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ECONOMIC OUTLOOK
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This year, Lithuania’s economic development was marked by considerable changes. Some economic activities, the situation of
which was less favourable last year, found 2016 to be more successful, while the state of other economic activities deteriorated. Hence
the entire economy showed sluggish acceleration in 2016. Nevertheless, the labour market continued to show evident developments,
which first emerged several years ago: hiring intensified, shortage of qualified employees became more persistent, and pressures on
wages were still strong.
In 2016, the export sector saw positive shifts. As the export market in Russia and other CIS countries shrunk, some exporters,
primarily transport companies, had to seek new business opportunities. With Russia imposing trade restrictions and its economy
suffering hefty losses, the volume of the activities of Lithuanian undertakings transporting cargo by road shrunk approximately by a
sixth. Later, as provision of transport services picked up steam in other markets (largely in the EU), activity within the transport sector
returned to its previous level. Slightly more pronounced economic expansion in 2016 was mainly supported by transport activities.
Advances in manufacturing (excluding mineral products) volumes in Lithuania were propelled by the boosting economy of major
European trade partners, given that a large share of manufacturing output is exported. As in previous years, growth in manufacturing
volumes was largely influenced by furniture production and manufacturing of wood products. Food and plastic product industries also
saw positive developments, even though last year their volumes contracted.
So far, exports are expected to follow a consistent upward trend. It is projected that, in the coming years, global economic
development, especially that of emerging market economies, will boost somewhat, as rising commodity prices will enhance economic
growth in some countries. Economic expansion is also expected in advanced economies, including the euro area, where domestic
demand is recovering, labour markets are regaining strength, and accommodative monetary policy is still ongoing, maintaining low
interest rates and favourable credit terms.
However, there is risk that prospects for the export sector may be less favourable. For quite some time, such risk has been
underpinned by expectations of less sustainable economic growth in Asian countries (namely, China). These countries may not
necessarily be of high importance to Lithuanian exporters, yet they might be relevant to Lithuania’s trade partners. Uncertainty over
global external trade is also fuelled by protectionist ideas.
Risk related to trends of domestic economic development also becomes increasingly more paramount. Wages, which are increasing
more than labour productivity, may have significant implications for enterprise competitiveness, especially if current trends in the labour
market prevail. Such a scenario for labour market developments should not be discarded, as structural issues within Lithuania’s
economy have an impact on the labour market. With the birth rate in Lithuania falling significantly two decades ago, each year an
increasingly smaller share of the younger population enters the domestic labour market. Such a negative trend will hold for at least
several years, i.e. for some time fewer young employees will integrate into the domestic labour market. Moreover, emigration is still on

Recovering exports and the consumer-favourable situation in the labour market will be major factors behind economic
expansion. Lower rate of unemployment and pronounced shortage of staff will continue to provide a positive boost to wages, which, in
turn, enhance the prospects of households to consume. Prices, which will rise slightly more than this year, however, will probably eat
into household purchasing power. In addition to exports and private consumption, investment will also fuel economic growth. As funds
from the previous (2007–2013) EU financial perspective had no longer been used, the flow of EU funds to Lithuania reduced, since the
implementation of projects financed with funds from the current (2014–2020) EU financial perspective has not yet gathered momentum. As a result, this year, total investment volume contracted, exerting strong downward pressure on construction activity. Construction production in 2016 plummeted more significantly than last year; it seems to have been weighing on the 2016 economic expansion
the most. EU funds are projected to be used more extensively already in 2017, supporting recovery in investment. This will add to
stronger economic growth starting from 2017. According to current projections, Lithuania’s real GDP will be 2.0 per cent higher than
last year, whereas in 2017 its growth rate will increase to 2.4 per cent.
Unlike last year, inflation this year is positive and should boost further in the following year. Inflation is projected to stand at 0.6
per cent in 2016 and 1.9 per cent in 2017. As in recent years, price dynamics will be mainly driven by the changing trends in global
commodity markets. Amid ample supply and not as high demand, global prices for energy sources had been falling until the beginning of

LITHUANIAN ECONOMIC REVIEW / December 2016

an upswing. It shows no signs of abating; on the contrary, in recent years emigration even showed signs of upward momentum.
Combating such economic problems is difficult and requires a lot of time. This means that in the near future shortage of staff will not be
tackled, thus pushing up wages.

2016, before turning to an upward path later. It is projected that in 2017 these prices will rise partly owing to agreements to reduce oil
production volumes. This means that energy source prices, which until now have had a dampening effect on inflation, will begin to
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raise it. The overall price level will increase further on the back of global food commodity and food prices. In the past few years, on
account of large supply and accumulating reserves, these prices had dropped, yet this year, due to bad weather conditions, they
began their upward climb. This swiftly hit consumer food prices in many countries, including Lithuania. In 2016, they followed a moderate upward trajectory, and should rise further in the next year. This year, underlying inflation, encompassing service and industrial
goods prices, was higher than headline inflation; however, unlike in the previous two years, its growth rates were at a halt. With a rise
in labour costs and substantial growth in domestic demand, underlying inflation should remain in the positive zone. It is projected to
reach almost the same level as in 2016.

