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REPORT OF GOVERNOR
GEORGE PROVOPOULOS

TO THE ANNUAL GENERAL MEETING OF SHAREHOLDERS

BY ORDER OF THE GENERAL COUNCIL

| FINANCIAL RESULTS FOR 2008

The Bank’s Profit and Loss Account for 2008
shows total net revenue of €823.5 million and
total operating expenses (including deprecia-
tion and provisions) of €598.5 million. Net
profit thus reached €225.1 million, compared
with €284.7 million in 2007.

In accordance with Article 71 of the Bank’s
Statute regarding profit appropriation, the
General Council has decided to propose to the
Meeting of Shareholders that €13.3 million or
12% of the Bank’s capital be distributed as first
dividend and that an amount of €34.4 million
be distributed as additional dividend, thus
bringing the total dividend to €47.7 million,
compared with €50.8 million in 2007. The total
dividend per share would thus come to €2.40,
compared with €2.56 in 2007 (adjusted to the
current number of the Bank’s shares). From the
balance of net profits —after the allocation of
€22.2 million to an increase in the ordinary
reserve and the deduction of €15.9 million in
income tax on distributed profits — an amount
of €139.3 million shall be paid to the State in
accordance with Article 71 of the Bank’s
Statute, compared with €180.9 million in 2007.

In greater detail, the Bank’s revenue and
expenses in financial year 2008 can be broken
down as follows:

Total net income from interest, commission fees
and other revenue from domestic and foreign
activities, including operations with the Euro-
pean Central Bank (ECB) and other members
of the European System of Central Banks
(ESCB), decreased by a marginal 0.2% from
€825.5 million in 2007 to €823.5 million in 2008.

This result was solely due to the establishment
of a new special provision as a buffer against
risks related to the Eurosystem’s monetary pol-
icy operations, which outweighed the signifi-
cant increase in income from the Bank’s reg-
ular sources in 2008.

The special provision was established following
a decision of the Governing Council of the ECB,
prompted by the exceptionally adverse conditions
that had prevailed in the money market in 2008
and affected, inter alia, Eurosystem’s liquidity-
providing monetary policy operations. In line
with the principle of prudence, the Governing
Council deemed it appropriate to establish a
buffer of €5,736 million in total against coun-
terparty risks in monetary policy operations. In
accordance with the Statute of the ESCB and of
the ECB, the provision was funded by all the
national central banks (NCBs) of the partici-
pating Member States in proportion to their sub-
scribed shares in the capital of the ECB. The
share of the Bank of Greece in the total provi-
sion came to €149.5 million and negatively
affected its net result from the pooling and real-
location of monetary income within the
Eurosystem. Net interest income rose to €706.2
million, from €540.9 million in 2007 (+30.6%),
due to the high returns on interest-bearing assets.

Net interest income rose by 30.6% to €706.2
million, against €540.9 million in 2007, as a
result of the high yields of the Bank’s portfolios.

Net income from fees and commissions rose by
9.3% to €144.0 million, compared with €131.7
million in 2007. This income mainly includes
fees and commissions received by the Bank in
its capacity as the government’s fiscal agent
and, also, as portfolio manager for public enti-
ties and social security organisations.

Income from equity shares and participating
interests increased by €34.8 million to €38.2
million, from €3.4 million in 2007. This sub-
stantial increase was due to an inflow of €34.5
million from the ECB, corresponding to the
Bank of Greece’s allotted share in the ECB’s
seigniorage income and net profit.

Net realised gains from financial operations
fell by €67.3 million to €37 million, from
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€104.3 million in 2007. Results in 2007 had
benefited from non-recurring net realised
gains of €93.4 million from swap operations,
with which a special provision had been cre-
ated. It should be noted that 2008 saw higher
realised gains from foreign exchange opera-
tions and debt securities and significantly lower
portfolio valuation losses as at year-end rela-
tive to 2007, despite the adverse international
financial market environment.

