
 
 
 

Executive Summary 
 

1. GREECE 
  GDP growth is now projected to decelerate slightly to 3.6% in 2008 

primarily due to the international financial crisis. Despite relatively 
weak growth of housing investment, total investment is set to continue 
growing fast on the back of strong infrastructure spending.  

 Renewed emphasis on structural reforms include reforming the 
pension system as well as the privatisation of the management of the 
telecom operator and the biggest ports. 

2. ROMANIA 
 Economic activity remained strong, registering GDP growth of 6.0% in 

2007 slowing from 7.9% in 2006. The explosive growth of domestic 
demand has been boosted by pro-cyclical fiscal policy and rapid wage 
and credit growth. However, forecast declines in private consumption 
growth and lower investment growth will ensure a more muted impact 
from net exports on GDP growth.   

 No immediate reversal of the current account deficit is expected, 
although forecasts do see a stabilisation to around -15.0% of GDP. 
Despite the international financial crisis constraining many economies, 
forecasts for FDI inflows remain solid at € 7.8 billion in 2008. 

 Both headline and core HICP inflation surged to 8.7% and 5.9% 
respectively in April 2008. Upside risk remains due not only to the 
continued rise in international food and energy prices but also the 
sustained high rate of credit expansion and rapid wage growth driving 
domestic demand. In addition, the depreciation of the Romanian Leu 
since July 2007 has also contributed to the higher inflation in recent 
months. 

 The Central Bank has embarked on a series of interest rate increases 
which have seen the key policy rate rising to 9.75% (up by 275 bps 
since June 2007) as it tries to contain domestic demand and rising 
inflation. Fiscal policy will also be needed if any meaningful impact is 
sought. 

3. BULGARIA 
 GDP growth remains strong (6.2% in 2007) and is expected to remain 

around 6.0% in the coming years. Private consumption growth slowed 
to 5.3% in 2007, with a further deceleration in 2008/9 expected to 
alleviate pressure on the current account.  

 Supply-side shocks in the form of rising food and oil prices have 
played havoc with the authorities’ attempts at continued disinflation. 
HICP inflation is forecast to decline to 4.9% by year-end, aided by 
positive base effects, and increased agricultural production.  

 The current account deficit ballooned to -22.0% of GDP in 2007, 
aggravated by weaker export growth due to the on-going erosion of 
competitiveness and delays in bringing new export related production 
facilities online. 

 Fiscal policy remains expansionary despite the targeted budget 
surplus. Fiscal policy needs to tighten further in light of increasing 
current account imbalances. 

4. CYPRUS 
 Economic activity accelerated in 2007, with GDP growth of 4.4%. 

Positive contributions were once again recorded by private 
consumption and investment. The European Commission forecasts a 
moderation in GDP growth to 3.7% in 2008.   

 Determined fiscal policy has facilitated a substantial shift in the 
general government balance from a deficit of -1.2% of GDP in 2006 to 
a surplus of 3.3% in 2007, primarily due to unsustainably high tax 
revenues related to robust business sector profitability. On a longer 
term basis, the issue of an aging population and the resultant impact 
on the country’s fiscal outlook remains rather challenging. 

 In 2007 HICP inflation remained at the same levels as in 2006, at 
2.2%, even as technical factors such as VAT harmonisation, energy 

prices and higher food prices created inflationary risks. These same 
developments are expected to raise inflation to 3.8% in 2008 before 
declining in 2009. 

5. SERBIA 
 Economic activity accelerated in 2007 with GDP growth of 7.5%. 

Growth was driven predominantly by private consumption, with 
investment remaining low. 

 A consequence of the unbalanced growth in 2007 the current account 
deficit widened to -16.5% of GDP from -12.5% in 2005. 

 Political inaction prompted a series of privatisation delays in 2007 
leading to a 50% reduction in FDI inflows. 

6. ALBANIA 
 Economic activity proved more robust than anticipated, with estimated 

GDP growth of 6.0% in 2007. The growth outlook remains contingent 
on developments in the energy sector, but early indications (strong 
seasonal rainfall) bode well, both for the energy sector and the overall 
economy.  

 Inflation has been heavily influenced by the combination of the 
domestic energy crisis and global rise in energy prices. With inflation 
accelerating in the early months of 2008, the upside risks to inflation 
remain dependent on the evolution of food and energy prices  

7. FORMER YUGOSLAV REPUBLIC OF MACEDONIA 
 The economy surprised to the upside in 2007 with GDP growth of 

5.1%. While domestic demand remained solid, the primary boost 
came from the external sector. Even so, increase imports and lower 
net current transfers lead to a widening of the current account deficit.  

 Inflation has accelerated to double digits in recent months due almost 
entirely to a rise in food prices of over 20.0%. While remaining 
elevated, inflation is expected to decline to 6.0% by year-end. 

8. UKRAINE 
 Supported by high wage growth and loose fiscal policy, growth 

accelerated in 2007, driven primarily by domestic demand, 
augmenting the current account deficit to -4.2% of GDP.  

 Despite excessive domestic demand, the parliament approved a 2008 
budget which will see a significant increase in fiscal spending, at a 
time when fiscal policy would rather be tightened. 

 Inflation has accelerated to over 30.0% in recent months. While 
inflation is expected to ease to 17.1% by year-end, average inflation 
for 2008 will rise to 21.9%. Continued energy and food price increases 
and lax fiscal policy mean the risks to inflation remain to the upside in 
2008. 

9. TURKEY 
 Tight monetary policy and higher inflation constrained economic 

activity in 2007, with GDP growth of 4.5%. A recovery in both private 
consumption and investment are expected for 2008, even so, growth 
will remain constrained by restrictive monetary policy. 

 Headline HICP inflation remains elevated at 9.7% while the central 
bank’s target is at 4.0% (±1.0). In response, the Central Bank has 
begun to tighten monetary policy once again, after cutting the key 
policy rate 200bps. 

 Since the start of 2008, the Lira had depreciated loosing almost 24% 
of its value vis-à-vis the Euro and around 13.5% vis-à-vis the US 
dollar. However, since March 2008, the Lira has strengthened 
appreciably.  

 The decline in domestic demand continues to have a positive impact 
on the trade account leading to a decline in the current account deficit. 
In turn financed by large FDI and portfolio inflows. 
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1. GREECE 
ECONOMIC DEVELOPMENTS: The Greek economy grew 
by 4.0% in 2007, slightly below the 4.2% growth 
recorded in 2006. The main growth drivers remain 
investment and exports. Investment grew by 4.4% 
(14.8% in 2006) due mainly to the buoyant growth of 
private business investment by 10.3% (13.3% in 2006), 
which was boosted by the favourable business 
environment and high profitability of businesses in 2007. 
On the other hand, residential investment registered 
negative -6.8% growth in 2007, following extraordinary 
growth of 21.5% in 2006. Moreover, growth of general 
government investment decelerated to 1.7% in 2007 
from 7.7% in 2006 and -16.0% in post-Olympics 2005. In 
fact, private business investment has been growing at an 
average yearly rate of 11.0% during 2000-2007, implying 
a substantial increase in productive capacity, as well as 
modernization of Greek businesses. This has contributed 
to the rapid growth of exports of goods and services by 
5.9% in real terms in 2007 following average annual 
growth of 6.7% in the period 2003-2006. Private 
consumption growth eased to a more sustainable 3.2% 
in 2007 (4.2% in 2006) and is expected to remain at this 
rate in the coming quarters. Growth in government 
consumption accelerated to 7.4% in 2007 (0.3% in 
2006), mainly due to the implementation of relief 
measures for households, businesses and local 
government affected by the summer 2007 fires. 
Moreover, the September 2007 general elections added 
additional expenses to the general government. On the 
downside, imports increased at an even faster pace than 
exports, with growth of 7.0% in 2007, following already 
significant growth of 8.7% in 2006. This trend has offset 
the beneficial impact from the strong growth of exports, 
leading instead to a higher deficit on goods and services 
balance, which subtracted -1.3pps from 2007 GDP 
growth compared with the -1.8pps subtracted in 2006.  

Therefore, growth remains exclusively domestic demand 
driven, but, more importantly, it is more specifically, 
domestic investment driven. During the period 2000-
2007, total investment increased by an average annual 
rate of 7.9% in real terms. A relatively small portion of 
this investment was co-financed by the Community 
Support Framework III (CSF III), with the remainder 
being financed through domestic savings and 
increasingly through the capital account in the balance of 
payments. During the same period, total domestic 

consumption remained buoyant, growing at an average 
annual rate of 4.0%, supported by the high rate of growth 
of domestic consumer credit. This growth in consumption 
was however lower than the 4.3% average annual 
growth of real GDP. Nevertheless, gross national savings 
as percent of GDP declined to 10% in 2007 and 2008, 
reflecting a substantial deficit in the current account of 
the balance of payments, which is financing the gap 
between domestic investment and domestic savings. 

In Q1 2008, GDP grew by a better than expected 3.6%, 
compared to 3.6% in Q4 2007 and 4.4% in Q1 2007. The 
weakening of domestic demand in Q1 2008, as a result 
of the deceleration in global demand, was offset by the 
positive performance of net exports. More specifically, 
consumption growth almost halved in Q1 2008, as final 
consumption grew by only 2.5%, down from the growth 
of 4.6% in Q4 2007, while investment declined by -1.0%, 
compared to -4.7% in Q4 2007. Moreover, exports 
increased slightly by 0.9% in Q1 2008, compared to 
rigorous growth of 7.1% in Q4 2007, while imports 
decreased by 4.6% in Q1 2008, down from an increase 
of 0.7% in Q4 2007, which led to the positive contribution 
of net exports to GDP growth.     

Concerning the prospects for the development of the 
economy in the following three years, in the April 2008 
update to the Hellenic Stability and Growth Program 2008-
2010 (HSGP) the government projects a slight 
deceleration in the recent economic expansion to a still 
strong 3.6% annual growth rate in 2008 and 2009 and 
3.8% in 2010. This constitutes a downward revision on 
previous projections of 4.0% annual GDP growth during 
2008-2010. The revision follows the economic impact of 
the unexpected deepening of the international financial 
crisis in the last ten months and the surge in international 
food and energy and prices. More specifically: elevated 
interbank rates, increased lending costs, as well as 
tighter lending requirements on credit granted to the 
private sector will most likely lead growth of domestic 
consumption and residential investment in 2008. 
Therefore, private consumption growth is now assumed 
to fall to 3.0% in 2008, with public consumption growth 
falling back to 0.2% in 2008 from 7.4% in 2007. 
Residential investment is also set to register negative 
growth of about -2.0% in 2008 before turning positive in 
2009-2010.  

However, total investment is still expected to remain the 
primary growth driver during 2008-2010. Absorption of 
EU funds by government and private sector business is 
expected to accelerate in the final two years of the CSF 
III implementation period, as well as in the initial 
implementation period of CSF VI (2007-2013). More than 
€ 12 billion should be absorbed from the EU during the 3-
years from 2008 to 2010. In addition, in 2007 and early 
2008, a number of important infrastructure projects 
(budgeted at more than € 4.0 billion) were awarded to 
consortia of construction companies (domestic and 
foreign) via public-private partnership arrangements 
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(PPP’s). On the other hand, the business investment 
outlook remains positive, supported by the healthy 
increase in profits, and solid performance of the Greek 
stock exchange which has enabled listed firms to 
improve their capital base. In fact, net portfolio capital 
inflows from foreign institutional investors flowing into the 
Athens Stock Exchange reached € 8.1 billion in 2007, 
following on from the sizeable inflow of € 6.0 billion in 
2006 and € 5.2 billion in 2005. Therefore, private 
investment excluding investment in housing is projected 
to grow by 9.6% in real terms in 2008, following the 
13.3% surge in 2007, with robust annual growth in 
excess of 9.0% forecast for 2009 and 2010. In particular, 
investment in construction, excluding housing, is set to 
grow by 9.4% in real terms in 2008, following growth of 
11.4% in 2007 and 21.7% in 2006. This category of 
investment has surged from € 10.6 billion in 2005 to € 
15.8 billion in 2008. Investment in equipment is projected 
to grow by 8.1% in real terms in 2008, following growth of 
7.7% in 2007, and then at more than 8.0% in 2009 and 
2010. In fact, business investment is projected to remain 
buoyant, buttressed by increased grants received under 
the new investment incentives law. 