Outlook of Lithuania’s economy in 2016–2017
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Price and cost developments (annual percentage changes)
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b Projection.
c Adjusted for seasonal and workday effects.
d National accounts data; employment in domestic concept.
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I. INTERNATIONAL ENVIRONMENT

In 2016, interest rates set by the major central banks remained
low and monetary policy – accommodative. The US was the first of the
major advanced economies to tighten monetary policy at the end of last
year by increasing the main interest rates to 0.25–0.5 per cent. The
Federal Reserve System did not raise interest rates until December 2016,
thus the monetary policy remained essentially accommodative. However,
after the US presidential election in November expectations have
strengthened that the monetary policy would be tightened at a faster rate
than previously expected. In order to mitigate the possible negative effects
of the referendum in the UK, the Bank of England reduced its key interest
rate by 0.25 p.p. (down to 0.25%) and expanded the scope of the securities purchase programmes in August. In 2016, the Eurosystem continued
to ease its monetary policy stance: it reduced interest rates and expanded
the APP. In September 2016, the central bank of Japan announced a
quantitative and qualitative easing programme with yield curve control,
which will be based on two commitments: the monetary base will be
expanded until inflation exceeds 2 per cent (previously, target inflation
was up to 2%) along with imposition of control over short- and long-term
interest rates.
The growth of the US economy slowed down more than expected
in the first half of the year. Economic growth was suppressed by investment, the decrease of which was determined most by the development of the energy sector with the prices of raw materials remaining low.
Household consumption remains one of the key determinants of economic
growth. It is positively affected by good labour market indicators (declining
unemployment rate, increasing employment, and rising wages) and low
inflation.

Accelerated global economic growth in 2017 will be
determined by a rise in economic activity in both
advanced and emerging market economies.
GDP developments and inflation in selected advanced and
emerging market economies
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Regardless of the UK’s decision to withdraw from the
EU, global confidence indicators did not deteriorate
over the past few months.
Chart 1. Development of Purchasing Managers’ Indices
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Euro area real GDP growth amounted to 0.3–0.5 per cent
over the past few quarters and was mainly driven by
domestic demand.
Chart 2. Development of euro area real GDP
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Current global economic growth is still slower than the recovery
period average and may be subject to various risk factors in the
medium term. According to the IMF estimates, the growth of global real
GDP will slow down to 3.1 per cent this year, predominantly due to
weaker economic growth in advanced regions, especially the US and euro
area. After being seen as the main risk source for some time, emerging
market economies have shown some signs of stabilisation: smaller
downturn in Brazil and Russia, stable growth of China’s economy in the
first three quarters of this year. Although China’s economic development
has essentially met expectations, the increase of its debt still causes big
concerns about the possibility of a sharp slowdown in its economic growth
and a shift from an investment- to consumer-driven economy. As concerns about the development prospects of emerging market economies
were alleviated, estimates of advanced economy prospects started to
deteriorate after the referendum in the UK. The UK’s decision to leave the
EU has not had significant impact on the real economy data of either the
UK or the euro area so far: in the third quarter of 2016, the growth of the
UK’s real GDP was higher than expected (0.5% per quarter and 2.3% per
year) and economic growth in the euro area remained stable (0.3% per
quarter and 1.6% per year). However, medium-term projections for
economic growth of both the euro area and the UK are reduced, because
great uncertainty about further relations between the UK and the EU may
lead to the companies and consumers putting off their investment or
consumption decisions and a decrease in trade and financial flows, which
would limit economic growth, especially in the UK. However, ultimately the
effect on the economy will depend on the course and outcome of negotiations between the UK and the EU.
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Despite the various shocks, economic growth in the euro area
remained stable and amounted to 0.3–0.5 per cent in the past few
quarters. Real GDP growth was mostly determined by domestic demand,
particularly household consumption, which was positively affected by low
interest rate environment, improvement in the labour market situation, a
neutral fiscal stance, and low commodity prices. Development of other
contributions to GDP was weaker: despite low interest rates and various
investment initiatives, investment growth remained modest and export
growth has also slowed down in the first half of the year. Such export
development was determined by weaker foreign demand and the lessening positive effects of previous depreciation of the euro.
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The growth in major Lithuania’s export markets remains mixed.
The downturn of Russia’s real GDP decreased in the first half of the year,
while economic recovery is expected next year. However, the projected
economic growth for Russia is slow (up to 1.1%). Although some indicators show improvement of the economic situation (stronger rouble, decreased inflation, increase in industrial production), retail sales and
investment continued to fall. The situation of public finances is on a
decline as well: shrinking federal budget income, increasing deficit, and
depleting reserve funds. This year, the economic situation in Latvia,
Estonia, and Poland was particularly negatively affected by the temporary
decline in the use of funds from the EU multiannual financial framework
(2014–2020). Therefore, in the first half of the year, investment in the
aforementioned countries decreased or grew at a much slower pace,
which inhibited the development of real GDP. German economic growth in
2016, on the contrary, is expected to be the most rapid over the past 5
years. The significant contributors to growth are robust household consumption and government expenditure, which has increased in part
because of the need to integrate a large number of migrants. The good
situation of Germany’s public finances (budget surplus is expected until
2020) and the fiscal space available allows the country to increase some
social benefits and investments, which in turn promote the expansion of
the economy.

