622 62.5 61.2
Commercial bank reserves (in pereent of deposits) 2/ 157 26.2 205 17.9 18.2 21.5 179 [6.3 15.6 16.4 14.2 i4.4 12.6
Cash 40 43 3.8 3.4 1l 3.7 21 2.5 2.1 LR 25 28 3.0
Reserves held at the BOL 116 219 T6.6 14.5 15.1 17.8 152 138 136 133 1.7 11.6 . 98
Required reserves (in percent of total reserves) 707 59.9 752 EB.0 83.0 65.8 85.7 854 B5.5 716 76.1 789 -850
Officiat risk indicators 3/ . )
Share of non-performing loans in total Joans 4/ 283 129 12.2 10.9 2.1 12.5 151 {6.5 14.0 1.3 12,0 10.0 99
Risk-weighted capital asset ratio (capital over risk-weighted assets) 5/ 10.8 238 227 22.6 22.1 174 18.0 16.4 16.7 16.3 16.4 16,5 6.8
Leverage ratio 6/ 5.9 149 148 152 14.7 11.1 1. i0.3 10.4 10.2 10.5 IO 10.7
Share of private sector credit collateralized by real estate 129 12.0 1.5 1.2 11.3 103 10.7 10.5 9.3 9.7 90 89 8.6
Financial sector risk factors of DMB's
Share of foreign currency loans in total lending 39.7 559 575 593 58.7 616 63.7 64.1 66.9 66.8 4.4 662 638
Share of foreign currency deposits in total deposils 389 419 41.1 43.2 46.4 48.8 48.9 484 48.0 495 48.7 491 492
Short-term loans in percent of total loans 6.1 459 447 427 434 410 422 397 176 379 36.0 332 332
Demand deposits in percent of total deposits ' 66.8 623 582 55.1 518 514 50.0 49.1 499 489 46.6 455 45.9
Market assessment
Share price of Vilniaus Banka (in LTL, end of period) 229 29 28 27 23 26 31 30 40 50 50 51 51
Spread between VILIBID and VILIBOR 7/ 8/ 500 268 232 202 239 296 256 254 264 233 199 191 176
Open position in foreign exchange 9/ 10/ -3.3 6.0 12.4 7.9 44 38 4.1 3.8 8.6
Tota! loans {(in miltions) 4,150 5,150 5412 5834 5997 5511 5695 5840 5686 5916 6,093 6,167 6,416
Total deposils (in millions) 6,006 6,670 6702 7019 7,296 7,450 7.638 3,136 8,858 9,176 9,653 9755 10,442

Sources: Bank of Lithuania and National Stock Exchange of Lithuania.

1 December 2000 is adjusted for LTL. 270 million of DMB's claims on private sector,

which were removed from balance sheets in July, 2000. Alsa, Angust 200] numbers have been adjusted by LTL 785 million of reclassified assets.

2/ Excludes central government deposits,

3 Prudential standards ars broadly at intemational levels, and there is a full program of on-site and off-site supervision. Fareign bark branches are not included.

4/ Includes loans overdue for 31 days. The classification of loans may be adjusted sccerding to the borrower's standing, loan resiructuring and refinuscing

{Resolution on the Board of the Bank of Lithuania on the Approval of the Regulutions for Clossification of Doubtful Assets, Apdl 24, 1997 No. 87).

5/ The compilation of the minimum capital adequacy ratio was aligned with the Basle methedology en Jeowary 1, 1997,

6/ Defined es the ratio of total capital io iotal liabilities.

1 Interbank rates; basis points.

B/ As of January 1, 1999, the spread between the average ovemight Vilnius Interbank Offered rate (VILTBOR) and the average overnight Vilnius Interbenk Bid mie (VILIBID)
during the respective month; before January 1, 1999, the spread beoween the average of the highest and lowest VILBOR. 2ud the average between the highest and lowest VILIBID.
9/ Open position includes off-balance exposure.

10/ Maximum open position requirements have been reduced as of June 1, 2000, Maximum in foreign currency and precious metals is 25 percent of a hank's capital, while earlier
it was 30 percent. Maximum in each curvency is 15 percent, while earlier it was 20 percent,
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Table 13. Lithuania--General Government Debt, 1998-2001

1998 1999 2000 Sep. 2001
{In millions of litai)
Public and publicly guaranteed debt 98166 12,3713 13,0283 134221
Public foreign debt 4,755.8 7,415.4 7,779.8 8,261.1
Of which eurcbonds 3,200.0 2,893.5 3,944.4 4,647.3
Guaranteed foreign debt 1,981.6 2,299.9 2,117.5 2,087.6
Domestic public debt 25352 20808  2,688.5 26876
Of which: treasury securities 1,584.9 1,101.1 1,549.0 1,601.0
Domestic guarantees 340.9 203.0 65.4 97.8
Municipal nonguranteed debt 1/ 123.8 212.3 273.5 282.1
SoDra nonguaranteed debt1/ 79.2 159.9 103.6 5.9
{In percent of GDP)
Public and publicly guaranteed debt 22.8 290 28.8 279
Public foreign debt 11.1 17.4 17.2 17.2
Of which eurobonds 74 6.8 8.7 9.7
Guaranteed foreign debt 4.6 5.4 4.7 43
Domestic public debt . 5.9 4.9 5.9 5.6
Of which: treasury securities 3.7 2.6 - 3.4 33
Domestic guarantees 0.8 0.5 0.1 0.2
Municipal nonguranteed debt 1/ 0.3 0.5 0.6 0.6
SoDra nonguaranteed debt 1/ 0.2 0.4 0.2 0.0
Memorandum items:
GDP, in min. LTL 42,990 42,655 45,254 48,087

Sources: Ministry of Finance; and Fund staff estimates.
1/ As reported in the banking survey.
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LITHUANIA: FUND RELATIONS
{As of November 30, 2001)

1. Membership Status: Joined: 04/29/1992; Article VIIL

II. General Resources Account: SDR Million Percent of Quota
Quota ' 144.20 160.0
Fund holdings of currency 267.96 . 185.8
Reserve position in Fund 0.02 0.0
ai, SDR Department: SDR Million Percent of Allocation
Holdings 4.95 N.A.
IV. OQutstanding Purchases and Loans: SDR Millicn Percent of Quota
Extended arrangements 104.36 72.4
Systemic Transformation 1941 13.5

¥. Latest Financial Arrangements:

Approvat Expiration  Amount Approved Amount Drawn

Type Date Date (SDR Million) (SDR Million)
Stand-by 8/30/2001 3/29/2003 86.52 0.00
Stand-by ¢ 3/8/2000 6/7/2001 61.80 .00
EFF 10/24/1994 10/23/1697 134.55 134.55

VI. Projected Obligations to Fund: (SDR Million; based on existing use of resources
and present holdings of SDRs):

Overdue Forthcoming
10/31/2001 2001 2002 2003 2004
Principal 33 31.1 31.1 24.6
Charges/Interest 0.0 3.2 2.3 14
Total 3.5 343 . 334 26.0

VII. Implementation of HIPC Initiative:
N/A

VL. Current Status of Safeguards Assessments:

Under the safegnards assessment policy, the Bank of Lithuania (BOL) is subject to a full
Stage One safeguards assessment with respect to the stand-by arrangement, which is
scheduled to expire on March 29, 2003. A Stage One safeguards assessment of the BOL
was completed on December 10, 2001. The assessment concluded that a Stage Two (on-
site) visit was unnecessary, but identified certain weaknesses and appropriate
recommendations.

2005
19.0
0.8
19.8
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IX. Exchange Arrangements:

The currency of Lithuania is the litas. Since April 1, 1994, the litas has been pegged to the
U.S. dollar at LTL 4 per U.S. dollar under a currency board arrangement. Lithuania has
accepted the obligations of Article VIII of the Fund’s Article of Agreement and maintains
an exchange system free of restrictions on the making of payment and transfers for current
international transactions.

X. Article TV Consultation:

Lithuania is on the 12-month conéllltation cycle.
XI. FSAP Participation and ROSCs:
FSAP work program is underway.

XIL. Technical Assistance:

The following table summarizes the technical assistance missions provided by the Fund to
Lithuania since February 1977.!

! For technical assistance before 1997, see previous reports.
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LITHUANIA: TECHNICAL ASSISTANCE FROM THE FUND, 1997-2001

Department Issue Action Date Counterpart
FAD Treasury operations Mr. Ramachandran Feb/Mar. 1997 Ministry of Finance
FAD Treasury operations Mr. Ramachandran Jun. 1997 Ministry of Finance
FAD Treasury operations M. Ramachandran Aug/Sep. 1997 Mintistry of Finance
STA Balance of paymenis  Mr. Aflen Aung/Sep. 1997 ‘Department of Statistics
statistics
FAD Treasury operations Mr. Ramachandran Nov/Dec. 1997 Ministry of Finance
MAE Monetary policy and Missjon Dec. 1997 Bank of Lithuania
banking supervision
STA National accounts and  Mr. Gschwindt de Dec. 1997 Department of Statistics
balance of payments Gyor
FAD Treasury operations Mr. Ramachandran Jan, and April 1998 Ministry of Finance
STA Multipurpose statistics ~ Mr. Allen Resident Advisor, Department of Statistics,
1997-98 Bank of Lithuania, and
Ministry of Finance
STA Balance of payments Mr, Gschwindt de April 1999 Department of Statistics
Gyor and Bank of Lithuania
FAD, Expenditure policy Mission June/July 99 Ministry of Finance
FAD Treasury operations Mission November 1999 Ministry of Finance
MAE Monetary policy Mr. Ketterer Resident Advisor, Bank of Lithuania
May 1997-
November 1999
STA Balance of payments Mr. Buxton Resident Advisor, Bank of Lithuania
statistics (also October 1999
covering Latvia) October 2000
LEG Bankruptey legislation  Mr. Dimitrachkov March 2000 Ministry of Economy
FAD Establishment of Mission July 2000 State Privatization Fund
Fiscal Reserve Fund
MAE Malti-topic Mission March 2001 Bank of Lithnania
FAD Tax policy issues Mission June 13-26 ‘Ministry of Finance
MAE/WB FSAP Mission July 2-13 Bank of Lithuania and
Ministry of Finance
MAE/WRB FSAP Mission September 10-21 Bank of Lithuania and

Ministry of Finance

XIII. Resident Representative:

The resident representative of the Fund in Lithuania is Mr. Mark Horton, who took up his
post in October 1999,
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LITHUANIA: WORLD BANK RELATIONS

L. Since Lithuania joined the World Bank in 1992, the Bank's assistance to the country
has concentrated on reforms in key areas such as preserving macroeconomic stabilization to
build and maintain investor confidence, reducing government involvement in business
activities, and enforcing the basic legal tenets necessary for private activity. Moreover, the
Bank is assisting in reorienting the social safety net, public services, infrastructure, and the
energy sectot to the needs of a market economy.

2. The table below provides a summary of IBRD loans as of October 1, 2001. It includes
‘16 projects and SALs with commitments totaling US$465.4 million equivalent and
disbursements on all Bank projects in Lithuania amounting to US$244.27 million and

€54.88 million. A Structural Adjustment Loan II for the period July 1, 2000~June 30, 2001 in
the amount of US$98.5 million was approved in July 2000. Preparation of other operations is
proceeding in the areas of infrastructure, education, and municipal services.

3. Projects approved by IFC amount to US$104.5 million as of December 2000. The
portfolio consists of the following projects: (i) modernization and expansion of a privatized,
export-oriented wool miil (US$11.6 million); (i) modemization of a color picture tubes
factory (US$15 million); (iii and iv) construction of a margarine production plant

(US$1.025 million) and an asphalt production plant (US$1.7 million) (both are sub-projects
of a line of credit to sapport SMEs); (v) upgrading of fabric forming and finishing operations
of a wool worsted fabric producer (US$6.6. million); and (vi} subordinated loan to strengthen
the capital basis of a bank (US$20 million). The following projects have been approved by
the Board: (i) modernization of production facility and financial restructuring of a plywood
and particleboard manufacturer (US$2.75 million);' and (ii) expansion, modernization and
financial restructuring of a paperboard mill (US$2 million).

