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Economic Development Scenario irBrief

The Economic Development Scenario (hereinaftiwe scenario) was developed on the basis of the
statistical data published by 1 March ZDand the information which, following Government of the
Republic of Lithuania Resolution No 369 On the Approval of the Description of the Procedure f
Development and Publishingf the Economic Development Scenario of 13 April 2016, was
presented by thenstitutions Respectivdechnical assumptionsabout the external environment
(development of tradpartners, oil prices, EUR / USD exchange rateplishedby the European
Commissior{EC) and the International Monetary Fur{tMF) were also taken into cortration.

In 2018 Lithuania’s economy grew 3.4 % — almost double the European Union (EU) average.
International migration indicators, which significantly improved in 2018, reduced the labour market
tension, and wages growing faster than prices as well as favourable credit conditions ensured a
strong domestic demand. The year 2018 was relatively successful for exporting enterprises — last-
year exports of goods and services at constant prices grew 4.9 %. However, weak performance in
exports of goods of the Lithuanian origin® recorded at the end of the year may be a signal that in
addition to other factors (e.g. a lower cereals harvest), exporting enterprises has been suffering from
the effects of the EU economic slowdown in the second half of 2018.

Changed technical assumptions about the external environment and exceptionally high uncertainty
in global economic outlook as well as political decisions on international trade during the
preparation of the scenario — are the main reasons for the change in Lithuania’s economic outlook
presented in the Economic Development Scenario by the Ministry of Finance (MoF) in autumn
2018.

Taking into consideration the varied external environment, we project that the Lithuanian gross
domestic product (GDP) could increase by 2.6 % in 2019. This is by 0.2 percentage point lower
than envisaged in autumn 2018. Though in a more moderately manner, but in the later years of the
medium term the economy will keep growing: in 2020 GDP should grow at 2.4 %, in 2021 — 2.3 %,
in 2022 — 2.3 %.

After publication of the MoF Autumn 2018 Economic Development Scenario, international
institutions (IMF and EC) already several times reduced the outlook of both global economy and
the EU economy — the main Lithuania’s foreign trade market. The EC Winter 2019 Economic
Forecast published in February 2019 envisages that in 2019 the economic development of some
foreign trade partners significant to Lithuania will slow down from 0.2 p.p. to 0.8 p.p., as compared
to technical assumptions used during the preparation of the Autumn 2018 Economic Development

! According to the data by Statistics Lithuania, in December 2018, as compared to December 2017, exports decreased
by 2.5 %, imports increased by 1.7 %. The decrease in exports has been affected by reduced exports of cereals (53.6 %),
machinery and mechanical appliances, parts thereof (13.8 %). The increase in imports was due to increased imports of
organic chemicals (41.5 %), crude oil (3.8 %) (output in tonne increased by 0.4 %). Exports of goods, excluding mineral
products, decreased by 1.6 %, imports increased by 0.5 %. Exports of goods of the Lithuanian origin decreased by
3.5 %, excluding mineral products — 3.1 %.



Scenario. Decelerated growth of external demand will negatively affect Lithuania’s foreign trade —
in 2019 Lithuania’s exports of goods and services will grow at more moderate pace as envisaged in
autumn 2018. In medium term the Lithuanian exporters will further adapt to changing economic
circumstances, continue investing in order to enhance competitiveness and manage currency risk,
make decisions reducing production costs and increasing operational efficiency. A persistent strong
diversification and longstanding Lithuanian exporters’ experience of working in a rapidly changing
environment give a modest optimism about export perspectives.

Taking into consideration unstable external environment in 2019 and recovery of global economy
projected by international institutions in 2020, in medium term we project that in 2019 real exports
of goods and services will grow 4.1 %, in 2020 — 4.4 %, in 2021-2022 — 4.3 % each year.

In medium term domestic demand should remain strong and will be a substantial driver in
Lithuania’s economy. It will be promoted by the Government decisions related to personal income
increase and strengthening the incentives to invest, implementation of investment projects financed
from direct foreign investments and EU financial assistance as well as on-going transformation of
the business model based on a cheap labour force. In order to optimise profits, the Lithuanian
entrepreneurship should continue investing in operational automation, technological renewal,
innovation and other measures enhancing operational effectiveness and labour productivity.

Despite subdued economic growth, in medium term the convergence process of the Lithuanian
residents’ income with a more developed average of the EU countries should proceed. Taking into
consideration recent trends and the Government decisions enhancing wages, we predict that in 2019
average monthly gross wages in the country will grow 8 % — this is by 0.5 percentage point higher
that projected in autumn 2018. In the later years of the medium term the wages in the country
should grow at an average about 5.9 % per year.

Labour market situation will remain supportive for employees over the entire medium term, though
employees’ bargaining powers strengthened in recent years will be damped by the improving
international migration situation. However, due to natural population change, the number of
working age population in the country will keep decreasing over the entire medium term, therefore,
employers’ competition for skilled workers should remain.

Changed technical assumptions about oil prices (lower by USD 10.6 per barrel) will outweigh the
impact of price-increasing administrative decisions made following the publication of the MoF
Autumn 2018 Scenario. Stabilised foodstuff prices will also diminish inflation. Therefore, in 2019
the inflation will be lower than projected in autumn 2018. In the later years of the medium term the
pressure on inflation will be diminished by low oil prices and slower growth of wages. We
anticipate that the average annual inflation calculated based on the harmonised consumer price
index will decrease from 2.5 % in 2018 to 2.2 % in 2019 and 2020, 2.1 % in 2021 and 2 % in 2022,
accordingly.

The scenario was drafted by presuming that the effective use of the EU financial assistance along
with the measures taken by the Government to strengthen domestic demand and enhance
effectiveness of public spending under increased uncertainty in the external environment will play
the stabilizing role in economy.