II. MONETARY POLICY OF THE EUROSYSTEM

Having reduced the ECB interest rates to new record lows in
March 2016, the Eurosystem has not changed them since then. The
Governing Council of the ECB lowered the interest rate on the deposit
1
facility from –0.30 to –0.40 per cent in March 2016, the interest rate on
main refinancing operations (MRO) was set at 0 per cent, and the rate on
the marginal lending facility was lowered from 0.3 to 0.25 per cent. Market
expectations of their further decrease were considerably lowered due to
prevailing opinion that the possibilities of further reduction and maintaining
negative ECB interest rates for a longer time period are limited because of
increasing side effects.
The Eurosystem continued the asset purchase programme en2
larged in March 2016. The current horizon for the expanded APP is 25
months (until the end of March 2017 at least), but the programme and
reinvestment deadlines will depend on whether the Eurosystem succeeds
to achieve the goal of the programme – to return to a sustainable inflation
rate consistent with the main monetary policy objective, i.e., that the
inflation is below but close to 2 per cent in the medium-term. After adoption
3
of the Governing Council’s decision to enlarge the expanded APP in
March 2016, the total programme volume reached EUR 1.74 trillion,
boosting the Eurosystem’s balance sheet almost 2.3 times in comparison
to the level before the programme.
The public sector purchase programme is the main component of
the expanded asset purchase programme. From March 2015 to October 2016, the Eurosystem purchased debt securities for EUR 1,353.2
billion, of which bonds of the public sector accounted for the major share:
on average, 85 per cent per month. As of June 2016, the expanded APP
was enlarged by the purchase of corporate bonds, which on average
accounted for 10 per cent of the assets purchased under APP per month.
The expanded asset purchase programme reduced bond yields;
however, their dynamics varied since the launch of the programme
and are now significantly increased. Bond yield dynamics varied due to
a variety of factors. Varying medium-term expectations about euro area
inflation, economic growth, and the Eurosystem’s monetary policy as well
as possible consequences of the UK’s withdrawal from the EU and the
challenges faced by individual Member States affected bond yields during
the implementation of the programme. Lately, the markets saw an increase
in expectations that the central banks of advanced economies would not
maintain the non-standard and exceptionally accommodative monetary
policy for a long time. In addition, the bond yields continued increasing
after the US presidential election, because the President-elect Donald
Trump has promised to implement fiscal stimulus.

In response to sluggish euro area economic recovery
and falling inflation, the Eurosystem has been gradually
cutting ECB interest rates since 2011.
Chart 3. Official ECB interest rates and inflation
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The expanded asset purchase programme reduced
bond yields; however, their dynamics varied since the
launch of the programme.
Chart 4. Annual yields on euro area government bonds with
a maturity close to 10 years, issued in national currencies
Per cent
5
4
3
2
1
0
–1
2014 01

2014 07

2015 01

2015 07

2016 01

2016 07

Average in the euro area
Germany
France
Italy
Spain
Lithuania
Sources: ECB and Thomson Reuters.

Eurosystem’s monetary policy instruments contribute
to favourable financing conditions for households.
Chart 5. Average interest rates on new MFI housing loans
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_________________________________

1

For details about the objectives of negative interest rates, see the Box ‘Eurosystem’s monetary policy instruments and their application in Lithuania’, Lithuanian
Economic Review, June 2015.
2
For details about the expanded APP and its objectives, see the Box ‘Eurosystem’s monetary policy instruments and their application in Lithuania’, Lithuanian
Economic Review, June 2015.
3
For details about the March 2016 decisions of the Governing Council, see ‘Monetary policy of the Eurosystem’, Lithuanian Economic Review, June 2016.
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The Eurosystem continued implementing the accommodative
monetary policy and announced a plan to maintain it for a long time.
In order to achieve substantial changes in inflation trends and its expectations as well as sustainable economic growth of the euro area countries,
the Eurosystem maintained low official interest rates and claimed that they
would not change or remain lower for a long time, much longer than the
implementation of the extended APP. The Eurosystem continued and
augmented the expanded APP and started a new series of TLTRO and
purchases of corporate bonds.
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The Eurosystem’s monetary policy instruments contribute to favourable financing conditions for households. In 2015 and 2016
(September), the weighted average of interest rates for new loans to nonfinancial corporations in the euro area decreased by 0.6; the difference
between the highest and lowest average interest rates in individual Member States was 0.3 p.p. In the same period, the weighted average of
interest rates for new housing loans decreased by 0.7 p.p.; the difference
between the highest and lowest average interest rates in individual Member States was also 0.7 p.p.

The Eurosystem’s monetary policy instruments also
contributed to more favourable financing conditions to
non-financial corporations.
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Chart 6. Average interest rate on new MFI loans to nonfinancial corporations
Per cent
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The Eurosystem’s accommodative monetary policy has a positive
effect on Lithuania’s economy mainly through the exporting sector.
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on the actual and projected euro area GDP in 2015–2018. Higher demand
in the euro area and the decrease of the euro exchange rate provides
more opportunities for our country’s export. According to the Bank of
Lithuania, the accommodative monetary policy will increase the growth of
Lithuania’s real GDP by 0.4 and 0.3 p.p. in 2016 and 2017 respectively.

3
2
1
2013 12

2014 06

2014 12

2015 06

2015 12

2016 06

Dispersion across the euro area countries
In the euro area
In Lithuania
Sources: ECB and Bank of Lithuania calculations.
Note: 3-month moving average; interest rates in Greece have not been
included due to uncommon economic conditions.