Finally, other income, mainly comprising
income from the activities of the Banknote
Printing Works (IETA), amounted to €32.9
million, compared with €38.6 million in 2007.

Total expenses in 2008 (excluding the provision
against counterparty risk in Eurosystem mon-
etary policy operations) increased by 10.7% to
€598.5 million, from €540.8 million in 2007.
This development was mainly due to an
increase in provisions against future risks and
other liabilities of the Bank. More specifically:

Other provisions (further to the aforemen-
tioned FEurosystem-related provision) set
aside during financial year 2008 rose to €197.4
million, from €148.1 million in 2007 (+33.3%).
The largest part of this amount concerns a pro-
vision against future counterparty risks arising
from the conduct of Eurosystem monetary pol-
icy operations.

Operating expenses excluding provisions
(staff costs, pensions, administrative and other
expenses, depreciation) increased by a mere
2.1% to €401.1 million, from €392.7 million in
2007. The respective increase in the previous
financial year had been 9.5%.

In accordance with Cabinet Act No. 8 of 10
June 2008, the Bank’s share capital was
increased by €22,248,671.20 in financial year
2008, through capitalisation of part of the real
estate revaluation gains from financial years
2004 and 2007. This increase was achieved by
issuing 3,972,977 new bonus shares of a par
value of €5.60 each, allotted to current share-
holders in a proportion of one new share for
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every four existing ones. As required by Arti-
cles 10 and 71 of the Bank’s Statute, the ordi-
nary reserve was increased by the same amount
(from profits for financial year 2008) so as to
be equal with the share capital.

The Bank’s total number of staff decreased by
a further 269 members in the course of 2008,
to 2,494 at year-end.

The Bank pressed ahead with organisational
adjustments, to meet the increasingly complex
challenges arising from the interdependence of
financial systems worldwide and to keep up
with a rapidly changing macroeconomic envi-
ronment. More specifically:

The year 2008 saw the creation of a Financial
Stability Department. The decision to set up
this Department was prompted by the view that
the risks to the financial system need to be
closely and comprehensively monitored and
that the macroeconomic implications of devel-
opments in the financial sector need to be care-
fully examined. This view, which is shared by
most Eurosystem central banks, has been gain-
ing ground in the light of the lessons drawn
from the probe into the recent financial crisis
and of the inherent operational and supervi-
sory weaknesses revealed during this process.

A new organisational unit was created within
the Economic Research Department to mon-
itor the economic developments in the coun-
tries of South-Eastern Europe and the
Mediterranean. The setting-up of this unit was
combined with an upgrading of cooperation
with other Bank units involved with the region,
SO as to maximise synergies.

Another new unit was established within the
Economic Research Department to undertake
the systematic monitoring of the real estate
market. In order to enable this new unit to bet-
ter perform its task, a database has been set up
and all credit institutions are now subject to a
data reporting requirement. Since early 2009,
data has begun to be collected from credit
institutions and other entities. In addition,



matters pertaining to the real estate market are
now part of the Bank’s regular research
agenda.

2008 saw the Bank of Greece pursue its mis-
sion in all its fields of competence and play an
active role in the formulation and implemen-
tation of monetary policy within the Eurosys-
tem, with a close and systematic eye on eco-
nomic aggregates as the financial crisis con-
tinued to unfold. The Bank intensified its
activities in the field of supervision of credit
institutions and other entities of the financial
sector, as well as in the field of the oversight
and operation of payment and securities set-
tlement systems. As in the past, none of this
would have been possible without the staff’s
commitment, dedication and adaptability to
new conditions and requirements. I would
therefore invite the General Meeting to join
me in expressing our commendation to the
entire staff.

Throughout 2008, the Bank continued to
strengthen its relations with the central banks
and banking supervisors of South-Eastern
Europe, especially in the countries where
Greek banks are present. In this context, vis-
its to the Bank of Greece by several SE Euro-
pean NCB Governors and officials have been
scheduled and carried out since early 2009 for
talks and consultation on matters of mutual
interest, with an emphasis on supervision and
financial crisis management.