External Environm ent

In drafting this scenario the uncertainty in global economic outlook increased. According to the
assessments by international institutions, global economy will grow at lower pace than previously
foreseen. IMF projects that in 2019 global economy will grow at the slowest pace in the last three
years: the outlook published in January 2019 predicts that in 2019 global GDP will grow 3.5 % —
this is by 0.4 percentage point lower than projected by this institution in summer 2018 (a technical
assumption of the MoF Autumn 2018 Scenario). IMF expects the global economic growth to
recover in 2020 and reach 3.6 % (this is by 0.2 percentage point lower than the technical
assumption used in drafting the MoF Autumn 2018 Scenario).

Chart 1. Changes in global and EU GDP
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The EC Winter 2019 Economic Forecast published in February 2019 also indicates a lower growth
rate of the EU — the main Lithuania’s foreign trade market (EC projects a lower EU GDP growth
rate by 0.5 percentage point in 2019 than the technical assumption used in drafting the Autumn
2018 Scenario). It is predicted that due to unpredictability of the world trade and internal factors in
several largest EU economies, the EU GDP growth slowdown in the second half of 2018 will also
persist in 2019. However, economic fundamentals of Europe remain sound, and due to the
improvement in labour market conditions, favourable financing conditions and impact of slightly
expansionary fiscal policy, the EU GDP growth rate in 2020 should accelerate up to 1.7 %.

The outlooks published by international institutions at the beginning of 2019 project a slower
economic development to almost all major Lithuania’s foreign trade partners (See Table 1).



Table 1. Technical assumptions about the main perspectives of Lithuania’s foreign trade partners

2018 September Ecouo.mic 2019 March Economic Development .
Change in GDP, percent Dew:lopmeu.t Scenario Scenario Assumptions (2) Difference (2-1)
Assumptions (1)
2019 2019 2020
H'I 2.0 1.5 1.7
Euro zone' 2.0 1.3 1.6
Latvia' 32 3.1 26
Poland' 3.7 3.5 32
Gemlany1 1.9 1.1 1.7
Netherlands' 2.5 1.7 1.7
Estonia’ 2.7 2.7 24
United King dom' 12 1.3 1.3
Sweden' 1.9 1.3 1.7
Denmark’ 1.8 1.6 1.3
France' 1.7 1.3 1.5
Usa’ 27 2.5 1.8
cs’ 22 2.2 23
Russia’ 1.5 1.6 1.7 0.1
CIS excluding Russia’ 3.7 3.7 37 0.0
World’ 39 3.5 36 o4 N |

! EC technical assumption (EC Summer 2018 Economic Forecast used for MoF September 2018 EDS, EC Winter 2019
Economic Forecast used for MoF March 2019 EDS)

2 IMF technical assumption (IMF July 2018 Economic Forecast used for MoF September 2018 EDS, IMF January 2019
Economic Forecast used for MoF March 2019 EDS)

Sources: IMF, EC

The international institutions warn that new tensions in international trade could cause even more
problems for global economy. Among the mentioned major threats to global economy is trade
tension and increased customs duties, tightened financing conditions, uncertainty related with
Brexit outcome and after-effects as well as accelerating China’s economic growth slowdown.

Investments

Gross fixed capital formation trends in 2019-2021 remained unchanged as projected in September
2018. In medium term the need for enterprises to invest will sustain, the investment development
will be stimulated by projects implemented from the EU assistance, innovation reform measures,
however, dominating uncertainty in global policy decisions and decelerated global economic
growth will hold back a more rapid investment development. We project that in 2019-2022 the
investments in gross capital formation should grow at an average 4.6 % per year.

In 2018 investment expenditure in fixed capital grew at a similar pace as in 2017 — the growth rate
reached 6.5 %. The scenario developed in September 2018 projected a 9 % growth. Slower than
expected investment development has been basically determined by the changed statistical



forecasting base and slower than planned pace of the implementation of projects financed from the
EU funds.

Chart 2. Developments in gross fixed capital formation (GFCF)
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Over 2018 expenditure on investment in housing and other buildings grew 8.5 % and exceeded the
results of 2017 (4.8 %). In 2018 the investments in this area contributed more to the change in fixed
capital than in 2017 (in 2018 accounted for 4.1 percentage point, and in 2017 — 2.4 percentage
point). Intensive housing development in the country was stimulated by improving financial
position of residents and active market in major cities. On-going construction of commercial
buildings, abundance of transactions in commercial premises, active hotel development,
investments in infrastructure, launched implementation of high value projects in energy sector
contributed to the rapid growth of investments in other buildings and structures. Though the impact
of these factors will sustain in the near future, it will be more moderate than in 2018.

The development of productive investments has continued, it was stimulated by the need for
renewal, labour productivity increase, investment in the automation of processes and efficiency. In
2018 productive investments grew 4.6 %. The growth of investments in information and
communication technology equipment (13.5 %), transport equipment (11 %) and intellectual
property products (6.2 %) was recorded. A rapid expansion of financial technology (FinTech)
companies could contribute to the growth of productive investments. Merely in 2018 the number of
FinTech companies in Lithuania grew up to 170 units (in 2017 they constituted 117). Lithuania
becomes better known and more attractive locality for financial technology activities.

In 2019 the development of projects financed from the EU assistance should contribute to the
development of investments in the country. The Investment Plan for Europe will also have a
significant impact — high value energy sector projects implemented in Lithuania are partially
financed under this Investment Plan for Europe. It is planned that under this Plan Lithuania in total
will be allocated EUR 399 million of investments for project financing from the European Fund for
Strategic Investments. It is expected that this will promote the investments of EUR 1.6 billion.

Under a persistent need to make operational processes more effective, further investments should be
made to expand production capacity. The industrial production capacity utilisation level has been
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increasing in the last several years and was historically high in 2018 (at an average 77.4 % of
available capacities were used in 2018, where a multiannual average rate is 71.7 %) demonstrates
that part of enterprises are currently operating without having the possibility of expanding
production without additional investments, therefore, they are restricted from the rapid business
expansion.