The Eurosystem’s favourable financing conditions
contribute to the euro area real economy crediting.
Chart 7. Dynamics of MFI loans to households and nonfinancial corporations in the euro area and Lithuania
Per cent, annual change
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Favourable financing conditions contribute to the euro area real
economy crediting. Loans to non-financial corporations in the euro area
and housing loans for households in the euro area continued growing in
2016 and, in September, annual growth of these loans amounted to 1.9
and 1.8 per cent respectively.

III. REAL SECTOR

Export of both services and goods recovered this year. The recovery of the export of services was mainly influenced by transport
and storage services, while the export of goods – by manufacturing.
Increased activity of transport and storage services was determined by the
ability of Lithuania’s enterprises to find new trade partners in Western
markets; this is especially the case with road transport enterprises. However, this reorientation of road transport enterprises, determined by trade
restrictions imposed by Russia, had a negative effect on Lithuania’s
warehousing and support activities for transportation. With the depletion of
orders from the Russian market, road transport enterprises reoriented to
the Western countries and are focusing on cargo transportation between
the Western countries and, if necessary, use warehousing and support
activities for transportation of those countries, which forces the Lithuanian
enterprises providing such services to look for other clients. Manufacturing
enterprises also managed to recover after the stagnation in the first half of
2015. Increased activity, just like in the transport sector, was related to
accelerated growth of sales in foreign countries. It should be noted than in
the first half of 2016, the level of capacity utilisation of manufacturing
enterprises’ was the highest since the beginning of the publication of data;
however, their investment in tangible fixed assets did not grow or have
declined in the last three quarters. In part, such development of investment
was affected by a temporary decrease in the use of EU funds. However, if
the development of investment does not change, manufacturing activity
may be suppressed by the lack of production capacity.
Economic growth in Lithuania is significantly influenced by the
growing activity of the trade sector, which is determined by strong
domestic demand. One of the key factors determining domestic demand
is the situation in the labour market, favourable to households, i.e., rapid
wage growth. However, the rising wage bill was practically sole factor that
increased the disposable income of households. Income from many other
sources (economic activity, accumulated capital, transfers from abroad)
was declining.
Among the main economic activities, only the construction sector
is declining. In the first half of 2016, the volume of construction of nonresidential buildings and civil engineering works has decreased significantly. This development was significantly affected by the decrease in the use
of EU funds. Only the volume of the construction of residential buildings
was increasing. The growth of this type of construction was affected more
by reconstruction, repairs, and restoration work, than by the construction of
new residential buildings. The decrease in the activity of the construction
sector is affecting Lithuania’s economy directly as well as indirectly. The
latter includes the influence of much slower growth of wage bill in the
construction sector on household consumption and the impact of the
decline in orders in the construction sector on other economic activities.
This also is a significant negative contribution to economic development.

The slowdown in economic growth in 2015 and
strengthened development in 2016 were largely
influenced by the exporting sector: industry and
transportation.
Chart 8. Contributions to real GDP by expenditure approach
Per cent, annual change
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Exporters’ ability to reorient their activities to faster
developing regions and the revival of external demand
determined the growth of real export, particularly
services.
Chart 9. External demand and real export of goods and
services (at constant prices, seasonally adjusted)
Per cent, annual change
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Among the main economic activities, only construction
is declining. A significant influence on the development
of this sector is the decrease in the use of EU funds.
Chart 10. Capital transfers to Lithuania (at current prices)
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After a significant slowdown in 2015, the development of Lithuania’s economy has grown stronger. However, this improvement is
smaller than expected. The previous slowdown in economic growth was
largely influenced by the exporting sector, which has also contributed
significantly to the current expansion. It managed to reorient part of activities from CIS countries undergoing economic difficulties to other regions
that were developing faster. Due to employee-favouring developments of
the labour market, especially the rapid growth of wages, domestic demand
remained strong and was still the main contributor to economic growth.
However, there also are factors inhibiting economic growth, one of the
major ones being the temporary decrease in the use of EU funds. This has
a significant influence on the development of investment and contributes to
lower activity in the construction sector.
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IV. LABOUR MARKET

