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1. GREECE 
 Investment led growth remains strong at around 4.0% in 

2007 despite some weakening in residential construction 
and net export growth.  

 Inflation was kept at bay in 2007 at 2.8% as the appreciating 
Euro offset pressures from non-tradables. 

 Rapid domestic demand growth and competitiveness 
erosion lead to a surge in import growth and deterioration in 
the current account deficit. 

 Fiscal adjustment and structural reform need to be 
strengthened so as to counter demand pressures and build 
up savings in view of looming social security imbalances.  

2005* 2006*
Retail Sales
  Turnover Index 6.0% 10.8% 6.4% Jan-Jul
  Volume Index 3.0% 8.0% 3.0% Jan-Jul
Automobile sales -3.0% 0.5% 5.4% Jan-Aug
Tax on Mobile telephony 10.8% 11.8% 114.1% Jan-Jul
VAT Receipts 2.8% 12.0% 9.7% Jan-Jun
Consumption Tax on Fuels 0.7% 5.2% 12.4% Jan-Jun
Total Consumption 3.0% 3.3% 2.9% Jan-Jun
Building activity (Permits) 35.2% -19,5% -5.8% Jan-Jul
Cement Production 2.4% 3.1% -8.8 Jan-Jul
Public Investment -21.0% 8.8% 38.5% Jan-Aug
Total Investments 0.0% 12.7% 10.4% Jan-Jun
Industrial Production
  Composite Index -0.9% 0.5% 1.9% Jan-Jul
  Manufacturing Production -0.8% 0.8% 1.7% Jan-Jul
PMI (manufacturing) 51.5 52.4 53.8 Sep
Turnover in Industry 3.2% 10.2% 1.2% Jan-Jun
New Orders in Industry -1.8% 12.3% 3.0% Jan-Jun
Exports goods & services 3.7% 5.4% 9.2% Jan-Jun
Imports goods & services -2.1% 9.8% 9.8% Jan-Jun
GDP (growth) 3.7% 4.2% 4.1% Jan-Sep
Current Account (% of GDP) -6.3 4.2% -7.2% Jan-Jul

2007*

Table 1. Basic Conjunctural Indicators                                
(change from previous period)

* Growth rates are calculated on a cumulative basis  
ECONOMIC DEVELOPMENTS: According to flash estimates, 
the Greek economy grew by 3.6% in Q3 and by 4.1% 
for Jan-Sep 2007. Pending detailed data, we attribute 
the Q3 slow down to a deceleration in housing 
investment and a worsening of the trade balance due in 
part to the rapid rise in the oil price in Q3. For Jan-Jun 
2007, for which detailed data is available, the economy 
grew by 4.4%, faster than the 4.2% yoy growth in H1 
2006 and 4.3% full year 2006 growth. The main growth 
drivers remain total investment and exports of goods 
and services, with the former growing by 10.4% yoy 
(13.3% H1 2006) and the latter by 9.2% yoy (2.6% H1 
2006). Consumption growth remains healthy at 2.9% 
yoy (3.6% H1 2006) and is expected to remain above 
this rate in the coming quarters. Growth in government 
consumption is expected to accelerate as we move into 
the second half due to additional expenditure arising 
from this summer’s devastating forest fires. On the 
downside, imports grew by an even higher rate of 9.8% 
in H1 2007 on top of already significant 9.3% growth in 
H1 2006. This trend is set to continue in H2 2007 as 
well, offsetting the beneficial impact from the strong 

growth of exports; leading to a higher deficit on the 
Trade and Services account which reduced H1 GDP 
growth by 1.2pps (-1.98pps in 2006).  

Based on these developments and economic indicators 
published until October 2007, we expect GDP growth to 
once again exceed 4.0% in 2007 and 3.8% in 2008, 
following growth of 4.3% in 2006. Private consumption 
is expected to record 3.0% growth in line with the 
growth in retail sales volume of 3.0% in Jan-Jul 2007 as 
well as the high growth of both consumer lending 
(+24.1% by end-July 2007) and disposable income 
(expected to grow at 7.4% and 7.3% in nominal terms 
in 2007 and 2008). On the investment front, public 
investment will remain a primary growth driver in 2007-
2008 as the government accelerates absorption of EU 
funds in the final two years of the CSF III 
implementation period. In addition, a number of 
important infrastructure projects (budgeted at € 3.6 
billion) have already been awarded by the state to 
consortia of construction companies (domestic and 
foreign) via public-private partnership arrangements 
(PPP’s). The business investment outlook remains 
positive supported by the healthy increase in profits of 
listed and non-listed firms, as well as by the solid 
performance of the Greek stock exchange which has 
enabled listed firms to improve their capital base. 
Business investment will see additional support in the 
form of grants received under the investment incentives 
law. In the housing sector, despite the negative growth 
in the volume of building permits issued during Jan-Jul 
2007, residential investment is expected to register 
positive (albeit very low) growth in 2007, following the 
32% surge in 2006. This is due to the sustained high 
demand for housing which remains supported by the 
continued high growth of mortgage lending and the high 
stock of building permits issued in both 2005 and 2006.  

Finally, robust export growth is set to continue in 2007 
and the years to follow due mainly to the increasingly 
international profile of Greek businesses, which are 
increasing both their size and domestic production 
capacity in tandem with their expansion into 
neighbouring Southeastern Europe. Moreover, a 
combination of (a) the rapid development of public 
infrastructure in Greece and majority of neighbouring 
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Balkan countries and (b) the favourable demand 
conditions prevailing for tourism and other products in 
Greece’s main exporting markets is providing a 
powerful boost to Greek exports. However, the high 
growth of domestic demand in Greece, in combination 
with the on going gradual erosion of Greece’s 
international competitiveness, are contributing to the 
excessively high growth rate of imports and the 
resultant ballooning current account deficit. Indicatively 
net exports are expected to have a negative impact of 
-1.1pps on GDP growth in 2007. 

Diagram 1. Economic sentiment index in Greece and the 
Eurozone
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The above outlook is supported by the improved 
domestic economic sentiment in the last months (see 
diagram 1) with business expectations improving in 
most sectors, with the most notable improvement 
recorded in consumer confidence. Indicatively, the 
manufacturing PMI remains strong (above 53.5) until 
September 2007 reflecting both the positive growth of 
manufacturing production recorded in Jan-Aug 2007 
and the favourable full year outlook.  

GDP Revision: Eurostat approved the upward revision 
of Greece’s GDP by 9.6% (using 2000 as the base 
year). This implies that registered 2007 nominal GDP 
will reach € 230 billion, compared to the pre-revision 
estimate of € 209.3. This reinforces Greece’s dynamic 
eleven year growth trend, at an average annual rate of 
4.1% and reveals that the actual rate of GDP growth 
during the 1996-2006 period was even higher than the 
previously recorded 4.1%. The work undertaken by the 
Greek national accountants follows the availability of 
new statistical data sources, in particular the census of 
the population, new structural surveys of companies in 
construction, hotels, cafes & restaurants and transport, 
as well as an update of the family budget survey, 
thereby correcting a significant measurement error 
inherent in Greece’s official GDP statistics. However, 
this revision in no way tackles the decades’ old issue 
regarding the need to internalise the unofficial or 
shadow economy. This shadow economy is the result 
of (a) the efforts of economic entities and individuals to 
avoid taxes and social insurance contributions, (b) the 
efforts taken to sidestep the strict (on paper) laws on 
housing planning and development and land use and 
(c) the unavoidable repercussions of the state 
monopolies existing in the education, health and social 

security sectors. This shadow economy has been 
estimated (Schneider, 2004 and OECD, April 2007) at 
28% of GDP for the years 2002-2003, the highest 
among all the OECD countries. However, there are 
strong indications (e.g. the rate of growth of net current 
budget revenues during the 2002-2007 period, which is 
2.7pps lower than the rate of growth of nominal GDP) 
that in the past five years this shadow economy has 
grown at a rate far in excess of the official GDP growth 
rate.  

Turning attention to more high-frequency economic 
indicators, we see that Retail sales volume in Jan-Jul 
2007 posted a solid 3.0% increase (7.2% in Jan-Jul 
2006, 8.0% in 2006). Registrations of private new 
passenger vehicles grew briskly, up 5.4% for Jan-Aug 
2007 (0.5% 2006). Retail business confidence index 
remains at the high level of 123.6 in September 2007, 
from 123.8 in July 2007 and a seven year high of 124.3 
in May 2007. 

Diagram 2. Volume of Retail Sales
January 2000 - July 2007
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Residential construction activity - as measured by 
the volume (m3) of building permits - registered 
negative growth of -5.8% in Jan-Jul 2007, compared 
with the 6.0% increase in Jan-Jul 2006. However, 
growth in residential investment is still expected to be 
positive at 2.0% in 2007, following the 32.3% surge in 
2006. Demand for new housing investment has been 
boosted by high growth of mortgage lending (23.5% 
end-Aug 2007), while the stock of issued but yet not-
implemented building permits remains high. The 
construction business confidence index receded 
further to 81.5 in September 2007, from 87.7 in July 
2007 and 106.2 in May 2007. 

Manufacturing production recorded solid growth of 
1.7% in Jan-Aug 2007, following 0.9% growth in Jan-
Aug 2006 and a -0.8% decline in 2005. This positive 
development is due to (a) to the stabilization of textile 
production and to the marked 12.2% increase in 
clothing output (b) the robust growth of production in 
the food and beverage industry (+5.0%), chemicals 
(+7.5%) and transportation vehicles (+20.4%). On the 
other hand, the production of basic metals and non-
metallic minerals remained in negative territory. The 
prospects ahead are encouraging given the level of the 
PMI index which was maintained at 53.8 in September 
2007, while business confidence in manufacturing 
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has recovered to 104.9 in September, from 101.6 in 
July, 113.1 in April 2007 and 101.5 for 2006 as whole. 

Finally, the general index of industrial production 
rose by 1.9% in Jan-Aug 2007, following a 0.9% 
increase in 2006 and a -0.9% decline in 2005. Mining 
and quarrying production fell by -1.9%, compared 
with the fall of -0.9% in Jan-Aug 2006. The production 
of electricity rose by 2.4% in Jan-Aug 2007, following 
the fall of -1.6% in the same period of 2006. Natural 
gas production rose by 33.2% for the period, from 
12.1% in Jan-Aug 2006. Water production was up by 
0.3% (2.9% in Jan-Aug. 2006). 

Diagram 3. Manufacturing Production
January 2000 - August 2007
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Unfortunately, the satisfactory developments regarding 
GDP and real incomes growth have, in the process, 
incurred substantial economic costs, especially in the 
last four years. Firstly, there has been the inadequate 
progress made concerning fiscal adjustment, secondly 
the gradual and persistent erosion of Greece’s 
international competitiveness and thirdly, the resultant 
surge in the current account deficit. 

FISCAL POLICY: The favourable implementation of the 
Budget during Jan-Jul 2007 was still on target to meet 
the 2.5% of GDP general government deficit expected 
for 2007 versus 2.9% in the Autumn forecast produced 
by the European Commission who then see the deficit 
falling to less than 2.0% of GDP in both 2008 and 2009. 
In fact, following the general elections which were held 
on 16th September 2007, the newly elected government 
is expected to undertake the necessary measures 
required to ensure fiscal discipline, especially in light of 
the negative budgetary impact stemming from the relief 
efforts for the victims of the pervasive fires which struck 
Greece during the summer of 2007. 

The Preliminary Budget for 2008 includes an overrun 
of current primary expenditure for 2007 in the order of 
€ 1.65 billion (0.72% of the revised GDP) relating to 
reconstruction expenditure and the compensation of 
victims of the summer forest fires as well as the non-
budgeted election expenses. Therefore, without 
compensatory measures, the general government 
deficit in 2007 would exceed 3.0% of GDP. However, 
the government now expects net current and 
investment budget revenues to exceed the budgeted 
level by € 430 million and € 490 million respectively, 
with positive national accounts adjustments expected to 

exceed the budgeted level by another 
€ 365 million. Finally, nominal GDP is expected to grow 
by 7.2% instead of the budgeted 6.9%. Therefore, the 
general government deficit of 2.5% of GDP is projected 
for 2007, slightly above the budgeted level. 