Innovative solutions are necessary to ensure the success of activities carried out by enterprises both
in domestic and foreign markets. Investments in modernisation of activities, technological renewal
and automation of processes are vital for maintaining profitability of enterprises and attracting
necessary skill labour force, therefore, the development of such type of investment should not stop
over the entire medium term.

Infl ation

Taking into consideration the information possessed during the development of the scenario, we
project that the change in inflation measured by methodologically harmonised consumer price index
(HICP) with other EU Member States will reach 2.2 % in 2019 and 2020 — this is by 0.3 percentage
point lower than projected in autumn 2018. In the later years of the medium term the price change
rate should remain to be close to the short term inflation rate — 2.1 % in 2021 and 2 % in 2022,
accordingly. The scenario is based on technical assumptions that starting from the year 2020 global
oil prices and EUR / USD exchange rate will remain stable.

Under decelerated wage growth rate, and when the prices of goods reached the level close to the EU
average, the growth rate of prices in the country is projected to be slower. Altered technical
assumptions about oil prices (lower by USD 10.6 per barrel) will outweigh the impact of
administrative price-increasing decisions made following the publication of the MoF Autumn 2018
Scenario.

Annual inflation keeps decreasing since October 2017, and at the end of 2018 it represented 1.8 %
and was the lowest during the last 2 years. In 2018 the average annual inflation made up 2.5 %, or
by 1.2 percentage point lower than in 2017 (3.7 %), and due to more favourable prices of foodstuff
was by 0.2 percentage point lower than projected in the scenario developed in September 2018.



Chart 3. Developments in annual inflation and its structure
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Favourable prices of foodstuff raw materials, decreased fuel prices as a result of slumped oil prices
at the end of the year, falling prices of non-energy industrial goods support a relatively low inflation
rate. Increase in prices of consumer goods and services this year will be stimulated by on-going
increase of prices of services and some energy goods — electricity, gas, and district heating.

Recent average annual growth rate of consumer services that accelerated since 2015 was close to
the average multiannual rate (in 1997-2018 it constituted 4.6 %) and is linked to both rapidly
growing wages in service sector, where labour costs more than in production sector are passed on to
the final price, and more active consumption of services prompted by rapidly growing income of
households.

In 2018 prices of consumer services increased by 4 %, or by 1 percentage point slower than in 2017
(5 %), and resulted in nearly half (1.1 percentage point) of the average annual inflation rate. In 2018
prices of housing services kept growing (4.4 %) by almost the same rate as in 2017 (4.7 %), while
the growth rate of prices of recreation services (4.6 %) and transport services (3.9 %) kept
increasingly decelerating (from 5.9 % to 5.6 % in 2017, accordingly).

The price level of consumer services in Lithuania has not yet reached even a half of the average EU
level —in 2017 it constituted 47.3 %, and a share of household consumption expenditure falling on
consumer services estimated on the basis of HICP in 2019 represents 27.5 % — much less than the
average share of expenditure for services in the EU countries (43.1 %). Under a more rapid growth
of wages than in the EU, the price level of consumer services and a share of household consumption
expenditure falling on services will gradually move closer towards the EU average levels.
Therefore, in medium term services will remain to be one of the basic elements inducing inflation.
However, it is projected that decelerating growth rate of wages in the country will be followed by a
slowdown of the growth of prices of services.



Chart 4. A share of expenditure falling on services and price level of services
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Annual growth rate of prices of foodstuff and non-alcoholic beverages kept decreasing and in 2018
it constituted at an average 1.5 % — by 1.9 percentage point lower than in 2017 (3.4 %). More
favourable prices of some raw materials — milk, production of livestock, fruit and berries — created
conditions for a slower growth of prices of foodstuff. Prices of vegetable and cereals, due to a lower
harvest, grew faster.

Chart 5. Annual changes in prices of foodstuff and non-alc. beverages and their structure
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Statistical foodstuff price growth rate in 2018 was lower than expected during the development of
the scenario in September 2018, as the assumption about an upward impact of a poor harvest of
cereals on retail prices of bread and meat products has proved only partially — there was no upward
impact on prices of meat products in 2018. It is projected that prices of foodstuff favourable for
consumers will sustain at least till autumn this year, when the outcome of the new harvest
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transpires. Projected lower oil prices and decreased fuel prices will reduce the pressure on price
increase of foodstuff over the entire medium term.

In 2018 the price of oil in euros boosted by 26 % and the increase was observed for the second
consecutive year. Prices of transport vehicle fuel grew 8.4 % — consumers felt most their impact as
compared to prices of other energy goods of the consumer basket. According to technical
assumptions used in developing this scenario, this year the price of oil is expected to shrink by 11.7
%. If this assumption comes true, this year fuel prices would decrease at an average by 5 %. Based
on the expectation that from the year 2020 oil prices will be stable, the assumption is made that fuel
prices will also remain stable, and the pressure on price increase of other goods and services will be
lower than last year.

Following the increase in prices of natural gas and biofuel used to generate heat, in autumn 2018
prices of district heating started to grow, though considering the entire year of 2018, they decreased
at an average by 0.7 %. Due to higher prices of fuel used to generate heat, in 2019 the average price
of district heating in the country will be significantly higher than in 2018. In the later years of
medium term, when prices of energy goods become stable, the average heating price in the country
could decrease, if the implementation of CHP projects in Vilnius and Kaunas ensure more
favourable heating prices for the residents of these cities.

Five consecutive years falling price of electricity for domestic consumers, from the beginning of
this year increased by 14.9 %. Boosted electricity prices on international market in 2018 partially
caused by adverse weather in Scandinavia have led to higher prices of electricity for household
consumers. Since January 2019 at almost the same percentage — 15.3 % the price of natural gas
increased for domestic consumers. Prices of natural gas went up due to increased prices of natural
gas on international market in 2018. The scenario makes the assumption that prices of electricity
and natural gas for domestic consumers will remain unchanged this year and in medium term will
be stable.