A notable development in the field of payment
systems was the migration from HERMES,
Greece’s real-time gross settlement (RTGS)
system, to the new Trans-European Auto-
mated Real-time Gross settlement Express
Transfer system TARGET?2. The Greek com-
ponent of TARGET?2 became operational on
19 May 2008, after successful preparations and
tests with the credit institutions, coordinated
by the Bank of Greece.

Throughout 2008, construction, maintenance
and remodelling works continued on several of
the Bank’s premises, with a view to enhancing

both working conditions and the physical secu-
rity of facilities and operations. More specifi-
cally, the refurbishment works on the listed
neoclassical building that houses the Bank’s
Thessaloniki branch were completed and the
building was reopened by the Bank’s Admin-
istration in a special event attended by the staff
and local officials and distinguished guests
from the local community. Meanwhile, work
continued on the construction of the Bank’s
second Cash Processing and Distribution Cen-
tre in the area of Pylaia, outside Thessaloniki.

As the terms of office of both Governor
Nicholas C. Garganas and Deputy Governor
Nicholas D. Paleocrassas were to come to an
end on 13 June 2008, the General Council
decided on 30 May to recommend me to the
Cabinet for the position of Governor and Ms
Eleni Louri-Dendrinou for the position of
Deputy Governor. Both recommendations
were adopted by the Cabinet and the appoint-
ments were finalised with the publication of
the relevant Presidential Decree in the Gov-
ernment Gazette on 20 June 2008.

Six months later, the General Council, at its
meeting of 19 January 2009, nominated Mr
Ioannis Papadakis to succeed Mr Panayiotis
Thomopoulos whose term of office was to
expire on 27 February 2009. The nomination
proposal was adopted by the Cabinet and the
appointment was finalised with the publication
of the relevant Presidential Decree in the Gov-
ernment Gazette on 2 March 2009. By another
Presidential Decree, the outgoing Deputy Gov-
ernor Mr Panayiotis Thomopoulos was
appointed member of the Monetary Policy
Council, in replacement of Mr Ioannis
Papadakis.

By Presidential Decree, Mr Georgios
Oikonomou was reappointed member of the
Monetary Policy Council for another six-year
term, after his first term ended on 10 April
2008. At today’s Annual General Meeting and
in accordance with Article 21 of the Bank’s
Statute, the term of office of General Coun-
cil member Mr Christos Polyzogopoulos
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expires. The General Meeting will therefore =~ Annual General Meeting of 2012. The out-
be called upon to elect a new General Coun-  going General Council member is eligible for
cil member for a three-year term, i.e. until the = re-election.
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Il THE STATE AND PROSPECTS OF THE
GREEK ECONOMY AND ECONOMIC POLICY

CHALLENGES

I INTRODUCTION

The global financial and economic crisis has revealed
the macroeconomic imbalances and structural weak-
nesses of the Greek economy

The global economy is in the midst of its most
severe financial and economic crisis since the
1930s. The strong turbulence that started in the
United States in August 2007 and spilled over
to the rest of the world is continuing for the
second year running, with occasional episodes
of intensification. The persistence of the finan-
cial turmoil has caused the global outlook for
output, employment and trade to deteriorate
rapidly, especially during the last few months.
At the current phase, developments in the
financial and the real sectors of the global econ-
omy form a negative feedback loop, whereby the
dysfunctioning of financial markets squeezes
activity and, in turn, the fall in economic activ-
ity further undermines the capital position of
the financial sector and its ability to finance
enterprises and households. Exit from this
vicious circle will not be easy or fast.