With respect to the implementation of the 2007 
Budget, data for Jan-Jul 2007 indicate the following: 

(a) Net current budget revenues reached € 26.94 
billion, up 3.8% yoy compared to the budgeted increase 
of 6.2%. This outcome is considered to be satisfactory 
given the high base-effect, with net current revenues 
having increased by 10.6% in Jan-Jul 2006. 
Furthermore, tax rebates surged by 28.7% in Jan-Jul 
2007 (-10.8% in Jan-Jul 2006), with a budgeted decline 
of -8.0%. The current revenue shortfall as well as the 
sub-par growth of 5.7% in 2002-2006 is the result of 
rampant tax evasion and avoidance. Therefore a more 
concerted effort aimed at improving tax collection and 
combating tax evasion would facilitate the attainment 
not only of the 7.1% revenue growth budgeted in the 
2008 Budget, but also ensure the attainment of targets 
in the years to follow.  

(b) Current primary expenditure reached € 25.04 
billion, up 8.9% yoy (6.5% in Jan-Jul 2006) and remains 
above the budgeted 7.4% increase. The surge in 
current primary expenditure during Jan-Jul 2007 is 
mainly due to the payment of additional rebates of the 
2nd and 3rd instalments of accumulated taxes on 
pensions (LAFKA), and the payment of an additional 
amount of more than € 500 million for the substantial 
increase in agricultural pensions and the means tested 
handout EKAS in addition to the payment of allowances 
to families with more than three children and other new 
obligations. For the year as a whole the preliminary 
2008 budget projects current primary expenditure to 
grow by 11.2%, implying average annual expenditure 
growth of 9.8% during 2002-2007. This excessive 
expenditure growth cannot be presented as the 
outcome of any fiscal adjustment.  

In the Public Investment Budget (PIB), expenditure 
reached € 4.54 billion in Jan-Jul 2007, compared with € 
3.25 billion in Jan-Jul 2006, up 39.7% yoy compared to 
the budgeted 2007 planned 6.9% increase. PIB 
revenues reached € 2.84 billion in Jan-Jul 2007, 
compared with € 2.25 billion in Jan-Jul 2006, up 26.3% 
yoy. The projected increase for the year based on the 
2007 Budget was 4.7%, while the projected increase by 
the 2008 Budget is 35.8%. This later projection will 
require a concerted effort to absorb EU funds in the last 
three months of the year, in addition to the funds to be 
received from EU Solidarity Fund relating to assistance 
pledged by the European Commission in the wake of 
summer forest fires. 

Assuming that the Government succeeds in realizing 
the budgeted 7.1% growth of net current revenues and 
that there are no further delays in absorbing EU funds 
into the investment budget, we estimate that it should 
be possible to reduce the general government deficit to 
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2.5% in 2007. However, the long term sustainability of 
public finances requires that additional measures are 
taken to effectively contain the rate of growth of primary 
expenditure. Fiscal adjustment aimed at achieving a 
general government surplus even before 2010 is a 
prerequisite in containing excessive growth of domestic 
demand, the deteriorating international competitiveness 
and the ballooning current account deficit of the 
country. 

Looking forward, the containment of growth in current 
primary expenditure, which should be the main focus of 
fiscal adjustment, faces a myriad of obstacles. First, 
there is the high rate of growth of employment in the 
broader public sector in recent years, which has, rather 
paradoxically, taken place during a period characterised 
by the large scale implementation of an IT infrastructure 
within the public sector. The resultant increase in 
productivity should ordinarily translate into lower 
employment growth, not higher as is the present case. 
Furthermore, during the same period the government 
was theoretically undertaking various reform 
programmes under the banner of “reinventing the 
government”. Increased public sector employment 
cannot be consistent with such reform programmes. 
Second is the public sector wage policy which facilitates 
across the board wage increases, independent of 
productivity developments leading to an even higher 
rate of growth of pensions. Indicatively, employee 
compensation in the general government reached 
11.9% of GDP in 2007, from 10.7% of GDP in 1996. 
The magnitude of this development is most clearly 
understood when contrasted with developments in the 
Eurozone where this ratio has fallen to 10.0% of GDP in 
2007 from 10.9% of GDP in 1996. 

On the other hand the practice of having a growth rate 
for pensions in excess of the growth rate for wages 
leads to an increase in the already high replacement 
ratio of Greek pensions.  

Finally there is the explosive growth of budget 
payments which finance the social security funds’ 
operational deficit, which is currently projected to reach 
€ 9.9 billion (4,03% of GDP) in 2008, from € 3.0 billion 
(1,93% of GDP) in 2000, with the average annual rate 
of growth during the period 2000-2008 reaching 15.9%.  

The previous points clearly indicate that the fiscal 
adjustment in Greece can only be achieved if 
undertaken in conjunction with specific policy 
measures. First, there is the need for far reaching 
reforms aimed at increasing flexibility and establishing 
work incentives and responsibilities in the labour market 
especially as it applies to the public sector. Second, for 
the wage and pensions policies to reflect (a) the need 
to provide incentives for higher productivity in the public 
sector, (b) the medium to long-term unsustainability of 
the current pension system and (c) acknowledging the 
requirements arising from participation in the Eurozone. 
Third, is the essential reform and rationalization of the 

country’s social security system with particular 
emphasis on increasing pension savings.  

Overall, even if the various indirect tax surcharges 
which are still being assessed by the government 
managed to boost net current revenue growth and 
contain the deficit in 2007/8, the required fiscal 
adjustment will not be possible without a fundamental 
reform of the country’s pension system. Wide-ranging 
reforms of the pension and health care systems are 
needed to ensure the long–term sustainability of these 
systems as well as of public finances. 

INFLATION: As expected CPI inflation reached 2.9% in 
September 2007, from 2.5% in August and July 2007. 
Overall, inflation is still expected to average 2.75% in 
2007, down from 3.2% in 2006. Core inflation receded 
to 2.7% in September, from 2.9% in July, but remains 
high as Greece is still experiencing rapid growth in both 
domestic demand and unit labour costs relative to the 
majority of Eurozone countries. Moreover, Greece is 
still in a period of upward adjustment of administered 
prices as pertains to various goods and services, 
required as part of convergence to Eurozone levels.  

2007 Mar Jun Jul Aug Sep Oct Dec
2.74% 2.60% 2.60% 2.53% 2.52% 2.93% 3.10% 3.00%
2008 Mar Jun Jul Aug Sep Oct Dec

2.70% 2.90% 2.70% 2.60% 2.70% 2.60% 2.50% 2.60%

Table 2. Inflation projections 2007-2008

Source: NSSG, Economic Research - Alpha Bank  

However, the main problem remains persistently high 
wage inflation, having reached an average of 6.5% in 
2002-2006, compared with 2.4% in the Euro area. This 
implies an average annual increase of unit labour costs 
of 3.7% in Greece, compared to 1.7% in the Euro area, 
and has led to a pronounced erosion of Greece’s 
international competitiveness (reflected by the 
appreciation of Greece’s real effective exchange rate 
with respect to 34 countries included in the competitive 
basket examined by the European Commission) - see 
graph below. 

Diagram 4. Real Effective Exchange Rate
As determined by ULC's for the total economy.
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For 2008 payments for wages of the central 
government employees are once again set to grow by 
9.5% and this is taking place in a year in which the Euro 
has appreciated substantially against the Dollar, Yen, 
and Renminbi currencies to name but a few. Taking into 
account the fact that central government wages usually 
set the stage for wage growth in the broader public as 
well as private sectors, one can easily conclude that 



 

GREECE AND SOUTHEASTERN EUROPE 
ECONOMIC AND FINANCIAL OUTLOOK — PAGE 5 

2008 will once again see the further erosion of the 
country’s international competitiveness as well as 
worsen the prospects for improved public finances. 

BALANCE OF PAYMENTS: The high growth of domestic 
demand, in combination with the erosion of international 
competitiveness, has in recent years led to a surge in 
both imports of goods and services as well as the 
current account deficit of the country, despite the 
satisfactory growth of exports of goods and services. 
Domestic demand remains supported by (a) the 
continuing high growth of domestic credit expansion, in 
conjunction with the rapid increase of net capital inflows 
(b) the high growth of disposable income supported by 
tax cuts and increased tax and social security 
contributions evasion and (c) the aforementioned high 
growth of current primary expenditure. As a result, the 
deficit of the current account (which includes net capital 
transfers) surged to € 16.76 billion in Jan-Aug 2007, 
from € 12.9 billion in Jan-Aug 2006 and € 6.9 billion in 
Jan-Aug 2005. Based on these trends the deficit is 
expected to reach 11.5% of revised GDP in 2007, from 
9.6% of GDP in 2006, 6.3% in 2005 and 4.5% in 2004. 

Exports of goods and services remained buoyant during 
Jan-Aug 2007, with exports of goods excluding oil 
products and ships growing at 6.0% while tourism, 
shipping revenues and other services revenues grew by 
1.5%, 13.1% and 17.0% respectively.  

In addition, net capital inflows surged to € 16.8 billion, 
as portfolio investment by foreign residents rose to 
€ 24.8 billion (€ 9.2 billion in Jan-Aug 2006), compared 
with portfolio investment by domestic residents abroad 
of € 11.4 billion (€ 5.5 billion in Jan-Aug 2006). Also, net 
capital inflows via the banking system reached € 5.7 
billion in Jan-Aug 2007 (€ 8.4 billion in Jan-Aug 2006). 
On the other hand, outward foreign direct investment 
(FDI) by Greek firms reached € 3.01 billion in Jan-Aug 
2007 (€ 2.8 billion in Jan-Aug 2006) compared with 
inward FDI by foreign firms investing in the domestic 
economy which was lower at € 0.81 billion (€ 3.6 billion 
Jan-Aug 2006). 

2004 2005 2006
Jan-August 

2006
Jan-August 

2007
Trade Balance (TB) -25.44 -25.56 -35.29 -23.14 -26.44
   Exports 12.65 14.20 16.15 10.76 11.18
   Imports -38.09 -41.76 -51.44 -33.90 -37.62
Services Balance 15.47 15.50 15.36 11.05 11.66
   Tourism 10.35 10.84 11.39 8.31 8.44
   Shipping 13.31 13.87 14.32 9.50 10.45
Income Balance -4.38 -5.68 -7.12 -4.85 -6.20

Interest, Dividends, Profits -4.47 -5.74 -7.16 -6.90 -9.00
Transfers' Balance 6.02 5.15 6.45 4.03 4.21
Current Account (CA) -8.33 -12.59 -20.60 -12.91 -16.76
CA (% of GDP) 4.5% 6.3% 9.6% -6.04% -7.31%
Capital Account 8.10 12.61 20.36 12.98 16.81
Source: Bank of Greece

Table 3. Greek Balance of Payments (€ Billions)

 
High net capital inflows contribute to the build up of the 
country’s net international indebtedness, as well as to 
rapid increase in payments of interest, dividends and 
profits paid to foreigners and reached € 9.0 billion in 
Jan-Aug 2007, from € 5.7 billion in Jan-Aug 2005, 
contributing to the growing current account deficit. 
Conversely, net capital inflows help to finance the high 
growth of investment taking place in the Greek 

economy in the last years, in a period in which the 
domestic saving rate is on a falling trend.  

MONEY & FINANCIAL MARKETS: Credit expansion to 
enterprises and households (BoG data) remains robust 
increasing by 20.6% by end-July 2007, from 19.6% 
end-May 2007, 20.6% end-2006 and 21.8% in end-
2005. In particular, mortgage and consumer lending 
growth reached 23.8% and 24.1% end-July 2007, from 
25.0% and 23.4% in end-May 2007 (25.6% and 24.4% 
end- 2006). Loans to domestic households reached 
37.8% of the revised GDP in end-July 2007, from 
32.9% in end-July 2006, compared to 61.6% of GDP in 
the Euro zone. Overall, credit expansion is expected to 
remain around 19.0% for the year. 