In the external sector, robust export growth is set to 
continue in 2008 and the years that follow. This mainly 
due to the increasingly international profile of domestic 
businesses, which have been investing heavily in new 
technology and are increasing both their size and overall 
production capacity of internationally traded products. 
This goes in tandem with their rapid expansion via 
exports and FDI to neighbouring Southeastern Europe, 
as well as other rapidly growing emerging market 
countries. In fact, the share of Greek exports to emerging 
market countries has increased from around 30% in 
1995 to close to 50% in 2006 (IMF: Staff Report 2007, 
April 15, 2008).  Moreover, the composition of Greek 
exports is gradually shifting away from low-tech and 
labour intensive exports (with their share dropping to 
40% in 2006 from 60% in 1995), towards medium to 
high-tech exports (which now constitute about 1/3 of 
Greek exports) and towards resource-intensive exports 
(an additional 1/3 of Greek exports). The above structural 
adjustment of exports of goods underlies the 
considerable dynamism witnessed in recent years, with a 
further adjustment expected in the following years. 
Finally, the rapid development of public infrastructure 
both within Greece and in the majority of the 
neighbouring Balkan countries has provided a powerful 
boost to Greek exports. With respect to exports of 
services, demand conditions for tourism and other 
products prevailing in several of Greece’s main export 
markets (which includes Russia, China, Germany, 
France, many of the Scandinavian countries, 
Southeastern Europe and other emerging markets) 
remains favourable, while demand for the international 
shipping (with Greek ship-owners the key beneficiaries) 
appears to be even stronger in 2008, following rapid 
growth in the previous years. In fact, during Jan-Feb 

2008, current account receipts from tourism, international 
transportation and other services surged by 14.6%, 
45.1% and 14.8% respectively, despite the Euro 
strengthening.  

On the other hand, the modest deceleration of domestic 
demand in Greece in the following years, assuming a 
reduction in the surplus of the capital account of 
Greece’s balance of payments, may exert a dampening 
effect on the imports of goods and services, which has 
surged in recent years to rather high levels. One 
example of this is the rapid increase of payments for oil 
imports. The negative effect on GDP growth from the 
substantial increase in the deficit of the oil balance was -
0.2pps in 2007, from -1.0pps in 2006. For 2008 this 
effect may be positive assuming a smaller oil deficit. The 
oil deficit, as measured in Euros, could be contained if 
domestic demand for energy products would become 
responsive to the higher cost of imported energy, 
contrary to actual developments in the last four years. 
Another example is payments for the import of 
passenger cars which reached € 5.3 billion (or 2.3% of 
GDP) in 2007, compared with € 4.5 billion (or 2.0% of 
GDP) in 2006. In this market, growth is expected to 
decelerate in tandem with weakening domestic demand. 

The above developments regarding imports and exports 
of goods and services, creates the opportunity for a 
sizable reduction of the negative effect of net exports on 
GDP growth to -0.5pps in 2008-2010 from 
-1.3pps in 2007. In fact the HSGP 2008-2010 projects a 
gradual fall in the goods and services deficit of the 
country (measured in real terms on a national accounts 
basis) to 15.3% of GDP by 2010 from 15.8% of GDP in 
2007.  As such, net exports are expected to have a 
substantially smaller negative impact on GDP growth of -
0.18pps in 2008, -0.40pps in 2009 and -0.55pps in 2010. 

However, a more sustainable improvement of the 
external balance in the medium term is constrained by 
the gradual erosion of Greece’s international 
competitiveness in terms of unit labour costs (ULC). The 
IMF and the European Commission, as well as the Bank 
of Greece have calculated that since 2001, Greece’s 
ULC-based real effective exchange rate has appreciated 
by as much as 17.0% relative to its main trading partners 
and by nearly 30% against emerging market economies, 
including those in Asia which have pegged their 
currencies to the dollar. Furthermore, an important 
development in recent months is the extensive 
depreciation of the Turkish and Romanian currencies, 
which are negatively affecting the competitiveness of 
Greek products. Deteriorating competitiveness is 
constraining Greek export growth (including tourism), 
while at the same time contributing to the excessively 
high growth rate of imports and as a result, to the rapid 
growth of the current account deficit.  

To reverse the appreciation of Greece’s real effective 
exchange rate will require: (1) an acceleration of 
structural reforms, which would facilitate the continued 
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high rate of productivity growth and (2) adjusting the 
wage policy so that wage growth trends below 
productivity growth, taking into account the appreciation 
of the Euro. Such policies, in combination with the 
successful implementation of widely discussed concrete 
reform measures of the social security system recently 
passed by parliament, may also contribute to the 
stabilization of the external goods and services deficit in 
terms of GDP and eventually to a positive contribution of 
this balance to GDP growth. 

Diagram 1. Real Effective Exchange Rate
As determined by ULC's for the total economy.
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Overall economic sentiment in Greece, heavily 
influenced by consumer confidence and tracking 
developments in the Eurozone, has declined in recent 
months. However, intensified government action 
regarding structural reform has recently contributed to 
improved business sentiment, as shown in the diagram 
below. Business expectations are again improving in the 
majority of sectors, despite the negative effect from the 
ongoing crisis in the international financial markets. In 
fact, the manufacturing PMI receded to 54.4 in April 
2008, from 52.7 in March 2008, 51.4 in January 2008, 
53.7 in 2007 and 52.4 in 2006. These developments, 
support expectations for positive growth in manufacturing 
production in 2007, of the order of 1.5%, despite the 
negative growth registered in Jan-Feb 2008.  

Diagram 2. Economic & Business Sentiment - 
Greece & Eurozone
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ECONOMIC INDICATORS: Retail sales volume in Jan-Feb 
2008 posted a slight negative growth of -0.7%, following 
a 4.9% surge in Jan-Feb 2007 and the healthy increase 
of 2.3% in 2007 (8.0% in 2006). Registrations of private 
new passenger vehicles grew briskly, up 2.6% in Jan-Apr 
2008, on top of the 3.5% increase in Jan-Apr 2007 and a 
4.3% increase in 2007. The retail business confidence 

index continued to increase to 119.7 in April 2008, from 
118.5 in March and 117 in January 2008. It remains 
below from the peak of 123.6 in September 2007, but 
higher than the 111.3 in December 2006. 

Residential construction activity – as measured by the 
volume (m3) of building permits – registered negative 
growth of -2.6% in Jan-Feb 2008, compared with the 
7.6% increase in Jan-Feb 2007 and -5.0% decline for 
2007 as a whole. Also, growth in residential investment 
registered a decline of -6.8% for 2007, following the 
21.5% surge in 2006. Nevertheless, demand for new 
housing investment remains supported by the high 
growth of mortgage lending (21.4% end-Dec 2007), while 
the stock of issued, but not yet used, building permits 
remains high. A deceleration in the growth of mortgage 
lending to around 18.0% is now expected for December 
2008, following the recent surge in the cost of borrowing 
as a result of the international financial crisis. 
Nevertheless, the construction business confidence 
index surged to 110.5 in April 2008, from 99.7 in March 
2008, 84.5 in January 2008, 81.5 in December 2007 and 
87.7 in September 2007. 

Diagram 3. Volume of Retail Sales
January 2000 - February 2008
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Manufacturing production recorded solid 1.8% growth in 
2007, following the 0.8% growth in 2006 and 
-0.8% decline in 2005. This positive development was 
due to: (a) the stabilization of textile production and the 
10.8% increase in clothing output, (b) the robust growth 
of production in the food and beverage industry by 3.7%, 
chemicals (+7.2%) and transportation vehicles (+31.4%). 
On the other hand, the production of basic metals and 
non-metallic minerals remained in negative territory.  

In Q1 2008 manufacturing production fell by -2.4%, 
following 4.0% growth in Q1 2007. This fall was mainly 
due to the -12.5% fall of production of textiles, the 
-7.8% fall in the production of clothing, the -11.7% fall of 
production of non metallic minerals, the -4.7% fall of 
production of basic metals and the -5.7% of production of 
basic metals. Recording positive growth were food and 
beverages (1.7% in Q1 2008, on top of 5.8% in Q1 
2007), tobacco (10.0% in Q1 2008 on top of 9.3% in Q1 
2007) and transportation vehicles (35.9% in Q1 2008, 
from -14.2% in Q1 2007). The prospects ahead are 
rather encouraging given the current level of the PMI 
index which once again reached 54.4 in April 2008 from 



 

 
GREECE AND SOUTHEASTERN EUROPE 

ECONOMIC AND FINANCIAL OUTLOOK — PAGE 5 

51.4 in Jan 2008, while manufacturing business 
confidence reached the 101.4 in April 2008 from 97.5 in 
December 2007 and 99.2 in January 2008, while in 2007 
it averaged at 102.8, compared with 101.5 in 2006. 

Finally, the general index of industrial production fell by -
2.7% yoy in Q1 2008, from 3.5% yoy in Q1 2007, 
following an increase of 2.2% in 2007, 0.5% in 2006 and 
a -0.9% decline in 2005. Mining and quarrying production 
fell by -12.3% in Q1 2008, compared with an increase of 
7.4% in Q1 2007. The production of electricity fell by -
3.3% in Q1 2008, following a -3.6% decline in the same 
period of 2007. Natural gas and water production rose by 
11.7% and 3.1% respectively in Q1 2008, from 45.6% 
and -1.1% in Q1 2007.  

It should be noted that the above developments in 
industrial production and retail sales in Q1 2008 has 
been negatively affected by extensive industrial action 
undertaken by labour unions in an effort to prevent the 
new Social Security law from passing through 
Parliament. The whole process for establishing this new 
legislation was finally completed in the middle April 2008. 

Diagram 4. Manufacturing Production
January 2004 - February 2008
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FISCAL POLICY: The implementation of the 2008 Budget 
during the first two months of 2008 reflects the following: 
(a) Net current revenues reached € 8.07 billion in Jan-
Feb 2008, up 10.2% compared with a budgeted increase 
of 13.0%. Tax rebates surged by 28.4% in Jan-Feb 2007, 
while rebates for the year as a whole are budgeted to 
decrease by 
-2.8%. These developments lead to the strong possibility 
of net revenue growth reaching the planned 13.0% 
growth target for 2008, following below target growth in 
2003-2007. In fact, it would be possible to further 
increase net current revenues through the needed 
improvement of the tax revenue collection system by 
effectively tackling tax and social security contribution 
evasion. In this regard, the government has already 
passed a new tax bill aimed at: (i) The restructuring of 
the heating oil taxation and distribution system, which is 
expected to substantially reduce tax evasion. This new 
system went into operation in March 2008. (ii) The 
simplification and rationalization of property taxation 
through the introduction of a unified property tax, which is 
also expected to bring about substantial additional 
revenues in 2008. More specifically, Greece applies a 

substantially lower excise tax on light fuel-oil used for 
heating in the winter months from 15th October until the 
30th April of the following year. In this period the retail 
price of heating oil was substantially lower than the price 
of automotive diesel, implying extensive tax evasion, as 
heating oil was used as automotive diesel. The new 
system of heating oil distribution, by which oil prices for 
heating and automotive use are equalised with the 
distributors effectively passing on rebates to the 
consumers of heating, is expected to successfully tackle 
tax evasion and thereby raise additional budgeted 
revenue of € 1.17 billion.  