4. Lithuania is a member of MIGA, which has so far not issued any guarantees, but has
four applications pending. Government representatives have participated in MIGA-sponsored
meetings on investment promotion, and Lithuania is an active user of MIGA's Internet-based
information dissemination facilities. FIAS has completed a study of administrative barriers to
investment. :

5. The first World Bank Country Economic Memorandum was published in April 1993.
A Public Expenditure Review was conducted in 1993/94 and was the basis for a donor
meeting on public investments in May 1995. The Bank also has prepared an informal
enterprise and financial sector study, a private sector assessment, a comprehensive energy
sector review, a study of nuclear energy alternatives commissioned by the G-7, an
agricultural review, a municipal finance study, a social insurance/social policy note, and an
informal note on transport. In 1998, the Bank completed a multi-sectoral collection of policy
notes, and a Country Assistance Strategy for 1999-2001, which were discussed by the Board
on May 11, 1999. A Macro Financial Vulnerability Study was completed in 1999,

! Likely to be canceled.
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World Bank Loans Approved by the Board
(As of October 1, 2001, in millions of U.S. dollars)

Commitments Disbursements
Rehabilitation Loan (effective October 1992) 1/ 60.0 . 58.8
SAL I (effective October 1996) 2/ 80.0 ‘ 80.0
Highway Prqject (effective September 1996} 3/ 190 - 19.0
Power Rehabilitation and Restructuring
{effective November 1995) 26.4 2099
Environment (Klaipeda) (effective May 1995) 70 489
EFSAP (effective December. 1995) 4/ 25.0 21.80
Environment (Siauliai) (effective December 1986) ' 6.2 5.96
-Agricultural Development Project (effective August 1996) 5/ 30.0 9.50
Klaipeda Geothermal (effective Qctober 1996) 5.9 5.27
Energy Eﬂiciency/Housileg Pilot (effective November 1996) 6/ 10.0 989
Social Policy (effective January 1998) 3.1 2.3
Municipal Development (effective October 2000) 20.1 0196
Health Project (effective May 2000) 21.2 0.91
SAL 11 (effective July 2000) 98.5 5469 (€)
Klaipeda Port (effective October 2000) 35.3 495
Vinius District Heating : 17.1 -
Total 4634 US$244 .27
' €54.88

Source: The World Bank.
1/ Loan closed in Decenmber 1995; US$1.2 million canceled.
2/ Loan closed in June 1998
3/ Loan closed in April 2000
4/ Loan closed in June 2001
5/ Loan closed in June 2001 -
6/ Loan closed in June 2001
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LITHUANIA: STATUS OF STATISTICAL DATABASE

1. Over the past several years, Lithuania has made good progress in establishing a
macroeconomic database. Official data for all sectors are generally of sufficiently good
quality to support economic analysis. However, frequent and large revisions of national
accounts data, though necessary for improving the accuracy and reliability of the data, tend to
complicate the analysis of economic developments.

2. In general, the data are available on a timely basis, and the authorities have given the
staff ready access to all available data (see the attached matrix). An IFS page for Lithuania
was introduced in December 1995. In May 1996, the Lithuanian authorities subscribed to the
Special Data Dissemination Standard, and its metadata have been posted on the Fund’s
Dissemination Standards Bulletin Board (DSBB) on the Internet since April 1997. A
significant amount of information is now available on various websites through the Internet
(see section on Dissemination of Statistics, below). '

National accounts

3. National accounts at current and constant prices are compiled quarterly by the
Department of Statistics (DOS). Revised estimates were prepared with technical assistance
from the World Bank and were published on March 30, 1998. The revised estimates
attermipted to address existing problems, including the size of the hidden economy and
estimates of the GDP deflator. These revisions also corrected for conceptual and
computational errors existing in the series for the years 1990-96. Two types of corrections.
were made to the baseline national accounts data processed by the DOS. The first was in
respect of under-reporting by firms officially registered with the DOS. The second concerned
firms and individuals not in the official register and which could be assumed to be “hidden.”
The adjustment for under-reporting was obtained by comparing the value of reported
production with employment indicators from social security records and other sources.
Corrections for firms not presently in the DOS register were made on an ad-hoc basis and
restricted to output generated in industry and retail trade. With regard to the GDP deflator,
the DOS does not publish investment or tradeable goods price indices, although work is
underway to prepare estimates of real GDP by expenditure on a quarterly and annual basis,
along with estimates of export and import prices. The constant price estimates are mainly
compiled using production volume indicators. Analysis of the implicit GDP deflator in light
of plausible price estimates derived from expenditure data and the consumer price index cast
some doubts on the accuracy of the GDP deflator.

Price data

4, Since December 1998, the CPI weights for the national level market basket have been
updated each year. The last update was undertaken in December 2000 and based on the
Household Budget Survey (HSB) covering the period October 1999 to September 2000. The
monthly CPI is available in the second week of the following month. The producer price
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index is calculated according to the chain-linked Laspeyres formula. Data on investment or
tradable goods price indices are not yet available. :

Public finance

5. Dataon the central government budget execution are available quarterly in the
standard GFS format, although these data are subject to frequent revisions. The ongoing
treasury project is expected to improve data quality substantially. The budget data are only
compiled on a cash basis; compilation of the budget data on an accrual basis would allow
monitoring of arrears and facilitate forecasting of future budgetary flows. In January 1999,
the Ministry of Finance began publishing data on monthly consolidated general government
operations, which include the national government (state and municipalities) and some
extrabudgetary funds. Further work is needed to include all extrabudgetary funds and
eliminate intra-government transfers in the consolidation of general government operations.

Money and banking

6. The accounts of the BoL for the end of each month are available in the second week
of the following month, while the consolidated accounts of banking institutions are available
within the month following the month of reference. The sectorization and classification of the
accounts follow the methodology of the Monetary and Financial Statistics Manual.

External sector

7. - The Bol. is responsible for compiling the balance of payments, the international
investment position and the international reserves statistics. The BolL compiles balance of
payments statistics on a quarterly basis using the format recommended in the Balance of
Payments Manual, fifth edition (BPMS5). In 1999, Bol. set in motion plans to develop and
produce monthly balance of payments statistics to meet the requirements of the EU following
Lithuania's application for membership of the EU.

8. STA assigned a balance of payments statistics advisor to Lithuania during the pericd
October 1999-October 2000, who also covered Latvia. The mission concluded that the
methodology used to compile Lithuanian balance of payments statistics is, for the most part,
sound and that the BoL has made progress in developing a monthly balance of payments
series and in its compilation of travel and transfers. It also found that it has significantly
reduced the errors and omissions item, to less than 2 percent of GDP for the second quarter
of 2000. During that period BoL made improvements in several areas, most notably in
refining its technique for estimating travel expenditures, drawing upon additional data
sources for private transfers and further developing its methodology for adjusting the value
 of exports from warehouses, As a result of work undertaken to produce monthly statistics, the
BoL has also developed the methodology and data sources needed for compiling monthly
balance of payments series. The new monthly surveys draw heavily on existing sources -
 (available survey, administrative and other), as well as new monthly surveys of banks and a
sample of nonfinancial enterprises. In addition, it has incorporated an additional source, by
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setting a new monthly international transactions reporting system. The new framework was
set up on a pilot basis in November 2000 and should reach an acceptable level in 2001.

9. However, some problems remain in the estimation of merchandise trade transiting
through Customs-bonded warehouses, regarding the value between the reception and
shipment of the merchandise. The scope of smuggling and shuttle trade is also deemed
underestimated in trade data. The current transfers do still underestimate the private transfer
due to lack of appropriate sources. In the financial flows accounts, existing estimation
methods also misstate several key components of other investment flows, especially for
banks. This should be corrected by the new banking report, which will be used for estimating
all current and financial account items for the banking sector, including the direct investment
flows of the sector. The authorities should give priority to xmplementmg the mission’s
recommendations in a timely and effectlve manner.

10.  Lithuania meets the Special Data Dissemination Standard (SDDS) specifications for
coverage, periodicity and timeliness of the data, and for the dissemination of the advance

- release calendars, and the metadata have been posted on the Fund’s Dissemination Standards
Bulletin Board (DSBB). The Data Template on International Reserves and Foreign Currency
Liquidity is disseminated accordmg to the operational guidelines and is hyperlinked to the
Fund’s DSBB.

Dissémination of statistics

11.  The Lithuanian authorities publish a range of economic statistics through a number of
publications, including the DOS's monthly publication, Economic and Social Developments,
and the BoL's monthly Bulletin. A significant amount of data are available on the Internet:

. Lithuania’s metadata for data categories defined by the Special Data
Dissemination Standard are posted on the IMF’s DSBB;

. The BoL website (hitp://www.Ibank ]t) provides data on monetary statistics,
treasury bill auction results, balance of payments, the international investment
position, and main economic indicators;

o The DOS website (http://www.std.lt} provides quarterly information on
economic and social development indicators;

e  The Ministry of Finance (http://www.finmin.It) home page includes data on
the national budget, as well as information on laws and privatization; and

. The National Stock Exchange website (http://www.nse. lt) has information on
~ stock tradmg



Core Statistical Indicators
(As of November 30, 2001)

Reserve/ Central Bank

Consumer . Current  QOverall Public
Exchange Internationsl Base Balance Broad Interest Price Exports/  Account Government GDP/ _ External
Rates Reserves Money  sheet Money Rates  Index Imports  Balance Balance GNP Debt

Date of latest observation _ . 11/29/01 10/31/01- 10/31/01 10/31/01 10/31/01 10/31/01  Oct. 2001 Sep. 2001 Q3 2001 Q3 2001 Q32001 92001
Date received : ' | 11/29/01 11/5/01  11/14/01 11/14/01 117253001 11/25/01 11/8/01  11/16/01 11/15/01  10/29/01  10/8/01 10/31/01
Frequency of data D M ‘ M M M M M M Q M Q M
'IFret'quency of reperting : : _ D M M M M M M M Q M Q M
Sourceof-data C Al/ Al Al Al ANC C AN C Al/C Al/ ANV A
Mode of reporting E C.E C,E CE C.E CE E CE C,E C C A"
Confidentiality c c C B C C c C C C C C
Trequency of publication D M M M M M M M Q M Q M

1/ Through the resident representative office.

Notes: :
Frequency of data: D-daily, W-weekly, M-Monthly, Q-Quarterly.

_tg_
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Vilnius
December 20, 2601

Mr. Horst Kohier

Managing Director
International Monetary Fund
Washington, D.C. 20431

Dear Mr. Kohler;

1. The overarching objective of Lithuania's econormic policies is to promote
sustained economic growth and improved living standards through continued
macroeconomic stability and further implementation of structural reforms necessary for
an efficiently functioning of market economy and enhancement of competitiveness. Early
accession to the EU and NATO is our main policy goal. The key elements of our
economic policy strategy will be to maintain the currency board arrangement as the
cornerstone of macroeconomic stability; to further fiscal consolidation in order to support
external viability; and to advance the remaining key structural reforms at a fast pace. The
attached Supplemental Memorandum of Economic Policies (SMEP) lays out the concrete
policy measures to be taken during Becember 2001 and 2002.

2. In support of the policies detailed in the SMEP, we request approval of the first
review of the stand-by arrangement with the International Monetary Fund (IMF) that was
approved by the IMF Executive Board on Augast 30, 2001 in an amount equivalent to

. SDR 86.52 millios. We do not envisage at this time making purchases under the
arrangement, but conld do so if economic circumstances were to be worse than expected.
We understand that the Fund will continue to monitor the program on the basis of
quarterly performance criteria, and two more program reviews will be conducted, as
described in the original Memorandum of Economic Policies signed on July 26, 2001 and
the SMEP, As a demonstration of our commitment, Seimas passed on December 13, 2001
the budget for 2002, comprising the national budget and the budgets of the Social
Insurance, Health Insurance and Privatization funds, in line with paragraph 29 of the
SMEP.

3. We believe that the policies described in the SMEP are adequate to achieve the
objectives of the program, but will stand ready to take additional measures as necessary to
achieve those objectives. During the period of the arrangement we will consulit with the
IMF on the adoption of any such measures that may be appropriate, in line with the
Fund's policies on such consultations.

4, We are committed to transparency in our economic policies, and we authorize the
Fund to pubilish this letter and the SMEP following Executive Board consideration of the
first program review and 2001 Article IV consultation discussions.

Yours sincerely,

1isfi ' 11sfi
Algirdas Brazauskas Reinoldijus Sarkinas
Prime Minister Chairman of the Board

Bank of Lithnania
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Republic of Lithuania

Supplementary Memorandum of Economic Policies of
the Government and the Bank of Lithuania for the Period December 2001-02

I. INTRODUCTION

1. The economic program supported by the Stand-by Arrangement (SBA) with the
IMF is being implemented with positive results, In 2001, growth accelerated, the external
position of the economy strengthened, spreads on government securities fell to their historic
lows, and structural reforms generally advanced. Confidence in Lithuania’s policy-making
remains strong in the run-up to the repegging. The economic program is on track and the
main objectives of the program described in the Memorandum of Economic Policies (MEP)
of July 26, 2001 remain valid. However, certain adjustments to program targets and the
timing of some measures are needed in response to changing circumstances and to address
weaknesses which program implementation has made apparent.

2. The macroeconomic situation continued to improve in the first nine months of
2001, with a gradual recovery in domestic deitand now complementing export-led
growth. Real GDP growth (year-on-year) amounted to 5.1 percent for the first half of the
year and, according fo preliminary estimates, output continued to grow at around this rate in
the third quarter. After having fallen by nearly 10 percent last year, investment increased by
8.3 percent (year-on-year) in the first half of 2001, Inflation remained relatively subdued,
consistent with wage moderation and with the lagged effects of the earlier appreciation of the
litas against the euro. The unemployment rate has declined by around 1 percentage point
since its April 2001 peak, but remained at 12.2 percent in October. :

3. All program performance criteria and structural benchmarks for end-
September were met, despite revenue shorifalls. However, the problem of expenditure
arrears persisted in the state budget and the Health Insurance Fund, resulting in the non-
observance of the indicative target on central government expenditure arrears. Further
progress was made in the fiscal structural area. The draft law on the Methodology of Revenue
Redistribution among Municipalities was passed by Seimas on October 23, 2001, and the "
pricing and definitions of state-mandated obligations were included in the draft 2002 budget
law. Moreover, preparation for extending the real estate tax to residential property in 2003 is
ongoing. Finally, Seimas has approved an amendment to the Privatization Law, anthorizing
the establishment of a Reserve Stabilization Fund (RSF). The government established the
RSF by a resolution approved on December 18, 2001 and will, by March 2002, submit
regulations on RSF operations to Seimas for approval.