Diagram 5. Credit Expansion on a 12-Month Basis
Jan 2002 - Jul 2007
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The Athens Stock Exchange saw € 6.2 billion of net 
inflows from abroad in Jan-Jul 2007, which helped to 
boost volumes and stock prices. At the end of July 2007 
51.73% of the total stock exchange value of listed firms 
(€ 186.9 billion) was in the hands of foreign institutional 
investors, up from 36.4% end-2004 and 40.3% end-
2005. The exchange continues to be supported not only 
by the strong pace of the economy but also the strength 
of listed firms, evident by the surge in their pre-tax 
profits by 35% in 2006, while earnings-per-share 
increased by 31%. 

Diagram 6. Athens Stock Exchange
1 January 1999 - 01 November 2007
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2. ROMANIA 

 The economy continued to slow in Q2 2007 registering 
growth of 5.8%, prompting a downward revision for full year 
growth to 6.2%. Private consumption growth decelerated 
slightly to 10.7%, investment growth accelerated to 19.4%, 
while the negative impact of the external sector to GDP 
growth exceeded -10pps in H1 2007. 
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 The explosive growth of domestic demand has been boosted 
by pro-cyclical fiscal policy and rampant wage and credit 
growth. The lack of progress to date in addressing the 
overheating economy and resultant current account deficit is 
threatening the country’s stability and growth outlook.  

 The rapid growth of the current account deficit is now 
coupled with a decline in FDI and Portfolio inflows. Therefore 
increased Greenfield investment is required to compensate 
for the falling privatisation related investment. 

 Inflation once again reached 6.0% in September 2007 due to 
excise tax increases and rising food prices. Upside risks 
remain due to the impact of the drought and high rate of 
credit expansion and wage increases. A further impact may 
be felt via the depreciating Leu (by 7.4% in the last four 
months) which had, until recently, a beneficial impact on 
inflation due to its appreciation versus both the Euro and 
Dollar.  

 In response to the rapid nominal and real appreciation of the 
Leu in recent years, the central bank undertook a series of 
rate cuts, but with the strength of domestic demand, boosted 
by a further expansion of government expenditure, and the 
recent Leu depreciation, the central bank opted to rates by 
50bps in October. 

 Higher inflation has forced the government to scale down 
debt issuance in recent months, being forced to reject all 
bids received at several Treasury bill and bond auctions as 
the market attempted to push yields higher on the back of 
resurgent inflation and perceived currency risks.  

ECONOMIC OVERVIEW: GDP grew by 5.6% yoy in Q2 
2007, down from growth of 6.0% yoy in Q1 2007 and 
7.8% yoy in Q2 2006. Growth of private consumption 
decelerated slightly to 10.7% in Q2 2007, from 11.3% in 
Q1 2007 and 12.6% in Q2 2006, despite receiving 
continued support from strong wage growth and rapid 
credit expansion. The outlook for private consumption 
remains strong with forecast growth of 11.0% for 2007. 
Investment rose by 19.4% yoy in Q2 2007, up from 
17.2% yoy in Q1 2007 and from 14.4% in Q2 2006. 
Investment growth is now expected to reach the 16.8% 
for FY-2007, compared with 16.1% in the FY 2006. 
Despite moderating FDI inflows, the investment outlook 
remains positive, due to a surge in public sector 
infrastructure investment, which is increasingly co-
financed by EU funds. In the external sector, exports 
grew by a mere 2.4% in Q2 2007, compared with 
12.9% in Q1 2007 and 10.5% in Q2 2006, while imports 
continue on their high growth path, rising by 20.8% in 
Q2 2007, from 23.8% in Q1 2007 and 19.1% in Q2 
2006. Therefore net exports of goods and services will 
continue to impact negatively on GDP growth, and is 
forecast to subtract -7.2pps in 2007, following the 
-6.4pps subtracted in 2006 and -4.5pps in 2005. 
Moreover, the substantial deceleration of export growth 
in combination with the surging import growth - as 
consumers race to improve living standards and 
companies invest to modernize so as to compete in EU 
markets - support the further expansion of the current 
account deficit to 14.5% for 2007, with upside risk to the 

final figure being even higher. Overall, we forecast GDP 
growth of 6.2% for 2007, compared with 7.7% in 2006. 

FISCAL POLICY: In line with the government’s intentions, 
general government expenditure rose to RON 79.7 
billion in Jan-Aug 2007 (20.4% of GDP), with the 
general government balance still registering a small 
surplus. This surplus is mainly the result of the rapid 
growth of general government budget revenues, which 
grew 20.3% in Jan-Sep 2007. The government is 
targeting a general government deficit of 2.8% of GDP 
for 2007 while the European Commission forecast a 
deficit higher than the 3.2% of GDP, compared with 
1.9% of GDP in 2006 and 1.4% of GDP in 2005. It 
should be noted that 40% of total general government 
expenditure in 2006 took place in the last month of the 
year. Therefore, general government expenditure may 
still exceed the 38.0% of GDP in 2007, with general 
government revenues reaching the 34.8% of GDP. In 
fact the current 2008 budget proposal sees general 
government expenditure increasing further to 41.7% of 
GDP, its highest level in 17 years, with the general 
government deficit projected to reach 2.7% of GDP. 
The IMF has urged the Romanian government to 
restrict the 2007 and 2008 deficits to levels below the 
2.0% of GDP, in order to combat domestic inflationary 
pressures and contain the current account deficit. The 
main cause for concern is due to the fact that large 
portions of this increased expenditure are not being 
channelled towards infrastructure investment, but rather 
to excessive wage and pension increases. Indicatively, 
parliament approved a proposal to double state 
pensions in the coming two years. Furthermore, the 
main opposition party is said to be looking to block the 
2008 budget proposal unless pensioners receive a 
larger cash payout.  

GOVERNMENT DEBT MARKET: The government sold 
roughly RON 9 billion of treasury bills and bonds thus 
far in 2007 and aims to achieve its target of RON 12 
billion sales of domestic debt for the year. In Q4 2007 
the Ministry of Finance is planning to issue RON 2.3 
billion worth of treasury bills and RON 1.9 billion worth 
of bonds.  

INFLATION: CPI inflation surged to 6.8% in October, from 
6.0% in September, 5.0% in August, 4.0% in July, 3.8% 
and a low of 3.6% in March. In the first six months of 
2007 inflation benefited from the continued currency 
appreciation, the earlier moderation in energy prices 
and from various base effects such as the “sin tax” 
which was introduced in Q2 2006.  

However, price increases have accelerated in Q3 2007 
driven by (1) rising food prices due to the regional 
drought, with food products accounting for 40.7% of the 
overall CPI index, (2) scheduled administered and 
excise tax price increases and (3) the depreciation of 
the Leu by 7.4% against the Euro in since the 2nd July 
2007. The Government has already decided to delay a 
3.0% increase in natural gas prices paid by households 
to later in Q4. Significant upside risk to the 2007 
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inflation outlook remains due to persistent wage 
pressure (estimates put the increase of compensation 
of employees per head in 2007 at 18-19% yoy, up from 
17.8% in 2006), the high growth of consumer credit and 
expansionary fiscal policy. In line with this view, the 
central bank has again increased its forecast for year 
end inflation to 5.0% from the previous 3.9%. Moreover, 
the Central Bank increased the key policy rate by 50bps 
in October. In addition, the Central Bank clarified that 
monetary policy alone cannot alleviate inflationary 
pressures, rather both fiscal and wage policies need to 
be incorporated to reduce both inflation and the current 
account deficit. 

BALANCE OF PAYMENTS: The current account deficit 
increased by 87.1% yoy in Jan-Aug 2007, with the trade 
deficit widening by 69.0%. Exports of goods rose by 
11.8% versus growth of imports of goods by 27.5%. 
There was also a substantial increase in the deficit of 
the incomes balance by 46.8% surpassing the 
substantial increase of the current transfer’s surplus by 
26.1%. Based on these trends the current account 
deficit of the country is now expected to exceed 14.5% 
of GDP in 2007. Net FDI declined to € 4.0 billion, 
reducing coverage of the current account from 90% in 
2006 to 40% during Jan-Aug 2007. Currently a large 
portion of the deficit is being financed by other liabilities 
and currency deposits. The European commission 
forecasts a decline in net FDI for 2007 and 2008 which 
poses a problem given the rapidly expanding current 
account deficit. Politically related delays regarding the 
privatisation of state-owned enterprises are only making 
matters worse. Romania will need to look at attracting 
large inflows of Greenfield investment or else resort to 
extensive debt-financing. 

Jan-Aug 2007 Jan-Aug 2006 % Change
Current Account -10,228 -5,466 87.1%
Trade Balance -10,864 -6,428 69.0%
Exports (FOB) 18,959 16,963 11.8%
Imports (FOB) -29,823 -23,391 27.5%
Services Balance 150 240 -37.5%
Income Balance -3,004 -2,046 46.8%
Current Transfers Balance 3,490 2,768 26.1%

Balance of Payments Developments in Romania

Source: Reuters  

MONEY & FINANCIAL MARKET: In the past year the 
Romanian Central Bank (NBR) undertook a series of 
rate cuts, reducing its key monetary policy rate by 
125bps to 7.0% as it sought to limit the rapid 
appreciation of the Leu. To offset the stimulatory effect 
of these rate cuts given already strong domestic 
demand, the NBR increased reserve requirements on 
all durations of foreign exchange deposits to 40% and 
on all durations of domestic currency deposits to 20%. 
The reserve increases have done little to curb the 
expansion of non-government credit which has seen 
growth of 37.9%, 45.8% and 54.5% from 2004 to 2006. 
In September 2007, credit growth remained elevated at 
52.9%, with households credit expanding by 69.0%% 
and corporations credit by 41.0%, which coupled with 
the rise in inflation, prompted the NBR to raise its key 
policy rate to 7.5% or by 50bps.  

EXCHANGE RATE & COMPETITIVENESS: The Jul-Sep 
turbulence in international financial markets resulted in 
the depreciation of the Leu by 7.4% vs. the euro. 
Exchange rate developments since 2004 in 
combination with excessive wage increases in Romania 
during the same period have resulted in the rapid 
appreciation of the real effective exchange rate of the 
country (unit labour cost based) and resultant 
substantial loss of international competitiveness. 

2006 2005
Euro 7.4% -8.0% -8.2% -7.0%
Dollar 1.1% -10.9% -17.6% 6.8%

( - ) Appreciation ( + ) Depreciation

vs.

Romanian Lei
01 Jan 07 - 
02 Jul 07

02 Jul 07 - 
05 Nov 07

 

Real Effective Exchange Rate (June 2007)
with respect to unit labour cost in the economy
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EURO ENTRY: The Romanian government has approved 
the country's Euro convergence plan and the Central 
Bank (NBR) has set a target date of 2010-2012 for 
ERM II entry and for Euro zone entry by 2012-2014. 

3. BULGARIA 
 The economy accelerated faster than anticipated up 6.4% in 

H1 2007, with both private consumption and investment 
posting strong gains of 7.8% and 30% respectively. The 
economy is set to continue its strong performance in 2007 
and 2008, with GDP growth of 6.0% and 5.5% respectively, 
notwithstanding the pressing need to combat inflation and 
ballooning current account deficits. 

 Inflation is now taking centre stage amongst Bulgaria’s line 
up of macroeconomic imbalances having reached 13.1% in 
September 2007 and expected to remain above 10% until 
the end of the year. Food and oil prices are prime suspects 
but excessive wage growth, rampant credit expansion and 
loose public sector expenditure may aggravate the problem 
further. 

 The ballooning current account deficit is expected to reach 
21% of GDP in 2007, on the back of sustained domestic 
demand and weaker exports due to the on going 
competitiveness erosion and delays in bringing new export 
related production facilities online. 

 Fiscal policy remains expansionary despite the targeted 
budget surplus. Bulgaria now boasts the lowest corporate 
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tax rate in the region with additional plans to reduce personal 
income taxes in the coming year. 

 Under the above circumstances, Bulgaria’s early entry into 
the ERM-II framework is rather unlikely. It is now more 
probable that entry would take place in 2009, pending further 
convergence.  