The global crisis has negatively affected the
Greek economy, especially since its intensifi-
cation in September 2008. The growth rate of
the Greek economy, which had been steadily
high since the second half of the 1990s, decel-
erated markedly in 2008, while economic activ-
ity is projected to stagnate in 2009. The finan-
cial crisis is affecting economic activity in
Greece in two ways: on the one hand, the tight-
ening of banks’ credit standards for lending to
enterprises and households is restricting the
supply of loans and, on the other hand, the sig-
nificant weakening of consumer and business
confidence and the resulting lower propensity
to consume and invest in housing and the
higher risk aversion are causing credit
demand by both households and enterprises to
decline as well. The world economic crisis also
has a direct impact on the Greek economy,
since the ongoing contraction in global eco-
nomic activity and the decrease in world trade
volumes have hit Greek exports of goods as
well as services, notably shipping and tourism.

The financial and economic crisis has made the
macroeconomic imbalances and structural
weaknesses of the Greek economy more visible.
First of all, the favourable factors that had
supported strong growth rates for a number of
years, fostering complacency with regard to
the economic outlook, have lost their
momentum. In addition, market concerns
have heightened, as indicated by the yield
spreads between Greek government bonds
and the corresponding German securities. In
particular, markets are concerned about
Greece’s fiscal deficit, which has been well in
excess of 3% for two consecutive years (trig-
gering a re-initiation of the excessive deficit
procedure against Greece), as well as about
the country’s high public debt-to-GDP ratio
(over 95% in 2008) and the failure of succes-
sive governments to achieve a sustainable fis-
cal adjustment, despite the strong growth per-
formance seen since the mid-1990s. Another
source of concern are the extremely high lev-
els of the current account deficit, attributed,
to a large extent, to the insufficiency of struc-
tural measures taken at the time with a view
to reforming the public sector and enhancing
the production base and productivity. As
pointed out in the latest Monetary Policy
Report of the Bank of Greece (February
2009), there is an urgent need for a credible
medium-term plan that will include bold but
necessary reforms, with fiscal consolidation
being the top priority.

As for the key aggregates of the Greek econ-
omy, annual GDP growth fell from 4.0% in
2007 to 2.9% in 2008 (and 2.4% in the fourth
quarter). According to Bank of Greece esti-
mates, economic activity will stagnate in 2009
and even negative annual rates of change can-
not be ruled out in the course of the year, while
developments could turn out even worse if
global economic conditions deteriorate more
than expected (causing a stronger than
expected drop in Greek exports). However,
Greek GDP increased more than the euro area
average in 2008 and, though projected to stag-
nate in 2009, would fare better than area-wide
GDP, which is expected to decrease signifi-
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cantly. Employment growth decelerated only
slightly in 2008 and the rate of unemployment
decreased, but in 2009 employment is pro-
jected to fall and the rate of unemployment to
rise. The average annual inflation rate in 2008
rose considerably above the level of 2007
(4.2% compared with 3.0% respectively), but
was very volatile in the course of the year,
dropping to 2.0% in December, before slowing
down further in the first quarter of 2009. The
decline in crude oil and food commodity prices
is expected to exert a continued dampening
effect on the annual rate of inflation, which will
level off at an average 1.5% or even less (1.1-
1.2%) in 2009. Core inflation, however, which
was relatively high in 2008 (3.4%), is expected
to decrease less than headline inflation in 2009
and to remain higher than the corresponding
euro area measure. Consequently, the price
competitiveness of the Greek economy will
erode further.

2 THE INTERNATIONAL AND THE EUROPEAN
ECONOMIC ENVIRONMENT

2.1 DEVELOPMENTS AND PROSPECTS

A decline in world GDP and a sharp decrease in
world trade volumes are expected in 2009