Furthermore, a new real estate tax regime (see Table 2.), 
encompassing the possession, transfer and inheritance 
of property in Greece, was recently brought in line with 
European Union standards. As a result, the new tax 
regime not only increases transparency and simplicity 
but will also reduce the overall tax burden. It is estimated 
that new real estate tax regime will result in a small 
annual tax burden for more than 2.5 million for taxpayers, 
while relieving a large potential tax burden for a relatively 
small number of large property owners. The overall result 
will be a budgeted increase of tax revenues from the 
property tax of € 545 million.  

1.
2.
3.
4.

5. Tax assessed property values, on which taxes are levied, have in the past 3 yrs, 
been increased in an effort to bring them closer to their market value.

A 19.0% VAT has been introduced which will affect newly built houses, with permits 
issued after 1 Jan 2006, and then subsequently  transferred for the first time.

 Table 2. New Real Estate Tax Regime

The transfer tax has been reduced to 1.0% from the previous 9-11%.
The inheritance tax has been reduced to 1.0% from 20%. 
A property tax of 0.1% and a capital gains tax of 0-20% have now been included.

 

It should also be noted that the government has 
budgeted for a significant 13.6% increase in VAT 
revenues which can only be accounted for if there is a 
reduction in tax evasion. (b) Current primary expenditure 
reached € 7.53 billion in Jan-Feb 2008, up again 12.0% 
yoy (following the 14.2% expenditure surge in Jan-Feb 
2007) and remains higher than the budgeted increase of 
8.3%. This increase of current primary expenditure is not 
in keeping with the need for a more determined move 
towards fiscal adjustment that is, achieving a zero 
general government deficit in 2010 and maintaining 
surplus thereafter. In fact, the surge in current primary 
expenditure during the first 2-months of 2008 was mainly 
due to: (i) the 12.2% increase of public sector wage 
payments and pensions, (ii) the 15.6% increase of 
subsidies to the main social security funds needed to 
cover their operational deficits, (iii) the 6.1% increase of 
operational expenses of the government, (iv) the 10.1% 
increase of public revenues transferred to local 
government and other organizations. With public sector 
wage policy restraining wage increases to 3.5% and 
pension increases to 4.0%, the tighter control on the 
spending of public sector businesses and entities, and in 
particular hospitals, should contribute towards the 
needed containment of current primary expenditure. (c) 
Interest payments in Jan-Feb 2008 were 37.9% lower 
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that Jan-Feb 2007, compared with a targeted increase of 
7.2% for the year 2008 as a whole.  

In the Public Investment Budget (PIB), expenditure 
reached € 784 million in Jan-Feb 2008, up 60.3% yoy, 
compared to the planned 5.6% increase for the year as a 
whole. PIB revenues reached € 1.36 billion in Jan-Feb 
2007, up by 68.3% yoy. It is projected that revenue will 
register 7.0% growth in 2008.  

Assuming that the government succeeds in realizing the 
budgeted 13.0% 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 
1.8% of GDP in 2008. 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 to increasing domestic savings, to 
containing (i) the excessive growth of domestic demand, 
(ii) the deteriorating international competitiveness and (iii) 
the rising current account deficit. 

Looking forward, the containment of current primary 
expenditure growth, being the primary focus of the fiscal 
adjustment, faces various 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 of large scale introduction of 
a new 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 undertook various reform programmes 
under the banner of “reinventing the government”. 
Increased public sector employment is inconsistent with 
such reform programmes. Second, the public sector 
incomes policy facilitates across the board wage 
increases independent of productivity developments, 
while it consistently provides for a higher growth in 
pensions than in wages. This practice leads to an 
increase in the already high replacement ratio of 
pensions.   

The fiscal adjustment can be strengthened if undertaken 
in conjunction with specific policy reforms. 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, wage and pensions 
policies should 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) the requirements arising from 
participation in the Eurozone. Third, there is the great 
need for the reformation and rationalization of the 
country’s social security system with particular emphasis 
on increasing pension savings. In fact, a pension reform 
law was approved by parliament at the end of March, 

which aims to streamline the administration of the 
pension system as well as implement various measures 
geared towards: 
(a) increasing the average effective retirement age, 
bringing it closer to the statutory age of 65 and (b) 
imposing a limit on supplementary pensions equal to 
20.0% from of pensionable earnings (various auxiliary 
pension fund were in fact making supplementary 
payments, far in excess of 20.0%). Total savings due to 
this reform are officially estimated at some € 2.0 billion, 
of which € 1.5 billion will arise from administrative cost 
savings and a further € 500 million from the 
rationalization of some extreme cases of early retirement 
and government-financed schemes for supplementary 
pensions. Higher savings are expected to occur from 
2013 onwards, which will be the first year in which the 
above adjustments will be implemented. 

INFLATION: CPI inflation reached 4.4% in April as in 
March 2008, from 3.9% in January 2008. Core inflation 
also increased to 3.2% in April 2008, up from 2.6% in 
January 2008. Higher inflation in both Greece and the 
Eurozone is mainly due to the continuing rise in the 
international price of oil, which in April 2008 has added 
1.22pps to 12-month inflation. However, Greek CPI 
inflation remains higher than the Eurozone, 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 converging to Eurozone levels.  

Therefore, it is now estimated that the average annual 
rate of inflation will reach 4.0% in 2008, up from 2.9% in 
2007, even with a decline to 3.0% in December 2008. 
However, inflation will decelerate faster in 2009, 
assuming a stabilization or decline in the price of oil 
given the slowing world economy. Also, the current 
increase in the cost of capital may result in the unwinding 
of inflationary pressures associated with the high growth 
of domestic demand. 

The main problem for Greece’s international 
competitiveness remains persistently high wage inflation, 
with compensation of employees per head having 
reached an average of 6.74% in 2001-2008, compared 
with 2.73% in the Euro area. This is the result of the 
consistently high annual rate of increase of unit labour 
costs in Greece (see the Table 3.) and has led to the 
pronounced erosion of the country’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). 

2005 2006 2007 2008
Greece 3.7 4.6 4.4 5.1
Germany -0.8 -1.0 0.2 1.2
Euro Area 1.1 1.0 1.5 2.4
Source: European Commission, Economic Forecast, Spring 2008

Table 3. Unit labor costs, Whole Economy (% ∆ YoY )
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For 2008, wages of central government employees are 
once again set to grow by 9.5%, following a year in which 
the Euro appreciated substantially versus a whole host of 
currencies such the Dollar, Yen and Renminbi to name 
but a few. According to the recent agreement between 
the General Confederation of Greek Employees and the 
main private sector employer’s associations, wage 
increases in the private sector will reach an average 
6.2% in 2008 and 5.7% in 2009. This indicates that a 
further erosion of the country’s international 
competitiveness will almost certainly take place in 2008 
and 2009, on the back of the projected high increases in 
Greek ULC. Moreover, the high wage increases in the 
public sector will exert additional pressures on the public 
finances. 

Compensation of employees per head (%∆ YoY)
2001-2008

1.68%
2.21%

2.73%
2.83%
2.94%
3.04%
3.10%

3.41%
3.55%
3.59%
3.66%

3.86%
4.80%

5.75%
6.74%

Germany
Austria

Euro Area
Belgium
France

Italy
Portugal

Spain
Finland

Sw eden
Netherlands

Denmark
United Kingdom

Ireland
Greece  

BALANCE OF PAYMENTS: In Jan-Mar 2008, the current 
account deficit (which includes net capital transfers) 
declined by € 0.3 billion over the same period of 2007 
reaching € 6.8 billion or 2.8% of GDP. The lower current 
account deficit was mainly a result of: (a) the increase in 
the surplus of the current transfer balance (which 
includes current transfers and capital transfers) by € 0.7 
billion. This reflects a significant rise of € 0.84 billion in 
EU current transfers and a decrease in payments to the 
EU, (b) the increase in the surplus of services account, 
which expanded by € 0.75 billion, reflecting higher 
transport receipts (having increased by 32%) and an 
increase by € 0.8 billion (42.6%) in the surplus of the 
transport account. The increase of 13.7% in travel 
services payments led to a decrease in the tourism 
account by € 40 billion.  

The increase in the above surpluses more than offset the 
increase in the trade deficit. In particular, the € 0.9 billion 
increase in the trade deficit was a result of increases in 
the trade deficit (excluding oil and ships) by 11.8% and in 
the net oil import bill by 39.1%. In fact, excluding ships 
and oil, exports increased by 9.3% while imports 
increased by 11%. In the incomes account, payments for 
interest, dividends and profits surged further by 15.5% in 
Jan-Mar 2008, on top of a 23.5% increase in Jan-Mar 
2007. This development is mainly associated with the 
continuing rising trend of non-residents’ holdings in 

public debt, as well as shares listed on the Athens Stock 
Exchange. 

In addition, net capital inflows decreased significantly to 
€ 6.07 billion in Jan-Mar 2008 from € 6.96 billion in Jan-
Mar 2007. Moreover, inflows of portfolio investment by 
foreign residents decreased to € 11.2 billion (€ 14.7 
billion in Jan-Mar 2007), compared with an increase in 
portfolio investment by domestic residents abroad of 
€ 4.2 billion (€ 3.6 billion in Jan-Mar 2007). On the other 
hand, outward foreign direct investment (FDI) by Greek 
firms reached € 0.39 billion in Jan-Mar 2008 compared 
with inward FDI by foreign firms investing in the domestic 
economy which was significantly lower at € 0.06 billion. 

2005 2006 2007 Jan-Mar 2007 Jan-Mar 2008
Trade Balance (TB) -25.56 -35.29 -41.50 -9.47 -10.38
   Exports 14.20 16.15 17.45 3.80 4.67
   Imports -41.76 -51.44 -58.94 13.27 15.05
Services Balance 15.50 15.36 16.72 1.59 2.34
   Tourism 10.84 11.39 11.41 0.54 0.58
   Shipping 13.87 14.32 16.94 3.66 4.83
Income Balance -5.68 -7.12 -9.08 -1.52 -1.78

Interest, Dividends, Pro -5.74 -7.16 -13.37 -2.57 -2.97
Transfers' Balance 5.15 6.45 5.92 2.30 3.03
Current Account (CA) -12.59 -20.60 -27.93 -7.11 -6.79
CA (% of GDP) 6.3% 9.6% 12.2% 3.1% 2.8%
Capital Account 12.61 20.36 27.36 6.88 6.25

Table 4. Greek Balance of Payments (€ Billions)

Source: Bank of Greece  

High net capital inflows have contributed to the build up 
of the country’s net international indebtedness, as well as 
to the rapid increase in payments of interest, dividends 
and profits (see Table 4.), contributing to the growing 
current account deficit. On the other hand, net capital 
inflows have helped to finance the high growth of 
investment which has taken place in recent years in, a 
period during which the domestic saving rate remained at 
particularly low levels. 

The high growth of domestic demand, in combination 
with the erosion of international competitiveness has, in 
recent years, led to a surge in both the imports of goods 
and services and the current account deficit, despite the 
satisfactory growth of exports of goods and services. The 
above, combined with the increase in the oil price and 
therefore the increase in the payments of oil imports, as 
well as the appreciation of the Euro against major 
currencies, should lead to an increase in the deficit in the 
following months. However, the current account deficit is 
expected to decline in 2008 from the -12.2% of GDP in 
2007, due to the expected decrease in imports of goods 
and services (as a result of the slowdown of the 
economy) and the decrease in the ships deficit, which in 
Jan-Mar 2008 decreased by 27.3%. 