ECONOMIC OVERVIEW: GDP expanded by a stronger 
6.6% in Q2 2007 (6.2% in Q1 2007, 5.5% Q1 2006 and 
6.4% Q2 2006), driven mainly by investment, which 
surged by 24.5% yoy in Q2 2007, after growing by 
35.9% yoy in Q1 2007 (17.1% Q1 2006) and now 
constitutes 29.5% of GDP. Private consumption, which 
grew by 6.5% in Q2 2007 (9.1% in Q1 2007), will 
continue to be supported by higher wage growth (only 
partially backed by productivity gains) and continued 
job creation and is forecast to increase by 7.8% in 
2007. Investment is expected to remain robust, due to 
the absorption of EU structural funds, as well as the 
continued expansion of production capacity and the 
upgrading of existing capital stock, leading to projected 
growth of 18.0% for the year. Having subtracted 6.2pps 
from overall growth in 2006, net exports continue to 
pose a challenge to Bulgaria’s economic outlook. 
Export of goods and services grew by about 4.0% in H1 
2007, which in combination with the growth of imports 
by 12.0% net exports will subtract -7.0pps from GDP 
growth in 2007. 

LABOUR MARKET: The private sector has shown strong 
job growth, aided by reduced pension contributions and 
increased participation rates. Growth in employment 
reached 2.5% in 2006. With participation rates 
increasing once more in 2007, employment growth 
reached 5.1% in H1 2007 and is expected to exceed 
2.5% for 2007 as a whole despite the emigration related 
decline in working-age population and negative 
demographic trends. Unemployment declined to 6.8% 
in Q2 2007 from 9.7% in Q1 2006 leading to a further 
tightening of the labour market. As this tightening 
continues, upward pressure on nominal wages is 
expected. According to the Economist Intelligence Unit 
nominal growth in gross wages reached 17.7% yoy in 
Q2 2007 (+10.9% in real terms), while wages in the 
public sector rose by 3.5% (+2.2% in real terms) and by 
29.1% (18% in real terms) in the private sector. Public 
wages are expected to rise sharply in Q3 2007, 
following the government’s decision to approve a 10% 
wage increase in July 2007. This implies an over 5.0% 
increase in unit labour costs in 2007, compared with 
1.2% in the euro area and 2.2% in Greece. Labour 
productivity growth, which was estimated at roughly 
3.5% in 2005 and 3.6% in 2006, is expected to exceed 
4.0% in 2007 and 4.9% in 2008, boosted by increasing 
investment and economic restructuring. However, the 
high increase of employment in 2007 may once again 
contribute to productivity growth below 4.0%. 

FISCAL POLICY: The role of fiscal policy in maintaining 
macroeconomic stability is instrumental given the rapid 
expansion of private sector consumption. Accordingly, 

2006 saw the government record a General 
Government Surplus of 3.25%, up from 2.0% in 2005 
and has announced a 2007 surplus target of over 2.3% 
of GDP. However, in the 12-months to August 2007 the 
surplus reached 5.3% of GDP due to a surge in tax 
revenues. In the draft 2008 budget a surplus of 3.0%-
3.3% has been estimated for 2007 with a surplus of 3% 
for 2008. The concern however remains that the 
proposed surplus will prove insufficient to mitigate the 
impact of the rapid growth of domestic demand on the 
deteriorating current account deficit. Moreover, the 
ruling coalition announced a proposal which would see 
the introduction of a flat personal income tax, which 
would reduce the current graduated rate of 10-24% to a 
flat 10% bringing it inline with the corporate tax rate 
which was reduced at the start of 2007. As a result, the 
minimum wage will be increased by 22% to offset the 
impact on low income workers from the removal of the 
non-taxable bracket under the new tax proposal. 
Following the 10% pension payments increase in July 
2006, an additional 10% increase was approved in 
October 2006 followed by the reduction in social 
security contributions by 3pps to 32.6 percent. The 
government also approved a 10% increase in 
government wages from July 2007. While strong growth 
of government revenues and improved tax collection 
have offset the decline in pension fund contributions, 
concerns have been raised regarding the long-term 
sustainability of current (pro-cyclical) fiscal policy, 
especially given the magnitude of the current external 
imbalance. Based on the strong economic growth 
outlook and the forecast fiscal surplus, General 
Government Debt is expected to decline to 20.9% of 
GDP in 2007 from 22.8% in 2006 and 45.9% in 2003. 

INFLATION: CPI inflation rose to 13.1% in September 
2007 from 12.0% in August, 8.4% in July, 5.6% in June 
and 4.3% in May, with surging food and oil prices 
contributing substantially to this development. The 
government’s attempt to import maize and other grains 
did not prevent the domestic shortage from causing a 
spike in food prices. Given the trading range of oil 
around $89-95 a barrel, further expected increases in 
food prices and persistent wage demands being driven 
by expansionary fiscal policy, there remains further 
upside risk to October’s 2007 inflation, with year end 
inflation now expected to exceed 10%. The high rate 
CPI inflation may possibly help to constrain domestic 
demand, leading to lower GDP growth in H2 2007 as 
and 2008.  

BALANCE OF PAYMENTS: The magnitude of the external 
imbalance continues to pose a challenge for both the 
monetary and fiscal authorities. After reaching a high of 
15.9% of GDP in 2006, the current account deficit is 
now forecast to exceed 20.0% of GDP in 2007. During 
Jan-Aug 2007, the deficit increased by 69.3% yoy to 12% 
of GDP (7.5% of GDP Jan-Aug 2006). The deficit on the 
trade account increased by 39.2% yoy, as export growth 
slowed to 8.3% (30.6% Jan-Aug 2006) while import growth 
slowed to 17.3% (28.3% Jan-Aug 2006). The weak export 
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performance is partly due to the closure of a key nuclear 
plant responsible for a substantial share of Bulgaria’s 
electricity exports as well as developments in the copper 
sector where completion of investment projects which were 
planned for 2007 have been delayed by a year. It has also 
become evident that the large investment programmes 
implemented in recent years have not yet lead to more 
dynamic export growth. This may by due to the high 
growth of domestic demand, which has been boosted by 
the rapid growth in surplus on the financial account, which 
reached the € 5.41 billion (20.2% of GDP) in Jan-Aug 
2007, from € 3.18 billion (12.7% of GDP) in Jan-Aug 2006. 

Jan-Aug 2007 Jan-Aug 2006 % Change
Current Account -3,204 -1,892 69.4%
Trade Balance -4,472 -3,213 39.2%
Exports (FOB) 8,529 7,873 8.3%
Imports (FOB) -13,001 -11,087 17.3%

Balance of Payments Developments in Bulgaria

Source: Bulgarian National Bank  

In particular, Net Foreign Direct Investment (FDI) 
reached € 3.4 billion; up 21.7% yoy in Jan-Aug 2007, with 
coverage of the current account reaching 106% (147.6% 
Jan-Aug 2006). Other international investment liabilities 
also increased to € 2.33 billion (8.7% of GDP) in Jan-Aug 
2007, from € 1.95 billion (7.8% of GDP) in Jan-Aug 2006.  

GROSS FOREIGN DEBT: A further increase by 30.5% yoy 
to € 24.1 billion (roughly 90% of GDP) was recorded by 
end of August 2007, driven by the surge in private 
borrowing which has raised private sector debt to 
€ 20.0 billion by end-Aug 2007, up by € 6.18 billion yoy. 
In fact, Bulgaria paid € 3.4 billion to service debt in the 
first 8-months of 2007, up from € 2.6 billion in the same 
period of 2002. Moreover, following the solid 
performance of the Bulgarian markets during the 
Jul-Sep international financial crisis, Bulgaria’s credit 
default swap (CDS) spreads have recently widened 
with the 5-year CDS spread reaching 31 bps in the 
week of 19th October 2007 from 28 bps in previous 
weeks, with substantially increased volumes. This may 
be an indication that international investors are now 
taking note of the widening current account deficit, the 
surge of CPI inflation, the rapid credit expansion and 
the concern voiced by IMF regarding these 
developments.  

MONEY & FINANCIAL MARKETS: Non-government credit 
expansion (in Leva) increased by 56.1% end-
September 2007 from 45.4% and 39.4% in May and 
April. Credit expansion to households rose by 48.3% 
and to corporates by 61.0%. In response the Bulgaria’s 
central bank (BNB) increased minimum reserve 
requirements to 12% from 7% effective from 1st 
September 2007. This should slow credit growth to 50% 
by year end, with credit penetration reaching 65% of 
GDP.  

With the Lev’s pegged to the Euro, Bulgaria’s high 
inflation rate and the broad appreciation of the Euro, its 
real effective exchange rate will continue to appreciate 
in 2007 and 2008, eroding competitiveness (See 
diagram on page 7). 

2006 2005
Euro - - - -
Dollar -5.6% -3.2% -10.6% 15.3%

( - ) Appreciation ( + ) Depreciation

Bulgarian Lev

vs. 02 Jul 07 - 
05 Nov 07

01 Jan 07 - 
02 Jul 07

 
While announcements were made regarding the 
possible entry into ERM-II this year, such a scenario 
seems highly improbable now, taking into account 
adverse developments in Bulgaria’s balance of 
payments and inflation, as well as the recent turbulence 
in the international financial markets. The ECB has 
made it clear that further progress needs to be made 
concerning euro-convergence before such entry would 
be possible. The government is targeting entry into the 
Eurozone around 2012, which would imply that ERM II 
entry could be delayed until the end of 2009. 

4. Cyprus 

 Q1 GDP was revised up to 4.0% yoy while Q2 growth 
remained strong at 3.7% and inline with forecasts for full 
year growth of 3.8%. Positive contributions were once again 
recorded by private consumption and investment, while the 
impact of the external sector worsened due to a slow down 
in export of goods and services and a surge in imports. 

 Determined fiscal policy has facilitated declines in both the 
budget deficit and government debt ratios. However, the 
aging population and the resultant impact on the country’s 
fiscal outlook are posing some difficult questions for the 
government. Furthermore, forthcoming general elections 
may result in increased election related government 
spending. 

 Inflation has accelerated in recent months due to largely 
technical factors such as VAT harmonisation, energy price 
related developments and higher food prices. Nonetheless, 
inflation remains contained and is expected to remain below 
the requirements set by the Maastricht Criteria. 

 Having participated in the ERM II framework since 2005, 
Cyprus has received the green-light to adopt the Euro in 
2008. 

Economic Overview: GDP expanded by 3.7% in Q2 
2007, from an upwardly revised 4.0% in Q1 2007 (4,2% 
Q2 2006), with final consumption growing by 4.6% 
(4.5% Q1 2007, 5.1% Q2 2006), investment by 11.4% 
(15,1% Q1 2007, 8,4% Q2 2006), exports by 3.3% 
(-0,4% Q1 2007, 3.8% Q2 2006) and imports by 7.6% 
(5.2% Q1 2007, 6.8% Q2 2006). Robust credit growth 
has been driving retail sales (up 7.8% in volume terms 
in Jan-Aug 2007), car purchases and construction 
(building permits were up 18.1% in value terms in Jan-
Jul) with overall domestic demand helping to offset the 
relative slowdown in the tourism sector, with tourist 
arrivals 1.1% higher in Jan-Sep 2007. Investment will 
continue to be a key driver of economic growth in 2007 
due to a combination of strong foreign demand for both 
housing and larger infrastructure projects which will 
continue to drive construction growth, while investment 
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in machinery and equipment will remain solid. Business 
sentiment continues to remain positive due to pending 
euro adoption. Exports recovered in Q2 following the 
large decline in Q1 which has been revised upwards to 
-0.4% (from - 3.9%). Exports are expected to recover in 
the following quarters, with forecast growth of 4.0% for 
2007 as a whole. The high growth of domestic demand 
has also boosted imports of goods and services, which 
have been growing at rates far in excess of exports. 
The export sector continues to feel the impact of a slow 
down in tourism, as arrivals from Cyprus’ major tourist 
market, namely Great Britain and Germany, registered 
a decline of 5.8% and 8.0% respectively in the first nine 
months. This was offset somewhat by the substantial 
increase of arrivals from Russia (29.5%) and Greece 
(13.9%). Tourism revenues for Jan-Jul 2007 were up 
4.0% yoy. The outlook for 2007 is for full year GDP 
growth of 3.8%. 