After breaking out in the United States in
August 2007, the turmoil in the international
financial markets developed in the course of
2008 into the most severe financial crisis since
the 1930s, with adverse repercussions on global
economic activity and world trade. By early
2008, the spread of the financial turmoil to the
rest of the world, combined with the further
surge in commodity prices (mainly crude oil
and food), had led to a slowdown in economic
growth in most advanced economies. However,
since mid-September 2008, when the global
financial crisis intensified after the bankruptcy
of a major US investment bank, global eco-
nomic conditions have deteriorated further at
a rapid pace, reflected in a generalised mistrust
in the financial system, a shortage of credit
supply, a dramatic drop in stock prices and
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—1in some economies — house prices, as well
as a sharp deterioration in business and con-
sumer confidence worldwide. Despite the
important and unprecedented measures taken by
governments, central banks and international
organisations in order to contain systemic risks
and restore financial stability, the financial cri-
sis and its impact on the real economy spread
to almost every part of the world. By the end
of 2008, most advanced economies were
already in or on the brink of recession, while
the emerging or developing economies
—especially those with substantial macroeco-
nomic imbalances — had also been consider-
ably affected.

Global economic activity contracted further in
early 2009, while the forecasts of international
organisations have been repeatedly revised
downwards. According to the latest IMF esti-
mates,' global GDP will decrease, for the first
time since the 1940s, by between 0.5% and 1.0%
in 2009, while, according to OECD estimates,?
world® GDP will shrink by 2.7% and world trade
growth will plummet (-13.2%). The IMF also
forecasts a gradual recovery of the global econ-
omy in 2010, subject to certain conditions, such
as effective policy action to support financial
stability and improve credit conditions, size-
able fiscal stimulus, a starting recovery in the
US housing market and continued low levels of
oil and other commodity prices. Global infla-
tion was very volatile in 2008, rising sharply in
the first half of the year, mainly due to higher
food and energy prices, before dropping
markedly in the second half as a result of the
subsequent fall in these commodity prices and
weaker global economic activity. Inflation will
continue to decline in 2009, reflecting lower
commodity prices and a buildup of spare
capacity in the world economy.

® In the advanced economies, growth weakened
markedly in 2008, dropping to 0.8% from 2.7%

1 IMF, Global economic policies and prospects, 19 March 2009, note
prepared for the meeting of G20 Finance Ministers and Central
Bank Governors of 13-14 March 2009.

2 OECD, Economic Outlook - Interim Report, 31 March 2009.

3 OECD countries plus Brazil, Russia, India and China, represent-
ing 82% of world GDP.



in 2007. Domestic demand in these economies
was adversely affected by worsening credit con-
ditions, the erosion of real incomes as a result
of high inflation (roughly until mid-2008, when
fuel and food prices started to decline signifi-
cantly), lower household asset valuations (on
account of the substantial fall in equity prices
worldwide and in house prices in several
economies during 2008), as well as a gener-
alised decline in investor and consumer confi-
dence. External demand was affected too, as
most emerging and developing economies also
experienced a significant economic downturn
in the course of 2008. The macroeconomic out-
look for the advanced economies is generally
bleak, with economic activity projected by the
IMF to contract by between 3% and 3.5% in
2009 (the worst performance in post-war his-
tory) and to stagnate or increase only slightly
(no more than 0.5%) in 2010. There is a con-
siderable risk of an even stronger decline and
then a slower recovery, particularly if the
global financial system should experience
stronger strains and if consumer and investor
confidence were to worsen. (It is worth noting
that, according to the OECD, the GDP of its
member countries as a whole is projected to
contract by 4.3% in 2009 and by 0.1% in 2010).
Inflation in the advanced economies is esti-
mated to have increased on average to 3.5% in
2008 from 2.1% in 2007, despite its significant
decline during the last months of 2008. In 2009,
subdued oil and food prices, combined with
sluggish aggregate demand, are expected to
contribute to very low or even negative infla-
tion rates. According to the IMF, there is even
arisk of a deflation for relatively long periods
in certain advanced economies, in particular
Japan and the United States.