MONEY & FINANCIAL MARKETS: (Credit data provided by 
the Bank of Greece are adjusted for securitisation, which 
leads in turn to higher growth and penetration rates). 
Credit expansion to businesses and households remains 
robust having increased by 20.9% by end-Dec 2007, 
from 20.7% end-Sep 2007, 19.6% end-May 2007, 20.6% 
end-2006 and 21.8% in end-2005. In particular, 
mortgage and consumer lending growth reached 21.4% 
and 23.5% end-Dec 2007, from 25.0% and 23.4% in 
end-May 2007 and 25.6% and 24.4% end- 2006. Loans 
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to domestic households reached 45.5% of GDP in end-
Dec 2007, from 39.4% in end-Dec 2006, compared to 
60.2% of GDP in the Euro zone (Dec 2007). Overall, 
credit expansion to the private sector is expected to 
remain above 20.0% for the year. 

Diagram 5. Credit Expansion on a 12-Month Basis
Jan 2002 - Jul 2007

0%

5%

10%

15%

20%

25%

30%

35%

40%

45%

2002 2003 2004 2005 2006 2007 2008

Mortgages
Consumer loans
Loans to Businesses

 

By mid-May 2008, the main ASE composite index was 
down by 18.8% since the start of 2008 (FTSE-20 stocks: 
-19.2%, mid-cap FTSE-40: -18.5% and small caps 
FTSE-80: -10.0%). Greek Shares are trading at 12.5 and 
10.4 times the estimated earnings for 2008 and 2009 
respectively, at a 6.0% premium and a 2.0% discount 
respectively compared with European Shares. According 
to Bank of Greece data, the ASE saw € 8.1 billion of net 
inflows from abroad in 2007, or 3.5% of GDP. These 
inflows helped to boost trading volumes and stock prices. 
At the end of 2007, 51.8% of the total stock exchange 
value of listed firms (€ 196.4 billion) was in the hands of 
foreign institutional investors, up from 36.4% end-2004 
and 40.3% end-2005. In fact, total stock exchange value 
by end-2007 was up by 24.3% from end-2006. The ASE 
saw a substantial net outflow of funds by foreign 
institutional investors in August 2007 (€ 942 million) and 
in November 2007 (€ 703 million), while a positive net 
inflow was registered in all the other months of 2007.  

Diagram 6. Athens Stock Exchange
1 Jan 1999 - 18 May 2008
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In Q1 2008, the ASE saw an outflow of € 975 million, 
with an inflow of € 191 in April 2008. Overall the 
exchange continues to be supported not only by the 
strong pace of the economy, which grew again by 3.6% 
in Q1 2008, but also the strength of listed firms, evident 
by the surge in their pre-tax profits by 39.0% in 2007, on 

top of a 35.0% growth in 2006, while earnings-per-share 
are still expected to grow by 10.4% in 2008. 

2. ROMANIA 
ECONOMIC OVERVIEW: The Romanian economy 
moderated in 2007 with GDP growth of 6.0% vs. 7.9% in 
2006. There was a welcome easing of private 
consumption, recording growth of 11.0% (12.4% in 2006) 
while investment accelerated with growth of 28.9% 
(19.3% in 2006). The contribution of domestic demand to 
real GDP growth increased further from 14.0pps in 2006 
to 14.8pps in 2007. Conversely, the negative contribution 
to real GDP growth of the external goods and services 
balance soared to -8.7pps compared to the -6.2pps in 
2006. The current account deficit increased to -13.9% of 
GDP in 2007 from -10.4% in 2006, due to the combined 
effects of a slow-down in export growth and acceleration 
in import growth. To the extent that booming domestic 
demand is channelled to the non-tradable goods, it 
serves to boost domestic inflation. It is therefore clear 
that additional policy measures are needed in order to 
contain domestic demand. 

The outlook for growth remains strong, with domestic 
demand supported by strong credit and wage growth, 
while a recovery of agricultural production in 2008 will 
also support the growth outlook. Despite the tightening of 
financial conditions internationally, lower GDP forecasts 
for key trading partners, the continued run-up in 
commodity prices and the cumulative impact of recent 
interest rate increases, private consumption and 
investment growth in 2008 will remain high in, although 
relatively contained compared to 2007. On the other 
hand, the negative effect on GDP growth of net exports 
of goods and services is expected to be lower than in 
2007. These expected developments support forecast 
GDP growth of  5.5% in 2008.   

FISCAL POLICY: The general government balance 
reached -2.5% of GDP in 2007 higher than the -2.2% in 
2006, but lower than the initial target of -2.7% of GDP. 
For 2008, the European Commission forecasts a further 
increase in the deficit to -2.9% of GDP. The persistent 
pro-cyclical policies which include repeated higher-then-
planed public wage increases and social transfers (the 
government approved the almost doubling of state 
pensions in the coming two years), are preventing a 
necessary fiscal adjustment. Moreover, even though the 
deficit remains below the reference value of -3.0% of 
GDP as set in the Maastricht Criteria, it is inching ever 
closer. Government debt remains low, at 13.0% of GDP 
in 2007, having increased from 12.4% in 2006 and is 
forecast to reach 13.6% of GDP in 2008. 

LABOUR MARKET: Overall employment grew by 1.3% in 
2007 and the European Commission forecasts growth of 
1.0% in 2008 and 0.75% in 2009, while unemployment is 
forecast to decline to just over 6.0% in 2008/9. 
Increasing skills shortages and high wage increases are 
beginning to push up unit labour costs, prompting a 
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further substantial decline in Romania’s international 
competitiveness.  

INFLATION: HICP inflation continues to rise, from 3.7% in 
March 2007 to 6.7% in December 2007 and now 8.7% in 
April 2008. The two largest contributing factors to the 
rapid rise in inflation have been the result of supply-side 
shocks relating to food and energy prices. In April, food 
prices increased 12.4% contributing 4.3pps to headline 
inflation. The electricity, gas and other fuels category 
increased 6.0% contributing 0.8pps to headline inflation. 
Demand-side effects resulting from the elevated levels of 
domestic demand are evident in the core inflation 
readings which have also moved higher. In fact, core 
HICP inflation rose from 3.4% in January 2007 to 4.7% in 
December 2007 and now 5.9% in April 2008.  Despite 
the tightening of monetary policy (see MONEY & 
FINANCIAL MARKETS below) rising energy and 
commodity prices and a tightening labour driving wage 
growth means that the risks to inflation remain to the 
upside in 2008. Year-end inflation is forecast at 7.2% 
(6.7% end-2007).  

Romania - Inflation, Exchange Rate, Interest Rate Evolution
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BALANCE OF PAYMENTS: The current account deficit 
increased to -13.9% of GDP in 2007, from -10.4% in 
2006. Current European Commission forecasts see the 
deficit rising to -16.1% in 2008 before stabilising in 2009. 
The trade deficit rose from -12.1% of GDP in 2006 to -
14.6% in 2007 and is forecast to reach -17.2% of GDP in 
2008. While FDI inflows declined to 5.8% of GDP in 2007 
(from 9.3% in 2006) solid FDI inflows of 
€ 7.8 billion (6.01% of GDP) are forecast for 2008. Even 
so, an active policy aimed at attracting greenfield 
investment would ensure the continued financing of the 
deficit as well as facilitate the continued expansion of 
domestic supply. In Q1 2008 the current account deficit 
increased by a far smaller 10.9% (125.0% Q1 2007). The 
trade deficit recorded modest 9.9% growth (88.4% Q1 
2007). During this period export growth was 13.5% 
(14.2% Q1 2007) and import growth was 12.3% (30.0% 
Q1 2007). FDI inflows reached € 1.7 billion, covering 
47.6% of the current account deficit.  

MONEY & FINANCIAL MARKETS: Credit expansion (as 
measured in Lei) surged in 2007 with private sector 
credit growth reaching 60.4% in December 2007, from 
54.5% and 45.8% in 2006 and 2005 respectively. 

Household credit growth remained high at 82.1% while 
business credit growth rose from 31.9% in 2005 to 44.4% 
by end-2007. Private sector credit growth continued to 
accelerate in March 2008 having increased by 66.3%. 
Household credit increased by 84.1% with Mortgage 
growth of 91.5%, while business credit increased 52.5%. 
During Jan-Mar 2008, credit growth averaged 66% but is 
expected to decline by year-end due in part to the rapid 
rise in domestic interest rates as well in response to a 
tighter credit environment internationally.  

The Romanian Central Bank has increased its key policy 
rate to 9.75%, a cumulative increase of 275bps since Q4 
2007 as it tries to contain domestic demand and rising 
inflation. 

Moody's S&P Fitch Moody's S&P Fitch
NR A-3 F3 Baa3 BBB- BBB

Short-Term Debt Long-Term Debt
Foreign Currency Credit Rating

 

Since June 2007 when the Leu had reached a low of 
3.12/€, the Romanian currency has depreciated by 
17.5% and is currently trading at level of around 3.67/€ 
(following the high of 3.79/€ reached in January of this 
year). While the 275bps rate hike by the Central Bank, 
will support the Leu via simple interest differentials vis-à-
vis the Euro and Dollar, the current risk-averseness of 
the market following the turbulence in international 
financial and monetary markets will continue to play a 
dominant role. 

3. BULGARIA 
ECONOMIC OVERVIEW: The Bulgarian economy 
continued apace, with domestic demand supporting GDP 
growth of 6.2% in 2007 (6.3% in 2006). A welcome 
development was the easing of private consumption 
which registered growth of 5.3% (9.5% in 2006) which 
occurred despite rampant wage growth and strong 
employment growth. Investment growth accelerated to 
21.7% (14.7% in 2006) boosted by a record inflow of FDI 
and a re-acceleration of credit growth. Growth in the 
export of goods and services slowed to 5.2% (8.7% in 
2006) while growth in the import of goods and services 
eased to 9.9% (14.0% in 2006). As a consequence the 
current account deficit worsened, increasing to -22.0% of 
GDP (-16.3% in 2006).  

While the Bulgarian economy emerged unscathed from 
the recent turmoil in the global financial markets, looking 
forward, the downward revision to the GDP forecasts of 
key trading partners and the tightening of credit markets 
will have a mild impact on the economy. Firstly, private 
consumption (which constitutes 70.4% of GDP) is 
forecast to ease further due, to the recent acceleration in 
inflation and a moderation in credit growth. While these 
effects will, to some degree, be offset by robust wage 
and employment growth and lower personal income 
taxation raising disposable income, we forecast private 
consumption growth of 5.1% for 2008. Increased risk 
averseness and lower international liquidity will act to 
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constrain FDI (forecast at € 7.0 billion) and therefore 
investment growth should not exceed 14.0%. Activation 
of new productive capacity is expected to lead to a 
recovery in export growth this year, which, when taken in 
conjunction with lower import growth due to lower 
domestic demand, should ensure that the negative 
contribution from the foreign balance declines to -2.8pps 
in 2008 (-4.9pps 2007). In all, we forecast solid GDP 
growth of 5.6% in 2008. 

LABOUR MARKET: Employment growth decelerated from 
3.3% in 2006 to 2.8% in 2007 while unemployment is 
forecast to decline below 6.0% by 2009. The tightening 
labour market has in turn contributed to the acceleration 
of nominal wage growth which averaged 18% in 2007. It 
is hoped that increased participation rates and the hiring 
of workers from abroad will go some way to alleviating 
labour market tightness.  

FISCAL POLICY: The general government balance 
recorded a surplus of 3.4% in 2007, far in excess of the 
initial 0.75% surplus target. This substantial increase in 
the general government surplus was almost entirely due 
to higher than expected revenue inflows. Of concern was 
the continued lax expenditure control, which saw an 
increase in pension expenditure (in excess of what was 
approved by parliament) as well as the approval of an 
additional expenditure package equal to 2.0% of GDP. 
The general government balance is expected to maintain 
a surplus of around 3.0% of GDP in the coming two 
years. General government debt continues to decline, 
from 18.2% of GDP in 2007 and is forecast to decline to 
14.1% in 2008.   