Fiscal Policy: The government’s stringent fiscal policy 
has seen the general government deficit declining to 
1.5% in 2006 from 2.3% in 2005. Fiscal consolidation 
was supported by increased revenues, predominantly 
via one-off measures such as the tax amnesty 
(generating tax revenue equal to ¾ percent of GDP in 
2004 and almost 1 percent of GDP in 2005). Meanwhile 
fiscal expenditure has remained tight, with moderate 
public sector wage increases and ceilings on the growth 
of public consumption and investment expenditures, 
which imply a deficit of 1.0% of GDP for 2007 (down 
from previous estimate of 1.6%) with a public sector 
debt/GDP ratio of 61.5%. It is worth noting that direct 
tax revenues were up 49% yoy in Jan-Aug 2007, due to 
a 172% surge in revenues (CYP 176.4 million) arising 
from the capital gains tax. Corporate tax revenues grew 
by 46.0% to CYP 205.8 million. 

According to the revised budget bill submitted to 
Parliament in early October 2007, the general 
government deficit and general government debt/GDP 
ratio are set to decline in 2008. However, pressure to 
increase spending will likely emerge with elections 
scheduled for February 2008, resulting in a deficit of 
1.0% in 2008 (versus the 0.5% in the budget). 

LABOUR MARKET: Eurostat forecasts employment 
growth of 1.5% per year in 2007 and 2008, with 
unemployment remaining at roughly 4.75%. Wage 
pressure should remain fairly contained, alleviated by 
higher participation rates and increased inflows of 
foreign workers.  

INFLATION: There has been a pickup in CPI inflation in 
October 2007 to 3.0%, from 2.3% in July and the low of 
1.45% in February. The benefit arising from the 
substantial energy price base effects present H1 2007 
which helped to lower inflation were not present in Q3 
which also saw energy prices reach new highs. Looking 
forward, a combination of factors ranging from the 
acceleration in credit expansion, planned increases in 
VAT rates and negative base effects should push 

inflation higher, remaining around 2.8% by end-2007 
with a modest acceleration in 2008. 

BALANCE OF PAYMENTS: The current account deficit 
increased to € 331.9 million in H1 2007, from € 148.5 
million in H1 2006, as the trade deficit grew by 11.6% to 
€ 1.26 billion. Exports of goods declined by -2.9%, while 
imports of goods rose 8.2%. Tourism revenue 
registered a 1.3% increase in H1 2007, while the 
services surplus reached € 874.3 million and was -1.4% 
yoy lower than in H1 2006. A decline in 
competitiveness, via the appreciation of the real 
exchange rate has contributed to the weakness in 
exports of goods and services and the sharp increase 
in current account deficit. Full year forecasts see the 
current account deficit exceeding the 7.0% of GDP. 
Inward foreign direct investment (FDI) generated by 
foreign residents in Cyprus reached € 307.9 million, up 
from € 143.5 million in H1 2006. Outward FDI from 
Cypriot residents investing abroad reached € 157.5 
million, from € 92.5 million in H1 2006. 

MONEY & FINANCIAL MARKETS: Fuelled by declining 
interest rates and strong capital inflows, private sector 
credit growth continues to accelerate, higher by 30.1% 
in September 2007, from 26.6% in June 2007 (12.5% 
June 2006). In response to the stronger credit 
expansion and a pickup in inflationary pressure, the 
Central Bank raised rates by 25 bps in 2006 following 3 
equivalent rate hikes in 2005 bringing its key lending 
rate to 4.5%. Despite the strong inflow of foreign 
currency, the Cypriot Pound has depreciated against 
the euro, moving towards its central parity rate with the 
euro. This represents intervention on the part of the 
Central Bank as it prepares for euro adoption. Cyprus 
has been cleared for euro adoption from the start of 
2008 with the conversion rate set at € 1 = CYP £ 
0.585274. 

2006 2005
Euro 0.3% 0.6% 0.5% -0.9%
Dollar -5.6% -2.6% -9.9% 13.7%

( - ) Appreciation ( + ) Depreciation

01 Jan 07 - 
02 Jul 07

Cypriot Pound

vs. 02 Jul 07 - 
05 Nov 07

 
5. SERBIA 
 Political risk continues to define the economic landscape as 

seen by the recent downgrade to Serbia’s economic outlook 
by Standard & Poor’s.  

 The economy recorded solid growth in H1 2007, benefiting 
from the delayed impact of the large wage increases and 
substantial FDI inflows in 2006, spurring H1 2007 
consumption and investment. 

 Privatisation delays in 2007 (due mainly to political 
developments) reduced FDI inflows while the current 
account deficit increased even further. The easing of fiscal 
policy by the government will only serve to fuel domestic 
demand even further, adding to the current account 
imbalances. 
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 Unemployment remains high, elevated in the short-run by 
the privatisation of inefficient state and public enterprises. 
The government needs to ensure rapid structural reforms 
and privatisation, as well as a head-on attack on corruption. 

 Despite the continuing appreciation of the Dinar and the 
slowdown of credit expansion via significant reserve 
requirements, inflation accelerated again to 8.5%. This was 
due on the surge of food and oil prices as well as rampant 
wage growth and loose fiscal policy fuelling domestic 
demand. 

POLITICAL OVERVIEW: In mid-June 2007 the EU decided 
to restart talks with a view to achieving a Stabilization 
and Association Agreement (SAA) with Serbia, citing 
Serbia’s improved co-operation with the International 
Criminal Tribunal for former Yugoslavia (ICTY) in The 
Hague. This followed the formation of a new 
government coalition in May 2007, which still suffers 
from sharp internal divisions and is being held together 
largely by the need to tackle the Kosovo issue and by 
fears that a new election could result in further gains for 
the nationalist Serbian Radical Party (SRS). 
Concerning the Kosovo issue, following 13 months of 
infertile talks mediated by UN’s Security Council, a new 
body has been appointed to head the negotiations. The 
Contact Group, a committee comprised of 
representatives from Russia, the US and the EU, is now 
acting as the new mediator. This troika has to report 
back to the UN on 10th December 2007. Serbia rejects 
Kosovo independence, while ethnic Albanians say they 
will settle for nothing less. Serbia is offering broad 
autonomy to Kosovo within Serbia, but Albanians who 
constitute roughly 90% of the population of Kosovo 
demand full independence. However, focus has 
recently shifted from the Kosovo issue to macro-
developments and more specifically to EU-Serbia ties. 
In the middle of October 2007 the EU delayed a 
decision regarding the first agreement on closer ties 
with Serbia after the chief war crimes prosecutor 
announced that Belgrade had yet to cooperate 
sufficiently with ICTY. Signing a SAA with the EU would 
be the first step towards eventual membership in the 
EU. 

A key condition for EU membership is that Serbia 
becomes a member of the World Trade Organization 
(WTO). The WTO has indicated that Serbia could 
become a member by the end of 2008, pending the 
completion of a list of required regulatory changes. 
These changes encompass hygiene standards at 
border crossings where products exit the country, the 
strengthening of food safety regulations, the lifting of 
non-customs protection practices and the reduction of 
customs protection from the current average of 6.5%. 
The government has announced that WTO membership 
is “one of the main priorities of Serbia’s foreign trade 
and economic policies”. 

In July 2007 Standard & Poor’s, the rating agency, 
revised Serbia’s outlook downwards to “stable” from 
“positive”, while keeping the country’s long term debt 

rating at “BB-“. Fitch kept their rating at “BB-“, with a 
stable outlook. Despite the formation of a new 
government, political risk remains a material constraint 
on the country’s development. According to an S&P 
statement, “a material diminution of political risk, 
coupled with renewed focus on fiscal consolidation and 
broader structural reforms in the context of eventual EU 
accession, will be central to enhancing sovereign 
creditworthiness”. 

ECONOMIC DEVELOPMENTS: Real GDP increased by 8% 
yoy in H1 2007 (8.7% in Q1 and 7.7% in Q2) and is 
expected to register growth of 7.0% for FY-2007, 
compared to the 5.9% GDP growth forecast used in 
2007 budget. The buoyant H1 performance reflected 
strong growth in domestic demand, itself driven by 
increased bank lending and pre-election wage 
increases. On a sector basis, services remain the 
fastest-growing sector, with retail trade, financial 
services and transport and communications making 
strong contributions. Nonetheless, growth has been 
broad-based, with manufacturing and construction also 
expanding rapidly. However, problems are being 
experienced in the farming sector, as the unseasonably 
hot summer reduced crop yields, with soybean and 
maize the most heavily affected. Growth remains 
fuelled by FDI inflows, exports and the high growth of 
domestic demand. Exports rose by over 30% in Jan-Jul 
2007, while total investment reached $ 2.0 billion. 
However growth has also resulted in persistent double-
digit current account deficits as well high 
unemployment, both reflecting the profound 
weaknesses of state and socially owned enterprises. 
The strength of domestic demand has driven the surge 
in imports (37.2% in Jan-Sep 2007), leading to a further 
increase in the trade deficit (39,9% in Jan-Sep 2007), 
pushing the current account deficit to a forecast 15.0% 
of GDP in 2007 from 13.3% in 2006. GDP growth is 
currently forecast at around 6.0% in 2007. 

FISCAL POLICY: The budget balance weakened 
substantially from a surplus of 0.8% of GDP in 2005 to 
a deficit of 1.5% in 2006. The Serbian parliament 
approved the 2007 budget in June 2007, with a planned 
deficit of 0.5% of GDP. The IMF however has forecast 
that the budget deficit may be as high as 2.7% of GDP 
in 2007 due to government’s lack of resolve in (a) 
cutting subsidies to state owned enterprises (b) 
reducing public-sector wages and (c) controlling 
pension and health care related expenditure. A budget 
deficit in 2007 will almost certainly lead to an increase 
in the external debt which is now forecast at 23% of 
GDP in 2007 versus 20% in 2006. However, according 
to data provided by the Ministry of Finance, a budget 
surplus of RSD 12 billion (€ 150 million) has been 
recorded in the first nine months of 2007. This surplus 
excludes privatisation receipts such as the income from 
the sale of a mobile telephony license which brings the 
nine month surplus to an estimated at RSD 37 billion 
(about 1.5% of GDP). On the 25th October 2007 the 
government approved a memorandum for the country’s 
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budget for 2008-2010, which envisages a cut in public 
spending by 1.2pps of GDP in 2008 and by 0.8pps of 
GDP in the period 2009-2010. This fiscal adjustment is 
less ambitious than the one announced previously 
envisaging a 1.7pps of GDP cut in general government 
spending in 2008 and a further 0.5pps cut in 2009. 

INFLATION: As in Bulgaria and Romania inflation in 
Serbia has, due to the summer drought, increased 
sharply in recent months to 8.5% in October 2007, from 
7.4% in September and 4.4% in May 2007. In early 
August 2007, a three-month ban was imposed on 
exports of wide range of cereals in an unsuccessful bid 
to curb food prices and avoid the risk of surging 
inflation. The ban on wheat and corn was extended for 
a further 120 days on the 25th October 2007. Authorities 
now expect year-end 2007 inflation around 8.5-9.0%, 
compared with the original target of 6.5%. Inflation in 
2008 is expected remain above 6.0%.  

BALANCE OF PAYMENTS: The current account deficit is 
forecast to rise to 14.7% of GDP in 2007 (2006: 
11.7%). It is estimated that the contribution to FDI 
inflows from privatizations has declined from $ 5.4 
billion in 2006 to $ 3.5 billion in 2007. Based on 
government forecasts, 2008 should see a recovery in 
FDI to $ 4.5 billion. 
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MONEY & FINANCIAL MARKETS: Following large 
increases in reserve requirements, growth in non-
government credit slowed to 17.5% end-2006 vs. 
51.3% end-2005 and 44.3% end-2004. This year, credit 
expansion accelerated once again, reaching 27.9% in 
August 2007, from 22.0% in May and 15.1% in January. 
Credit expansion to households remains high at 51.5% 
in August 2007, from 49.3% in May, while credit to 
corporates increased by 16.8% in August 2007, from 
2.1% in January. In response, the central bank 
announced a series of policy measures, effective from 
the 27th August 2007, which are aimed at curbing credit 
growth. These measures include a 2yr ceiling which will 
be imposed on the maturity of the cash credits 
extended to households (the measures will not be 
applied retroactively). In addition, banks will be obliged 
to reconcile their gross household lending so as not to 
exceed 150% of the value of their share capital 
(currently at 200%). Furthermore, the central bank 
made clear that additional steps would be taken, if 

current measures prove ineffective in curbing credit 
growth. 