4, Other structural reforms continued to advance. The government has announced its
plan for the privatization of the Lithuanian Gas Company (LG), under which a 34 percent
stake will be offered to a strategic foreign investor, followed by another 34 percent stake to a
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gas supplier. A tender for the privatization was announced in November 2001. The
Lithuanian Power Company (LPC}) is being restructured into 3 new utilities covering power
generation, distribution, and transmission, with a view tc eventual privatization. The
distribution of authorized capital and liabilities among the new successor companies has been
approved by Seimas. The privatization of the banking sector is nearing completion following
the submission of a bid for the purchase of the Lithuanian Agricultural Bank (LZUB). An
advisor for the restructuring and privatization of Lithuanian Airlines (LA) was selected at
end-October. Recent measures requiring company shareholders with controlling stakes to
make a buy-out offer to minority sharcholders, and allowing sales at market value rather than
book value, have helped to accelerate the sale of small residual state shareholdings and land
plots, raising an average of some LTL 50 million per month through 2001. In agriculture, a
revised draft constitutional amendment to allow agricultural land sales to foreigners, in
compliance with EU requirements, is expected to be passed by Seimas shortly. Legislation to
introduce national accounting standards that are compatible with EU regulations, and a new
labor code governing the relationship between employees and employers, have been
submitted to Seimas. Significant progress has been made on accession negotiations with the
EU. The government has completed 18 of 31 chapters so far, and aims to close a further 3-4
by year-end, and the remaining chapters in 2002, paving the way for Lithuania’s accession to
the EU in 2004.

5. . Regarding program implementation, good progress has been made so far, In
addition, the government is committed to intensifying its efforts in a number of areas. The
government sees an urgent need to speed up the reform of the tax systern, to finalize the set of
reform measures of municipal finances, to restructure the operations of the Health Insurance
Fund, and to continue its efforts to improve the business environment and reduce
unemployment.

II. THE GOVERNMENT’S PROGRAM
A. Macroeconomic outlook

6. The macroeconomic outlook for 2001-02 envisages continued growth, low
inflation, and the maintenance of the external current account deficit at a sustainable
level, Real GDP is expected to grow by 4.5 percent in 2001 and 4.0 percent in 2002. A
gradual recovery of both private consumption and investment is projected to be the main
contributor to growth in the second half of 2001 and the first half of 2002, as the ongoing
slowdown in the EU and other trading partners is likely to have a negative impact on export
performance. The recovery in domestic demand will be supported by the recent decline in
interest rates which is expected to lead 1o an acceleration of credit growth to the private
sector. The external current account deficit is projected to reach 3.8 percent in 2001—a
deterioration relative to the first half of 2001, but better than originally expected—and to
remain broadly unchanged in 2002, as lower growth of non-energy exports to the EU would
be offset by the strength of exports to CIS-markets and a reduced import bill due to a
projected further decline i oil prices. The reduction in the current account deficit would be
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supported by the continuation of fiscal restraint in 2002. The current account deficit would be
financed by strong capital inflows, including a pick-up in foreign direct investment.

7. Average inflation is projected to vemain subdued at 1.4 and 2.8 percent in 2001
and 2002, respectively. Continued growth is expected to facilitate a further gradual decline
in unemployment and a resumption of modest growth in real wages, over the second half of
2001 and through 2002.

B. The currency board arrangement

8. The currency board arrangement continues to be the main anchor of economic
policies. The repegging of the litas from the U.S. dollar to the euro will take place on
February 2, 2002 at 4.0000 times the reference exchange rate of the U.S. dollar vis-a-vis the
euro announced by the European Central Bank on February 1, 2002. New guidelines for the
management of gross official reserves consistent with the new reserve currency have been
adopted, timely provisions of euro coins and banknotes have been ensured, and technical
aspects of the interbank and foreign exchange markets on the day of the repegging have been
fine-tuned. The Bol. is intensifying the public information campaign on the repegging. The
BoL and the government are confident that they have taken all necessary steps to ensure that
economic agents are prepared for the repegging.

9.." The strong balance of payments pesition and sustained confidence in the
banking system would lead to a further monetization of the economy. Broad money is
expected to grow by 13 percent in 2002. Credit growth would accelerate to 16 percent, as
recent privatizations in the banking sector lead to greater competition and interest rates
decline further, reflecting strong confidence and low interest rates in the euro area. Further
reduction of the required reserve ratio is envisaged for 2002, with the timing announced early
in the year in consultation with IMF staff.

C. Fiscal policy and fiscal structural reforms

10.  Under the CBA, fiscal policy is the major instrument of macroeconomic
management. The achievement of a credible budget deficit reduction path through the
maintenance of fiscal consolidation continues to be at the core of the authorities’ strategy.
Continued fiscal adjustment will underpin the credibility of the CBA and lead to further
reductions in borrowing costs for the public and the private sectors. To help ensure long-term
fiscal sustainability, the government is committed to achieving a structurally balanced budget
in the medium term (excluding the cost of the pension reform).

11. Stabilizing the revenue-to-GDP ratio has become a government priority in order
to ensure medinm-term fiscal sustainability. The continued decline in the revenue-to~GDP
ratio in 2000-01 is in part attributable to the changing structure of GDP and in part to wider
use of loopholes and inconsistencies in existing tax legislation. The government has decided
to tackle this problem by overhauling the entire tax system instead of amending current tax
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legislation. The need to put in place a more comprehensive, internally consistent and stable
tax system requires careful technical consideration and political consensus. This will take
time to achieve and thus the reforms will mostly be implemented from 2003. A new law on
excises consistent with EU requirements has already been passed by Seimas, and new laws
on value added tax (VAT) and corporate income tax (CIT) were submitied to Seimas in
December. A new personal income tax (PIT) law will be submitted to Seimas by end-January
2002. The new legislation will remove exemptions and broaden tax bases in accordance with
EU requirements and taking into consideration the recommendations of the June 2001
mission of the IMF Fiscal Affairs Department. Speciftcally, the tax reform is intended to be
revenue neutral. The new VAT law will eliminate exemptions in stages, starting with the
service sector in 2002, by the time of EU accession, and the new CIT law will eliminate
exemptions for reinvested earnings and lower the tax rate, To the extent that the revised CIT
law raises additional revenues, the PIT rate would be further reduced while ensuring it is
consistent with the medium-term fiscal objectives. Subject to Seimas’ approval, the law on
the CIT would become effective in January 2002, the law on the VAT would become
effective in July 2002, and the law on PIT in January 2003. In addition, the government
intends to extend the coverage of the real estate tax to residential property from January 2003.

12.  On the expenditure side, there are a number of priorities and obligations to
which the government is committed: the costs of EU and NATQ accession, the closure of
the Ignalina nuclear power station, environmental remediation, pension reform,
improvements to social expenditure, and the clearance of remaining expenditure arrears. The
savings and land restitution programs represent additional substantial obligations that conld
only be fuifilled over a long period of time, given other pressing expenditure needs, The
public investment program will be geared towards infrastructure, environmental and other
projects necessary for EU accession, and towards further improvements in health and
education. '

13.  For 2001, a revenne shortfall of the general governinent estimated at 0.8 percent
of GDP would be largely offset by lower-than-estimated expenditure in some areas and
expenditure cuts, Fiscal performance remains in line with program commitments (MEP
paragraph 12}, and the government will strive to attain its 1.4 percent of GDP deficit target.
However, in view of heightened uncertainty and possible further revenue shortfalls, for added -
flexibility, the program ceiling has been revised to 1.7 percent of GDP, which is still '
consistent with the attainment of macroeconomic objectives. To limit revenue shortfails,
VAT administration has been strengthened, especially by the customs department. Lower
state budget expenditure on interest and savings on provisioning for defaunlts on guaranteed
debt, together with lower than estimated expenditure of the Social Insurance Fund (SoDra)
and other expenditure cuts of the state budget will ensure the achievement of the deficit
target.

14.  For 2002, a draft budget with a general government deficit of 1.5 percent of GDP
was submitted to Seimas. The initial program deficit target was increased by 0.2 percent for
a number of reasons. First, the revenue-to-GDP ratio is declining due to the erosion of the
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base of the corporate, personal, and value added taxes under the current legislation. Second,
given the expenditure obligations related to NATO and EU accession, there is not much room
for further expenditure cuts, in particular in investment spending. Third, despite the global
economic slowdown, Lithuania’s macroeconomic conditions are favorable and external
current account prospects are better than originally expected, reducing external vulnerability
risks. Finally, the increase in the budget deficit would be consistent with the credibility of the
CBA, while additional financing could be readily mobilized.

15. A number of tax measures will be implemented in 2002 to limit the decline in the
revenue-to-GDP ratio before the main elements of the tax reform package become
effective from 2003. These measures include: (i) higher excises on diesel fuel, other fuels
such as liquid gas and gasoline, and cigareties; (ii) conversion of some EU-incompatible
excise taxes into specific taxes; (iii) the elimination of some VAT exemptions and
introduction of restrictions for VAT deductions on passenger cars; (iv) the extension of full
pension insurance to certain groups of self-employed; and (v) improvements in tax
administration targeting VAT collections and customs. At the same time, the tax exempt
minimum of the PIT will be increased from LTL 214 to LTL 250 from April 1, 2002.

16. Expenditure would decline by 0.4 percent of GDP, but it would grow in real
terms. Consolidated expenditure of the national budget and the road program will be cut by
0.3 percent of GDP, while ensuring that priority social spending and investment needed for
EU and NATO accession are adequately provided for. Further, measures to limit expenditure
of the HIF on pharmaceuticals will yield additional savings (paragraph 20). The expenditure
of SoDra would decline relative to GDP, given the current indexation procedure, Nominal
expenditure on investment projects by the Privatization Fund will remain unchanged
compared with 2001. Finally, expenditure for savings and land restitution will be limited to
0.1 percent of GDP.

17.  The current global stowdown would adversely affect Lithuania’s growth
prospects. In the event of a larger than expected slowdown, the government will, in the first
instance, let the automatic stabilizers operate to support economic activity. In the event of a
severe or protracted slowdown, however, resulting in a substantial loss of revenue, or sharp
increase in the cost of financing, the government will take, in consultation with IMF staff,
appropriate revenue and expenditure measures necessary to ensure fiscal sustainability, The
cautious fiscal stance planned for 2002 would place Lithuania in a strong position to cope
with the adverse impacts of potentially more difficult external economic developments.

18.  In 2002, the financing strategy of the government will be geared toward
diversifying and lengthening maturities of treasury securities, and tapping the eurobond
market. Gross financing needs of the government of around 7 percent of GDP would be
almost equally split between domestic and foreign sources. Should access to international
financial markets become less favorable due to global emerging market conditions, a
combination of the use of liquid resources of the government and a slightly higher issuance of
domestic securities would altow for covering financing needs in 2002. The medium-term
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sustainability of public debt is expected to improve in 2002, as public and publicly
guaranteed debt is expected to decline from 28.9 percent of GDP in 2001 to 28.4 percent in
2002. In light of possible defaults on direct and guaranteed loans to domestic enterprises, the
government 1s committed to strengthening its collection efforts, further limiting the
concession of such guarantees and tightening the conditions for eligibility.

19.  Having clearly defined the expenditure functions of municipalities, the efforts to
strengthen their finances will focus on enhancing expenditure management and finding
new sources of revenue. These measures would address the structural causes of municipal
expenditure arrears, thereby helping to clear the outstanding stock. Based on the new
legislation, which defines methodologies for establishing costs of service provision, about 55
percent of municipal revenues will be earmarked to finance the functions delegated by the
state and the student’s basket. Regardless of revenue performance, the amount of earmarked
transfers for the above two purposes is guaranteed. By contrast, in the event of a shortfall in
PIT revenue and other taxes commissioned to municipalities earmarked for financing other
municipal functions, municipalities will be required to take revenue and/or expenditure
measures in other areas to maintain strict financial balance. Legislation giving municipalities
more discretion in setting tax rates and fees accruing to local budgets—including a real estate
tax of up to 1.5 percent of assessed property values will be submitted to Seimas by end-
January 2002. This would lead to greater predictability in revenue and flexibility in the
financial management of municipalities. In line with its commitment not to undertake any
unconditional bail-outs, the central government will assist municipalities in reducing the
stock of expenditure arrears by allocating LTL 200 million worth of additional transfers over
the next three years, of which LTI 64 million would be made available in 2002 in equal
quarterly installments. The municipalities will submit schedules for the corresponding
reduction of arrears, and disbursemients will be linked to their fulfillment. Compliance with
the quarterly schedules by the municipalities will be a structural benchmark as of the second
half of 2002. To further strengthen financial control, the Cabinet-level commission on
expenditure arrears will continue its monthly monitoring of the clearance of municipal arrears
and the State Control will conduct audits of another 30 municipalities in 2002, with penalties
for municipalities found not to be in observance of the new legislation. Moreover, in order to
enthance transparency the authorities will continue to publish guarterly municipal financial
statements, As a general principle, the general government will strictly refrain from recourse
to mutual debt cancellation or other netting or offset schemes, including with suppliers and
tax payers. Finally, as part of the municipal finance reform, municipal borrowing limits have
been lowered te correspond to municipalities” own resources. Moreover, in view of the
weaknesses of municipal finances, the central government will not support externat
borrowing by municipalities aside from projects covered by the state public investment.
program and/or borrowing from international financial organizations.