Bulgaria - Inflation, Exchange Rate, Interest Rate Evolution
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INFLATION: HICP inflation continued to accelerate, rising 
13.4% this April, from 11.7% in January 2008 (4.4% April 
2007). The steady rise in headline inflation is the result of 
the surge in food and energy prices, with food prices 
having increased by 25.5% yoy in April contributing 
around 5.9pps to total inflation. Furthermore, with 
demand-side pressure rising, core HICP inflation has 
accelerated from 5.0% in January 2007, to 8.97% in 
December 2007 and now 9.89% in April 2008. Moreover, 
with international crude oil prices having increased once 
again, significant upside risk to 2008 inflation remains. 
Benefiting from positive base effects, year-end inflation is 

expected to decline from 11.6% in December 2007 to 
4.9% in December 2008 with average 2008 HICP 
inflation of 9.9% (7.6% in 2006). 

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 
-15.7% of GDP in 2006, the current account deficit once 
again widened to -22.0% of GDP in 2007. The deficit on 
the trade balance increased to -25.5% of GDP (-22.0% in 
2006), with growth in the export of goods having slowed 
to 18.5% (26.7% in 2006) while growth in the import of 
goods eased to 18.5% (26.7% in 2006). FDI inflows 
remained strong at € 6.1 billion bringing coverage of the 
current account to 98.2% (132.7% in 2006). Coverage of 
the current account will be maintained in 2008 with 
forecast FDI inflows of roughly € 7.0 billion (€ 6.0 billion 
in 2006). During Jan-Mar 2008 the trade deficit increased 
by 13.3% as exports of goods increased 25.7% and 
imports of goods increased 21.3%. During the same 
period the services surplus increased 141.6% with 
services exports increasing 11.4% and services imports 
increasing 21.5%. FDI inflows have remained subdued at 
€ 740 million (€ 897 million Jan-Mar 2007). On a 12-
month cumulative basis the current account deficit is -
21.2% of GDP in-line with the full-year forecast.  

MONEY & FINANCIAL MARKETS: Private sector credit 
expansion (in Leva) has moderated in recent months, 
with growth of 55.7% in March 2008 from 59.1% and 
61.8% in February and January respectively. Credit 
expansion to households slowed to 49.7% in March 2008 
from 54.0% and 52.8% in February and January 
respectively. Business credit expansion also slowed to 
59.4% in March 2008 from 62.6% and 67.9% in February 
and January respectively. 

Moody's S&P Fitch Moody's S&P Fitch
NR A-2 F3 Baa3 BBB+ BBB

Foreign Currency Credit Rating
Short-Term Debt Long-Term Debt

 

Despite market rumour, entry into ERM-II will most likely 
take place in 2012-2014 and not early. While substantial 
progress has been made on many fronts (1) the general 
government surplus in 2007 of 3.4% clearly exceeds the 
Maastricht criteria of -3.0% while (2) general government 
debt at 18.2% of GDP in 2007 is well below the upper 
limit of 60%. The final hurdle remaining is inflation. Over 
the reference period April 2007 to March 2008, average 
HICP inflation in Bulgaria was 9.4%, considerably above 
the 3.2% as stipulated in the Treaty. Furthermore, the 
European commission has forecast average HICP 
inflation of 9.9% in 2008 and 5.9% in 2009. As such, it 
appears unlikely that Bulgaria with satisfy all the criteria 
of the Treaty, making entry on 2008/9 unlikely. 
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4. CYPRUS 
ECONOMIC OVERVIEW: Dynamic domestic demand 
continues to drive Cyprus’ economy with GDP growth of 
4.4% in 2007 (4.0% in 2006). Growth of private 
consumption shot to 6.2% (4.2% in 2006) due to a 
combination of historically low interest rates, the 
continued expansion of credit and further employment 
and wage gains. A further boost to private consumption 
arose in the form of the reduced car tax, which led to a 
surge in the purchase of motor vehicles. Investment 
remained strong with growth of 6.3% (7.3% in 2006) 
supported by private investment in construction. Exports 
of goods and services moderated with growth of 4.3% 
(4.5% in 2006) while growth of imports of goods and 
services increased 6.9% (6.6% in 2006). As a result, the 
contribution to growth from the external sector was once 
again negative at -1.6pps, an increase from the -1.2pps 
in 2006.  

Growth is forecast to moderate in 2008 and 2009, 
averaging around 3.7% given the absence of one-off 
effects such as the surge in motor vehicle purchases. 
The composition of growth is expected to remain 
unchanged, as the economy continues to be driven by 
domestic demand, while the external sector continues to 
impact negatively on GDP growth. Sustained wage and 
employment growth and further personal income tax 
reforms will support private consumption growth which is 
forecast at 5.3% in 2008. Investment growth is expected 
to ease on the back of a deceleration in construction 
activity. This deceleration is expected to arise from a 
softening of demand for non-resident housing in addition 
to policy measures implemented by the Central Bank 
which are aimed at cooling the housing market.  

FISCAL POLICY: In 2007 the general government budget 
recorded a surplus equal to 3.3% of GDP reflecting an 
exceptional rise in revenues due to higher tax receipts 
arising from the strong profitability in the financial sector 
and booming real estate market. For 2008 the 
government is now targeting a surplus of 1.0% of GDP. 
The smaller surplus arises from that fact that the 
increase in tax base and associated revenue in 2007 is 
seen as temporary. Expenditure is expected remain 
constant as a percentage of GDP. Government debt is 
expected to decline further, from 59.8% of GDP in 2007 
to 47.3% in 2008. 

LABOUR MARKET: The European Commission forecasts 
employment growth of 1.5% in 2008/9. A combination of 
an ease in immigration surplus and solid employment 
growth will support a decrease in the unemployment rate 
to 3.7% in 2008 and 3.5% in 2009. Wage pressure 
should remain contained, alleviated by higher 
participation rates, particularly by foreign works.  

INFLATION: HICP inflation remained flat in 2007 at 2.2% 
by end-2007 (2.2% end-2006). In April 2008 the HICP 
inflation increased 4.3% yoy. Core HICP inflation 
increased to 2.2% yoy in April 2008 after rising to 2.6% 

and 2.7% in January and February 2008 respectively. 
The outlook for 2008 is for inflation to accelerate to 
around 3.7% due to rising energy and food prices. In 
2009 inflation is expected to ease to around 2.5%. 

BALANCE OF PAYMENTS: In 2007, reflecting higher oil 
prices and strong import demand, the current account 
deficit increased 76% to € 1.5 billion or -7.3% of GDP 
(-5.9% in 2006). The trade deficit increased 15.6% to 
€ 4.6 billion or -28.8% of GDP (-27.3% in 2006) as goods 
exports registered negative growth of -3.3% 
(-9.5% in 2006) while the growth in goods imports 
accelerated to 11.4% (9.85% in 2006). The surplus on 
the services account increased 8.4% to € 3.7 billion 
(11.1% in 2006) as services exports increased 14.8% 
(8.9% in 2006) and services imports increased 11.0% 
(10.2% in 2006). FDI inflows remained strong, increasing 
26.9% to € 1.5 billion (€ 1.2 billion in 2006). Net FDI 
increased 43.6% to € 719 million (€ 516 million in 2006) 
with coverage of the current account declining to 49% 
from 60% in 2006. For 2008, the current account deficit 
is forecast to increase to -8.5% of GDP. 

Cyprus - Credit Growth
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MONEY & FINANCIAL MARKETS: Fuelled by historically 
low interest rates and strong capital inflows, private 
sector credit growth (as measured in Euros) reached 
34.8% in March and 35.5% in February from 31.9% in 
December 2007. Household credit growth continues to 
accelerate from 19.7% in December 2007 to 22.9% in 
March 2008, with mortgage growth of 37.8% in March. 
Corporate credit increased by 46.4% in March from 
44.1% in 2006. 

Moody's S&P Fitch Moody's S&P Fitch
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Convergence of official short-term interest rates with 
those set by the European Central Bank (ECB) was 
completed when Central Banks minimum bid rate on the 
main refinancing operations (o repo rate) was reduced by 
50bps to 4.0% on December 21st 2007. The Central 
Bank avoided cutting rates any earlier due to the high 
growth of credit growth and rising inflation. Minimum 
reserve requirements for commercial banks will also be 
less restrictive following the adoption of the euro. 
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5. SERBIA 
ECONOMIC DEVELOPMENTS: Economic activity surged in 
2007, with GDP growth of 7.5% (5.7% in 2006). Private 
consumption growth was 7.5% (7.0% in 2006), while 
investment growth eased to 8.6% (9.0% in 2006). 
Exports of goods and services remained flat, with growth 
of 5.7% (5.8% in 2006), likewise for imports of goods and 
services with growth of 8.0% (8.4% in 2006).  

On a sector-by-sector basis, agriculture, which accounts 
for 10.8% of gross value added (GVA), recorded a 
decline (for the third year in a row) of -8.0% (-0.2% in 
2006) due to the impact of the regional drought on crop 
harvests. Manufacturing (15.7% of GVA) recorded 
weaker growth of 4.8% (5.8% in 2006). Wholesale and 
retail trade (12.7% of GVA) saw growth surge to 19.3% 
(10.7% in 2006). Construction (3.5% of GVA) recorded 
growth of 9.1% (9.0% in 2006).  

While the growth achieved in 2007 was in part the result 
past structural reforms and privatisations, the 
composition was unbalanced. Investment remained low 
and private consumption accelerated on the back of 
rapid credit expansion and strong wage growth and 
expansionary fiscal policy. Looking forward, as higher 
inflation erodes real disposable incomes and higher 
interest rates reduce credit growth rates, economic 
activity is forecast to slow in 2008, with GDP growth of 
5.8%.  

FISCAL POLICY:  In 2007, continued expansionary fiscal 
policy led to a general government deficit of -1.0% of 
GDP (-1.5% in 2006). According to IMF estimates, the 
deficit is set to increase to -1.8% of GDP. Serbian 
authorities have earmarked additional funds for (1) 
substantial increases in wage bill (a large part of which is 
carry-over from wage hikes in 2007) and (2) large 
pension benefit increases (3) increased spending under 
the National Investment Plan (NIP). The IMF has voiced 
concern that such policies will fuel domestic demand and 
lead to a worsening of the external imbalance. In 2007, 
general government debt declined to 37.6% of GDP, 
from 39.6% in 2006. 

INFLATION: Headline CPI inflation has surge from a low 
of 3.1% in May 2007 to 15.8% in April 2008. Food prices 
are driving this surge, having increased 26.9% this April. 
Likewise, the target Core RPI inflation has moved up 
from 2.3% in June 2007 to 8.0% in April 2008 and now 
exceeds the central bank’s informal target rage of 3-6% 
for 2008. Headline CPI inflation is forecast to ease to 
8.0% by end-2008.  

BALANCE OF PAYMENTS: In 2007 the current account 
deficit increased 58.0% to € 4.9 billion or -16.5% of GDP 
(-12.5% in 2006). With rapid wage and credit growth 
fuelling an import boom, the trade deficit increased 
28.1% (17.1% in 2006) as growth in goods exports 
eased to 25.0% (28.0% in 2006) and growth in goods 
imports accelerated to 26.5% (22.4% in 2006). Net FDI 
declined 53.2% to € 1.6 billion in 2007 from  

€ 3.4 billion in 2006. As a consequence, coverage of the 
current account declined to 32% from 108% in 2006. 

In the first quarter of 2008, the current account deficit 
increased once more by 26.8% driven by a 21.7% 
increase in the trade deficit. Exports of goods registered 
growth of 19.2% versus growth in imports of goods 
20.5%. Net FDI increased 8.2% to € 714 million as FDI 
inflows increased 10.7%. FDI inflows are forecast to 
increase 40% to € 2.8 billion in 2008.  