2006 2005
Euro -3.0% -0.1% -7.0% 8.6%
Dollar -8.7% -3.3% -16.6% 24.3%

( - ) Appreciation ( + ) Depreciation

Serbian Dinar

vs. 02 Jul 07 - 
05 Nov 07

01 Jan 07 - 
02 Jul 07

 

The central bank reduced its key policy interest rate by 
25 bps to 9.5% at the October monetary policy meeting. 
The move took place despite the surge in October 
inflation to 8.5%. The Monetary authorities pointed out 
that the cut was made possible due to the strong dinar 
and the fact that core inflation would remain well within 
the 4%-8% range despite a modest acceleration to 
4.5% by the end of the year (4% in October from 3.3% 
in September). 

6. Albania 

 The economic growth outlook is contingent on continued 
privatisation especially within the energy sector. Energy 
shortages severely constrained economic growth in 2005 
and 2006 and now once again in 2007. 

 Inflation has been heavily influenced by the combination of 
the domestic energy crisis and global rise in oil prices. The 
inflation outlook for 2007 has deteriorated despite (1) 
resumption of electricity imports which should dampen 
electricity prices and (2) base effects due to oil price 
increases in 2006. As such, year end inflation is now 
expected to near 5.0% exceeding the central bank’s target 
and initial forecast. 

 (We would like to point out the continued lack of official national 
accounts data for Albania for 2006 and 2007. Preliminary national 
accounts data has been released for 2005 while data for 1996-
2004 has recently been revised.) 

ECONOMIC OUTLOOK: Albania’s economy, driven by 
strong domestic demand, recorded average growth of 
6.3% during 1999-2005. Based on IMF estimates, real 
GDP growth slowed to 5.0% in 2006, from 5.5% in 2005 
and 5.9% in 2004. This was due in part to the slowdown 
in the construction sector and to delays in implementing 
public investment programmes, due to both the 
establishment of new procedures and the rigorous 
permits and procurement policies created by the new 
government. The IMF foresees GDP growth of 6.0% in 
2007 and 2008, having factored in the negative impact 
from the renewed energy crisis. The 2007 energy crisis 
has seen electricity generation registering a near 50% 
yoy decline in H1 2007. As a result, energy imports 
soared, as the government attempted to offset the 
energy shortfall. On a net basis, power supply 
(domestic and imported) still declined by 16.3% yoy in 
H1 causing widespread power outages of up to 6hrs in 
city centres and 20hrs in outlying rural areas. This 
situation has the GDP growth projection for 2007 to be 
lowered to 5.0%. 
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FISCAL POLICY: The general government budget 
posted a surplus of ALL 10.3 billion (€ 84 million) in the 
first nine months of the year compared to the deficit of 
ALL -8.9 billion in Jan-Sep 2006. This was due to the 
increase in total general government revenue by 11.9% 
yoy in Jan-Sep 2007, with VAT, excise taxes and 
personal income revenues surging by 20.9%, 25.6% 
and 69.6% respectively. Conversely, custom duties and 
taxes on profits were down by -29.9% and -8.7% 
respectively, while social insurance contributions 
increased by only 0.1%. Total general government 
expenditure grew by 12.5% in Jan-Sep 2007. Tax 
revenues are expected to reach 24% of GDP in 2007, 
up from 22.8% of GDP in 2006. The primary budget is 
expected to reach 1.76% of GDP in 2007, while public 
debt is expected to fall to 53.8% of GDP.  

The improved fiscal balance is due to prudent 
expenditure policy in addition to improved tax collection 
system and the substantial expansion of the tax base 
thereby facilitating impressive growth of the various 
categories of tax revenues. The government has 
embarked on a programme aimed at reducing the 
corporate and personal income tax rates while raising 
indirect taxes such as excise taxes on alcohol and 
tobacco. A flat personal income tax rate of 10%, which 
replaced the previous 5-bracket personal income tax 
system, came into effect from the 1st August 2007. Low 
incomes of up to ALL 10,000 will be exempt from the 
tax. Incomes of ALL 10.000-30,000 will be charged 
10% of the amount exceeding ALL 10,000, while 
incomes higher that ALL 30,000 will be taxed 10% of 
the total amount. A flat corporate income tax rate of 
10% will also come into effect from the 1st of January 
2008.  

It should be noted that a supplementary budget 
amounting to ALL 27.7 billion (€ 227 million) was 
introduced in the middle 2007. From this total, ALL 13.5 
billion arose from the improved fiscal performance in 
the first half of the year, while the remaining ALL 14.2 
billion will be generated via the privatisation of the 
landline operator Albtelecom. The additional revenue 
will be used to finance key road infrastructure projects, 
public debt reduction as well being used to subsidise 
the state power utility KESH. The IMF which completed 
its third economic review in July 2007, has given its 
support for the governments overall fiscal programme 
including the supplementary budget. 

Regarding the country’s transportation infrastructure 
which is in need of substantial investment, the World 
Bank has undertaken the financing of the Feeder 
Roads Project which aims to rehabilitate the secondary 
road network of the country. The IMF will start its 4th 
programme review on the 31st October 2007 with the 
results expected to be discussed by its executive board 
in January 2008. 

INFLATION: A combination of the domestic energy crisis 
and higher international oil prices pushed CPI inflation 
higher, rising to 4.4% in September 2007, from 4.2% in 

August and 2.1% in July. The electricity shortages have 
caused costs to soar as businesses have had to resort to 
far costlier, private, petrol or diesel run generators. Matters 
on this front were only aggravated further by the prolonged 
drought, which had a severe impact on agricultural prices. 
The major inflation drivers in September 2007 were the 
price of bread and cereals which increased 20.8%, 
fruits by 14.2%, tobacco by 4.5%, and water supply up 
12.1%. Fuel and power prices remained stable on a yoy 
basis in September 2007, following substantial price 
increases in the middle of 2006. The central bank has 
been targeting CPI inflation of between 2-4% by year-
end 2007, with an end year forecast of 3.0%. The most 
possible outcome now is an end-year inflation rate of 
5.0%.  

BALANCE OF PAYMENTS: The current account deficit 
reached 5.9% of GDP in 2006 (2005: 6.5%, 2004: 
3.9%). In H1 2007 the current account deficit increased 
by 28.5% reaching € 365 million. The trade balance 
increased 22.6% as export growth improved to 26.2% 
(17.1% H1 2006) while imports grew 23.6% (20.9% H1 
2006). The deficit of the Services account has fallen to 
€ 21.7 million, as service exports grew by 11.0% 
(+26.2% in H1 2006), while services imports grew by 
6.4% (+23.0% in H1 2006). The surplus of the income 
account has increased by 18.8% of GDP to € 106.5 
million and the surplus of the current transfers account 
was up by 12.4% to € 511.3 million, with remittances 
from expatriates reaching € 493.2 million (up 10.7% 
from H1 2006). Overall, the deficit on goods and 
services account reached 23.4% of GDP in 2006 and 
was financed primarily by private transfers equal to 
14.3% of GDP and official transfers equal to 1.3% of 
GDP. In H1 2007 net FDI increased by 12.2% to € 
137.2 million covering 37.5% of the deficit on the 
current account. Net Other Investment inflow reached € 
127.5 million covering the rest of the CA deficit. 

The IMF has projected a worsening of the country’s 
external position as the current account gap is seen 
widening to 7.4% of GDP in 2007 and 6.5% in 2008. 
This reflects the large increase in electricity imports, 
higher international oil prices, and the capital goods 
needed for investment projects. Exports in the first nine 
months rose 27.6%. The European Union members 
accounted for 82.4% of all Albanian exports through 
September, while imports from the 27-member bloc 
made up 59.8% of the imports total. The country’s main 
trading partners in the nine-month period were Italy and 
Greece. A total of 26.6% of all imports originated in Italy 
and 14.8% came from Greece. Italy attracted 67.1% of 
Albania’s exports in the year’s nine months, while 
Greece accounted for 8.7%. 

MONEY & FINANCIAL MARKETS: Private sector credit 
expansion remains strong, having increased by 54.7% 
in August 2007, from 55.6% in May 2007 and 50.4% 
end-December 2006. Credit to households expanded 
by 68.6%, up from 67.7% in 2006. The high rates of 
credit expansion have been driven by the growth in 
foreign currency deposits, the result of the divergence 
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in spreads between domestic and foreign deposits 
which saw foreign currency deposits increasing by 35% 
in 2005 vs. 7.3% in domestic currency deposits. Credit 
growth in the corporate sector increased by 47.8% in 
September 2007, from 49.6% in May 2007, but is 
expected to stabilise as companies reach their desired 
leverage levels. However, despite this surge in credit 
expansion, on a regional basis Albania still has one of 
the lowest credit penetration levels equal to 20.8% of 
GDP at end-2006, from 14.9% of GDP at end-2005. 
Credit penetration is expected to reach 29 by end-2007, 
37% by end-2008 and 54% by end-2010. 

2006 2005
Euro -0.4% -1.2% 0.4% -1.4%
Dollar -6.3% -4.3% -9.9% 13.0%

( - ) Appreciation ( + ) Depreciation

Albanian Lek

vs. 02 Jul 07 - 
05 Nov 07

01 Jan 07 - 
02 Jul 07

 

7. FRMR YUGOSLAV REPUBLIC OF MACEDONIA 
 GDP growth surprised to the upside in Q1 2007. Economic 

growth remains driven by private consumption and 
investment, with the prior benefiting from improved 
confidence in the economy and the rise in disposable 
income. Slower GDP growth is expected in the coming 
quarters, bringing full year growth to above 4.5% for 2007. 

 The government is aiming at a slight expansion of fiscal 
policy in 2007 as it looks to promote economic expansion. 
Further declines in general government debt are expected 
following the rapid decline in 2006 due to the early 
repayment of its Paris Club debt. 

ECONOMIC OUTLOOK: Preliminary data for Q1 indicate 
that GDP expanded by an unexpected 7.0% yoy 
following a series of rapid increases in industrial 
production. Moreover, strong growth was recorded in 
investment, particularly in machinery and equipment, 
rising by over 10% in the quarter. However, the slow 
down in industrial production in Q2 augur a slow down 
in Q2 GDP. However, the coming quarters might see a 
boost to GDP from improved construction activity and 
investment in capital equipment. This is dependent on 
planned projects in both the real estate and energy 
sectors being realised. Government forecasts see GDP 
expanding by 6-7% in 2007, while the more likely 
consensus estimates see growth of around 4.5-5.0%.  

As with other countries in the region, domestic demand 
will be the primary driver of the economy. Specifically, 
investment, which increased by 9% in 2006 is expected 
to increase by 12% in 2007, brining the investment-to-
GDP ratio inline with other economies in the region. 
Private consumption is the other key factor, benefiting 
from improved consumer confidence as employment 
growth continues while low inflation will help boost real 
incomes. However, the combination on strong domestic 
demand and limited domestic supply potential will 
sustain the negative contribution from net exports, 
leading to deterioration in the trade balance. For the 

foreseeable future, this will be financed by increased 
workers remittances and FDI. 

LABOUR MARKET: As economic activity increases, this 
will help sustain employment growth forecast at 3.3% 
and 3.6% in 2007 and 2008 respectively. However, as 
the labour supply increases in tandem the growth in job 
opportunities, unemployment is expected to decrease 
only marginally to around 35% in 2008 from 36% in 
2007. Eurostat estimates that wage growth will remain 
inline with productivity growth.  

INFLATION: CPI inflation has averaged only 0.9% yoy 
during Jan-Jul 2007 from an average of 3.2% in 2006 
due largely to a substantial base effect which saw a 
23.9% increase in alcohol and tobacco prices in Jan-
Jun 2006. For the rest of 2007 the inflation outcome will 
continue to benefit from base effects relating to both the 
surge in energy prices and excise taxes in 2006. 
Additional support will come via the absence of any 
excessive demand and the relatively stable exchange 
rate vis-à-vis the euro. Inflationary pressure will arise 
from the acceleration in economic growth in the 
following two years, the increase in electricity prices to 
international levels as well as adjustment of excise tax 
duties to EU levels. 