The increase in jobs is noticeably slower. In the first half of the year,
it increased by only 1 per cent, which is half the average of the economic
recovery period. Slower growth was determined by construction and
industry. The situation in the construction sector is worsening: the number
of construction enterprises facing insufficient demand was increasing and
the volumes of construction work dropped quite sharply. This was the
reason for cuts in jobs in construction enterprises. The number of jobs
increased in the industrial sector, but the increase was much slower. This
trend prevailed in many industries: food, wood, furniture, and equipment
manufacturing. However, other indicators do not show that the situation in
industry is poor: production grew and the confidence indicators were quite
good. Two economic activities most related to Russia’s market – trade and
transport – recovered, as the enterprises managed to reorient part of their
activities to Western countries. In these companies, jobs increased at a
pace similar to that before the economic downturn in Russia.
Hiring, emigration, and the implementation of labour market
measures continued to push the unemployment rate down. In the first
half of 2016, the unemployment rate was 8.2 per cent, a decrease of 1.5
p.p. year on year. The situation of unskilled individuals related to structural
unemployment in the labour market considerably improved. Their unemployment, which had not decreased and remained over 30 per cent for a
long time, has dropped significantly over the past two years and amounted
to 20 per cent in the second half of the year. It does not mean that these
individuals have withdrawn from the labour market, because the employment of unskilled individuals has increased considerably. This may have
been due to more intensive implementation of labour market policy
measures and a shortage of skilled employees, which lead to employment
of less skilled individuals. The unemployment rate of skilled employees
also declined, standing at 6.6 per cent in the first half of the year.
Increasing shortage of employees and rising minimum wage contribute to rapid annual wage growth. In the first half of the year, it
amounted to 7.5 per cent, an increase of 1.3 p.p. from the second half of
2015. Relatively large part of wage growth is related to the increasing
shortage of employees. Mid-year, the share of the enterprises facing this
problem stood at 13.2 per cent, an approximate 2 per cent increase from
2015. The shortage of employees is increasing not only due to the falling
unemployment rate, but also due to high emigration, and the decreasing
number of young individuals entering the labour market. Rapid wage
_________________________________
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See http://osp.stat.gov.lt/informaciniai-pranesimai?eventId=105689.

Households see their financial situation as worse,
which contributed to increased emigration.
Chart 11. Dynamics of the financial situation of households
over the past 12 months and emigration
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Growth in the number of jobs was weaker due to the
downturn in the construction sector and the growth in
jobs in industrial enterprises has stalled.
Chart 12. Contributions to job dynamics
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2016

Increasing shortage of employees is one of the contributions to rapid wage growth.
Chart 13. Wage growth and proportion of corporations
whose activity is limited by the shortage of employees
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Emigration contributes to accelerating decline in the working-age
population. In the first six months, the working-age population decreased
by 1.8 per cent per year, which is 0.6 p.p. more than the typical decline
during the period of economic recovery. The emigration increased significantly in early 2015, and grew even further in mid-2016. In early 2015, the
households started seeing their and the country’s economic situation as
deteriorating for the first time in the whole period of economic recovery.
This downturn as well as emigration could have been a result of the
decline in the construction sector, which also started at that time. However,
only half of the increase in emigration in 2015 was a result of Lithuanian
citizens leaving the country, the other half was associated mainly with the
citizens of Russia, Ukraine and Belarus. Previously, their emigration had
hardly contributed to the general emigration dynamics; however, in 2015, it
could have been partially influenced by stricter provisions related to
temporary residence permits in the Republic of Lithuania for foreign
4
citizens. The reasons behind a further increase in emigration in 2016
have not been determined yet.
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growth is also related to two minimum wage increases (in July 2015 and
January 2016) by EUR 25 each time (to EUR 350). This is a significant
rise: a higher 12-month increase was seen only in 2008 and 2013. Compared to other EU countries, it is also among the largest. If the situation
where wages grow rapidly and labour productivity hardly increases will
continue for a longer period, Lithuanian companies may find it more
difficult to compete with foreign producers.

V. EXTERNAL SECTOR

However, development of exports was limited by external factors:
slow global growth of demand for imports and depreciation of the
Russian rouble and the British pound. The slow increase of global
imports of goods is predominantly a result of reorientation to domestic
consumption in China, continuing recession in Russia, slower growth of
the US economy, and sluggish economic recovery in the euro area.
Moreover, in 2016, the exchange rate of the Russian rouble and, after the
referendum in the UK, the pound dropped against the euro. Therefore,
Lithuania’s export opportunities to these countries worsened due to
decreased purchasing power and increasing competition with local manufacturers. Slow growth of international trade leads to slower growth of
imports in the euro area, the main trade partner of Lithuania, and exports
to this region is even more difficult. Imports of the CIS countries decreased
in the first half of the year; however, it seems to have reached the threshold in the summer of 2016: Russia’s imports are no longer falling and
Lithuania’s exports to CIS countries have even grown slightly.
Fertilizer exports also contributed to slower development of exports of Lithuanian goods. In the first three quarters of 2016, fertilizer
exports decreased and Lithuania’s fertilizer exports market share in the EU
shrank quite significantly. Poorer results were partially determined by the
need for repairs. Moreover, competition in the global fertilizer market is
intensifying and fertilizer prices are falling. Therefore, it is expected that
the current plans to diversify the manufacturing and exports of the chemical industry sector goods (e.g., towards production of food-grade phosphoric acid) will be viable and allow gaining a competitive advantage.
Lithuania lost market shares in other industries as well, including the
markets of vehicles (exports of boat parts and bicycles decreased), textiles, and clothing.
Export results to countries other than the CIS and EU countries
were better. An important reason behind the growth of exports to these
countries was the good harvest of the previous year. However, exports to
the US, where exports are more diversified, also increased. Lithuania’s
export market share in these countries is relatively low. However, export of
Lithuanian goods to these countries is growing much faster than their
demand for imports, signalling Lithuania’s ability to compete in these
countries. Moreover, the approval of the European Parliament on the
EU-Canada Comprehensive Economic and Trade Agreement (CETA) is
pending. If it is granted (expected at the beginning of 2017), part of the
CETA will come into effect. Although research of this agreement’s impact
on Lithuania has not been carried out, the findings of the study carried out
by the governments of the EC and Canada indicate that CETA will increase trade between the EU and Canada, while similar agreements (e.g.,