20.  The government has undertaken a number of significant steps to eliminate the

arrears of the HIF and snbstantially improve its medium-term financial position. The

government approved a decision on the rescheduling of the arrears on pharmaceuticals on
December 18, 2001 and will start negotiations on its terms. These steps would effectively
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lead to the elimination of the stock of pharmaceutical arrears. In order to strengthen the HIF’s
financial situation, the curfent system of reimbursements for pharmaceuticals will be changed
on January 1, 2002. First, the list of pharmaceuticals subject to reimbursement will be
reduced by 130 items, Second, cases in which pharmaceuticals are subject to 100 percent
reimbursement will be substantially reduced. Third, tighter regulation of prescription of the
most expensive pharmaceuticals will be adopted. Fourth, financial incentives for controlling
pharmaceutical costs by physicians will be introduced. These measures will help save about
1.TL 100 million already in 2002. The government will also submit amendments to the law
on Mandatory Health Insurance by January 2002 establishing more effective reimbursement
procedures.

21.  The government will submit to Seimas a revised Concept of the Pension Reform
by end-December 2001. The main principies of the pension reform outlined in the MEP
(paragraph 17) remain unchanged. The cost of the pension reform is currently estimated at
0.6 percent of GDP per year, at the initial stage of the reform, given the decision of the
government to reduce the maximum mandatory age for the participation in the pension
reform to 30 years. The government plans te finance the transition cost of the pension reform,
partly by privatization proceeds. The new system would be in place from 2004 when SoDra is
expected to start generating surpluses (before the remittance of 5 percentage points of the
payroll tax to the second pillar) and when the State Tax Inspectorate will have gained
sufficient operational experience after merging with the payroll tax collection unit of SoDra.
To this end, the government has submitted to Seimas amendments to the laws on Social
Security and on Tax Administration necessary to complete the merger, In addition, legislative -
acts necessary to limit expenditure on state pensions through tighter eligibility requirements
and revised calculations of benefits will be submitted to Seimas in the course of 2002,
Finally, Seimas approved on November 20, 2001 amendments to the law on Social Security
to extend the requirement of mandatory full pension insurance to certain groups of self-
employed. This measure will yield LTL 20 million in additional revenue in 2002. Other
legislative acts pertaining to the pension reform (MEP, paragraph 17) will be submitted to
Seimas following the passage of the pension reform concept in 2002.

22.  The government intends to request from the IMF a Report on the Observance of
Standards and Codes (ROSC) on fiscal transparency for 2002. The report will assess
- fiscal transparency practices in Lithuania following the requirements of the IMF Code of
Good Practices on Fiscal Transparency—Declaration of Principles. The government will
review the current practices in the areas identified as needing improvement by the report.

D. Other structaral policies

23.  Financial sector reforms will draw on recommendations from the reports and
assessments of the joint missions of the World Bank-IMF Financial Sector Assessment
Program (FSAP). Reforms will aim to further enhance the resilience of the financial system
and to foster a broadening and deepening of the range of financial products and services
available. Specific areas of attention in the banking system will include enhancing the use of
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risk assessment and management techniques, improving disclosure by banks, enhancing the
quality of borrower financial statements, including via adoption of national accounting
standards (MEP paragraph 20), and continving cross-border supervisory cooperation. In
housing finance, policies will aim to better target public support and to focus on the
development of instruments, rather than new institutions. In leasing, consideration will be
given to regulatory and tax changes to remove conditions that presently discourage leasing
vis-a-vis bank finance. Finally, in insurance, efforts will target improvements of corporate
governance and market oversight, including by strengthcnmg the independence and capacity
of the insurance supervisory agency.

24.  The government believes that improvements to the business environment remain
the key to enhancing the climate for investment, attracting foreign direct investment,
and strengthening competitiveness. The government is putting in place measures to
streamline company registration and Hquidation procedures, including through the
establishment of a new company registry by January 2002. The government will also use
support available through the EU PHARE program to: (i) ensure the effective implementation
of new insolvency laws adopted in July 2001, through the provision of formal training for
administrators and judges on new bankruptcy procedures, and preparation of a manual on
bankruptcy and resiructuring procedures; and (ii) assess the competitiveness of Lithuanian
businesses. In addition, the government will continue to follow the recommendations of the
sunrise commission regarding the streamlining of business regulation.

25.  The government remains committed to further reducing unemployment, through
enhanced labor market flexibility and the provision of well-targeted training
opportunities, while at the same time protecting the most valnerable sections of society.

. The government is continuing to provide job training programs that are targeted towards the
projected future employment needs of the private sector. The new labor code is expected to
introduce flexibility in the setting of the minimum wage, with provisions for lower minimum

- wages for specific groups, certain classes of unskilled workers and possibly certain regions.
With passage of the new labor code, expected in the first half of 2002, laws on Works’
Councils and on Lockouts will be proposed to Seimas in the second half of 2002. The
Unemployment Insurance Law, which strengthens the insurance element in the payment of
unemployment assistance, will be submitted to Seimas by end-June 2002. In addition, the
government is committed to maintaining social cohesion by ensuring that the social safety net =

- . provides the necessary support to the most vulnerable groups, and will seek to improve the

targeting of social assistance programs in this regard. The law on Social Assistance in Cash,
which will be submitted to Seimas by end-June 2002, will change eligibility norms and
replace the current general reduction in housing bills with cash payments targeted to the long-
term unemployed.

26.  The development of an efficient and competitive energy sector remains a key
policy objective, and the government is proceeding with plans to restructure and
privatize the Lithuanian Power Company (LPC) and Lithuanian Gas (LG). Registration
of the restructured LPC successor companies—a precursor to privatization—is expected to be
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completed by the beginning of 2002 together with the settlement of a remaining US$45
million of outstanding claims on Belarus for electricity deliveries through the sale of debt to
third parties. It is expected that the successor companies will be offered for sale in the second
half of 2002. The stdaged privatization of LG will take place in 2002, with the initiat sale of a
34 percent stake to a strategic foreign investor likely tc be completed by May 2002, followed
by the sale of the second 34 percent stake to a gas supplier in the second half of the year. The
government will limit its further financial involvement in Mazeikiu Nafta’s investment plan
and operations to the US$118 million in guarantees already committed.

27.  More generally, the privatization program, which has been a key part of efforts
to increase efficiency and promote the overall restructuring of the economy, is nearing
completion. Lithuanian Airlines is expected to be restructured and ready for privatization by
April 2002. The cargo business of Lithuanian Shipping Company (LISCO, the rest of which
was privatized in early 2001) will be offered for sale in the second half of 2002. The
government is also committed to the privatization of Lithuanian Railways (LRR), following a
comprehensive reorganization of the company over the next two years along the lines
approved by the government in May 2001. The government plans fo continue with the rapid
sale of over 3,000 small residual state shareholdings and land plots, and the State Property
Fund is preparing an inventory of such assets to facilitate this process.

28.  The government remains committed to rationalizing its support for the
agricultural sector,with a view to EU accession. The government will draw on the
expertise of the World Bank in aiming to reduce the losses of the Agriculturat and Food
Products Market Regulation Agency (AFMRA) stemming from market support, procurement,
and storage operations, including through the adoption of legislation in the first half of 2002
that would terminate the government’s authority to regulate the prices of primary and
processed agricultural products. The government will continue to foster rural development
and investments in rural infrastructure through its efforts to facilitate the implementation of
EU SAPARD programs, and through its own development program.

III. PROGRAM MONITORING

29.  Passage of the budget for 2002 by Seimas, comprising the national budget, and the
budgets of SoDra, the HIF, and the Privatization Fund, consistent with program
commitments, will constitute a prior action for the completion of the first review. The
program is monitored on the basis of quarterly quantitative performance criteria and
benchmarks and a set of structural policy benchmarks for end-December 2001, end-March
2002, and end-Tune 2002 consistent with the revised economic program (specified in the
attached tables}, and the second review by the IMF Executive Board. The definitions of
program targets are provided in the Technical Memorandum of Understanding (Annex).

30.  The second review will be based on erd-March 2002 outcomes and is eﬁpectcd to be
completed by end-June 2002. The review will focus on the design of a set of measures
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following the recommendations of the FSAP and ROSC missions, and further progress in tax
reforms and municipal finances.
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Table 1. Lithuania: Performance Criteria for Stand-By Arrangement, 2001-2002 1/

Target

Adiusted Qutcome 2/
Target
Continnous performance eriterfa
1. Exchange rate
LTL 4 per US$1 3/ Observed through end-September
1L 100-percent coverage of currency boerd liabilitics, in percent 100 Chbserved through end-September

TI. Reserve requirements, in percent 4/ 6 Observed through end-Septerher

V. Non-accumulation of new external payments arrears Observed through end-September

Quantitative performance criteria

L. Ceiling on the general government deficit, mln. LTL

Cumulative from January I, 2001

March 31, 2001 (previoug arrangement) 271 287 94
June 30, 2001 460 496 322
September 30, 2001 600 704 444
December 31, 2001 84t
Cumnulative from January 1, 2002
March 31, 2002 383
June 30, 2002 576
December 31, 2002 776

1I. Fleors on net foreign exchange coverage of
the currency board errangement, min. US$

Stocks )

Warch 31, 2001 {previous arangement) -127 3%
June 30, 2001 -127 =24
September 30, 2001 -127 2
December 31, 2001 =127

March 31, 2002 -127

June 30, 2002 o 127 -

December 31, 2002 " -127 -

1. Ceilings on contracted public end publicly All 1-5 year Al }-5 year
guaranteed medinm- and iong-term maturities maturity maturities maturity
external debt; min, USS {medium- and long-term)

Cumulative from January 1, 2001

March 31, 2001 (previous amrangement) 293 200 183 1}
June 30, 2001 433 200 194 0
September 30, 200 648 200 194 0
December 31, 2001 683 200 '

Cumulative from January 1, 2002

March 31, 2002 450 200
June 30, 2002 610 200
December 31, 2002 640 200

IV. Ceilings on the cutstanding stock of
public and publicly guaranteed short-term
external debt; mln, US$

Maximum stock during the period

March 31, 2001 {previous arrangement) 0 i}
June 30, 2001 50 0
Seprember 30, 2001 50 4]
December 31, 2001 50
March 31, 2002 200
June 38, 2002 200

December 31, 2002 200

Source; Lithuanian authoritics; and Fund staff estimates,

1/ Definitions and exciusions are presented in the Technical Memorandum of Understanding.
Numbers for end-Tune 2001 are indicativa targets, sumbers for end-September 2001, end-December 2001, end-March 2002,
and end-fune 2002 are performance criterig, and numbers for end-December 2002 are indicative targets.

2/ Based on latest available data,

3/ This performance ctiterion will be modified on February 2, 2002 consistent with SMEP paragraph 8.

4/ This is consistent with the required reserve mtia of § percent.
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Table 2. Lithuania: Quantitative Benchmarks for Stand-By Arrangement, 2001-2002

Ceiling Cutcome
I. Domestic guarantees, min. LTL
Quistanding stock
March 31, 2001 (previous arrangement) 319 217
September 30, 2001 314 232
December 31, 2001 312
March 31, 2002 315
June 30, 2002 31z
December 31, 2002 312
I1. Central government arrears, min. LTL
Outstanding stock
March 31, 2001 (previous arrangement) 0 19
September 30, 2001 0 37
December 31, 2001 1/ 0
March 31, 2002 ]
June 30, 2002 0
December 31, 2002 0

Source: Ministry of Finance; and Fund staff estimates.