The moderation in private consumption in 2008 and 
resultant easing of import growth underpin the forecast 
for a stabilisation of the current account deficit at current 
account at -16.1% in 2008. 

MONEY & FINANCIAL MARKETS: Growth in private sector 
credit (as measured in Dinara) surged from 16.7% in 
December 2006 to 45.0% in January 2008. Since then 
growth has begun to ease, rising by 38.6% in March. 
Business credit growth eased to 35.1% in March 2008 
from 40.6% in January 2008. Likewise, Household credit 
growth eased to 44.7% in March 2008, from 52.9% 
January 2008.  
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Citing persistent inflationary pressures and excessive 
credit growth, Serbia’s Central Bank (NBS) raised its key 
policy rate to 15.25% at its April meeting. This represents 
a cumulative 575bps increase since Q4 2007. 
Furthermore, in response to clearly elevated levels of 
credit growth the NBS has announced a new series of 
measures aimed at increasing the share of dinar 
transactions in Serbia’s banking sector, thereby altering 
the currency composition of bank loans. To this end, the 
NBS lifted the 20% mandatory cash deposit on dinar 
loans, with effect from April 14th, and simultaneously 
increased the deposit rate for foreign-currency loans 
from 20% to 30%. These moves should reduce 
exchange-rate risk within the financial system as well as 
strengthen the transmission mechanism of monetary 
policy. The NBS also introduced a number of changes 
related to the calculation and allocation of mandatory 
foreign-exchange reserves, including the requirement to 
keep 10% of these reserves in dinara. 

Moody's S&P Fitch Moody's S&P Fitch
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6. ALBANIA 
ECONOMIC OUTLOOK: Economic activity remained robust 
in 2007, with estimated GDP growth of 6.0% from 5.0% 
in 2006. This is an impressive outcome, given the turmoil 
in international financial markets and problems 
experienced in the domestic energy sector. Growth was 
driven by buoyant industrial production, the opening of 
new mining facilities, rebounding construction activity 
and strong export demand. The latter offset, to some 
degree, increased imports due to greater dependency on 
foreign electricity. Despite stronger export growth, the 
current account deficit widened to 9.5% of GDP in 2007, 
due almost entirely to the higher volume and more costly 
imports of electricity and agricultural products.  

On a sector-by-sector basis, agriculture recorded an 
annual decline of -1.9% due to the impact of the regional 
drought. With promising weather patterns thus far, 
agricultural output should increase 2.5% in 2008. The 
industrial and mining sector posted the strongest growth 
in 3yrs of 14.0% following already strong growth of 7.8% 
in 2006. With new mining operations now online, and an 
improved outlook for the energy sector, growth in the 
industrial and mining sector is forecast to remain strong 
at 10.0%. Likewise, the construction sector, benefiting 
from the continued expansion and upgrading of 
productive capacity, both on a public and private level, is 
forecast at 8.0% in 2008 (8.0% 2007). Full year GDP 
growth of 6.0% is forecast for 2008. 

A persistent constraint on economic activity is posed by 
problems in the electricity sector. In 2007, electricity 
production was heavily impacted by the regional drought, 
reducing output of Albania’s primary hydro-power facility 
(accounting for 95.7% of domestic electricity production). 
As a result, total (domestic and foreign) power output 
declined by -13.4%. KESH, Albania’s public electricity 
utility has taken steps to improve both its finances via a 
15% tariff increase, as well as taking steps to eliminate 
rampant electricity theft. Together will an improved 
rainfall outlook for the region, power output is forecast to 
improve substantially in 2008.  

Albania - Exchange Rate Developments
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FISCAL POLICY: Albanian authorities received IMF 
support for a one-time increase of the general 
government deficit to -5.2% of GDP in 2008 (-3.8% 

2007). This widening arises from additional spending on 
the Rreshen Kalimash road project and will reach around 
0.8% of GDP. Public Debt is forecast to increase 
marginally to 54.4% of GDP from 54.0% in 2007. 

INFLATION: In 2007, headline CPI inflation breached the 
Central Banks target band of 3.0% (±1.0). Moreover, CPI 
inflation has increased from a low of 1.5% in May 2007, 
to a high of 4.4% in September 2007 before decelerating 
to 3.0% in January 2008. It has since accelerated once 
again, to 4.6% and 4.4% in March and April respectively. 
Chronic power disruptions and higher world food prices 
remain the primary reasons. In April, food prices 
increased 8.0% contributing 2.97pps to headline inflation 
while the fuel & energy increased 13.9% contributing 
0.6pps to headline inflation. 

BALANCE OF PAYMENTS: In 2007, the current account 
deficit increased to -9.5% of GDP from -5.9% in 2006. 
The trade deficit increased 27.4% (13.5% in 2006) to € 
2.1 billion. Exports of goods increased 24.7% (18.9% in 
2006) while imports of goods increased 26.1% (15.4% in 
2006). FDI Inflows increased 79.2% to € 463 million, with 
Net FDI financing 52% of the Current Account.  

Moody's S&P Fitch Moody's S&P Fitch
NR NR NR Ba1 NR NR
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Short-Term Debt Long-Term Debt

 

For 2008, the current account deficit is forecast to 
decline to -8.5% of GDP as lower fuel and electricity 
imports and stronger export growth offset any rise in 
import growth due to higher spending on capital goods.  

MONEY & FINANCIAL MARKETS: Growth of private sector 
credit (as measured in Lek) continues to ease, from 
58.7% in Q1 2007, to 50.4% in December 2007 and now 
48.4% in February 2008. Household credit growth has 
also moderated, with growth declining from 68.0% in Q1 
2007 to 58.5% in February 2008. Likewise, business 
credit growth has slowed from 54.4% in Q1 2007 to 
43.2% this February. 
 
7. FRMR YUGOSLAV REPUBLIC OF MACEDONIA 
ECONOMIC OUTLOOK: Economic activity accelerated in 
2007, with GDP growth of 5.1% (4.0% 2007). While both 
private consumption and investment recorded solid 
growth of 5.2% (6.0% in 2006) and 14.0% (11.6% in 
2006) respectively, the big boost to growth came from 
exports of goods and services which registered growth of 
19.3% from 8.4% in 2006, benefiting from strong global 
demand for basic materials such as iron, steel and non-
ferrous metals, key export commodities for FYROM. 
Concurrently, there was a marked rise in the import of 
goods and services having increased 17.3% (11.0% in 
2006). The negative impact from the foreign trade 
balance declined from -3.1pps in 2006 to -2.2pps. A 
combination of increased imports and lower private 
transfers (inflows of net private transfers amount to 
roughly 18% of GDP) led to a widening of the current 
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account deficit which reached -3.1% of GDP in 2007 (-
0.9% in 2006).  

FISCAL POLICY: Higher than expected tax revenues as a 
result of stronger economic growth and improved tax 
collection led to a general government surplus of 0.6% of 
GDP (0.5% in 2006). Towards the end of 2007, the 
government approved additional spending geared 
towards social and labour market related purposes as 
well as construction and renovation activities equal to 
roughly 0.25% of GDP. As the government embarks on a 
modernisation drive of the country’s infrastructure and 
institutions, it is forecast that the general government 
balance will slide into a deficit of -1.5% of GDP in 2008 
and -1.3% in 2009. General government debt remains 
low, at 24.7% in 2007 (38.7% in 2006), having declined 
due to early debt repayment. A further decline to 22.7% 
of GDP in 2008 is expected on the back of strong 
nominal GDP growth and additional early repayment of 
debt.  

INFLATION: FYROM was unable to escape the impact of 
rising international food and energy prices. While 
domestic inflation remained around 1.0% in the first three 
quarters of 2007, a surge to 2.3% in the third quarter was 
unavoidable. This was still lower than the 3.2% recorded 
in 2006 which was the result of significant excise tax 
increases. In the first few months of 2008, CPI inflation 
has accelerated to double digits, reaching 10.1% in April 
2008. This surge is entirely outcome of a spike in food 
prices which increased 21.8% yoy in March, contributing 
7.98pps to headline inflation. In the first four months of 
2007, food prices have increased an average 20.4%. 
Year-end inflation is forecast at 6.0% for 2008.  

BALANCE OF PAYMENTS: The current account deficit 
widened substantially in 2007, reaching -3.1% of GDP 
from -0.9% of GDP in 2006. The two key factors 
underlying this deterioration are (1) rapid growth of the 
trade balance and (2) a deceleration in net current 
transfers. To the first, the rapid growth in exports of 
goods of 28.0% yoy was offset by strong growth of 
imports of goods at 24.0%, increasing the trade deficit by 
15.0%. Following growth of 32.0% in 2005 and 15.0% in 
2006, Net current transfers registered growth of only 
3.0%. Net FDI declined by -30.0% in 2007, attracting € 
240 million vs. € 344 million in 2006. Coverage of the 
current account remained high at 140.5%.   

 

For 2008, export growth is expected to remain strong, 
but faster import growth (due to increased public and 
private investment) and worsening terms of trade (via 
higher oil import prices and lower metals export prices) 
will push the deficit in trade balance to 23.0% of GDP. 
With the IMF forecasting lower growth in private 
transfers, the current account deficit is expected to reach 
-4.4% of GDP. During Jan-Feb 2008, the trade deficit 
increased by 59.0% on the back of a deceleration in 
export growth to 18.0% (50.0% Jan-Feb 2007) and 

sustained import growth of 31.0% (38.0% Jan-Feb 2007). 
Net Current transfers registered a -14.0% decline in Jan-
Feb 2008, following a -15.0% decline in private transfers 
(27.0% Jan-Feb 2007). Net FDI registered recovered 
following the slow-down in 2007, reaching € 97.8 million 
during Jan-Feb 2008 (€ 11.6 million Jan-Feb 2007).  

Serbia - Exchange Rate Developments
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MONEY & FINANCIAL MARKETS: Private sector credit 
expansion (as measured in Denari) eased in March 2008 
with growth of 27.9% from 36.8% in December 2007. 
Household credit increased 41.7% (53.8% in December 
2007) and business credit increased by 20.5% (27.9% in 
December 2007). 

Moody's S&P Fitch Moody's S&P Fitch
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8. UKRAINE 

ECONOMIC OVERVIEW: Economic activity, driven by 
domestic demand, accelerated in 2007 with GDP growth 
of 7.6% (7.3% in 2006). Growth of household 
consumption, fuelled by rapid wage growth and 
increases in government social spending, accelerated to 
17.1% (15.9% in 2006). Meanwhile, driven by a 
construction boom (the construction sector registered 
substantial growth of 13.2% from 0.3% in 2006) and 
intensive modernisation of the country’s heavy industry, 
investment recorded growth of 22.1% (18.5% 2006). 
Even though external conditions for Ukrainian exports 
were highly favourable, with prices for metals 
(constituting more than 40% of Ukrainian exports) at all 
time highs and strong demand – for instance from Russia 
– the strength of domestic demand led to a surge of 
imports. Consequently net exports exerted a substantial 
drag on overall GDP growth. Moreover, the current 
account deficit increased from -1.5% of GDP in 2006 to -
4.2% in 2007.  

Forecasts see a decline in GDP growth to 6.0% in 2008 
and 5.5% in 2009 based on downside risks to the global 
growth outlook and rising domestic uncertainty, notably 
over surging inflation.  

FISCAL POLICY: Aided by stronger GDP growth, higher 
inflation and a relative degree of fiscal restraint ahead of 
the 2007 election, the full year 2007 general government 
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deficit of -1.1% was significantly below the initial target of 
-2.6% of GDP. While improved fiscal planning and 
execution have helped reduce the general government 
deficit since 2005. The 2008 budget, which was hastily 
approved in late 2007, appears to be far more populist 
than previous budgets. As a consequence and based on 
the current government budget, a deterioration in the 
deficit to -2.1% of GDP is expected for 2008. 