Employment and Unemployment

Taking into consideration the improved employment and migration rates in 2018, and reduced
tension in the labour market, it is projected that the number of the employed population will grow at
a moderate pace (0.5 % and 0.2 %, accordingly) in 2019-2020 (a decrease of 0.3 % and 0.4 %,
accordingly, was projected in autumn 2018). Under slower growth of labour force participation rate
from the year 2021, the number of the employed population will start decreasing, however, at a
slower pace than planned in autumn 2018. Under depletion of well-skilled labour force resources, in
medium term the unemployment rate will remain stable and represent 5.9 %.

According to the data of the labour force survey, the unemployment rate constituted 6.2 % in 2018
(by 0.1 percentage point lower than projected in the scenario in September 2018).
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Chart 6. Development of the unemployment rate and the number of the employed population
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In 2018 the unemployment rate in the country kept decreasing at a similar pace as in 2016-2017
(about 0.9 percentage point per year). A lower unemployment rate and number of the unemployed
was due to high economic activity in the country and strong demand for labour. The unemployment
rate of males has extremely decreased — from 85 % in 2017 to 6.9 % in 2018. While the
unemployment rate of females having reached a significantly lower rate already in 2017 (5.7 %), in
2018 kept slowly decreasing (down to 5.5 %). The unemployment rate was almost stable in Vilnius
and Kaunas counties (4.6 % and 5.8 %, accordingly) that cover half of the country's labour market.

Historically high labour force participation rate and improved migration trends caused that the
labour force in the national economy grew 0.1 % in 2018 (in 2017 recorded decrease of 1.3 %), and
the number of the employed population increased by 1 %.

Chart 7. Labour force changes and their structure by age groups
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In 2018, as in the last three years, the number of the labour force grew only within the group of the
population of 55 years of age and older and resulted in the increase in the number of the employed
population of this age group. Increasing labour force participation and its scope within this age
group is linked to gradually increasing retirement age, aging society and favourable labour market
conditions for employment. The evolution of emigration in the last decade had relatively low
impact on this age group. In medium term, due to increasing retirement age and aging society, the
number of the labour force and employed population in the group of 55 years of age and older
should increase.

Improved migration trends in 2018 led to the lowest loss of the labour force in the group aged 25-54
(which covers 69 % labour force of the country) from 2011, and the number of the employed
population of this age group increased for the first time in 6 years (by 0.8 thousand, or 0.1 %). The
participation rate of the labour force aged 25-54 constitutes 89.4 % and is stable. In medium term
under decreasing number of population in this age group and steady participation rate, the number
of labour force and employed population will keep decreasing.

Chart 8. Change in the number of the employed population and their structure by age groups
40

20 - S -
o’ \\' .
AN E N
/
4 =
/

o)
c
]
8 -20 -
o
] )
U'; '40 T ,
c
® -60 - d
5 A
o ’
'80 7 r 4
4
’

-100 -

-120

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

s 15-24  mmmmm 25-54 mmmmmm 55 and older e = e = Total

Sources: Statistics Lithuania, MoF

The increased number of the employed population in national economy in 2018 was, basically, a
result of the employment changes in private sector. Following the increase of 1 % in the number of
the employed population in national economy, their number in private sector increased by 2.6 %.

The number of the employed population was rising substantially in export-significant
manufacturing activity (4.2 %), rapidly expanding information and communication activity (12.9
%), accommodation and food services activity (5 %), construction (2.3 %) and etc. The number of
the employed kept decreasing in the majority of public sector activities, i.e. employees migrated to a
more attractive for them private sector.

In 2018 the number of the employed in public sector shrunk by 3 %. The employment downward
trends were observed in many public sector activities. The number of the employed in education
activity decreased by 0.2 %, human healthcare and social work — 3.8 %, public administration and
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defence activity — 1.1 %. A rapid decrease in the number of the employed population in public
sector and extremely high job vacancy rate in public administration and defence activity, which
represented 3 % in 2018 (the second highest among all economic activities in the country), signals
that this sector becomes increasingly less competitive in striving to maintain current and attract new
employees what poses a risk of deterioration of the quality of service in this sector.

Following a rapid growth of the number of job vacancies in recent years (in 2017 a number of such
job vacancies in national economy increased by 23.7 %, in 2016 — 23 %), in 2018 their number
decreased by 7.7 % (only in IV quarter — 17 %, as compared to a corresponding period last year). In
the second half of 2018 the number of job vacancies shrunk in the majority of economic activities.

Chart 9. Developments in the number of job vacancies in 2014-2018
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In 2018 the most significant decrease in job vacancies was recorded in wholesale and retail sale
activity (28.9 %) and construction (35.8 %). The decreased number of job vacancies in trade
activities could be fostered by a successful development of order retail sale services (in 2018 the
turnover in online retail sale or mail order retail sale at constant prices grew 22.3 %), investments in
productivity enhancement — dynamic expansion of self-service cash registers in shopping centres —
as well as a diminishing number of consumers.

The decrease in job vacancies almost in the entire national economy signals growing employers’
uncertainty in the development of the national economy, commencing trends of declining supply on
the labour market and alternation of the labour market cycle phase. The Beveridge curve reflecting
a negative relationship between the number of job vacancies and unemployment demonstrates that
in | quarter of 2017 — Il quarter of 2018 when the unemployment kept decreasing, the job vacancy
rate remained rather stable (above 1.5-1.6 %), and after decrease in the job vacancy rate down to
1.3 % in IV quarter of 2018, alerts about the decreased share of job vacancies. If the unemployment
rate grows, the change in the labour market cycle phase from growing phase to downside phase or
decline phase could be expected.
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Chart 10. The Beveridge curve
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The scenario was developed on the basis of the statistical information on the number of population
in the country and the latest demographic projections of the 0 migration scenario of the services of
Eurostat. They indicate that in medium term under balanced net migration, the alteration trends of
the number of the working age population in Lithuania will improve: the number of the population
of 15-74 years of age will diminish at an average by 0.5 %, or 10.6 thousand persons, per year. The
0 migration scenario has been chosen considering improved migration trends in 2018 and at the
beginning of 2019. However, due to natural population replacement, the number of the working age
population in the country will keep decreasing during the entire medium term, therefore, the
competition between the employers for skilled employees should remain.