1/ A.government decision to clear pharmaceutical arrears will be considered as clearance of arrears
under the program. ’ '
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Table 3. Lithuania: Structura] Benchimarks for Stand-By Amrangement, 2001-2002

Measure = Date Status

Submit to Seimas draft amendments to the Law on Revenue Redistribution

of Municipalities end-September 2001 Done
Submit to Seimas draft amendments to the Privatization Law ‘

for establishing the Reserve Stabilizetion Fund end-September 2001 Done
Tender for privatizing the Agticultural Bank end-September 2001 Done
Government's decision on a set of measures fo overhanl municipal finances end-December 2001 Done

Subrit to Seimas draft amendments to the Law on Social Security
needed far the pensien reform end-December 2001 Replaced with another benchrnark
{Pension reform concept}

Subrmnit to Seimas legal amendments on accounting standards end-December 2001 Done
Submit to Seimas a new labor code end-December 2001 Done
Submit to Seimas a Pension Reform ca;lceﬁl end-December 2001

Subnit to Seimas draft CIT and VAT end-December 2061 Done
Submit to Seimas draft PIT law . end-January 2002

Submit to Seimas amendrments to the law on Tax Administration and law on Secial

Security on thé' merger of the SoDra's payroll tax collection unit with §TI end-January 2002 Done
Finalize quarterly ptan for arrears reduction of runicipalities end-March 2062

Submit to Seimas the drafl unemployment insurance law end-June 2002

Source: Lithuanijan authorities.
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REPUBLIC OF LITHUANIA

TECHENICAL MEMORANDUM OF UNDERSTANDING
FOR THE 2001/2002 STAND-BY ARRANGEMENT

1. This Memorandum defines variables that constitute quantitative performance criteria
and benchmarks for the stand-by arrangement and sets out the reporting requirements for the -
government and the Bank of Lithuania.

I. PERFORMANCE CRITERIA ON THE OPERATION OF THE CURRENCY BOARD
ARRANGEMENT

Maintenance of exchange rate under currency arrangement

2. The present exchange rate of LTL 4 per $1 will be maintained throughout the period
~ of the program. The currency of the peg will be changed at the time of the repegging. In this
connection, all performance criteria related to the currency board arrangement will be
adjusted accordingly at the time of the repegging.

Caver for currency board arrangement

3. °  The Bank of Lithuania will ensure the maintenance of not less than 100 percent
foreign reserve backing for the Bank of Lithuania's liabilities, as defined in paragraph 4
below under the currency board arrangement for the duration of the stand-by arrangement,
4, Foreign reserves backing will consist of the gross foreign reserves of the Bank of
Lithuania, as defined in paragraph 10, expressed in Litai at the official exchange rates of the

Bank of Lithuania. The Bank of Lithuania’s Litai liabilities under the currency board
arrangement comprise:

@) Litas notes and coins in circulation

(ii)  correspondent accounts of and certificates of deposit and other Litas liabilities
to commercial banks and nonbank financial institutions; "

(iii) government deposits;
(iv)  staff and other private sector deposits;

(v)' correspondent accounts of foreign central banks.
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Required reserves of the banking system

5. Average reserve deposits of the banking system over each reqmrcd reserve holding
period established by the Bank of Lithuania (running from the 13" of one month to the 12%
of the next month) shall not be permitted to be below required reserve deposits of the-
banking system, as defined in paragraph 6, by more than 2 percentage points of eligible
Habilities, as defined in paragraph 6.

6. All banks will be required to hold reserve deposits on account with the Bank of
Lithuania of not less than 8 percent of their domestic and foreign currency deposit liabilities.
Together, these shall constitute the required reserve deposits of the banking system. The
deposit aggregates against which required reserves of the banking system shall be calculated
will be referred to as "eligible liabilities," as defined in the 28. December 1993 Resolution
No. 52 of the Board of the Bank of Lithuania (“On Confirmation of the Rules for Required
Reserves for Commercial Banks™). Average reserve deposits of the banking system for each
reserve maintenance period will be calculated at the end of each holding period as a
percentage of eligible commercial bank liabilities.

7. The Bank of Lithuania will extend new credits to banks only and in amounts that do
not violate (i) the performance criterion requiring full foreign currency backing for currency
board Habilities or (ii) the performance criterion specifying the minimum targets for net
int¢rnational reserves.

Performance criterion on floor on net foreign exchange coverage of the currency board
arrangement

8. International reserve assets and liabilities shall be valued in U.S, dollars using the
Bank of Lithuania's official rates prevailing at each test date. For the period of the program,
monetary gold will be valued at market prices according to BoL internal guidelines.

9. Net foreign exchange coverage of the currency board arrangement is defined as:
6] gross foreign reserves of the Bank of Lithuania, less foreign reserve liabilities;

less

(1) foreign currency-denominated liabilities of the Bank of Lithuania to domestic
residents and privatization proceeds of the government held in the Bank of
Lithuanta; and
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(i)  Litai liabilities of the Bank of Lithuania, as defined in paragraph 4, under the
currency board arrangement, less deposits withdrawn through deposit auctions and
any central bank bills.!

10. Gross-foreign reserves of the Bank of Lithuania shall be defined as:
Q) monetary gold holdings;
(ii)  holdings of SDRs;

(iii)  reserve position in the IMF; and

(iv)  holdings of foreign exchange in convertible currencies by the Bank of
Lithuania.

11.  Excluded from gross foreign reserves are:

{i) capital subscriptions to foreign financial institutions;

(ii) long-term nonfinancial assets of the Bank of Lithuania;

(i11)  convertible currency-denominated clatms on domestic banks;

(iv)  assets in nonconvertible currencies; and

(v}  foreign assets pledged as collateral or otherwise encumbered.
12.  Fund staff will be informed of details of any gold sales, purchases, or swap:and
derivative operations during the program period, and any resulting changes in the level of
gross foreign reserves that arise from revaluation of gold carried out according to the
accounting practice of the Bank of Lithuania will be excluded from gross reserves as

measured herein.

13.  Foreign currency-denominated reserve liabilities of the Bank of Lithuania shall be
defined as:

(1) the Bank of Lithuania's convertible foreign currency liabilities to
nonresidents, with an original maturity of up to and including one year;

(ii)  the outstanding use of Fund credit.

! The Single Treasury System will remain outside the Bank of Lithuania during the program
period. : '



-2

14.  Excluded from foreign reserve liabilities are any liabilities arising from balance of
payments support loans of maturity longer than one year, including such loans from the EU,
the BIS or other international financial institutions, foreign governments or foreign banks.

15.  Foreign currency-denominated liabilities to domestic residents shall include
convertible currency deposits of the general government, and liabilities to banks and non-
bank financial institutions, including deposits under the reserve requirement. Bank of
Lithuania Litai liabilities under the currency board arrangement are defined in paragraph 4.

II. PERFORMANCE CRITERIA ON GENERAL GOVERNMENT FISCAL BALANCE,

GUARANTEES FOR DOMESTIC BORROWING, AND ARREARS

16.  The general government encompasses the national government (comprising the state
and municipal governments) and the extrabudgetary funds. The extrabudgetary funds include
the Sccial Insurance Fund (SoDra), Health Insurance Fund, Privatization Fund, Road Fund,
Ignalina Closure and Decommissioning Fund, and any other extra-budgetary operations. The
central government is defined as the general government excluding municipalities.

17.  The general government deficit is determined on a cash basis.

The overall deficit is the excess of total expenditure plus net lending over total
revenue and grants. For the purpose of program monitoring, it is defined as
the negative sum of (i) net domestic financing; (ii) net external financing and
(3ii) net privatization receipts (Table 1}.

Net external financing is the sum in national currency of {i) the disbursements
of external loans (to the entities covered above the line or on-lent by the
general government, including but not limited to budgetary organization and
appropriation managers); (ii) exceptional financing (rescheduled principal
plus interest if any); (iii) proceeds from bonds or other debt-related
instruments issued abroad; less: (iv) amortization due (including but not
limited to amortization payments of appropriation managers and budgetary
organizations); and (v) changes in assets held for liquidity and/ or investment
purposes outside the domestic banking system.

Net domestic financing is the sum of net bank financing and net nonbank
financing.

. Net bank financing is defined as the change in the banking system’s
claims on the general government in domestic and foreign currency,
including the change in the holdings of government securities by the
banking system; minus the change in balances held in the central bank
and the commercial banks and other banking institutions.
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» Net nonbank domestic financing is defined as the sum of: (i) the
change in the holdings of government securities by nonbanks,
calculated as the difference between the change in the stock of
government securities and the change in the holdings of government
securities by the banking system; (ii) any net direct borrowing from
nonbank institutions, including by budgetary organization and
appropriation managers.

. Net privatization proceeds are defined as the cash receipts from asset sales by
the general government from abroad or domestically minus privatization-
related expenditure. Expenditures necessary for, and directly related to, the

~ privatization of state-owned enterprises shall be deducted from gross
privatization proceeds and will not be classified as expenditure above the line
in the fiscal accounts. These are limited to (i) outlays for consultants and
advisers, (ii} increases in authorized capital prior to the sale of an enterprise,
and (iii} outlays due to assuming the clean-up of environmental damages as
identified in specific privatizatton agreements.

18.  The ceiling on the general government deficit is subject to two adjusters: for faster-
than-projected implementation of net lending operations and for faster-than-projected
implementation of investment projects by budgetary organizations and appropriation
Managers.

19.  For the purpose of assessing the observance of the ceilings on the general government
fiscal balance, the program targets will be adjusted upwards by the amount actually disbursed
and on-lent under already committed foreign loans from International Financial Institutions
(including the World Bank, the EBRD, the EIB, and the NIB) and other sources of financing
as specified in Table 2 are higher than the amounts assumed under the program with a

50 percent implementation rate of the total annual commitment.

20.  The implementation of general government investment projects carried out by
budgetary organizations and appropriation managers, including but not limited to the
Ministry of Defense, is specified in Table 3 on a quarterly institution-by-institution basis.
The performance criterion on the fiscal deficit will be adjusted by the amount equal to the
excess of the actual appropriations over the programmed cumulative guarterly amount for
every project, assuming a 50 percent implementation rate of the total annueal commitment.
The adjusted amount for every project for each test date shall not exceed the annual
appropriation for each project based on a 100 percent implementation rate.

21.  General governiment guarantees on domestic borrowing include all guarantee
commitments for (i) borrowing in domestic currency from residents and nonresidents and
(ii) borrowing in foreign currency issued for the Agriculturai Marketing Agency and the
Export and Import Credit Insurance Agency (Table 4).
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22.  Outstanding payment obligations of the general government include all identified
obligations incurred by the state government, municipalities, SoDra, the Health Insurance
Fund, and other extrabudgetary funds as covered by the definition of general government
provided above. Outstanding payment obligations are defined as delayed payments for
deliveries of goods and services when a bill has been received but not paid after 45 days. For
wages and salaries, and pensions, outstanding payment obligations are defined to exist when
payments are delayed by more than 7 days. Outstanding payments obligations of the central
government are defined as outstanding payments obligations of the general government
minus outstanding payments obligations of the municipalities outside the general government
(Table 5).

O1. PERFORMANCE CRITERIA ON EXTERNAL DEBT

Ceiling on contracting or guaranteeing of external debt (i.e., debt denominated in
foreign currency) with original maturities of more than one year by the public sector
with a sub-ceiling on external debt with original maturities of longer than one year and
including five years.

23.  For purposes of this performance criterion, the public sector comprises: (i) general
government (as defined in paragraph 16), (i) the Bank of Lithuania, and (iii) other agencies
on behalf of the general government (Table 6). This performance criterion applies not only to
debt as defined in point No. 9 of the Guidelines on Performance Criteria with Respect to
Foreign Debt adoptcd by the Executive Board on August 24, 2000 (Decision No. 12274-
(00/85) but also to commitments contracted or guaranteed for which value has not been
received. Excluded from the limits are use of IMF resources, guarantees of foreign currency-
denominated borrowing of the Agricultural Marketing Agency and the Export and Import
Credit Insurance Agency covered in paragraph 21, and foreign currency direct borrowing and
guarantee by the municipalities from resident banks which are not guaranteed by the central
government. Included are other than IMF balance of payments support from official
creditors. _

Ceiling on the outstanding stock of external debt (i.e., debt denominated in foreign
currency) with original maturities of up to and including one year owed or guaranteed
by the public sector.

24.  For purposes of this performance criterion, the public sector excludes the Bank of
Lithuania. The term debt has the meaning set forth in point No. 9 of the Guidelines on
Performance Criteria with Respect to Foreign Debt adopted on August 24, 2000 by the
Executive Board (Decision No. 12274-(00/85). Excluded are normal import-related credits,
liabilities on the correspondent accounts with central banks of the BRO (Baltics, Russia, and
other countries of the former Soviet Union) countries, guarantees of foreign currency-
denominated borrowing of the Agricultural Marketing Agency and the Export and Import
Credit Insurance Agency covered under paragraph 21, and foreign currency direct borrowing
and guarantee by the municipalities from resident banks which are not guaranteed by the
central government.
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25.  The general government will not accumulate external payments arrears on any
expenditure item or external debt as defined paragraph 23-24. Transactions subject to the
ceilings specified in Section III shall be valued in the contracted currency and converted into
U.S. dollars at the time the loan agreement is entered into at the exchange rate for the end of
the month.

IV. REPORTING

26.  The authorities will provide the IMF with information needed to monitor the
implementation of the program on a regular basis and in accordance with the timetable
indicated below. Fund staff will review together with the authorities the data reporting on an
ongoing basis and revise the reporting whenever necessary.

Information on money and banking
27, On a monthly basis, the Bank of Lithuania will provide information on:
. international reserves;

. the balance sheet of the Bank of Lithuania, deposit money banks, other
banking institutions, and the consolidated banking survey;

s
*

the structure of bank assets and liabilities;

. the currency exchange between the Bank of Lithuania, commercial banks, and
the general government.