FISCAL POLICY: Fiscal discipline has underpinned the 
country's continued strong economic performance. The 
expected budget deficit increase this year will finance 
reductions in both taxes and import tariffs, and more 
importantly, will allow an increase in public investment. 
The government balance as a percent of GDP 
increased to -0.6% in 2006 from the 0.2% surplus 
recorded in 2005. The aforementioned plans are likely 
to lead to a further increase in the government deficit to 
-1.2% this year. The risk to the planned investment and 
reform expenditure increase via a concomitant increase 
in wage demands, which can be ill-afforded and if not 
contained, could further impede relative 
competitiveness. To this end the government has 
agreed to a wage ceiling by keeping the government 
wage bill from rising faster than total tax revenues. On 
the revenue side, active steps have been taken to 
improve tax administration through improvements in 
procedures relating to registrations, collections, and the 
equal treatment for taxpayers. In a related move, steps 
are being taken to consolidate and rationalise the 
collection of social insurance contributions and personal 
income taxes. Following the increase in General 
Government Debt to 46.9% of GDP in 2005, early 
repayment of Paris Club Debt in 2006 permitted a 
reduction in the debt to 39.5% in 2006 with a further 
decline to 23.9% expected in 2007.  

BALANCE OF PAYMENTS: External balances continue to 
improve, with the current account deficit declining to 
0.7% of GDP in 2006 from 1.4% in 2005. The large 
inflow of workers remittances and cash exchanges 
reduced the deficit in 2006 by almost a full percentage 
point. The current account balance recorded a jump in 
Q1 2007, recording a cumulative surplus of € 39.7 
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million vs. a deficit of € 36.7 million during the same 
period of 2005. For the quarter, the trade deficit 
increased by 11.6% to € 196 million while goods 
exports rose by 42.8% and goods imports rose 22.5%. 
The ratio of exports to imports increased to 71.1% from 
62% in 2005. The deficit on the services account 
increased by 69.4% while the surplus on the incomes 
balance increased by 172% to € 13.8 million. The 
surplus on the current transfers account increased by 
20.6% to € 223.5 million of which 97% was private 
transfers. Meanwhile, net FDI slowed to € 16.9 million 
from € 239.4 in Q1 2006. 

MONEY & FINANCIAL MARKETS: Private sector credit 
growth accelerated in 2006, increasing by 23% in 2006 
and is forecast to increase by 20% in 2007. In 2007, the 
rate of credit expansion has accelerated once more, 
increasing by 44% in September, with credit to 
households increasing by 54.1% and credit to 
corporates increasing by 31.1%. 

2006 2005
Euro -0.1% 0.7% 0.1% -3.1%
Dollar -6.0% -2.5% -10.2% 11.4%

( - ) Appreciation ( + ) Depreciation

FYROM Denar
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8. Turkey 

 Growth has continued to slow on the back of the pronounced 
contraction in private consumption, despite the boost 
received from exports, with H1 GDP growth of 5.3%. The 
second half growth outlook will receive a boost from recent 
interest cuts which have already totalled 125bps – with 
further cuts still expected. 

 As expected, election pressures led to a loosening of the 
government’s purse strings, reducing the primary surplus for 
2007. Concern arises from the permanent nature of some of 
the expenditure related increases due to their possible 
impact on the fiscal outlook in later years. 

 Inflation is now set to end the year roughly 3-4pps above the 
central bank’s end year target. However, it does appear to 
be on the decline, despite the volatility of food and energy 
prices. Whether the inflation target will be met in 2008 
remains in doubt, given the decline in interest rates which 
will resurrect domestic demand, and the recent oil prices 
spikes. 

 The decline in domestic demand has impacted positively on 
the trade account leading to a decline in the current account 
deficit. The deficit continues to be financed by large FDI and 
portfolio inflows which have surged in the first quarter. 

ECONOMIC OVERVIEW: Following the surge in first 
quarter growth which was driven largely by external 
demand, the continued contraction of private 
consumption and a moderation in export growth has 
seen H1 2007 GDP growth slowing to 5.3% (7.5% H1 
2006). Private consumption registered negative growth 
of -0.34% in Q2 bringing H1 growth to 0.82% (9.85% 

H1 2006). Despite a pick-up in Q2 Investment growth to 
10.0% from 3.0% in Q1, it remained far below previous 
levels with H1 2007 growth of 6.9% versus 21.4% H1 
2006 growth. With interest rates having declined 
125bps this year and further cuts expected in the 
coming months, both private consumption and 
investment should see some improvement, with growth 
of 1.5% and 8.0% respectively for the year. Despite a 
minor slow down in the second quarter, export growth 
remains strong, up 13.6% in H1 2007 (8.1% H1 2006), 
while import growth remained subdued at 6.5H1 (12.0% 
H1 2006). These developments are having a positive 
knock-on effect for the current account deficit, which is 
seen declining to 7.5% of GDP from 7.7% in 2006. Full 
year GDP growth is forecast at 5.2%. 

FISCAL POLICY: Government purse-strings were 
loosened in the run up to the July general government 
election, reversing the previous trend of tight fiscal 
policy. While certain expenditure items were simply 
brought forward, numerous others will have a longer 
lasting negative effect. For example, value-added tax 
on food was decreased while temporary workers in the 
public sector were made permanent, are but some of 
the measures implemented. Furthermore, weaker 
domestic demand has lead to a sharp decline in tax 
revenue, up 8.7% during Jan-Aug 2007 versus a full 
year target of 15%. Meanwhile, non-interest 
expenditure rose 22.2% during the period versus a 
projected 15%. Therefore, despite the moderate 
constraint displayed following the elections, on the 
whole, fiscal performance has deteriorated significantly 
in 2007, reducing the projected Primary Surplus to 
4.3% of GDP, well below the IMF-agreed 6.5%. Based 
on current budget projections, the 2008 surplus is 
forecast at 4.5% of GDP.  

Inflation Developments (YoY % Change)
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INFLATION: In an environment characterised by higher 
oil prices and a regional drought which has prompted 
food price spikes, inflation remains volatile but still on a 
downward trend. After rising to 10.9% in March, CPI 
Inflation fell to a 37 year low of 6.9% in July. The most 
recent September reading puts inflation at 7.14%, and 
is expected to reach 6.94% by year end, remaining well 
above the official target range of 4.0%. The rise in food 
prices (with food accounting for roughly 27% of the 
entire index) has prevented more substantial declines in 
the headline figure. Food prices rose 12.1% in 
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September and contributed over 3pps to the headline 
figure. The effect of the recent surge in the oil price is 
being compensated for by the stronger currency.  

BALANCE OF PAYMENTS: Benefiting from stronger 
foreign demand, weaker domestic demand and a rally 
in the Lira, Turkey’s current account deficit - in euro 
terms - declined by -5.6% in Jan-Aug 2007 standing in 
strong contrast to the 54.6% rise during the same 
period of 2006. Export growth remained solid at 16% for 
the 8 month period, while import growth slowed 
dramatically to 9.7% for the same period versus 22.8% 
for Jan-Aug 2006. This resulted in a significant recovery 
in the trade deficit which declined -28% for the period 
versus the 32% increase in Jan-Aug 2006. Following 
record € 9.9 billion inflow during Jan-Aug 2006, net FDI 
slowed by -8.3% during the same period of 2007. This 
decline has been offset by the rapid recovery of net 
Portfolio inflows which, after declining by 65% in the 
first 8 months of 2006, have risen by 60% by end-
August 2007. All told, we are looking for a decline in the 
current account deficit to 7.5% of GDP by the end of the 
year.  

MONEY & FINANCIAL MARKETS: After accelerating to a 
year high of 58.3% in May of 2006, credit growth 
responded rapidly to the cumulative 425bps interest 
rate increase, declining thereafter to 24.5% in July of 
this year. With rates having been reduced by 125bps 
this year alone and more to come, credit growth should 
respond, accelerating in the final months of the year to 
a forecast 31% yoy in December. The Turkish lira 
interbank borrowing rates continued to decline, 
especially after the general election, having converged 
in October and November, signalling that risk 
perceptions are wanning and in conjunction with central 
bank rate cuts, markets appear to be returning to 
normal.  

Money Market Developments
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Foreign capital inflows attracted by higher domestic 
interest rates and a weaker US dollar have driven the 
recovery in the Turkish Lira. Versus the dollar, the Lira 
has appreciated by almost 17% this year, reaching a 
6yr high of TRY1.17/$1. Versus the Euro, which has not 
seen the same weakness as the dollar, the Lira has 
appreciated by 9.0% reaching a high of TRY1.67/€1. 
The implication here is that any shift in risk perception 
regarding emerging market equities, could translate not 

only into a rapid sell-off, but also a rapid depreciation of 
the Lira as was experienced in Q2/3 2006. 

2006 2005
Euro -2.6% -5.5% 17.1% -13.1%
Dollar -8.4% -8.5% 5.0% 0.3%

( - ) Appreciation ( + ) Depreciation

Turkish Lira

vs. 02 Jul 07 - 
05 Nov 07

01 Jan 07 - 
02 Jul 07

 

Turkey’s main equity index is up over 46% since the start 
of the year and close to 20% from the 2006 high. The 
outflow of funds from Turkey reached $4.9 billion from 
mid-July to end-August, which was the height of the 
recent credit crisis and is close to the level observed 
during the May 2006 turbulence. However, the stronger 
risk appetite from domestic residents and the 
corresponding decline in their F/X holdings following the 
result of the general elections limited the adverse 
effects on the markets this time. Thus far, foreign 
investors appear to be waiting on the sidelines for some 
clear indication of where markets are heading before 
they are prepared to assume increased risk, which is 
confirmed by the limited portfolio inflow of $0.4 billion by 
end October. Typical government bond yields declined 
in the first half of 2007, although this was interrupted on 
a number of occasions by international financial market 
turmoil at the end of February and the beginning of 
March, by the crisis over the presidential election in late 
April and early May. Fund inflows to the bond market 
appear to have dried up in September following a 
decline in the Treasury’s borrowing requirement, lower 
redemptions and the general uncertainty which persists 
in the markets. There were also limited inflows of $0.2 
billion into the stock market and F/X deposits. 

Equity Market Developments - 2007
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9. Economic Data – Greece 

Real GDP Growth 4.8 4.7 3.7 4.3 4.1
Gross Fixed Total Investments 13.7 5.7 -1.4 12.7 8.9

 - Construction 10.9 3.6 -4.4 21.6 8.0
 - Equipment 18.3 8.0 0.5 3.5 10.0

Manufacturing production -0.4 1.2 -0.8 1.4 1.8
Unemployment  (percent) 10.4 11.0 10.4 9.3 8.3
Employment 1.3 2.9 1.3 2.4 1.8
Consumer Price Index (year average) 3.5 2.9 3.5 3.2 2.9
Producer Price Index   (year average) 2.3 3.5 5.9 6.9 2.0
Unit Labor Cost 1.2 4.0 4.1 3.1 3.7
Credit Expansion (Private Sector) 19.5 19.5 21.8 20.6 18.0
Deficit (as  % of GDP) -6.2 -7.9 -5.6 -2.7 -2.5
Current Account  (as % of GDP) -10.0 -9.5 -9.2 -10.7 -10.2
Source: National Accounts, 2007 Official and Alpha Bank Research

Period
II III IV I II (cumulative)

Economic Activity (period average)
Retail Sales Volume 6.6 8.1 8.0 4.3 3.1 3,1 (08/07)
Construction Activity 13.1 4.6 -19.5 2.2 -5.2 -5,8 (07/07)
Industrial Production (Manufacturing) 1.0 0.7 0.8 3.3 1.7 -0,2 (08/07)

Credit Expansion (end of period)
Private Sector 22.1 22.3 20.6 19.9 20.9 20,6 (07/07)
Consumer Credit+Other 25.9 24.4 23.9 22.0 23.1 24,1 (07/07)
Housing 32.3 29.9 25.8 25.5 24.5 23,8 (07/07)
Business 15.9 17.6 16.6 15.9 18.2 17,7 (07/07)
Tourism 2.9 6.5 3.7 3.3 4.0 4,3 (07/07)

Prices (end of period)
Consumer Price Index 3.2 3.4 2.9 2.7 2.6 2,9 (09/07)
Core Inflation 2.5 2.7 3.0 3.2 2.9 2,7 (09/07)
Producer Price Index 8.6 6.8 3.0 0.7 1.9 1,7 (08/07)
Dwelling Price Index (17 urban areas) 14.2 12.0 10,5 7.4 4.2 5,7 (06/07)