Low demand for imported goods in the euro area and
CIS countries undermined Lithuanian export performance in 2016.
Chart 14. Lithuania’s exports, excluding mineral products, as
broken down by country groups
Per cent, annual change
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The decrease of Lithuanian goods export market shares
in 2016 was most determined by poor development of
fertilizer exports.
Chart 15. Nominal exports of Lithuanian goods to the EU
and EU global imports of goods, excluding mineral products
(first 8 months of 2016).
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Export of services is a significant contribution to the
improvement of the current account balance, but is not
very diversified.
Chart 16. Lithuanian foreign trade in services balance,
average of 4 quarters up to Q2 2016 (per cent, compared to
GDP).
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The export results for 2015 were better than a year ago. Real export indicators for the first 8 months were especially positive. The nominal
value of all exports grew slower due to sharper drops or smaller increases
in the prices in euro of the majority of goods exported by Lithuania compared to 2015. Nominal data of the first three quarters show that exports of
Lithuanian goods, excluding mineral products, increased by 3.6 per cent, 1
p.p. more than last year after the downturn of exports to CIS countries.
However, the major part of export development was due to a good harvest
in 2015, as the greater part of it was only exported in 2016. This year, the
harvest is predicted to be around 11 per cent poorer, which will result in a
downturn of exports of agricultural products in late 2016 and the first half of
2017. Re-exports, excluding mineral products, remained almost unchanged, while the drop in exports of mineral products (following a fall in
oil prices) impeded overall nominal export development. However, the
latter factors are less significant, particularly due to the fact that real
exports of oil products remained almost unchanged.
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EU-South Korea Free Trade Agreement) have already brought benefits
according to the EC’s preliminary estimates. Moreover, Lithuanian authorities support the CETA. Since this agreement provides for lower customs
duties, an increase of exports of furniture, textiles, and agricultural products to Canada is expected.
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In 2016, the current account is close to being balanced, but largely due to temporary factors. In 2016, the current account became
balanced due to growing surplus of trade in services and declining deficit
of trade in goods. The deficit of trade in goods decreased due to temporary
factors: exports of good harvest, lower prices of energy products, and
reduced imports of investment goods. With the revival of economic development (increase of global prices of energy raw materials, more active
investment in Lithuania), the balance of trade in goods could deteriorate
again. The balance of trade in services improved due to more sustainable
factors: increased export of a variety of services, in particular to the EU.
However, export of services is not very diversified: around 57 per cent of
export of services consist of transport services (the ratio has lately been
decreasing), while financial and insurance services account for only
1 per cent of service exports.
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In 2017, Lithuanian exports, excluding mineral products, are expected to grow at a similar pace as in 2016. Export will grow due to
increasing global real imports, while the prices are not expected to fall.
However, development of export will be impeded by the poorer harvest in
2016.

VI. PRICES AND COSTS

The main factor influencing the increase of inflation in Lithuania
is a slower decline in the price of fuel. In January 2016, Brent crude
oil prices dropped to lows of USD 32 per barrel; however, the price has
been gradually increasing since then. In October 2016, the average
Brent crude oil price was USD 51 per barrel, which is 59 per cent more
than in January. The increase in oil prices is explained by the decrease
in supply due to slowing production. The expectations for possible
regulation of the oil output level after the meeting of members of the
Organization of Petroleum Exporting Countries (OPEC) also contributed
to the increase in oil prices. The trend is evident: in the run-up to the
OPEC meeting, the oil prices rise; if an agreement is not reached, they
fall slightly and start increasing again before the next meeting. During
the meetings in April and June 2016 and the informal meeting in September, participants failed to regulate the oil output level, thus the growth
of oil prices has slowed down. However, with the next meeting taking
place in November, oil prices dropped to USD 47 per barrel.
Another price group dependent on global energy commodities,
administered prices, had a less negative impact on inflation. At the
beginning of 2016, the annual drop of heat energy, gas, and electricity
prices slowed down. However, electricity and gas prices were reduced in
July 2016. Heat energy prices have been gradually decreasing since
February and only increased in October. Compared to January, the heat
energy price was 14 per cent lower in October. In the second half of the
year, the drop in administered prices accelerated and was similar to the
annual average of 2015 (around 4%). As in 2015, thermal energy prices
had the most negative effect on the general price level in the administered prices group.
From January 2016, prices for food, beverages, and tobacco
have had a positive effect on the headline inflation. Food prices
were boosted by global prices of food commodities, which have been
rising from the beginning of 2016. This affected the prices for food
producers and consumers in Lithuania. According to the global Food
Price Index of Food and Agriculture Organization of the United Nations,
global food commodity prices were going down from 2012 and the
lowest drop was registered in 2015, when the global Food Price Index
decreased by one fifth. However, in 2016 this index rose steeply and in
August was already higher than in the previous year. The prices grew in
all five major product groups, including grain, meat, dairy, vegetable oil,
and sugar; however, the prices of sugar and vegetable oil grew most
rapidly. The index is expected to rise in the future. Moreover, increasing
oil price also contributes to the increase of food raw products. Food
prices in Lithuania were also modestly affected by excise duties for
processed tobacco, which were increased in March 2016 in order to
gradually reach the minimum excise level in the EU as well as excise
duties on alcoholic beverages.