Chart 11. Developments in the number of population of 15-74 years of age

0,0

A > O QO N v VD X 5 o A\ S O Q AN N
Q \} \} \ \ \¥ \N \" \Y N \ \ \ )

Sources: Statistics Lithuania, MoF, Eurostat

15



Wages

Recent changes in wages in the national economy was a result of a favourable situation in the
labour market for the employees — the gap between the labour force demand and supply which led
to a rapid wage growth in private and public sector. More accelerated growth of wages than labour
productivity reflects a strong bargaining power of employees and wage convergence towards the
rates of wages in the single EU labour market. However, an excessive growth of wages increases
labour costs and reduces export competitiveness. The scenario projects that in medium term under
decreasing tension in the labour market, the pressure to increase wages will fade. Taking into
consideration the last-year trends, in 2019 average monthly gross wages in the country could grow 8
% (excluding the impact of tax changes coming into effect in 2019) — by 0.5 percentage point
higher than planned in autumn of 2018, in 2020 — 6.4 %, in 2021 — 5.8 %, in 2022 — 5.5 %,
accordingly.

According to preliminary data by Statistics Lithuania, in 2018 average monthly gross wages in the
country (including individual enterprises) were increasing at the most accelerated pace over the last
10 years — 9.6 % (in private sector — 9.4 %, public sector — 10.2 %), by 0.7 percentage point faster
than projected in the scenario in September 2018.

Chart 12. Change in wages

25
20 /‘j
15
10
X
5
0
-5
-10
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
= Statistical growth rate of gross earnings
=== Theoretical growth rate of sustainable gross earnings*

* - calculated as a sum of statistical change rate of labour productivity and inflation rate of 2.5 %
Sources: Statistics Lithuania, MoF

Such accelerated growth of wages reflects a strong competition between employers for employees.
Real wages in the national economy increased by 5.9 %.

In 2018 wages grew in the enterprises, institutions and organisations of all economic activities. The
fastest wage growth was observed in health institutions (16 %) and enterprises, where the demand
for necessary skill labour force was well beyond the supply or which employ highly skilled staff
and create high added value.

After the increase in wages of the employees in health institutions (doctors and nurses) from 1 May
2018, the annual growth of average monthly gross wages in public sector human health and social
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work activity accelerated up to 19.3 % in IV quarter (from 8.8 % in | quarter), and over 2018 at an
average represented 16 % and was the most rapid of all activities. Since Il quarter wages in this
activity started to exceed the national average. Following the new calculation of wages for teachers
from September 2018, the annual wage growth rate in public sector education activity accelerated
up to 17.1 % in IV quarter (from 10.8 % in | quarter). With the sole exception of public sector
general secondary education activity, where the annual wage growth rate in IV quarter accelerated
also up to 17.1 % (from 8.7 % in | quarter), and over 2018 at an average it constituted 13 %.
Despite a rapid growth of wages, in 2018 the average wages in public sector education activities
(EUR 816), especially in public sector general school education activities (EUR 797) remained one
of the lowest among the main economic activities of the country. In 2018 public sector education
activity employed 128 thousand, or 10 % of all employees of the country.

The annual growth rate of wages was also affected by the minimum monthly wage (MMW)
increased by 5.3 % up to EUR 400 from 1 January 2018; increased basic salary of state politicians,
judges, public officials, civil servants and employees in budgetary institutions; reviewed minimum
salary weightings for skilled employees of budgetary institutions.

MMW increased from 1 January 2019 up to EUR 555 (despite tax changes in 2019 — up to EUR
430) will have enhancing effects on the national average wage growth rate in 2019, wages for
employees in education and health institutions increased in 2018 will have lasting effect. As the
tension in the labour market fades, wages for private sector employees will grow at more moderate
pace, the growth rate will become closer to the theoretical sustainable growth rate. In medium term
the Strategy of Long-Term Sustainable Public Sector Wage Funding Until 2025 developed by the
working group formed by the Government may have enhancing effects on wages of public sector
employees. Whereas during the preparation of the scenario the changes projected in this document
still were not reflected in legislation, their impact on the wage growth rate (which, according to
preliminary evaluations, in 2020 could constitute approximately 2.5 percentage point) is not
included into wage projections.

The wage gap for employees of different skills, economic activities and regions will sustain in
medium term. More accelerated wage growth will be observed in major regions of the country (in
Vilnius, Kaunas, Klaipéda and their counties), where economic activities will retain to be the most
active. On-going and planned in the regions investments in the development of enterprises in
manufacturing industry (construction of plants in Marijampolé, Naujoji Akmené, Siauliai) should
foster employment and wage growth in these regions.

Since the beginning of 2019 social and health insurance contributions (excluding unemployment
social insurance and accidents at work and occupational diseases social insurance contributions)
were transferred from the employer to the employee. Social insurance rate of 28.9 % was
transferred to the employee; therefore, gross wages should increase by a relative part. The statistics
database (statistical data on the average annual gross wages published by Statistics Lithuania)
necessary for projections of wage variables (of average monthly gross wages, payroll) available
during the development of the scenario still have not reflected the impact of the tax reform on the
level of gross wages.
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Taking into consideration the growth rate of average monthly gross wages (8 %) projected in 2019,
calculated according to the previous procedure, and after the transfer of the social insurance rate of
28.9 % to the employee, average monthly gross wages in 2019 would make up EUR 1,283.2.
Accordingly, the level of wages in 2020-2022 and payroll will be higher.