28. In line with SDDS requirements, the data on international reserves of the Bank of
Lithuania will be provided to the Fund on the 5® working day after the end of the month at
the latest; the balance sheet of the Bank of Lithuania will be provided to the Fund on the 10®
working day after the end of the month at the latest throughout the program period in the
agreed format. The other data referred to in paragraph 27 will be provided to the Fund on the
18™ working day after the end of each month at the latest throughout the program period in
the agreed format. : ' :

General government budget implementation and financing
29, On a monthly basis, the Ministry of Finance will provide information on:
. below the iine ﬁnéncing of the consolidated general government;
. revenue of the national government (state government and municipalities);

° on-lending operations of the general government to the nongovernment sector;
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. revenue and expenditure of all extrabudgetary funds included in the
- calculation of the general government financial balance;

» outstanding domestic government debt broken down by maturity and type of
debt (direct and guaranteed), including disbursements and redemption;

. domestic debt service;

. use of resources borrowed abroad;

. general government deposits held abroad;

. dishursements and repayments of foreign loans;

. borrowing by municipal governments;

J domestic guarantees issued during the month and the stock of outstanding

domestic guarantees at the end of the month {Table 3); and

. the stock of outstanding payment obligations of the general government,
broken down by state government, municipalities, the Social Insurance Fund,
the Health Insurance Fund, and each of the other extrabudgetary funds
(Table 4).2

- 30.  These data will be reported to the Fund within 30 days after the end of each month
throughout the program period in the agreed format.

31.  Ona quarterly basis, the Ministry of Finance will provide information on:

. state government revenues and expenditures in terms of both economic and
functional classification; and

. local government revenues and expenditures in terms of both economic and
functional classification.

32.  For the state government, these data will be reported to the Fund within 30 days after
the end of the quarter throughout the program period in the agreed format. Data for
municipalities will be reported to the Fund within 90 days after the end of the quarter
throughout the program period in the agreed format.

2 Outstanding payment obligations of municipalities will be reported on a quarterly basis.



Information on the External Sector

33.  Onanmonthly basis, the Ministry of Finance and the Bank of Lithuania will provide
information on:’

. short-term and long-term external debt stock of the public and private sector®
including non-concessional loans from multilateral organizations; and

. external debt service for short-term and long-term external debt of the public
sector.

34.  These data will be reported to the Fund within 30 days after the end of each month
throughout the program period in the agreed format.

35.  The above reporting requirements will be assessed on an ongoing basis, and may be
revised at the initiative of the Fund and with the consent of the government and the Bank of
Lithuania.

Degember 19, 2001 .

1EY Hslt
Ms. Ungulaitiene Mr. A. Kregzde
Vice Minister of Finance Vice Governor
Ministry of Finance Bank of Lithuania

? The Ministry of Finance will provide data on public debt and the Bank of Lithuania will
report data on private debt.

* Information on registered private sector loans will be provided on a monthly basis, actual
figures for the external debt stock of the private sector will be reported on a quarterly basis.
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Table 1. Littmania: General Government Fnanemg, 2000-01

2000 2001
Qi a2 Q3 Q4 Q1 (474 Q3

Stocks, millims of litai (end of perind)

Darnestiz credit to government

1 Short texm loans & advances (o gentral government (DivIBs) 415 41.5 7.6 8.0 2.0 [1R4] 00

2 Long term loans & advimces to central government (DMBs) 121.6 118.0 135.0 95.8 126.7 157.7 187.7
3 ('mims on mtnicipat governments (DMBs) 2142 203.1 239.4 2735 2714 2776 282.1
3 Clata on social insurance fund (DMBs) 2216 243.4 234.6 267.6 2816 2436 25832

5 Savings bonds 75.6 3 113,83 130.1 149.4 1353 1443

£  Recapitalzation bonds 634.0 624.0 E14.0 5142 5142 5142 $142

7 Treasury seourilics {at lsene vaie) 1,2203 13271 14630 1.549.0 1,573.5 1,609.6 1,601.0
7.1 Held ty DMBs 530.2 6400 752 8524 995.0 1,013.7 993.0
72 Held by OBis 18.7 231 28 35,2 %7 260 03
7.3 Held by Nonbanks a714 6640 659.8 4255 S4E.8 569.9 &Y
) Total adjusted credit ta government (sum of lines 1-8) 2,538.7 28544 28274 2,838.0 29172 14%33.0 2,963.0

Government deposita

9 Central governimient deposits (BOL) 5179 1,246.3 44 T81.7 2327 1,275.7 1,460.8
10 Central government deposits (DMBs) 6726 734 %063 576.7 807.0 666.7 5392
11 Central gmvernment deposits (CBI1s) v} 104.6 105.6 1056 110.7 1165 0.0
1z Municipal government deposits {DMBa) 108.0 119.6 194.9 1358 115.0 12439 154.3
13 Privatization funds (DMBs) 2253 174.6 1519 i49.2 219.8 12 594
14 Social menrance fund (DMBs} 262 301 358 B4 9.0 359 45.0
15 Generaf government deposits (surn of lines 9-14) 2,092.8 23902 L3BY 1,807.4 2,124.2 2,2729 2,258.8

Flows, in milliens of litai

16 Changes in doraestic eredit {change m fina 8) 2106 1157 1730 10.6 72 20.8 250
17 Changes in demaesric deposits (change i fins 15) 7t 2064 10.3 L 3168 -148.7 142
185 Fioat betwesn government deposits noncaptured through manetary acsounts 0.0 a0 00 =735 735 -16.5 -18.2
19 Net domestic repayrients to nonbanks . 0.0 «43.5 0.0 =213 0.0 &0 0.0
20 Net domestic Financing (sam of nes 1619} -506.6 <2342 1833 496.1 ~164.1 -144.4 20.1
21 Forsign Borrowmy - 9524 61.3 5354 157 ThU.R 14% 80.6
22 Amartizatien by the central budget 41.0 12748 3711 2203 415 11y 18d.0
23 Amartization by approprintion mmagers 235 6l.1 20 557 200 50.2 58.6
24 Change in the government depoeit abrpsd . 5167 «153.6 -1
25 Net flows of fimds from abroad {line 21-lne 22-ine 23-lme 24) 9219 -126.8 ~58.7 -240.3 172.6 63 51.7
26 Net privatization proceeds 455 602.0 T4 23 85.6 1655 50.4
27 Ceneral goverrment fiscal balsnze (line 20+lne 25+1ne 26) 466.9 241.0 1974 339.] 941 2274 122.2
2% Camulative fiscal daficz 466.9 7079 8049 1,244.0 9.1 321.5 AT

Sources: Ministry of Finance; and staff estimates.



Tzble 2. Lithusnia: lnvestment Progects from Omn-Lent Resources, 206102

] ] Reg. 2001
Nr.  Crediter Nr. year Q1 Q2 : Q02 o3 : Q193 e
Prop. ";\& Prog. Act Prog. Act. Adjustor Preg, Act Prog. At Adfustor __ Poog.
1. Nonbudgetary organizations .
I World Benk (Lithusnian Evergy) wate 28,000 3970 2970 6,500 5,041 15470 14,115 6,376 6,500 6,650 21,970 20,611 9,626 6,000
2 World Bank {Klaipidds Water) 0820 12,480 [ 0 4,150 1,051 4,160 1,051 6 4,160 2,754 8,310 520t 1,051 4,160
3 World Boank (Séaulisi Water) 0032 - B40 [ 0 840 1] 840 0 [ 0 1 840 0 o 0
4 Workdt Bek {CISC “Geotermma®) o033 6,360 2,126 2,136 4,174 1,203 6,300 3,328 178 [ *1 £,300 1328 1712 o
3 World Bank (The Housing Credit Foundatien) 0034 10,780 4,650 4,650 6,050 1,014 16,700 5,664 314 [ 5492 16,700 5,664 314 .0
€ World Bank {Agriculturs Sector) 0035 6,000 520 520 1,500 6,067 2,020 6,587 3,000 1505 [ 1,520 8,087 6,327 2,480
7 Europ Bank (Lithunninn Rafways) 045.1 26,4400 8,963 2,961 o [} 8,963 8,953 4,482 & 17,496 8,961 8,963 4,482 0
8 Europesn Investment Bank (Lithuanion Reilways) D482 12,904 ) o i} [1} ] 0 (] o 6,452 6,452 6,452 3,226 6,452
% NIB {manicipaiity 20 min. EUR) 0052 73,442 ™6, M [] (] 736 736 368 24,511 44,994 25,047 25,047 12,524 48,395
G European Investment Bank {rmanicipatity 15 mib. BUH) 0059 6,940 [ [} o [ [} [} 1,470 0 3470 3470 1,735 3470
11 Eurspesn Wvestment Bank (Pancvio murdcipality - 6 win, EUR) w50 1,600 0 o 0 o 1] ] 560 0 500 500 50 S1H)
12 Workd Bank (municipalily - 18,89 min EUR) D06 3,120 0 0 15,050 [ 15,058 0 ] [ 0 15,050 0 0 16,070
13 World Renk {coergy saving project - & min. USD} 2,000 0 ] ] a (] (] a n o .8 ] [ 2,000
Total {1-13} 218,166 25965 25965 IR274 134T4 64,238 40,440 14,718 46,893 75,028 115,132 7333 w712 9,557
11. Budpetary ceganizatios .
1 World Bank (Minisiry of Seclal Security and Labar} 0042 4,651 0 o 1,550 o 1,550 [ ] 1,550 a 3,100 1550 ¢ 1,561
2 Eurape Suc!ll Development Fund (Ministry of Soial Security and Labor} 0043 £.000 0 ] [ L] o [] 0 0 ) a ] 0 1,900
3 Europe Social Developroeut Fund (Ministry of Sockat Bseusity and Labor) : 0058 5,458 0 0 1,700 o 5700 0- [ 1,900 1556 3,600 1,500 100 1,858
4 World Bank (health projecs -21 min, USD) 006G 20,000 1] [ 5,500 ] 6,500 [} ] 6,500 L] 13,600 6,500 [ 2,000
S World Bank (sduration project - 25 wii USD) - 2,008 0 ¢ 0 [ [} [ [ 2,000 0 2,000 2,008 1,000 [
6.1 Soc. Dovetopment find (Schaol s ion project - 2,5 min. USD) 10,000 0 0 o 0 ] [ o 10,000 o 10,000 0,000 5,000 0
6.1 GS( High school renmvation peaject) ) 10,000 ] ] 10,000 ] 18,000 [} ] G 0 10,000 0 0 ¢
7 GE Courta 2,000 ] 0 n ] [)] ()] 0 2,000 542 2,000 2,000 1,000 0
B GS Minisiy of healih B 29,000 [ 0 29,000 [ 23,000 0 i o 0 29,008 0 0 0
% GS Minlstry of internal sffairs 10,584 [ 0 o 1 L3 [ o 5,884 a 5,884 5,884 2,042 5,000
16 GS Custom 6810 0 0 6,330 0 6830 0 o 0 ¢ 6,530 I 0 o
Toted {1-10) 101,834 L] 0 55,580 (1] 55,580 (] 0 26,834 3,008 85,414 29,814 16,042 16,420
Total (1-13) 320,000 25065 25965 93,854 14,474 119,818 40,440 54,718 6,727 81,126 196,546 117,167 49,754 105,977

Souece: Ministry of Finance,
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Table 2. Lithuania: Investment Projects from On-Lent Resources, 2001-02 {continued)

Reg. 2002
Ne. Creditor Ne. year Q1 Q2 9] Q4
Prog, Prog. Prog, Prog, Prog,
1. Nonbudgetary organisations
1  Woild Bank (Lithuanian Energy) 0019 11,388 11,388 0 1] 0
2 World Bank (Klaipéda Water) 0020 2,000 2,000 ¢] 0 0
3 World Baok (Siavliai Water) 0032 0 [ Q 0 0
4 World Bank (CISC "Geoterma") 0033 I} ¢ 0 0 0
5 World Bank (The Housing Credit Foundation) 0034 a [ 0 Q 0
6  World Bank (Agriculture Sector) - {035 a [ 1] 1] 0
7  European Investment Bask (Lithuanian Railways) 0046.1 ] D 0 1] ¢
8  Europcen Investment Bank (Lithusnisn Railways) 0046.2 41,382 12,695 6,795 12,695 9,657
9  NIB {manicipality 20 mln. EUR) 0052 ] o 0 0 ]
16 European Investment Bank({ muricipality 15 min, EUR} 0059 23,340 5,960 5,960 5,960 3,560
11 Europezn Investment Bank (Pansvézio municipality - 6 min. EUR) 0060 7,000 1,500 1,500 1,500 2,500
12 World Bank(municipality - 15,89 min.BUR) o066 6,385 1,500 1,500 1,885 1,500
13 World Bank (energy saving project - 20 min. USD) 2,000 500 500 500 500
14 Lithuanian Raiiway (Pauastis) o V] 0 ¢ 0
15 - EBRD (energy saving project for instinctions 20 min. USD) 8,000 2,000 2,000 2,000 2,000
Total (1-13) 102,455 37,543 18,253 24,540 22,157
H. Budgetary organisations
1 World Bank (Ministry.of Social Security and Labour} 0042 5,260 2,630 2,630 0 1]
2 Europe Social Development Fund {Ministry of Social Security and Labour) 0043 1,500 1,500 0 a
3 Ewrope Social Development Fund (Ministry of Social Security and Labour} 0058 o i} '} ] 1]
4 World Bank(health project -2! min. UED) 0069 23,040 5,760 5,760 5,760 5,760
5 World Bank{education project - 25 min. USD) 10,008 2,500 2,500 2,508 2,500
6.1 European Development Bank (School renovation project - 2,5 min. USD) 5,900 5,900
6. 11 GS( High school renovation project) .. 0 1] 0 0 0
7 G3 Coeufis o 0 o 0 [ 0
% GS Ministry of Health ® 0 o [v} 0 0
9 (S Minisiry of Health (health care) 0 4] ¢ 0 ]
10 G5 Ministry of Internal affairs 0 b a 1] ]
il GS Custom 0 ] ] 0 g
Totat (1-10) 45700 10,850 18,290 3,260 8,260
TOTAL (I+0) 148,195 48,431 34,545 32,800 e417

