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Key points & outline

1. Regional growth outlook and fiscal vulnerabillities

2. Exposure to risks in the euroarea and deleveraging

3. Sensible tax policies in a shrinking and foreign-owned
banking sector




|. Regional growth outlook and fiscal vulnerabilities @
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Eurozone developments have already contributed to
a marked slowdown in emerging Europe

*Exports from the region substantially down

Capital outflows since Q3 2011 in all asset classes, by
banks, portfolio and direct investors

*Hence significant projected slowdown in 2012 relative to
2011 (which has been evident since Q3 2011)

*Cross-border deleveraging, resulting in credit contraction
the key external threat. Large downside risks if Eurozone
crisis deteriorates
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...which presages slower projected 0
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Slowdown has come primarily through (Z)

weaker exports ... oop Buropean Bunk
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Most transition economies started 2012 with (Z)

vulnerabilities much reduced
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Current account balance, % of GDP

-14

-19

-24

—

y A

2007

2008

009 2010 2011

—Central Europe and
Baltics

South-eastern Europe

Fiscal balance, % of GDP

-7

2007 2008 2009 2010 2011

—Central Europe
and Baltics

South-eastern
Europe

/

* Charts show unweighted averages within CEB and SEE regions




Fiscal adjustment has been largely in sync (Z)

with path of the Eurozone rnropean Bank

2.5

0.5 -

2008 2009 0 2011 2012 2013 2014

——Central Europe and Baltics

—Euro Area

Fiscal Impulse {Change in Structural Balance % of GDP)

Bulgaria and Romania

Source: IFS

© European Bank for Reconstruction and Development 2010 | www.ebrd.com



Fiscal tightening last year was on a similar /)

magnitude as in the euroarea... eruuropean Bank

Fiscal Impulse
(Change in Structural Balance from as a % of GDP)

o N

5 o N
L]
L1
]

% I

"
1
]
L]
]
]
]

Source: IFS

© European Bank for Reconstruction and Development 2010 | www.ebrd.com



...despite significantly lower levels of debt. /)
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In many transition countries, headline deficits are close ‘Z’

to Eurozone averages
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Key points & outline ‘Z’
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Regional growth outlook and fiscal vulnerabilities
|. EXxposure to risks in the euroarea and deleveraging

Il. Sensible tax policies in a shrinking and foreign-owned
banking sector




Exposure to the Eurozone through exports, (Z)

financing, and investment linkages oenropean Bunk
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With concentrated bank ownership now (Z)

the key risk European Bank

for Reconstruction and Development
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Cross-border deleveraging continues (Z)
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... most countries have continued to experience (‘Z)

outflows in the first months of 2012 European Bank

for Reconstruction and Development
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However, local deposit growth has to some extent @

compensated for foreign funding outflows

Change September 2011-April2012 as % of PY GDP
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Deleveraging is reinforced by tightening ‘Z’

European Bank
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This implies shrinking credit in the countries (‘Z)

most integrated with the Eurozone
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Key points & outline ‘Z’
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Regional growth outlook and fiscal vulnerabilities
|. EXxposure to risks in the euroarea and deleveraging

Il. Sensible tax policies in a shrinking and foreign-owned
banking sector




IIl. Tax policies in a deleveraging 0
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banking sector

Popular motivations

*Financial sector immensely

profitable, but economic rents

‘undertaxed’

» Barriers to entry other lack of
competition?

» Implicit state guarantees

» VAT exemption

*“Banks brought us into this
mess” — need for a solidarity
levy to support fiscal
consolidation

*Financial crises are costly,
need to be insured against
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Financial sector levies: current state of (‘Z)

play in the central Europe region

 Hungary. First to introduce a balance sheet tax, generating 0.7 per cent
of GDP in 2011. To be cut in half following introduction of a financial
transactions tax for which the target is HUF 283 billion for 2013 (1 per
cent of GDP) and then HUF 320 billion in 2014.

« Slovakia. Existing tax 0.4 per cent on liabilities net of insured deposits
and equity, likely to be extended to retail deposits (though discounting
Insurance levy). Contributed to exit of smaller banks, which relied
primarily on corporate business.

« Slovenia. 0.1 per cent on assets, likely to generate ... per cent of GDP in
revenues, though off-set in tax liabilities where corporate lending is
Increased.

« Poland. Ongoing discussions, possibly for introduction of a balance
sheet tax this year, to be based on 2011 bank liabilities (likely net of
guaranteed deposits). Revenue generated likely very small, less than 0.1
per cent of GDP.

« Romania. A 2.5 per cent solidarity tax on bank profits proposed to fund
social security budget, though defeated in Senate in May.

« Croatia. Contemplated bank tax in 2010.

European Bank
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for Reconstruction and Development

© European Bank for Reconstruction and Development 2010 | www.ebrd.com



Bank taxes: possible principles of good ‘Z’

practice
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“A fair and substantial contribution by the financial sector”
(IMF, April 2010)

« Tax base: avoid conflict with risk-weighted asset calculation — tax
liabilities (net of capital and insured deposits).

« Tax rate: virtue in simplicity, though possibly a case for reflecting
systemic risk (e.g. interconnectedness, risks in funding structure).

« A Financial Activities Tax could remedy VAT exemption without
distorting activities.

Prudential concerns:

« Erodes capital cushion of banking system; will further constrain
credit creation in context of already high/rising NPLs/tight credit
standards, and risk aversion.

* Risks of diversion into shadow banking sector, cross-border
deleveraging.

« Minimal revenues created will not be credible as backstop for the
financial system, in any case requires resolution regime.

© European Bank for Reconstruction and Development 2010 | www.ebrd.com



Bank taxes: considerations in emerging (‘Z)

Europe
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« Decent capital cushions in em Europe a reflection of prudent bank
policies, and often informal (‘pillar 2’) supervision

* Nature of highly integrated banking sectors (foreign ownership
shares of 60-80 per cent) requires close coordination with home
countries, and other countries in the region.

« National bank taxes risk further aggravating regulatory
fragmentation of integrated capital planning and support to
subsidiaries.

« Financial transactions tax may be administratively feasible (e.g.
Argentina, Turkey), though is unrelated to systemic risks, and
‘cascading’ effects of taxation of series of transactions likely
detrimental for financial consumers in highly open economies,
such as the CEE region.

« European resolution and recovery regime will be essential for
credible national backstops.

© European Bank for Reconstruction and Development 2010 | www.ebrd.com