Consumption

Final consumption expenditure trends for the medium term essentially have not been changed. As in
autumn of 2018, we project that in medium term household consumption expenditure will remain to
be a vital driver of the economy. Financial situation of households, changes in the number of
consumers and expectations for economic perspectives will have the major impact on changes in
final consumption expenditure.

We project that household consumption expenditure in 2019 will grow 3.9 % - this is by
0.4 percentage point slower than projected in autumn of 2018. As presumed in autumn of 2018,
decreasing labour taxation since 2019, pension indexation and still relatively rapid growth of wages
will give additional stimulus to the increase in disposable income of residents. Against the
background of broadly unchanged trends, in 2019 the same development of household consumption
expenditure is expected as in 2018, and in later years of medium term — moderate deceleration
down to 3.5 %.

Faster growth of wages than prices in 2018 supported a strong purchasing power, and positive
residents’ expectations encouraged a more active consumption. Household consumption
expenditure in 2018 grew 3.9 % and resulted in a 2.6 percentage point GDP growth.

Chart 13. Change in household consumption expenditure, %
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Disposable income of residents should grow over the entire medium term, and due to a moderate
growth of prices, households’ purchasing power should remain strong. Decreasing labour taxation
from 2019, increased funding for disadvantaged persons and families with children will also
contribute to the increase in disposable income of households.
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A tendency of the population to evaluate medium term revenue based on current term revenue is
presumed to result in mainly unchanged consumer behaviour, and a slow growth of prices will not
subdue the purchasing power significantly and will contribute to positive residents’ expectations.

Exports

Taking into consideration that instability in the external environment will continue, and external
demand-related risks will remain high, in medium term we project that in 2019 real exports of
goods and services will grow 4.1 %, in 2020 — 4.4 %, in 2021 and in 2022 — 4.3 % each,
accordingly.

Under increased uncertainty in the external environment and tension in global trade, a slowdown in
economic activity of the main export partner — EU, a weaking exchange rate of the Russian rouble,
shortage of the Lithuanian industry production capacities and high comparative base led to
deceleration of the Lithuanian export growth in 2018. According to the data of national accounts, in
2018 exports of goods at constant prices grew 3.1 %, exports of services — 10.5 %, and total exports
of goods and services — 4.9 %.

According to preliminary data from customs declarations, Intrastat reports and VAT returns, in
2018 the growth rate of the value of exports of the Lithuanian goods slowed down to 7.3 %,
excluding mineral products — down to 6.8 %. The value of exports of goods of the Lithuanian origin
also grew at a slower pace — 9.8 %, excluding mineral products — 8.3 %. The exports of the majority
of key commodity products of the Lithuanian origin kept increasing, and, especially, — exports of
chemical industry production, mineral products, metals, prepared meals, furniture and plastics. The
recovery of Russia’s economic activity in 2017 continued also in 2018 (economy grew 2 %),
however the weakening value of the rouble against the euro negatively affected the growth rate of
re-exports of goods, which in 2018 grew 3.5 %.

Chart 14. Developments in exports of goods at current prices
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In 2018 exports of goods grew to all trade blocks such as EU, CIS, EFTA and to each out of ten
main export partners. The most rapid export growth recorded out of ten main partners was to the
United Kingdom (UK) (15.4 %), Poland (8.5 %), Sweden (8.4 %), Estonia (7.9 %) and Germany
(7.6 %). The main export partners remained unchanged: the major exports of Lithuania were to
Russia (14 % of total exports of goods, of which 92 % re-exports), Latvia (9.7 %), Poland (8.2 %),
Germany (7.3 %) and the USA (5.2 %).

The exports of production of the majority of the main groups of goods, especially of prepared
foodstuffs (16.1 %), chemical industry production (13.3 %), base metal articles (12.5 %), mineral
products (10.3 %), plastic products (11.1 %) and furniture (10 %) kept growing. As usual, the major
share in export structure covered machinery and mechanical appliances (15.2 %), mineral products
(15.1 %), chemical industry production (10.7 %), furniture (8.2 %) and prepared foodstuffs (7.8 %).

Chart 15. Export partners and production

Main partners of export of goods in 2018 Main exported goods in 2018
No| Country Export share, | Changes, per No Product group Export share, | Changes, per
per cent cent per cent cent
Total 100 7.3 Total 100 7.3
1. |Russia 14.0 1.4 1. |Machinery and mechanical appliances 15.2 3.4
2. |Latvia 9.7 4.7 2. |Mineral products 15.1 10.3
3. |Poland 8.2 8.5 3. |Products of the chemical industries 10.7 13.3
4. |Germany |/.3 7.6 4, |Miscellaneous manufactured articles (furniture) |82 10.0
. |USA 5.2 6.3 5. |Prepared foodstuffs 7.8 16.1
6. |Estonia 5.0 7.9 6. |Plastics, rubber 6.7 1.1
. |[Sweden 4.9 8.4 7. |Base metals 6.1 12.5
8. |Belarus 3.8 1.5 8. [Vehicles 5.0 2.6
9. |UK 3.8 15.4 9. |Textiles 4.7 31
10. |Norway 2.8 5.6 10. |Live animals; animal products 4.6 -0.3

Sources: Statistics Lithuania, MoF

In medium term the external environment will remain unsupportive to the Lithuanian exporters
because of Brexit and economic uncertainty caused by manifestations of protectionism in
international trade. Following the publication of the MoF Autumn 2018 Economic Development
Scenario, the international institutions (IMF and EC) have repeatedly reduced the outlook of both
global economy and the EU economy — the basic Lithuania’s foreign trade market. The EC Winter
2019 Economic Forecast published in February 2019 projects that in 2019 the economic
development of some foreign trade partners of importance to Lithuania will slow down from 0.2
p.p. to 0.8 p.p., as compared to technical assumptions used during the preparation of the Economic
Development Scenario in autumn 2018. The slower growth in external demand will negatively
affect Lithuania’s foreign trade — in 2019 Lithuania’s exports of goods and services will grow at
more moderate pace as planned in autumn 2018.