® In the euro area, GDP growth weakened sub-
stantially in 2008 to 0.8% (from 2.6% in 2007),
as the impact of the global financial crisis
became more visible from the second quarter
onwards. According to the latest IMF esti-
mates, euro area GDP will shrink by 3.2% in
2009 (by 4.1% according to the OECD),
reflecting the collapse in external demand, the
impact of housing market corrections in some

member states, and tight credit conditions. The
impact of falling external demand will be
stronger in the euro area than in the United
States, and policy stimulus will be more mod-
erate, though “automatic stabilisers” are sub-
stantially larger in the euro area. Euro area
inflation stood at 1.6% in December 2008 and
is expected to fall to lower or even negative lev-
els in the course of 2009 (according to pre-
liminary estimates, 0.6% in March), mainly
reflecting the impact of falling fuel and food
prices.

® In the emerging and developing economies,
GDP growth remained relatively strong in 2008
(at 6.1%, down from 8.3% in 2007), but decel-
erated markedly in the fourth quarter, mainly
reflecting the shrinking of these countries’
export markets among advanced economies.
The slowdown was more pronounced among
the economies that rely largely on the exports
of oil and other commodities, the prices of
which have plummeted since mid-2008.
According to the IMF, the growth rate of
emerging and developing economies is pro-
jected to recede further to between 1.5% and
2.5% in 2009 (according to the OECD, GDP
growth will drop to 6.3% in China and to 4.3%
in India, from 9.0% and 6.0% respectively in
2008, while in Russia GDP is projected to con-
tract by 5.6%, after a 5.6% increase in 2008).
Inflation in the emerging and developing
economies fell as a result of the drop in oil and
other commodity prices, remaining, however,
considerably higher than in the advanced
economies.

® The emerging economies of Southeastern
Europe —which, in contrast with other emerg-
ing economies, have high current account
deficits — are more vulnerable to the deterio-
rating international environment, as they are
adversely affected not only by falling external
demand, but also by the sharp contraction in
capital inflows and higher foreign borrowing
costs. These developments have contributed to
a decline in investor confidence and to down-
ward pressure on foreign exchange markets
and —to a larger extent — on stock market val-
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uations. Particularly affected are Croatia,
Romania and Bulgaria. It is encouraging that
the International Monetary Fund, the Euro-
pean Bank for Reconstruction and Develop-
ment and the European Union have already
provided financial support to the countries of
Southeastern Europe.

2.2 INTERVENTIONS IN THE FINANCIAL SYSTEM
AND MACROECONOMIC POLICY MEASURES AT
THE INTERNATIONAL LEVEL

The international community has taken coordinated,
bold and unprecedented action

The severity of the global crisis has prompted
the international community — governments,
central banks, supervisors and international
organisations — to take coordinated, bold and
unprecedented action. These interventions
involved, on the one hand, the provision of liq-
uidity and measures to support and consolidate
the financial system and, on the other hand,
direct demand-enhancing measures, in order
to break the vicious circle of developments in
the financial and the real sectors of economy.
Meanwhile, discussions are intensifying in view
of effectively reforming the international
financial system so as to ensure financial sta-
bility in the future. Important decisions on this
issue were adopted at the last G-20 meeting on
2 April.

e Financial sector measures have primarily
focused on providing liquidity, guarantees and
capital injections to the banking system, thus
helping to avert a credit crunch and panic
among depositors and creditors due to a lack
of trust in financial institutions. However, the
interventions in the financial system have, at
least so far, been direct responses to very
severe crisis episodes and to disruptive events
in the money, credit and capital markets rather
than systematic measures aimed at addressing
the deeper problems of financial institutions
and at consolidating them on a sustained basis.
Thus, a general lack of confidence in the bal-
ance sheets of large financial institutions still
persists and will dissipate only gradually, after
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decisive measures for impaired asset relief and
recapitalisation have been taken.