Source: Ministry of Finance.
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Tabie 3. Lithuania: State Budget Expenditures on Investment Projects Financed from Borrowed Resources, 2001-02

(In millions of Litai}
¢ 2001 2002
Year Ql Gz Q102 03 Q1-03 Q4 Year
Prog. Prog. Prog. Act,  Adjnstor _Prop, - Act. Prog. Act.  Adjustor  Prog.
Total 2297 519 739 125.9 71.8 21.1 51.9 61.8 1778 138.7 54.3 51.9 444.1
Ministries . 162.0 56 57.0 92.0 48.5 ™ 3540 374 127.0 £3.0 239 350 173.2
Ministry of Natioral Defense T5.8 134 = . 354 489 223 0.0 134 187 62.3 41.0 9.8 134 T1.8
Ministry of Cilture 8.3 21 21 42 20 0.0 2.1 20 6.2 40 09 21 13.4
Ministry of Social Security and Labor 97 24 2.4 49 1.2 0.0 24 0.9 73 2.1 0.0 24 55
Ministry of Health 05 99 99 19.7 170 71 9.9 99 29.6 269 12.1 9.9 21.6
Ministry of Education and Science 288 72 7.2 144 6.0 0.9 7.2 59 216 11.9 I.1 72 8.6
Ministry of Environment 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.3
Minisiry of Finance [1X1] 0.0 0.0 0.0 0.0 0.0 0.0 Q.0 0.0 0.0 .0 0.0 B.1
Ministry of Interior Affairs 0.0 0.0 0.0 0.0 0.0 0.0 04 Q.0 0.0 4.0 0.0 0.0 18.1
Ministry of Agricoliure 00 0.0 0.0 0.0 0.0 0.0 0.0 040 0.0 [1X3] 0.0 0.0 12.9
Ministry of Communications 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 03
Ministry of Justice 0.0 0.0 0.0 0.0 2.9 0.0 0.0 0.0 0.0 0.0 0.0 Q.0 1.4
Ministry of Economy 0.0 4.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 34
Ministry of Foreign Affairs no 0.0 0.0 0.0 0.0 0.0 0.0 00 00 0.0 0.0 0.0 1.8
Government Bodies 0.0 0.0 0.0 0.0 0.0 0.0 0.0 6.0 0.0 0.0 0.0 0.0 5.0
Projects of Municipalities 0.0 0.0 0.0 0.0 0.0 [1A1] 0.0 0.0 [1X1] 0.0 0.0 0.0 532
Regions 40.0 10.0 10.0 200 18.5 835 10.0 15.6 300 34.1 19.1 10.0 51.7
Departments, Services, and Inspectorates 8.2 21 2.1 4.1 0.8 0.0 2.1 [1X:3 6.2 1.2 4.0 21 0.4
Department of Sciences and Studies under the Ministry of Education and Science 82 2.1 21 4.1 0.8 0.0 2.1 0.6 - 6.2 1.2 0.0 2.1
Enterprises and Organizations 0.4 .1 - 01 0.2 0.0 0.0 0.1 4.0 1 X1 0.0 0.0 0.1 924
Education, culture and other institutions and organizations 19.2 4.8 4.8 9.6 10.2 54 48 82 144 18.5 11.3 4.8 13.2
Science and studies 19.1 418 48 85 102 54 4.8 22 14.3 i8.4 11.2 4.8 34.4
Public enterpriscs: translation, documentation and information center 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 a.1 0.1 0.0 38

Source: Minisiry of Finance.

-'[8_



Tabie 4. Lithuania: Ceilings on Stock of General Government Guarantees for Domestic Borrowing, 2000-02
{In millions of Litsi)

2000 K 2001 2002

QI Limit Q2 Limit Q3  Limit Q4Limit Q1 Limit Act, Q2 Act. [8£] Act. Q4 Q1 Q2 Q3 4

Totat . 565 547 499 527 45] 487 489 489 376 315 214 314 232 312 35 32 312 312
Speciat agencies 252 290 228 290 243 270 283 210 178 255 162 252 169 250 250 250 250 250
Agricultural marketing agency 240 260 215 255 230 225 233 230 165 230 147 230 154 230 220 220 220 220
of which: SAPARD program cofinancing P 20 0 20 0 20 Q 30 g 30 30 30
Export and import credit insurance agency 11 306 13 a5 12 45 ° 50 40 14 25 i5 2 15 20 15 15 15 5
SoDra 177 177 175 177 175 177 177 177 i50 - - 15 15 15 13
“Other 136 80 - 95 60 33 40 29 42 39 60 52 62 63 62 65 62 62 62

Source; Ministry of Finance.

..Z8_
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Table 5. Lithuania: Stock of General Government Qutstanding Payment Obligations, 1993-2001
(In millions of Litai, unless otherwise indicated)

1999 2000 : 2001
Dec.31 Apr.1  Jull Oct.1 Dec.31 Apr.l  Jul.l Qet.}
Total outstanding pavment cbligations 594 470 443 317 236 264 238 224
(in percent of annual (GDF) 1.4 1.0 1.0 0.7 8.5 0.5 0.5 0.5
State government 125 81 86 65 17 18 15 g
Wages and salaries 8 5 7 3 2 3 3 0
Other expenditure 118 7 80 62 15 15 12 8
Municipalities 155 233 237 183 195 245 218 188
‘Wages and salaries : 14 21 11 7 10 12 11 10
Other expenditure 140 212 225 176 185 233 206 178
SoDra 0 0 ¢ 0 g 0 0 4]
Pensions, wages and salaries Lt 0 0 0 ] H ¢ 0
Other expenditure ] ¢ 0 ) 0 0 0 0
Health Insurance Fund 0 14 35 23 23 ¢ 5 29
Payments to health care providers 0 0 0 0 0 0 0 0
Wages and salaries 0 0 -0 0 0 0 0 H
Other expenditure 0 14 35 23 23 0 5 29
Privatization Fund . 0 3 ¢ 0 ¢ 1 0 0
Wages and salaries i’ 0 0 0 0 0 0 0 0
Other expenditures 0 k! 0 0 0 1 0 0
Rural Support Fund 231 129 62 19 0 0 0 0
Wages and salaries 0 0 0 0 0 0 0 (]
Other expenditure 231 129 62 19 0 ¢ 0 0
Road Fund 83 10 4 28 2 0 0 ¢
Wages and salaries _ 0 0 0 0 0 0 0 g
Other expenditure 83 10 4 28 -2 0 0 0
Memorandum item:

* Nominal GDP 42,655 45254 45,254 45254 45254 48,087 48,087 48,087

Sources: Minisiry of Finance; municipalities; and extrabudpetary funds.
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Table 6. Lithuania: Newly Contracted Public and Publicly Guaranteed Debt, 2001-02

Name of the Project Spending Agency Source of Financing Amount

in LTU mn. in US3 mn.

2001
Q1
Eurcbonds Ministry of Finance 732 183
Q2
Lithuanian Road project Lithuanian Road Administration Agency EIB az;d NIB 42 11
Q3 0 0
Q4
Lithuanian Rail Road project - Lithuanian Railways Kena 10 3
Lithuanian Rail Road project Lithuanian Raiiways EBRD 216 54
Vilnius Heating project Vilntus Municipality World Bank 120 30
School Renovation project Municipalities Sociat Development Fund 19 3
2002

Q1
Education project Ministry of Education World Bank 100 25
Mazeikin Nafta Mazeikiu Nafta 472 118
Encrgy Saving project Municipalities EBRD 80 20
Q2
Eurcbonds Ministry of Finance 1500 375
Energy Saving project Municipalities Warld Bank 100 23
Q3 - K
New projects Various agencies 100 25

Source: Ministry of Finance.
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IMF Concludes 2001 Article IV Consultation with the Republic of Lithuania

On January 16, 2002, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with the Republic of Lithuania."

Background

Lithuania has firmly implemented its adjustment and reform program in 2001 with impressive
results. The external current account deficit declined sharply and external vulnerability
decreased; real GDP growth resumed and inflation remained subdued. Confidence in the
currency board and in Lithuania’s policy making in general was restored, allowing for favorable
access to domestic and international capital markets. The pace of structural reforms
accelerated markedly in energy restructuring, fiscal structural areas, privatization particularly in
the banking sector, trade policy, labor and in the social security system. Significant progress
has also been made in the overarching objectives of EU and NATO accession, which are widely
supported across the political spectrum.

Real GDP grew by 5.1 percent year-on-year for the first three quarters of 2001, and it is
expected to grow by 4.5 percent for the whole year, driven initially by strong export growth,
which has been complemented lately by a gradual recovery of domestic demand. The latter was
supported by a resumption in credit growth to the private sector, following stronger competition
in the banking sector, lower interest rates, and improvements in the business environment. The
external current account deficit is expected to narrow ta 5.8 percent in 2001 from 6.0 percent in
2000, mainly because of rapid export growth. Fiscal adjustment continued in 2001, despite

! 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. 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.
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revenue shortfalls. The general government fiscal deficit for the first nine months of 2001
declined to 1.2 percent of GDP compared to 3.1 percent in the corresponding period of 2000. In
order to stabilize revenue and create a tax system consistent with EU requirements, the
government prepared and submitted to Seimas an ambitious tax package of laws on value-
added tax, and corporate and personal income taxes, which aims at removing exemptions and
broadening the tax bases.

Underpinned by fiscal adjustment, the currency board continued to provide a sound anchor for
credible macroeconomic policy in Lithuania. In view of the progressive orientation of trade
toward the euro area and greater economic integration in the region, the authorities announced
in mid-2001 the repegging of the anchor currency from the dollar to the euro, which will take
place on February 2, 2002, based on the European Central Bank reference exchange rate of
the euro for the dollar of February 1, 2002. The announcement on June 28 was well-received by
the markets and the Bank of Lithuania has largely completed the preparations for the repegging.
Financial sector vulnerability indicators improved over 2001.

The pace of structural reforms accelerated markedly in 2001 in several areas. To coordinate
and monitor financial issues related to EU accession, two new departments at the Ministry of
Finance were established. To strengthen municipal finances, new legislation allocating
expenditure responsibilities to municipalities and the concomitant resources was passed by
Seimas, and a set of measures have been prepared to deal with municipal arrears. Important
reforms of the Treasury system have been implemented. The restructuring of the energy sector
was completed, paving the way for privatization in 2002. Bank privatization increased efficiency
and competition. A number of measures have been undertaken to improve labor market
flexibility and enhance the business environment. Labor laws were amended to reduce
restrictions on hiring and firing of workers, and new solvency laws were adopted.

EU accession negotiations have advanced rapidly, with agreement reached on 21 chapters {(out
of 31) of the acquis communautaire, Lithuania submitted its preaccession economic program to
the EU commission in October 2001. The EU accession report of November 2001 concludes
that Lithuania is a functioning market economy, and should be able to cope with competitive
pressures within the EU in the near term.

- Executive Board Assessment

Executive Directors commended the authorities for maintaining macroeconomic stability,
continuing the strong growth performance, and implementing important structural reforms. While
progress has also been made in reducing vulnerability, Lithuania nevertheless remains exposed
to the risk of exogenous shocks, which Directors agreed, highlights the importance of continuing
with sound financial policies and structural reforms aimed at creating conditions for sustained
growth, foreign direct investment, and enhanced competitiveness.

Directors noted the important role that the determined implementation of an ambitious fiscal
adjustment has played in improving macroeconomic conditions and in underpinning the
credibility of the currency board arrangement. They considered that the 2002 budget
appropriately aims at consolidating the recent adjustment, while seeking to limit the erosion of
tax revenue and addressing expenditure needs in line with medium-term priorities. They urged
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the authorities to adhere to the 2002 deficit target, resisting pressures to increase expenditures
without accompanying revenue measures.

Directors considered that, given persistent shortfalls, measures to stabilize tax revenue
constitute an urgent priority. In this context, they welcomed the comprehensive tax package
prepared by the government, which would eliminate exemptions, and thereby allow to reduce
rates, while preserving tax revenue. They cautioned against the preferential treatment of
particular groups and sectors, which would jeopardize the tax reform objectives and the ultimate
goal of stimulating growth.