Due to extended trade restrictions to Russia and drop in demand in the EU, international
competition will become fiercer. The opportunities for reorientation to other markets in the near
future will be more complicated. Though economic recovery is projected in CIS countries in 2019,
following the crisis, the purchasing power of the countries within this trade block will remain low,
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while the majority of the countries within this block face increased economic insecurity. The
demand in the main Lithuania’s trade partners in the EU and European Free Trade Association
(EFTA) countries will be subdued by adverse Brexit effects. Moreover, in most non-euro area
countries the factor hampering competitiveness of the Lithuanian exporters — depreciation of the
currencies will keep heightening. The ability to compete in export markets will be also diminished
by labour costs growing faster than labour productivity.

Chart 16. UK significance for Lithuanian exports of goods
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In medium term the Lithuanian exporters will further adapt to changing economic circumstances,
continue investing in order to enhance competitiveness and manage currency risk, make decisions
reducing production costs and increasing operational efficiency. Persistent strong diversification
and longstanding Lithuanian exporters’ experience of working in a rapidly changing environment
instil a modest optimism about export perspectives.

Demogrgphy

According to the data by Statistics Lithuania, at the beginning of 2019 the number of the resident
population in Lithuania was 2 million 794 thousand — by 14.9 thousand, or 0.5 %, less than at the
beginning of 2018. This alteration in the number of the population is the lowest negative
(calculating in thousands and percentage) since 1994. The main reason for the decrease in the
number of population was a natural population replacement. A relatively favourable result was
conditioned by good international migration results in 2018.
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Chart 17. The number of the resident population at the beginning of the year and its developments

3600
3400 —— - 100

3200 \
\ L 50
3000

©
2 :
© \ [%2]
(%3] >
3 2800 . £
< - =
P 2600 - i
2400 L 5o
2200
200+~ | 00
SN OO O XIH LA DO NIV ™ H bbA ®Y
XV OO QD O IAONISIJVMNRVNRIISILJIIIIIIILJLDS
R I IS I NN NN

= Changes (rhs) === Amount of population (lhs)

Sources: Statistics Lithuania, MoF

Though net migration remained negative in 2018, it represented only 3.3 thousand persons. This is
the best result of post-independence of the country. A low net emigration flow was a result of a
decreased flow of emigrants and increased flow of immigrants. The following factors had the basic
positive effect on the improvement in net migration rate in 2018: 1) the lowest flow of emigrants to
the UK in 9 years (12 thousand persons — by 44 % less than in 2017) and increased number (55 %)
of the Lithuanian citizens who returned from the UK possibly affected by growing uncertainty in
Brexit effect on the situation of immigrants in the country; 2) a record flow (9 thousand persons) of
immigrants from the Ukraine and Belarus encouraged by increasingly expensive labour force in
Lithuania and its shortage in transport and construction activities; 3) a lower flow of emigrants to
other countries such as Ireland, Norway and Germany due to a very favourable situation in the
Lithuanian labour market — good employment possibilities, a strong increase (55 %) in wages over
the decade and further increasing wages.

Chart 18. Developments in international migration in 2001-2018
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The number of emigrants last year made up 32.2 thousand resident population of the country, by
15.7 thousand (32.8 %) less than in 2017. The number of emigrants kept decreasing for the second
consecutive year: in 2017 it decreased by 2.4 thousand down to 47.9 thousand. In 2018 the number
of emigrants was the lowest over the decade (since 2009), but higher than in 2007—2008 and almost
the same as in 2006. The number of emigrants falling on 1 thousand residents decreased from 16.9
(in 2017) to 11.5 (in 2018). Every third emigrant was 20-29 years of age.

The main directions of emigration remained the same — the United Kingdom (UK), Germany,
Norway and Ireland. The flow of emigrants to the UK decreased almost by half — from 21.6
thousand (in 2017) to 12 thousand (in 2018) and was the main factor for decreasing total flow of
emigrants. The number of new emigrants kept decreasing also to other the most popular countries,
what may suggest that uncertainty in Brexit consequences on the situation of immigrants in the UK
Is not the only reason for the diminished flow of emigrants.

Chart 19. Emigrants by future domicile
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28.9 thousand people immigrated to Lithuania in 2018, this is by 8.5 thousand (42 %) more than in
2017. The number of immigrants falling on 1 thousand residents increased from 7.2 (in 2017) to
10.3 (in 2018). The number of immigrants kept increasing for the second consecutive year: in 2017
it increased by 0.2 thousand up to 20.4 thousand. Male immigration was higher than female,
accordingly, 20 thousand and 8.9 thousand. The major share (34.7 %) of immigrated males
consisted of males of 25-34 years of age, while females — 20-29 years of age (38.3 %).

16.6 thousand citizens of the Republic of Lithuania (57.4 % of total immigrants) returned to reside
in Lithuania in 2018 — by 6.4 thousand (1.6 times) more than in 2017. The number of the returned
grew for the first time in 4 years — this number kept decreasing in 2015-2017. Despite a rapid
growth, the flow of the returned remained to be lower than in 2012—2015, thus the growth rate was
partially caused by a low comparative base in 2017.
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In 2018 the number of immigrated foreigners was 12.3 thousand — by 2.1 thousand (20.7 %) more
than in 2017. Almost half (5.7 thousand, or 46.5 %) of immigrated foreigners in 2018 was the
citizens of the Ukraine, 3.3 thousand (26.4 %) — Belarus, 780 (6.2 %) — Russia. In 2018, as
compared to 2017, the number of immigrated citizens of the Ukraine grew by one third (32.1 %),
Belarus — one fifth (20 %), Russia — 18.9 %. A record flow of immigrants from the Ukraine and
Belarus was encouraged by increasingly expensive labour force in Lithuania and its shortage in
transport and construction activities. In July 2018 the Government in order to improve business
environment and more highly skilled experts, almost twice — from 27 to 49 — extended a list of
occupations in deficit. Almost half of new occupations is related to IT activities. The extended list
of occupations with easier employment of foreigners allows to expect further growth of the number
of employed foreigners this and next year, if demand for employees further surpasses supply.