In 2016, annual inflation in Lithuania was positive:
compared to 2015, it was less negatively affected by
fuel and administered prices, but food prices had a
positive effect.
Chart 17. Contributions to annual HICP inflation
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Oil prices rose in 2016
Chart 18. Dynamics of global oil prices and fuel prices in
Lithuania
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In 2016, global food prices grew rapidly.
Chart 19. Food price dynamics
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Annual HICP inflation in January–October 2016 was low, but
positive (0.5%). In January 2016, annual inflation in Lithuania entered
positive territory mainly due to a slowdown in the annual decrease of fuel
price, and remains positive to this day. Positive inflation was also determined by changes in other components of the consumer’s basket of
goods: slower annual fall of administered prices and faster annual
growth of prices for food products, beverages, and tobacco. Current
moderately positive inflation in Lithuania is not unique, because the
annual drop in energy prices has been decreasing in almost all EU
countries since January, reducing the negative impact on the overall
increase of prices.
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Average core inflation in January – October 2016 was
1.8 per cent (annual 2015 average – 1.5%), considerably higher
than the average headline inflation. Core inflation (based on prices of
market services and industrial goods) has been consistently increasing
since mid-2014; however, a decline has been observed since April
2016. Core inflation decreased due to the fall in annual growth of prices
of both services and industrial goods. Service prices were consistently
increasing at the beginning of the year, so their average growth in
January–October is quite high and stands at 3.7 per cent. The growth of
service prices has been fuelled by domestic demand that has been
growing for quite a long time due to positive changes in the labour
market – rising employment and increasing wages. The decline in the
growth of service prices in the second half of the year was affected by
the increase in housing rental prices growing much slower than at the
beginning of the year, cheaper recreation services, such as package
holidays, and lower prices of telephone services.
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Higher headline inflation rates in the first half of 2016, year on
year, was determined by the development of prices for industrial
goods. However, started at the end of 2015, annual growth of prices for
industrial products lasted for only about a year and entered the negative
territory again in September 2016. Such development of industrial goods
prices was a result of clothing and footwear, which account for a significant share of the consumer’s basket of goods. Their prices grew rapidly
in the first half of the year and starting from July, annual price growth
became negative.
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The fact that the projected inflation in the euro area is low allows expecting a small but positive inflation in Lithuania. It is likely
that next year the global prices for energy raw materials will be higher
than this year and the price of energy for consumers will stop decreasing. Non-energy prices should not rise more quickly than in 2016, and
among other things, the rise should be driven by the increasing prices of
raw materials for food. Thus, various institutions forecast inflation in the
euro area in 2017 to stay positive and be around 1 p.p. higher than in
2016. The IMF expects inflation in the euro area to stand at 0.3 per cent
in 2016 and at 1.1 per cent in 2017 (as announced in October this year).
The results of the ECB Survey of Professional Forecasters (published in
October) also indicate an inflation of 0.2 per cent in 2016 and 1.2 per
cent in 2017.
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The portfolio of MFI loans to the private non-financial sector
has lately been growing rapidly. These loans accounted for
7.3 per cent more in September 2016 year on year. Such growth is
much faster compared to September 2015, when the increase in the
loan portfolio was only 0.9 per cent. However, the portfolios of loans to
both non-financial enterprises and households are still smaller than at
the beginning of the financial crisis (2008–2009), when their values
reached the highest levels.
The growth of the portfolio of household loans was driven by
rapidly increasing wages, low interest rates, and relatively high
housing rental return on investment. In September 2016, the portfolio of housing loans to households surged by 6.7 per cent year on year,
while the portfolio of consumer and other loans grew by 11.0 per cent.
In total, the portfolio of loans to households grew by 7.6 per cent and
reached EUR 8.3 billion (in January 2009, it stood at EUR 8.7 billion).
Household borrowing should also grow in the nearest future. This is
driven by the rapid growth of wages, relatively low financial liabilitiesto-financial assets ratio of households, which stood at 38 per cent in
the second quarter of the year (in the second quarter of 2009, this ratio
reached its highest level and amounted to 50%), and low interest
6
rates. Moreover, the housing affordability level is among the most
favourable to households throughout the index calculation history and
the number of households willing to buy housing is slightly higher in
comparison to last year. In addition, the number of households that
think that it is now opportune to make larger purchases is increasing
as well as the amount the households are willing to pay for them.
Large purchases contribute to the growth of the loan portfolio, because
in addition to other sources they are also financed with borrowed
funds.
The portfolio of loans to non-financial corporations is growing
and loans to small and medium-sized enterprises are contributing
to the growth. This loan portfolio is growing due to increasing income
of enterprises and low interest rates. In September 2016, the portfolio
of non-financial corporations grew by 7.1 per cent year on year (4.2%,
if two large loans are deducted) to EUR 8.3 billion (EUR 10.4 billion in
November 2008), although last year the corporate loan portfolio was
shrinking. Positive contributions to the growth were the trade,
transport, and real estate sectors, while negative – construction and
manufacturing activities. In addition, judging by loans granted by MFIs,
the amount of loans to small and medium-sized enterprises (SMEs) is
growing: the value of loans (up to EUR 250 thousand) granted in 9
months of this year accounted for 18.1 per cent of all MFI loans (last
year the respective indicator was 11.7%). The amount of SME loans is
boosted by both growing demand and increasing supply. Against the
backdrop of low interest rates, the banks are looking for higher return
on equity opportunities and are improving price and non-price terms of
such loans. In the 9 months of the year, average interest rates of new
SME loans were 2.9 per cent, which is 0.5 p.p. less than last year, but
still more than the average interest rate of corporate loans. It is likely
that the portfolio of loans to non-financial corporations will continue
growing due to favourable conditions. Moreover, corporate debt is
relatively low. In the second quarter of 2016, their financial liabilities-tofinancial assets ratio stood at 70 per cent, while a year ago it was 71
per cent (it reached its highest level of 93% in 2008). Banks see the
financial situation of enterprises as having improved, which positively
7
effects non-price lending terms of banks.
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The portfolio of MFI loans to the private non-financial
sector has been growing for some time, but still remained
smaller than at the beginning of the financial crisis (2008–
2009).
Chart 20. Portfolios of MFI loans to the private non-financial
sector
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Sources: Bank of Lithuania and Bank of Lithuania calculations.
Note: nominal data.