Interest Rates (period average)
Savings 0.96 0.99 1.06 1,10 1,14 1,16 (07/07)
Short-term Business Loans 7.12 7.24 7.32 7,37 7,51 7,56 (07/07)
Consumer Loans (up to 1 year) 10,3 10,5 10,7 10,2 10,1 10,3 (07/07)
Housing Loans  (over 5 years) 4,69 4,71 4,68 4,69 4,61 4,53 (07/07)
12 month Treasury Bill 3.06 3.42 3.72 3.93 4.75 4,26 (07/07)
10 year Bond Yield 4.28 4.19 4.03 4,26 4,57 4,80 (07/07)

National Accounts 
Real GDP 4.2 4.5 4.4 4.6 4.1 4,4 (06/07)
Final Consumption 3.9 3.3 2.8 2.8 3.0 2,9 (06/07)
Investment 17.1 10.7 13.6 15.8 4.8 10,4 (06/07)
Exports 2.9 7.8 8.3 9.8 8.6 9,2 (06/07)
Imports 13,1 8,7 11,8 15,1 4,6 9,8 (06/07)

Balance of Payments (in € mn - Cumulative)
Exports of Goods 8,036.0 12,176.1 16,154.3 3,796.9 8,239.7 11.181,6(08/07)
Imports of Goods 25,763.8 38,247.2 51,440.6 13,266.2 27,271.0 37.617,2 (08/07)
Trade Balance -17,727.8 -26,071.1 -35,286.3 -9,469.4 -19,031.4 -26.435,6 (08/07)
Invisibles Balance 4,893.0 12,099.6 14,687.2 2,375.3 4,659.6 9.672,9 (08/07)
Invisibles Balance / Trade Account (%) 28.0 41.6 41.6 30.0 24.5 36,6 (08/07)
Current Account -12,834.9 -13,971.5 -20,599.0 -7,094.1 -14,371.7 -16.762,7 (08/07)
Direct Investments 1,009.8 888.2 953.8 -2,051.8 -2,192.0 -2.211,2 (08/07)
Portfolio Investments 2,113.9 5,646.8 8,115.4 11,051.9 13,210.8 13.324,8 (08/07)

Athens Stock Exchange (end of period)
Composite Index 3,693,8 3,931.1 4,394.1 4,643.1 4,843.8 5.334,5 (10/07)
% change 20,7 16,2 19,9 12,6 35,2 29,21 (10/07)
Market Capitalization ASE (% of GDP) 70,9 73,6 80,9 85,3 92,1 97,9 (10/07)

Selected Economic Indicators
(% change or as otherwise noted) 

Quarterly Data

2005 2006

2006 2007

2007*Yearly Data 2003 2004
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Romania 2003 2004 2005 2006 2007 (f) 2008 (f) Cyprus 2003 2004 2005 2006 2007 (f) 2008 (f)
Real Economy Real Economy
Real GDP 5.2 8.5 4.1 7.7 6.2 5.8 Real GDP 1.8 4.2 3.9 3.8 3.8 3.9

Private Consumption 8.4 14.6 9.6 13.8 11.0 9.9 Private Consumption 2.0 6.3 4.7 4.0 3.5 3.5
Public Consumption 7.7 -4.9 9.0 2.5 4.8 5.1 Public Consumption 6.0 -5.5 3.4 2.4 3.5 3.9
Gross Fixed Capital Formation 8.6 11.1 12.6 16.1 16.8 13.7 Gross Fixed Capital Formation 1.2 10.0 2.7 5.2 4.8 4.8
Exports (Goods & Services) 8.4 13.9 8.1 10.6 6.5 8.1 Exports (Goods & Services) -0.7 5.1 4.7 2.1 4.0 4.0

Imports (Goods & Services) 16.0 22.1 16.6 23.0 21.6 17.1 Imports (Goods & Services) -1.0 9.6 3.1 2.2 3.6 3.9
Consumer Prices 15.3 11.9 9.1 6.6 5.7 4.5 Consumer Prices 4.0 1.9 2.0 2.2 2.0 2.1
Unemployment 7.0 8.1 7.2 7.4 7.2 7.1 Unemployment 4.1 4.6 5.2 4.7 4.8 4.8
General Government  (%GDP) General Government  (%GDP)

Revenue 32.1 31.1 32.4 30.1 38.4 31.0 Revenue 38.8 38.8 41.2 42.4 42.6 42.6
Expenditure 33.6 32.6 33.7 38.8 41.7 40.4 Expenditure 45.1 42.9 43.6 43.9 44.0 43.9
Overall Balance -1.5 -1.5 -1.4 -1.9 -2.8 -3.2 Overall Balance -6.3 -4.1 -2.3 -1.5 -1.4 -1.0
Gross Debt 21.5 18.8 15.9 12.4 12.8 13.1 Gross Debt 69.1 70.3 69.2 65.3 61.5 54.8
Monetary Balance of Payments (% GDP)

Credit to Non-Government - 37.9 45.8 54.5 51.0 48.0 Current Account Balance -2.2 -5.0 -5.6 -5.9 -5.6 -5.4
Short-Term Interest Rate 17.7 19.1 8.4 7.4 - - Trade Balance -23.9 -25.6 -25.0 -27.0 -26.8 -26.6
Long-term Interest Rate - - - 7.3 - - Source: IMF, Central Bank, Eurostat, Alpha Bank Economic Research
Balance of Payments (% GDP)

Current Account Balance -4.8 -5.0 -8.7 -10.3 -13.8 -13.2 Serbia 2002 2003 2004 2005 2006 (e) 2007 (f)
Trade Balance -7.6 -8.7 -9.8 -12.1 -14.9 -14.8 Real Economy
Source: IMF, Central Bank, Eurostat, Alpha Bank Economic Research Real GDP 4.5 2.3 9.3 6.3 5.5 6.0

Consumer Prices 21.2 11.3 9.5 17.7 12.0 6.0

Bulgaria 2003 2004 2005 2006 2007 (f) 2008 (f) Unemployment 13.3 14.6 18.5 - - -
Real Economy General Government  (%GDP)

Real GDP 5.0 6.6 6.2 6.1 6.3 5.5 Revenue 42.8 42.7 44.5 44.4 44.6 -
Private Consumption 5.5 5.9 6.1 7.5 7.8 8.0 Expenditure 47.3 46.0 44.8 43.5 42.2 -
Public Consumption 7.7 3.8 2.8 2.4 2.0 4.0 Overall Balance -4.5 -3.3 -0.3 0.8 -1.5 -2.7
Gross Fixed Capital Formation 13.9 13.5 23.3 17.6 17.0 14.0 Gross Debt 85.4 79.2 60.2 52.1 48.0 40.0
Exports (Goods & Services) 10.7 12.7 8.5 9.0 11.0 9.6 Monetary
Imports (Goods & Services) 16.4 14.5 13.1 15.1 12.7 11.6 Credit to non-government 49.6 25.1 46.6 52.0 17.0 27.0

Consumer Prices 2.3 6.1 6.0 7.4 11.0 7.5 Repo rate 9.7 10.6 16.3 15.9 - -
Unemployment 13.7 12.0 10.1 9.0 8.2 7.4 Balance of Payments (% GDP)

General Government  (%GDP) Current Account Balance -12.9 -12.3 -14.8 -10.2 -11.5 -14.7
Revenue 40.0 41.4 41.4 39.9 39.3 39.6 Exports 15.5 14.8 16.6 19.3 22.6 -
Expenditure 40.9 39.3 39.5 36.6 37.3 37.6 Imports 40.7 38.4 46.8 43.8 47.7 -
Overall Balance -0.9 2.2 1.9 3.3 2.0 3.0 Trade Balance -25.2 -23.6 -30.2 -24.5 -25.0 -24.1
Gross Debt 45.9 37.9 29.2 22.8 20.9 19.0 FDI 3.6 6.8 4.2 7.7 6.5 -
Monetary Source: IMF, Central Bank, Eurostat, Alpha Bank Economic Research
Credit to Non-Government 48.3 48.7 32.3 24.6 - -

Short-Term Interest Rate 3.7 3.7 3.6 3.1 - - FYROM 2003 2004 2005 2006 2007 (f) 2008 (f)
Long-term Interest Rate 6.4 5.3 3.8 4.4 - - Real Economy
Balance of Payments (% GDP) Real GDP 2.8 4.1 3.8 3.1 4.3 5.3
Current Account Balance -5.5 -6.6 -12.0 -15.9 -20.3 -19.0 Private Consumption - - - 4.0 4.5 4.6
Trade Balance -13.7 -14.9 -20.2 -21.5 -22.1 -22.7 Public Consumption - - - 3.0 3.0 3.0
Source: IMF, Central Bank, Eurostat, Alpha Bank Economic Research Gross Fixed Capital Formation - - - 9.0 12.0 15.0

Exports (Goods & Services) - - - 15.2 14.5 15.9

Turkey 2003 2004 2005 2006 2007 (f) 2008 (f) Imports (Goods & Services) - - - 14.5 13.5 14.3
Real Economy Consumer Prices 1.1 -0.4 0.5 3.2 1.6 2.5
Real GDP 5.8 8.9 7.4 6.1 5.2 5.7 Unemployment 36.7 37.2 37.3 36.6 35.8 34.7

Private Consumption 7.2 10.6 9.1 5.2 1.5 5.0 General Government  (%GDP)

Public Consumption -2.4 0.5 2.4 9.6 9.0 3.5 Overall Balance -1.1 0.0 0.2 -0.6 -1.2 -1.5
Gross Fixed Capital Formation 10.0 32.4 24.0 14.0 7..7 10.9 Gross Debt 42..9 40.0 46.9 39.5 32.9 31.8
Exports (Goods & Services) 16.0 12.5 8.5 8.5 12.0 6.4 Balance of Payments (% GDP)

Imports (Goods & Services) 27.1 24.7 11.5 7.1 8.2 5.5 Current Account Balance -3.2 -7.7 -1.4 -0.7 -2.8 -5.9
Consumer Prices 25.3 10.1 8.1 9.3 8.2 5.8 Trade Balance -18.4 -20.7 -16.2 -17.6 -19.3 -20.5
Unemployment 10.5 10.3 10.2 9.9 9.9 9.6 Source: IMF, Central Bank, Eurostat, Alpha Bank Economic Research
Monetary

Credit to Non-Government - 54.5 53.9 40.1 31.2 31.4 Albania 2002 2003 2004 2005 2006 (e) 2007 (f)
General Government  (%GDP) Real Economy
Overall Balance -11.3 -5.8 -0.3 -0.6 -2.9 -2.7 Real GDP 2.9 5.7 5.9 5.5 5.0 6.0
Gross Debt 85.1 76.9 69.6 60.7 56.6 54.3 Consumer Prices 5.2 2.4 2.9 2.5 2.5 3.0
Balance of Payments (% GDP) General Government  (%GDP)

Current Account Balance -3.4 -5.2 -6.3 -7.7 -7.5 -7.0 Revenue 24.7 24.5 24.1 24.6 24.6 24.7
Trade Balance -8.1 -10.3 -10.9 -9.9 -9.0 -8.1 Expenditure 31.4 29.0 29.2 28.3 28.7 28.2
Source: IMF, Central Bank, Eurostat, Alpha Bank Economic Research Overall Balance -6.6 -4.5 -5.1 -3.8 -4.1 -3.5

Gross Debt 65.0 61.8 56.5 54.9 55.0 54.5
Monetary
Credit to non-government 41.0 31.1 36.9 69.1 43.2 35.3
Balance of Payments (% GDP)

Current Account Balance -10.0 -8.1 -5.5 -7.0 -8.1 -7.3
Exports 20.5 20.8 21.5 21.9 22.7 23.6
Imports 46.3 45.9 43.2 45.1 46.2 46.2
Trade Balance -25.9 -25.1 -21.7 -23.2 -23.5 -22.5
FDI 3.0 3.2 4.6 2.9 3.2 3.1
Source: IMF, Central Bank, Eurostat, Alpha Bank Economic Research  
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