In light of new EU accession-related expenditure commitments, Directors emphasized the
importance of careful prioritization, rationalization of expenditure and strengthening of budgetary
control. They welcomed improvements in the administrative framework, allowing Lithuania to
make effective use of EU structural funds, and encouraged the authorities to further increase
implementation capacity in this area.

Directors supported the measures taken to improve the financial situation of the Health
Insurance Fund and municipalities and prevent the accumulation of arrears. Regarding the
latter, they underscored the importance for the government of using ali legal means to oblige
municipalities to follow the new principles of financial relations between the state and municipal
budgets. They also locked forward to the new pension system which will put Lithuania's social
security system on a sound financial footing.

Directors endorsed the plan to switch the peg of the litas from the dollar to the euro, consistent
with greater economic integration with the EU. They welcomed the authorities’ strategy to make
the process transparent and looked forward to a smooth transition. Directors underscored the
need to maintain macroeconomic discipline, including prudent debt management policies, and
to continue structural reform efforts aimed at ensuring competitiveness over the medium term.

Directors welcomed the significant acceleration in structural reforms in 2001, in particular the
progress made in restructuring the energy sector and in bank privatization. They urged the
authorities to reverse recent initiatives to set indicative prices in agriculture, and encouraged
them to continue to implement structural reforms critical for investment, growth, and reducing
unemployment. In this regard, they looked forward to the early implementation of measures to
enhance labor market flexibility and training opportunities.

Directors welcomed the authorities’ participation in the Financial Sector Assessment Program
(FSAP). They encouraged the authorities to continue efforts to strengthen the banking system,
following the FSAP recommendations, which, together with bank privatization, will enhance the
efficiency of financial intermediation and further improve confidence in the domestic financial
system. They also welcomed the authorities’ participation in the pilot project to assess anti-
money laundering policies and practices.

Directors commended the authorities’ commitment to transparency in the conduct of economic
policies and in data provision.
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Public Information Notices (PINs) are issued, (i) at the reguest of a member country, following the
conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (i} following
policy discussions in the Executive Board at the decision of the Board. The Staff Report for the 2001
Article IV Consultation with Lithuania is also available.
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Republic of Lithuania: Selected Economic Indicators

1997 1998 1999 2000

Real Economy Changes in percent

Real GDP 7.3 5.1 -3.9 39
CPI {period average) 8.8 | 0.8 1.0
Unemployment rate (in percent) 1/ 141 13.3 14.1 15.9
iNational saving (in percent of GDP) 16.6 12.3 11.5 14.8
Naticnal investment (in percent of GDP) 26.5 24.4 22.7 20.7
Public Finance In percent of GDP
General government balance -1.8 5.9 -85 27
General government external debt 14.1 15.7 22.4 20.9
Money and Credit Changes in percent

Base money 324 288 4.0 -3.0
Broad money 341 14.5 7.7 16.5
Domestic credit to nongovernment 21.7 16.9 13.8 -1.2
Balance of Payments In perceni of GDP

Trade balance 106 -11.9 103 6.4
Current account -102 121 1.2 -8.0
Gross international reserves (in millions of U.S. dollars) 1,063 1,460 1,242 1,359
Exchange Rate

Exchange rate regime Currency Board Arrangement
Present LTL 4 =US$1

Real effective exchange rate (1998=100) 2/ 93 100 113 120

Sources: Data provided by the Lithuanian authorities, and IMF staff estimates and projections.

1/ Based on the definition of the International Labor Organization (ILO).

2/ Export-share weighted real exchange rate (CPl-based) against 21 major trading partners in 1999.
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January 16, 2002 Washington, D. C. 20431 USA

IMF Approves US$15 Million Tranche Under Stand-By Credit for
Lithuania

The Executive Board of the International Monetary Fund (IMF) today
completed the first review of Lithuania’s economic performance under the
19-month stand-by credit. This decision makes another disbursement of
SDR 12.4 million (about US$15 million) available 1o Lithuania, bringing the
total available IMF resources to SDR 24.7 million (about US$30 million).

The stand-by credit was approved on August 30, 2001 (see Press
Release No. 36) for a total of SDR 86.5 million {about US$108 million). So
far, Lithuania has not drawn from the available IMF resources.

Foliowing the Executive Board discussion on Lithuania, Shigemitsu
Sugisaki, Deputy Managing Director and Acting Chairman, said:

“The Lithuanian authorities are to be commended for the continued
successful implementation of their economic program, which has
contributed substantially to the economy's progress over the last year.
Growth was strong, the current account deficit declined further, and
inflation remained subdued, although unemployment continues to be high.
- Structurail reforms advanced across a range of areas, including energy
sector restructuring, privatization, and fiscal management. Preparations
for EU accession have also proceeded at a fast pace.

“Fiscal adjustment over the last two years has been impressive, and the
recently approved budget for 2002 appropriately seeks to consolidate
these hard-won gains. The authorities’ tax reform package represents an
important step towards the establishment of a more transparent and

'EXTERNAL RELATIONS DEPARTMENT
Washington, D.C. 20431 « Telephone 202-623-7100 » Fax 202-623-6772 * www.imforg
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efficient tax system that will help to stabilize revenues over the medium
term. The recent measures to address the financial weaknesses of the
heatith insurance fund and municipalities are welcome, and the authorities
are urged to implement them rigorously.

“The planned repegging of the litas to the euro, with a view to greater
economic integration with the EU, is welcome, and preparations for the
repegging have proceeded smoothly. While there are no major risks to the
stability of Lithuania’s financial system, the authorities will continue their
efforts to further strengthen the institutional underpinnings of the financial
sector, in line with the recommendations of a recent joint IMF-World Bank
Financial Sector Assessment Program mission. Looking ahead, it will be
important to maintain macroeconomic discipline and the momenturmn of
structural reform to ensure that the economy remains competitive and
continues to perform well, even in a potentially more difficult external
environment,” Mr. Sugisaki said.



Statement by Ake Tornqvist and Stasys Kropas, Advisors to the Executive Director
for the Republic of Lithuania
January 16, 2002

First, I would like to thank the staff on behalf of my authorities and myself for a very
comprehensive and thorough report and an excellent set of supporting documents on
economic developments in Lithuania. My authorities would like to see all of them published.

Recent Economic Developments and Outlook

In economic terms the year 2001 was one of the most successful years since Lithuania gained
independence. Macroeconomic conditions were substantially improved: the external position
of the economy strengthened and interest rates approached EU levels. The country
experienced accelerating economic growth in a low inflation environment.

GDP grew by 5.1 percent in the third quarter last year. This growth stems from the rise in the
value added in the manufacturing, energy, construction and trade sectors. Exports of goods
and services increased by 14.6 percent in the third quarter while investments for capital
formation increased by 7.3 percent. The current account deficit stayed at a record low 0.4
percent of GDP level. Despite the higher growth rate, inflation stayed at 2 percent in 2001.

Notwithstanding the rapid economic growth, unemployment remains at a high level. As it is
largely structural in nature, reflecting skills mismatches and limited mobility, the
Government will continue to implement measures further to enhance labor market flexibility
and conduct targeted training programs. A new labor code has already been submitted to the
Seimas (Parliament) and the new Unemployment Insurance Law is expected to introduce
more flexibility in wage bargains and strengthen the insurance element in the maintenance of
social cohesion.

EU Accession

Lithuania has made substantial progress towards the important goal of EU accession. The
European Commission’s 2001 Regular Report on Progress Toward EU Accession concluded
that Lithuania is a functioning market economy and should be able to cope in the near term
with the competitive pressures within the EU. By the end of 2001 the country had
provisionally closed 23 negotiating chapters, including some difficult ones, such as
Environment, Free Movement of Persons, Customs Union, Competition, Transport and
Taxation. The accession process clearly has a positive impact on economic development.
Benchmarking and anchoring EU policies serve as additional incentives to speed up the
structural reforms.

Fiscal Policy
A credible budget deficit reduction path and a structurally balanced budget in the medium

term achieved throngh the maintenance of fiscal consolidation and expenditure
rationalization continue to be at the core of the authorities’ strategy.



The Government is moving quickly to tackle the problem of the declining revenue ratio by
overhauling the entire tax system. The objective is to design a more comprehensive,
internally consistent and stable system. The main measures are expected to take effect in
2003 but excise and corporate income tax laws are in force as of January 2002. The new
excise legislation removes exemptions and broadens the tax bases in accordance with EU
requirements. The corporate income tax rate is reduced from 24 to 15 percent and the
exemption for reinvested earnings is eliminated. New VAT regulations will be effective from
July 1, 2002, and laws on personal income taxes and on property taxation will come into
force at the beginning of 2003. The tax reform is intended to be revenue neutral.

New legislation defining more precisely the functions performed by municipalities and their
financing sources and establishing adequate principles for balancing revenue of municipal
budgets has been approved by the Seimas. Functions and education expenditures delegated to
the municipalities will be financed by transfers from the state budget. Municipalities will
have discretion in setting tax rates and fees accruing to local budgets and will be required to
take adequate measures in the event of shortfalls in their revenue. In addition, the
Government will introduce a more comprehensive system of monitoring the municipal
arrears, improving local governance by auditing statements, establishing financial measures
for appropriation managers to follow, and requiring greater transparency.

Exchange Rate and Monetary Policies

The preparations for the repegging of the litas are proceeding as planned. Opinion polls
indicate that the public is well informed about the details of the repegging and that the
business community supports repegging. Low bank interest rates and government bonds
spreads and forward exchange rates also indicate that market participants are confident.

The authorities expect that the monetary environment will continue to be supportive of
economic growth in 2002. With the foreign reserve coverage of reserve money reaching 166
percent in December, confidence in the currency board will remain strong. Low inflation and
nominal interest rates, along with the increasing efficiency of financial intermediation,
should lead to further monetization and private credit growth. A further reduction of the
minimum reserve requirements in line with EU requirements will be announced in the first
quarter of the year 2002.

Financial Sector Assessment Program

The authorities value highly participating in the FSAP. They will draw on the assessments of
the joint mission of the World Bank and the IMF when designing financial sector reforms.
The self assessments and the discussions with the mission provided Lithuanian officials with
excellent opportunities to deepen knowledge and analytical capabilities. The FSAP revealed
a number of opportunities to enhance supervisory practices and fine-tune them in line with
international financial standards. They also helped turn the authorities” attention to the steps
that need to have priority in order to maintain financial system stability.

Some lessons for future FSAP development could be learned from the Lithuanian FSAP
experience. The process of statistical information gathering could have been made smoother



if authorities had been familiarized with the methodology of stress testing. Also, more
attention could have been paid to the local characteristics of Lithuanian markets and
SUpervisory practices.

Structural Reforms

Pension reform is the cornerstone of the autherities” structural reform agenda. A revised
concept of the pension reform has been submitted to the Seimas. As the main principles of
the three-pillar pension system remain, the Government decided to reduce the maximum
mandatory age for participation in the reform to 30 years and to put in place the new system
from 2004 when the Social Insurance Fund (Sodra) is expected to have a sizable accumulated
surplus. The cost of the pension reform is currently estimated at 0.6 percent of GDP. Owing
to the legislative and administrative measures already implemented, Sodra generated a
surplus in 2001. The authorities are taking further measures in order to strengthen the social
security system’s financial position. A requirement of mandatory full pension insurance for
certain groups of self-employed persons has been introduced and the legislation with tighter
eligibility requirements and revised calculations of benefits will be submitted to the Seimas
in the course of the year 2002. In addition, the Government has undertaken a number of
significant steps to eliminate the arrears of the Health Insurance Fund and substantially
improve its medium-term financial position by establishing more effective reimbursement
procedures, reducing the list of pharmaceuticals subject to reimbursement and the levels of
retmbursement, tightening the regulations on prescriptions for the most expensive
pharmaceuticals, and introducing financial incentives for controlling pharmaceutical costs.

The remaining structural reforms are partly driven by the EU accession pelicies. They
include completion of the large-scale privatization program and implementation of measures
to enhance competitiveness. The Government is proceeding with the measures to restructure
and privatize the Lithuanian Power Company (LPC) and Lithuanian Gas (LG). The
registration of the restructured LPC is expected to be completed in the beginning of the year
200. The company will then be offered for sale during the second half of the year 2002. The
initial sale of a 34 percent stake in the LG to a strategic investor is likely to be completed by
May 2002, followed by the sale of another 34 percent to a gas supplier in the second half of
the year. Lithuanian Airlines is expected to be restructured and ready for privatization by
April 2002 as well as the Lithuanian Shipping Company’s cargo business. Preparations for
the privatization of the Lithvanian Railways is well underway following a comprehensive
reorganization of the company approved by the Government in May 2001. The financial
details of the privatization of the state owned Agricultural Bank will be finished early this
year.

The Government is committed to continuing to improve the business environment. In order
to streamline company registration and liquidation procedures, the authorities introduced a
new company register from Jannary 2001 and have been streamlining the effectiveness of the
new insolvency laws through the training for administrators and judges, preparation of a
manual on bankruptcy and restructuring procedures.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