All parts of the portfolio of MFI loans to the private nonfinancial sector have been growing.
Chart 21. Contributions to changes in the portfolio of MFI
loans to the private non-financial sector
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In order to evaluate loans, this section includes MFI data provided by the Statistics Department of the Economics and Financial Stability Service of the Bank of
Lithuania, which is adjusted taking into account bankruptcies and mergers in the sector concerned (for more details, see Annex 2 of the Lithuanian Economic
Review, December 2014). This data may differ from the data collected from banks for supervision purposes.
6
The housing affordability index is calculated by dividing the average annuity housing loan instalment by average net wage.
7
For details about assessments by banks operating in Lithuania, see the Bank Survey Reviews published by the Bank of Lithuania.
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VII. FINANCING OF THE ECONOMY

VIII. GENERAL GOVERNMENT FINANCE

General government finances, when adjusted for one-off factors, are essentially balanced. Revenues from the operations of SC
Deposit and Investment Insurance are attributed to one-off factors of the
last four quarters (up to the second quarter of this year).
Just like last year, the main contributions to growth in government revenue were revenue groups related to growing domestic
demand: direct and indirect taxes and social contributions. This
income surged due to a significant rise in wages. This factor had a
positive effect on households’ consumption expenditure, while their
increase and administrative decisions, such as the rise of excise tariffs
for processed tobacco and alcoholic beverages on 1 March 2016,
created conditions for the growth of general government revenue from
indirect taxes. However, the positive impact on government revenue was
offset by revenue from capital transfers that fell due to a decline in
revenue from operations of SC Deposit and Investment Insurance.
Government expenditure in the respective period was lower
than a year ago, predominantly due to decreased investment. In the
first half of 2016, government investment amounted to only half of the
amount spent year on year. The fall was a result of lower EU support
funding. Aside from a drop in government investment, expenditure was
further reduced by a drop in capital transfer costs and lower interest
payments. The decrease in capital transfers was determined by the
disappearance of need for funds to execute the Constitutional Court
decisions, while interest payments declined due to refinancing of previous emissions of more expensive bonds in the context of low interest
environment and the decrease in the borrowing needs. However, some
factors contributed to the increase of government expenditure, predominantly, an increase in social benefits and higher wages of employees.
The latter grew due to the increase of the minimum monthly wage at the
beginning of the year as well as last year’s decision to increase the
wages for lowest-income civil servants. The main reasons behind an
increase in social benefits were the increase in pensions at the beginning of 2016 and the increase in insured income, which affected the
amounts of social insurance benefits and other social insurance payments.

General government finances, when adjusted for oneoff factors, are essentially balanced at the moment.
Chart 22 General government revenue, expenditure and
balance when adjusted for one-off factors (4-quarter moving
sum)
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For a prolonged period, robust domestic demand
continued to be the major driving force behind general
government revenue growth.
Chart 23. Contributions to general government revenue
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This year, lower government expenditure was predominantly a result of decline in investment due to less
active use of EU support funds (share of extraordinary
expenditure).
Chart 24. Contributions to general government expenditure
Per cent, annual change
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The financial situation of general government has lately been
good. The four-quarter (up to the second quarter of this year) ratio of the
general government surplus to GDP accounted for 0.4 per cent and was
0.1 p.p. higher year on year, mainly due the increase in government
revenue to GDP ratio. Apparently, the main contributions to improved
government balance were the eliminated central government deficit and
increased local government surplus. The balances of these subsectors
were positively influenced by the good condition in the labour market,
notably an increase in wages and employment. This led to a rapid
increase in revenue from direct and indirect taxes. Improvement in local
government revenue collection was also determined by administrative
changes, i.e. the increase in the share of personal income tax allocated
to municipalities in 2016. Different from the balances of the above
subsectors, the balance of social security funds deteriorated in the first
half of the year. Although the good situation in the labour market allowed
for improved collection of social security contributions, this effect was
almost outweighed by a fall in capital transfers. They dropped as a result
of a high comparative base: in the first half of 2015, social security funds
received revenues related to the decision to compensate the wages to
civil servants and received a transfer from another subsector of the
government sector intended for pension compensations.
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