Chart 20. Immigrants by former domicile
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In 2018 mortality rate was by 11.6 thousand higher than fertility rate and this was the main reason
for diminishing population in the country.

Chart 21. Natural replacement of population
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Natural replacement of population is deteriorating since 2015 when fertility rates were decreasing.
A deteriorating gross fertility rate is a result of a more rapidly decreasing number of births than
deaths since 2016. In 2018 the number of births was the lowest since 1994 (when the data is made
publicly available).

Chart 22. Births and deaths
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Risk for the Scenario Fulfilment

The risks identified during the development of the Economic Development Scenario by the MoF in
autumn of 2018 remained and intensified. Global economy faces challenges. International trade
restrictions have already negatively affected global economy — global trade and global GDP
slowdown was recorded in 2018, and Chinese economy grew at the slowest pace since 1990.
Geopolitical tension has not disappeared and potentially it may increase. A high level of some
sovereign debts and challenges related to their financing pose risk to the sustainability of global
economy. There is a risk of political tension in the EU and manifestations of economic nationalism.
This increases the vulnerability of global, euro area and Lithuania’s economy.

Following the U.S. and China agreement on a 90-day truce on new tariffs at the end of 2018 and
extension of the deadline after 1 March 2019 “until further notice”, manifestations of protectionism
calmed down, however, uncertainty in political decisions in international trade remained along with
the risk of protectionism developments in the future.

At the time of developing the scenario the Brexit process upshot was not known. There was still a
likelihood that Brexit may end up without a deal, also the probability of extending Article 50
occurred. Uncertainty in the EU and UK trade and other conditions has increased. This along with
long-running internal problems faced by some largest euro area economies may negatively affect
the assumptions about the external environment used during the development of the scenario.
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As economic and political uncertainty in external environment keeps growing, exceptionally good
expectations of the Lithuanian consumers and business dominated in recent years may deteriorate,
consumers may cut their consumption expenditure and enterprises postpone their investment plans.
This would not be an optimal business solution — in the face of challenges related to global demand
fluctuations, entrepreneurship should continue the investments increasing international
competitiveness.

Some estimates for the aggregates set in this scenario may be also changed due to updates to the
statistics database used for projections. In 2019 it is planned to perform the revision of the national
accounts 2010-2018, and the revised series of data to publish on 30 September. The data presented
in the table below demonstrates that current updates to indicators of the national accounts carried
out by Statistics Lithuania and planned revisions were significant.

Table 2. Data of national accounts

1. Statistics database used during 2. Latest data by Statistics Lithuania.
the preparation of the scenario* Date of publication: 1 March 2019

2014 | 2015 | 2016 | 2017 2014 2015 | 2016 | 2017 | 2014 | 2015 | 2016 | 2017

Difference (1-2)

GPP at current 36309 | 37124 | 38637 | 41858 36568 37434 | 38849 | 42191 | -259 | -310 | -212 | -333
prices, MEUR

GDP at constant 32799 | 33457 | 34423 | 35867 | 33068 | 33736 | 34530 | 35960 | -270 | -279 | -107 | -93
prices, MEUR

Change in GDP at 2.9 16 2.3 3.9 35 2.0 2.4 41 | -06 | -04 | -01|-02
constant prices, %

Final consumption
expenditure at
current prices, 29399 | 30432 | 31991 | 33698 | 28850 | 29898 | 31471 | 33479 | 549 | 534 | 520 | 219
MEUR

Final consumption
expenditure at
constant prices, 27189 | 27969 | 28968 | 29575 | 26672 | 27517 | 28601 | 29330 | 517 | 453 | 367 | 245
MEUR
Change in final
consumption
expenditure at 4.8 4.2 4.7 3.2 3.2 3.2 3.9 25 1.6 1.1 0.8 0.6
constant prices, %

GFCF at constant 6431 7031 6530 7151 6388 6700 6718 7178 43 331 |-189 -26
prices, MEUR

Change in GFCF at 8.0 10.3 -0.5 7.3 5.8 4.9 0.3 6.8 2.2 54 | -08 | 05
constant prices, %
*Statistics database used for projections of the autumn scenarios 2015-2018 developed by the MoF as compared with
the latest data published by Statistics Lithuania.

Source: Statistics Lithuania

There is a positive risk that cautious monetary policy, economic policy pursued by the Government
and effectively used EU financial assistance will increase domestic demand in Lithuania to a higher
extent than projected in the scenario.

Positive Brexit outcome may also be taken into consideration — part of people in Lithuania may
change their plans to emigrate, and persons who already emigrated to the UK could choose to come
back to Lithuania — in short term this would improve demographic trends and allow for more
accelerated growth of the number of the employed population. More favourable evolution of the
working-age population would affect labour market indicators — the number of the employed
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population could grow at more accelerated pace than projected in the scenario, however, the
unemployment rate would decrease at a slower pace as a result of a higher amount of labour force.
Changes in labour market would affect also the projections of wages as well as projections of fund
for wages and salaries.

Brexit may also have a positive effect on investment development in Lithuania — for UK companies
willing to continue their activities on the EU market following Brexit, Lithuania is attractive for
setting up representation offices, obtaining licenses, this could accelerate the development of
investments.

The main risk related to projected inflation rates still remains as a result of uncertainty in the
developments of international oil prices significantly affecting the prices of consumer goods in
Lithuania.

If key assumptions used for the scenario are not fulfilled, the estimations of many of aggregates in
this scenario would change.
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