INFLATION: Average CPI Inflation accelerated sharply 
from 9.0% in 2006 to 12.8% in 2007. Inflation has 
continued to accelerate from 16.6% in December 2007 to 
30.2% in April 2008. The driving force behind this record 
inflation is a spike in both food and energy prices For 
instance, Russia has incrementally increased the price of 
gas shipments to the Ukraine, this is have the 
undesirable consequence of increasing domestic energy 
prices at time when international prices of crude oil are 
also increasing. In April, prices of food & non-alcoholic 
beverages increased 47.2%. With energy prices on the 
increase, no sign of a decline in global food prices and 
loose fiscal policy, inflation is expected to continue to 
accelerate. Current forecasts put end-2008 CPI inflation 
at 17.1% with average-2008 rising to 21.9%. 

Ukraine Headline CPI
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BALANCE OF PAYMENTS: In 2007 the current account 
deficit increased over 200% to € 4.3 billion or -4.2% of 
GDP. Stronger domestic demand led to an increase in 
the trade deficit of 86.8%. While growth in the exports of 
goods accelerated to 17.4% (8.8% in 2006), growth in 
the imports of goods increased to 25.6% (19.5% in 
2006). Net current transfers reached € 2.95 billion 
representing growth of 17.8% (9.2% in 2006). Net FDI 
posted a solid recovery after the 2006 slump, increasing 
47.4% to € 6.68 billion. Coverage of the current account 
stood at 113%. In Q1 2008, FDI reached € 2.2 billion, a 
four-fold increase over Q1 2007.  

The outlook for 2008 is for a worsening of the current 
account deficit to -7.6% of GDP. While export growth will 
be supported by higher steel prices, this will be offset by 
an increase in the price of gas imported from Russia.  

MONEY & FINANCIAL MARKETS: Similar to Bulgaria, the 
Ukraine maintains a currency board, pegging the hryvnia 
to the US dollar (as opposed to the Euro in the case of 
Bulgaria). The Central Bank (NBU) has intervened in the 

FX market since 2006, as it sought to keep the hryvnia 
steady at 5.05/$. However, as capital inflows have 
accelerated, this has required buying dollars and selling 
hryvnia. These transactions have been largely 
unsterilised, causing liquidity levels to rise (international 
reserves increased 45.3% in 2007 reaching $ 32.4 
billion) and fuelling a lending boom (credit to the private 
sector increased 65.5% in 2007 from 45.6% in 2006). 
Confirming early rumours of a possible move to a more 
flexible exchange rate regime, since February 2008, the 
hryvnia has moved from around 5.05/$ to 4.55/$ an 
appreciation of almost 7.0%. On the 22nd May 2008, the 
NBU changed the official rate from 5.05/$ to 4.85/$. In 
response, the market rate shot from 4.55/$ to 4.79/$. 
While a more flexible or appreciated hryvnia would help 
mop up excess liquidity, it is unlikely to prove a panacea 
in the fight against soaring inflation for three reasons: (1) 
the rising cost of energy imports from Russia is likely to 
push the current account deficit to 10% of GDP by the 
end of the decade. So, while the currency may have 
risen to 4.66/$, the authorities cannot rely on a rapid 
appreciation in the hryvnia to tame inflation (2) fiscal 
purse strings are being loosened, which will serve to 
stoke the inflationary flames and (3) policy makers have 
no control over the rise in international food prices, the 
primary cause of the recent surge in inflation. 

Moody's S&P Fitch Moody's S&P Fitch
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In May 2008, the ratings agency Fitch downgraded the 
outlook for the Ukraine from positive to stable citing 
concerns over higher inflation and the growing trade 
deficit.  

Ukraine - Exchange Rate Developments vs. US Dollar
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9. TURKEY 

ECONOMIC OVERVIEW: In 2007, higher inflation and 
restrictive monetary policy reduced domestic demand’s 
contribution to GDP to 4.7pps from 7.4pps in 2006. This 
in large part accounted for the rapid deceleration in 
growth from 6.9% in 2006 to 4.5% in 2007. Following 
negative private consumption growth in H1 2007, a 
recovery in the second half led to full-year growth of 
4.6% (4.6% in 2006). Investment growth almost halved, 
from 13.3% in 2006 to 6.7% in 2007. Benefiting from 
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stronger foreign demand, growth in exports of goods and 
services remained strong, increasing 6.5% (6.6% in 
2006), while growth in imports of goods and services 
(due to the high import content of exports) accelerated to 
11.1% (6.9% in 2006). As a result, the foreign balance 
subtracted -1.7pps from GDP growth (-0.4pps in 2006). 

In 2008, growth will remain constrained by high domestic 
interest rates and elevated inflation. The recovery in 
private consumption is expected to continue, but will 
remain somewhat subdued, given that only a moderate 
decline in inflation is expected, preventing a recovery in 
disposable income. As a result, private consumption is 
expected to increase 4.8% in 2008. Likewise, investment 
will continue to recover, but will remain constrained by 
high domestic interest rates and reduced foreign 
investment, registering growth of 7.0% in 2008. Growth 
in exports of goods and services is expected to increase 
7.4% while growth in imports of goods and services will 
increase 9.4%. The current account deficit is seen rising 
to -6.4% of GDP, but is expected to stabilise at the level. 
For 2008, GDP is forecast at 4.3%. 

FISCAL POLICY:  Despite loose fiscal policy due to 2007 
being an election year, determined policy action 
facilitated a primary surplus of over 4% of GDP. For 
2008, the targeted primary surplus has been reduced to 
3.5% of GDP, to accommodate additional infrastructure 
investment plans and cuts in labour taxes. As a result of 
the larger than forecast primary surplus in 2007, general 
government debt declined to 38.8% of GDP from 46.1% 
of GDP in 2006.  

INFLATION: Despite higher interest rates and weaker 
domestic demand HICP inflation has accelerated, from a 
two year low of 6.9% recorded in July 2007, increasing to 
8.4% in December 2007 and now 9.7% in April 2008. 
Underlying the current surge in inflation is (1) a spike in 
food prices, which increased 13.9% in April, contributing 
4.79pps to headline inflation and (2) rising energy prices, 
with the electricity, gas and other fuels subcomponent 
increasing 15.4%, contributing a further 2.88pps to 
headline inflation in April 2008. Core HICP inflation has 
also begun to tick-up slowly, from 4.75% in October 
2007, to 5.64% in December 2007 and now 6.54% in 
April 2008. Inflationary pressures are unlikely to ease in 
the coming months, given negative base effects and 
rising international energy prices. 

BALANCE OF PAYMENTS: During Q1 2008, the current 
account deficit increased by 12.6% yoy (-1.5% yoy Q1 
2007). This is partly the result of a rapid deterioration in 
the Trade Balance which increased 16.9% yoy (-5.3% 
yoy Q1 2007). Exports of goods increased 21.9% (14.3% 
Q1 2007) while growth in imports of goods accelerated to 
20.6% yoy (8.4% yoy Q1 2007). FDI inflows remained 
subdued thus far at € 2.8 billion in the first quarter (€ 7.1 
billion Q1 2007). Net FDI coverage of the current account 
has declined from 88.3% in 2007, to 33.5% in 2008. The 
current account deficit is forecast to increase to -6.4% of 
GDP in 2008. 

MONEY & FINANCIAL MARKETS: Following the increase 
in the Central Banks key policy rate of 425bps private 
sector credit growth eased from 58.0% in June 2006 to 
22.0% in June 2007. Similarly household credit growth 
declined from 75.0% in June 2006 to 26.0% in June 2007 
while business credit growth slowed from 48.0% in June 
2006 to 19.0% in June 2007. Subsequently, as the key 
policy rate was gradually reduced from 17.5% in August 
2007 to 15.25% in April, credit growth began to 
accelerate once again. In February 2008, private sector 
credit increased 30.0%, household credit increased 
41.0% and corporate credit increased 23.0%. 

However, as inflation continues to accelerate, the Central 
Bank has once again embarked on a policy of monetary 
tightening. In May 2008, the key policy rate was 
increased 50bps with an additional 50-100bps expected.  

During most of 2007, the lira appreciated sharply versus 
both the Euro (roughly 7.0%) and US dollar (roughly 
17.0%) as high domestic interest rates attracted strong 
capital inflows. However, it started to show signs of 
weakening, having depreciating by as much as 24% 
against the Euro (reaching 2.1/€ from 1.7/€ at the start of 
2008) and 14% against the US dollar (reaching 1.33/$ 
from 1.17/$ at the start of 2008). Since then, the lira has 
once again depreciated against both the Euro (-6.8% 
since March 2008 and is now trading at 1.97/€) and US 
dollar (-5.97% also since March 2008 and is now trading 
at 1.25/$).  

Turkey - Monetary Policy Developments
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Exchange rate developments will remain highly volatile, 
with a further depreciation likely, owing to Turkey’s still-
widening current-account deficit, increased global risk 
aversion. 
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Real GDP Growth 5.0 4.6 3.8 4.2 4.0 3.6
Gross Fixed Total Investments 15.4 6.0 0.7 14.8 4.4 5.6

 - Construction 11.0 3.7 -1.0 21.6 11.4 9.2
 - Equipment 22.9 8.0 1.7 6.5 7.7 8.3

Manufacturing production -0.4 1.2 -0.8 1.4 1.8 1.0
Unemployment  (percent) 9.4 10.2 9.5 8.6 8.0 7.5
Employment 1.9 0.9 1.5 2.5 1.2 1.2
Consumer Price Index (year average) 3.5 2.9 3.5 3.2 2.9 3.9
Producer Price Index   (year average) 2.3 3.5 5.9 6.9 3.3 7.0
Unit Labor Cost 2.4 1.8 3.7 4.6 4.3 5.2
Credit Expansion (Private Sector) 19.5 19.5 21.8 20.6 20.0 18.0
Deficit (as  % of GDP) -5.6 -7.4 -5.1 -2.6 -2.8 -1.6
Current Account  (as % of GDP) -13.2 -13.3 -13.4 -14.4 -15.8 -15.6
Source: Official National Accounts, 2007  and Alpha Bank Research

2006
IV I II ΙΙΙ IV

Economic Activity (period average)
Retail Sales Volume 8.0 4.3 3.1 2.8 1.0 -0.7 (02/08)
Construction Activity -19.5 2.2 -5.2 -5,5 -5.8 -2.6 (02/08)
Industrial Production (Manufacturing) 0.8 3.3 1.7 1,8 1.1 -2.4 (03/08)

Credit Expansion (end of period)
Private Sector 20.6 19.9 20.9 20.7 20.9 20.9 (12/07)
Consumer Credit+Other 23.9 22.0 22.2 22.1 22.4 22.4 (12/07)
Housing 25.8 25.5 24.5 23.3 21.4 21.4 (12/07)
Business 16.6 15.9 18.2 18.0 19.9 19.9 (12/07)
Tourism 3.7 3.3 4.0 4.4 9.8 9.8 (12/07)

Prices (end of period)
Consumer Price Index 2.9 2.7 2.6 2.7 3.6 4.4 (04/08)
Core Inflation 3.0 3.2 2.9 2.8 2.8 3.2 (04/08)
Producer Price Index 3.0 0.7 1.9 2.6 8.0 10.9 (03/08)
Dwelling Price Index (17 urban areas) 10,5 7.4 4.2 2.3 … 2.5 (12/07)

Interest Rates (period average)
Savings 1.06 1,10 1,14 1.16 1.17 1.16 (12/07)
Short-term Business Loans 7.32 7,37 7,51 7.66 7.61 7.56 (12/07)
Consumer Loans (up to 1 year) 10.73 10,2 10,1 10.56 10.67 10.67 (12/07)
Housing Loans  (over 5 years) 5.19 4,69 4,61 5.00 4.99 4.99 (12/07)
12 month Treasury Bill 3.72 3.93 4.75 4.74 4.69 4.78 (04/08)
10 year Bond Yield 4.03 4,26 4,57 4.66 4.51 4.40 (01/08)

National Accounts 
Real GDP 4.4 4.6 4.1 3.8 3.6 4.0 (12/07)
Final Consumption 2.8 2.8 3.0 3.2 3.1 3.1 (12/07)
Investment 13.6 15.8 4.8 8.4 -3.3 5.8 (12/07)
Exports 8.3 9.8 8.6 3.4 8.9 7.9 (12/07)
Imports 11,8 15,1 4,6 7.3 -0.1 6.2 (12/07)

Balance of Payments (in € mn - Cumulative)
Exports of Goods 16.2 3.8 8.3 12.5 17.4 3.3 (02/08)
Imports of Goods 51.4 13.3 27.3 42.3 58.9 10.2 (02/08)
Trade Balance -35.3 -9.5 -19.0 -29.9 -41.5 -7.0 (02/08)
Invisibles Balance 14.7 2.4 4.7 11.4 13.6 3.4 (02/08)
Invisibles Balance / Trade Account 41.6% 30.0% 24.5% 38.2% 32.7% 49,7% (02/08)
Current Account -20.6 -7.1 -14.4 -18.5 -27.9 -3.5 (02/08)
Direct Investments 1.0 -2.1 -2.2 -2.5 -2.4 -0.2 (02/08)
Portfolio Investments 8.1 11.1 13.2 14.0 17.4 11.3 (02/08)

Athens Stock Exchange (end of period)
Composite Index 4,394.1 4,643.1 4,843.8 5.123,4 5,178.8 4,214.2 (04/08)
% change 19.9 12.6 35.2 30.3 17.9 -11.0 (04/08)
Market Capitalization ASE (% of GDP) 73.8 77.9 84.1 86.7 85.2 65.8 (04/08)

Source: National Accounts, 2007 Official and Alpha Bank Research
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Romania 2005 2006 2007 2008 (f) 2009 (f) Cyprus 2005 2006 2007 2008 (f) 2009 (f)
Real Economy Real Economy
Real GDP 4.2 7.9 6.0 5.5 5.9 Real GDP 3.9 4.0 4.4 3.7 3.7

Private Consumption 9.9 12.4 11.0 8.1 7.4 Private Consumption 4.0 4.2 6.2 5.3 4.8
Government Consumption 8.5 -3.1 5.6 4.1 3.5 Government Consumption 3.4 7.4 -0.1 5.5 3.9
Gross Fixed Investment 12.7 19.3 28.9 13.1 10.3 Gross Fixed Investment 6.0 7.3 6.3 4.2 4.0
Exports (Goods & Services) 17.8 19.3 26.7 12.8 11.0 Exports (Goods & Services) 4.7 4.5 4.3 3.8 4.1

Imports (Goods & Services) 16.0 22.4 26.1 15.3 13.3 Imports (Goods & Services) 3.1 6.6 6.9 5.3 5.4
HICP Inflation (Avg) 9.1 6.6 4.9 7.6 4.8 HICP Inflation (Avg) 2.0 2.2 2.2 3.8 2.5
Unemployment 7.2 7.3 6.4 6.1 5.9 Unemployment 5.2 4.6 3.9 3.7 3.5
General Government  (%GDP) General Government  (%GDP)

Overall Balance -1.2 -2.2 -2.5 -2.9 -3.7 Overall Balance -2.4 -1.2 3.3 1.7 1.8
Gross Debt 15.8 12.4 13.0 13.6 14.9 Gross Debt 69.1 64.8 59.8 47.3 43.2
Monetary Monetary
Credit to Private Sector 45.8 54.5 60.4 43.0 37.0 Credit to Private Sector - 12.2 31.9 22.0 18.0
Balance of Payments (% GDP) Balance of Payments (% GDP)

Current Account Balance -7.9 -10.4 -13.2 -15.4 -15.5 Current Account Balance -5.9 -5.9 -7.3 -8.5 -8.0
Trade Balance -9.8 -12.1 -14.6 -17.2 -17.8 Trade Balance -25.0 -27.3 -28.8 -29.8 -30.8
Source: IMF. Central Bank. Eurostat. Alpha Bank Economic Research Source: IMF. Central Bank. Eurostat. Alpha Bank Economic Research

Bulgaria 2005 2006 2007 2008 (f) 2009(f) Serbia 2005 2006 2007 2008 (f) 2009 (f)
Real Economy Real Economy
Real GDP 6.2 6.3 6.2 5.6 6.1 Real GDP 6.2 5.7 7.5 5.8 6.0

Private Consumption 6.1 9.5 5.3 5.1 4.8 Private Consumption 7.5 7.0 7.5 6.0 5.4
Government Consumption 2.5 -1.3 3.1 4.1 4.1 Government Consumption 3.0 2.5 2.0 1.0 1.0
Gross Fixed Investment 23.3 14.7 21.7 14.2 11.0 Gross Fixed Investment 8.0 9.0 8.6 10.0 9.0
Exports (Goods & Services) 8.5 8.7 5.2 7.1 6.7 Exports (Goods & Services) 6.0 5.8 5.7 5.4 6.0
Imports (Goods & Services) 13.1 14.0 9.9 8.5 7.7 Imports (Goods & Services) 7.0 8.4 8.0 7.3 7.0

HICP Inflation (Avg) 6.0 7.4 7.6 9.9 5.9 Retail Price Inflation (Avg) 17.3 12.7 6.8 11.3 8.9
Unemployment 10.1 9.0 6.9 6.0 5.4 Unemployment 20.1 19.5 18.8 17.4 15.9
General Government  (%GDP) General Government  (%GDP)

Overall Balance 1.8 3.0 3.4 3.2 3.2 Overall Balance 0.8 -1.5 -1.0 -1.8 -1.5
Gross Debt 29.2 22.7 18.2 14.1 10.8 Gross Debt 52.1 48.0 36.3 33.2 31.4
Monetary Monetary
Credit to Private Sector 32.3 24.7 62.7 34.0 32.0 Credit to Private Sector 52.1 16.7 39.2 37.0 40.0
Balance of Payments (% GDP) Balance of Payments (% GDP)

Current Account Balance -11.5 -16.3 -22.0 -21.2 -20.9 Current Account Balance -8.5 -12.5 -16.5 -16.1 -15.8
Trade Balance -20.2 -22.0 -25.5 -24.9 -24.6 Trade Balance -21.4 -19.7 -21.1 -21.3 -20.2
Source: IMF. Central Bank. Eurostat. Alpha Bank Economic Research Source: IMF. Central Bank. Eurostat. Alpha Bank Economic Research

Turkey 2005 2006 2007 2008 (f) 2009 (f) FYROM 2005 2006 2007 2008 (f) 2009 (f)
Real Economy Real Economy
Real GDP 8.4 6.9 4.5 4.3 4.7 Real GDP 4.1 4.0 5.1 4.8 5.5

Private Consumption 7.9 4.6 4.6 4.8 5.1 Private Consumption 5.7 6.0 5.2 5.0 5.5
Government Consumption 2.5 8.4 2.8 3.5 4.2 Government Consumption 0.4 1.8 4.0 5.0 5.0
Gross Fixed Investment 17.4 13.3 6.7 7.0 7.1 Gross Fixed Investment -5.4 11.6 14.0 10.8 11.4
Exports (Goods & Services) 7.9 6.6 6.5 7.4 6.5 Exports (Goods & Services) 11.2 8.4 19.3 11.0 11.5
Imports (Goods & Services) 12.2 6.9 11.1 9.4 8.0 Imports (Goods & Services) 6.2 11.0 17.3 11.0 11.3

HICP Inflation (Avg) 8.2 9.6 8.8 7.5 4.5 CPI Inflation (Avg) 0.5 3.2 2.3 6.0 2.7
Unemployment 10.2 9.9 9.9 10.0 9.8 Unemployment 36.7 36.0 34.6 33.3 31.8
General Government  (%GDP) General Government  (%GDP)

Overall Balance -0.6 -0.1 -1.2 -1.4 -0.9 Overall Balance 0.2 -0.5 0.6 -1.5 -1.3
Gross Debt 52.3 46.1 38.8 32.9 28.0 Gross Debt 46.5 38.7 24.7 22.7 21.3
Monetary Monetary
Credit to Private Sector 8.4 40.1 31.2 18.0 25.0 Credit to Private Sector 19.1 27.2 36.8 28.0 31.0
Balance of Payments (% GDP) Balance of Payments (% GDP)

Current Account Balance -4.4 -5.8 -5.7 -6.4 -6.4 Current Account Balance -2.7 -0.9 -3.1 -4.4 -5.3
Trade Balance -6.8 -7.5 -7.5 -9.7 -10.1 Trade Balance -18.3 -20.2 -21.1 -20.8 -21.6
Source: IMF. Central Bank. Eurostat. Alpha Bank Economic Research Source: IMF. Central Bank. Eurostat. Alpha Bank Economic Research

Ukraine 2005 2006 2007 2008 (f) 2009 (f) Albania 2005 2006(e) 2007(e) 2008 (f) 2009 (f)
Real Economy Real Economy
Real GDP 2.6 7.3 7.4 6.2 6.3 Real GDP 5.5 5.0 6.0 6.0 6.1

Private Consumption 14.7 15.4 15.0 11.5 10.2 Private Consumption - - - - -
Government Consumption 2.6 2.5 2.7 3.5 2.5 Government Consumption - - - - -
Gross Fixed Investment -0.3 16.5 19.0 12.0 10.5 Gross Fixed Investment - - - - -
Exports (Goods & Services) -11.1 -7.4 3.5 3.0 2.0 Exports (Goods & Services) - - - - -
Imports (Goods & Services) 2.1 8.9 10.3 12.4 10.3 Imports (Goods & Services) - - - - -

CPI Inflation (Avg) 13.4 9.0 12.8 21.9 15.7 CPI Inflation (Avg) 2.4 2.4 2.9 4.2 2.9
Unemployment 3.1 2.7 2.3 2.4 2.3 Unemployment - - - - -
General Government  (%GDP) General Government  (%GDP)

Overall Balance -1.8 -0.7 -1.1 -2.1 -1.6 Overall Balance -3.7 -3.2 -3.8 -5.2 -3.7
Gross Debt 17.0 14.1 11.5 11.3 10.7 Gross Debt 54.9 55.0 54.5 NA NA
Monetary Monetary
Credit to Private Sector 61.9 71.0 74.1 - - Credit to Private Sector 74.3 56.8 50.4 44.0 37.0
Balance of Payments (% GDP) Balance of Payments (% GDP)

Current Account Balance 2.9 -1.5 -4.2 -7.6 -9.7 Current Account Balance -6.6 -5.9 -9.5 -8.8 -5.6
Trade Balance -1.3 -4.9 -7.3 -7.0 -6.9 Trade Balance -24.4 -24.1 -27.1 -26.1 -22.4
Source: IMF. Central Bank. Eurostat. Alpha Bank Economic Research Source: IMF. Central Bank. Eurostat. Alpha Bank Economic Research

11. Economic Data – Southeastern Europe 
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This report reflects the opinions of the analysts of Alpha Bank’s Economic Research Division. Any information in this 
report is based on data obtained from sources considered to be reliable; Alpha Bank takes no responsibility for any 

individual investment decisions based thereon. 

No part of this publication may be reproduced in any form without the permission of the publisher.  
Please address any comments or inquiries to: Michael Massourakis, Group Chief Economist 

Economic Research Division, Panepistimiou 43, Athens, 10564 Greece 
Tel: (+30) 210-326-2828 – Fax: (+30) 210-326-2812 

E-mail: dom@alpha.gr – Web Site: www.alpha.gr 
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