® As for the establishment of a new interna-
tional financial architecture, the IMF and the
Financial Stability Forum have made impor-
tant proposals, the implementation of which
has been fostered by the decisions of the G-20
summit on 2 April 2009. At the European level,
the recommendations contained in the Report
of the de Larosiere group are particularly wor-
thy of note.* The main lines of the proposed
reform are the following:’

— expanding the scope of regulation and
supervision to encompass the entire financial
sector, and enhancing transparency;

— strengthening macro-prudential supervision,
with a view to averting systemic risks;

— reducing the pro-cyclicality of both the
credit system and the regulatory framework of
supervision;

— closer supervisory cooperation at the inter-
national and the European levels. At the Euro-
pean level, the European Central Bank is pre-
pared to assume an enhanced role. At the
international level, the G-20 leaders decided to
set up a Financial Stability Board (FSB) to suc-
ceed the Financial Stability Forum, with sig-
nificantly increased responsibilities and an
enlarged composition. The FSB will work with
the IMF, whose role and available resources
are being reinforced.

® Measures to support demand include, first of
all, drastic cuts in the key interest rates of major
central banks to historically low levels (espe-
cially after the intensification of the financial
crisis in September 2008) and the effectively

4 The High-Level Group on Financial Supervision in the EU chaired
by Jacques de la Larosiere, Report, Brussels, 25 February 2009.

5 See “G-20 Finance Ministers’” and Central Bank Governors’ Com-
muniqué”, 14 March 2009, “Presidency conclusions” of the Brussels
European Council, 19-20 March 2009, and “G-20 Final Commu-
niqué”, 2 April 2009. See also, Jean-Claude Trichet, “What lessons
can be learned from the economic and financial crisis?”, 17 March
2009, and Lucas Papademos, “Strengthening macroprudential super-
vision in Europe”, 24 March 2009 (both speeches are available on the
ECB’s website).



unlimited provision of liquidity. The key inter-
est rate cuts, however, have not fully translated
into lower rates for loans to households and
businesses, as banks have tightened their credit
standards. These difficulties have led several
central banks to take “non-standard” measures
to boost demand, including interventions in
non-bank financial markets and direct financial
support to enterprises.

® In the same direction, fiscal policy stimulus
packages have been introduced by governments
in most of the advanced and emerging
economies — of course, those whose low start-
ing levels of deficit and debt allow them to do
so. The discretionary fiscal stimulus provided
by governments in advanced economies is esti-
mated by the IMF at 1.6% of their GDP in
2009 and 1.2% in 2010, while in the large
emerging economies among G-20 countries the
respective percentages should amount to 2.0%
and 1.4% (with a sizeable contribution from
China). The magnitude of stimulus provided
varies significantly across economies. The
countries of the EU have generally opted for
a smaller fiscal stimulus, partly because the size
of their “automatic fiscal stabilisers” is larger
compared with countries such as Australia,
Canada, Japan and the United States. Overall,
the IMF estimates that the government deficits
of advanced economies will rise from 4.1% of
GDP in 2008 to 6.7%° in 2009 and 7.6% in
2010, thus considerably supporting demand. At
the same time, most governments have recog-
nised the existence of risks to the sustainabil-
ity of their fiscal positions and are already
preparing for gradual deficit reductions in the
context of their medium-term fiscal policy
planning, taking into account both the higher
expenditure entailed by the crisis and the
longer-term budgetary implications of popu-
lation ageing.

2.3 THE MONETARY POLICY OF THE ECB AND THE
INTERVENTIONS OF THE EUROSYSTEM IN THE
EURO AREA MONEY MARKET

The monetary policy of the ECB and the provision
of liquidity by the Eurosystem have been key to

ensuring price stability, supporting economic activ-
ity and stabilising the financial system

The Governing Council of the ECB determines
the level of key interest rates with a view to
achieving the Eurosystem’s primary objective
of price stability in the euro area over the
medium term, defined as an annual inflation
rate of below but close to 2%. The progressive
withdrawal of monetary accommodation,
which had started in December 2005 and
involved nine increases in key interest rates by
25 basis points each, lasted until the third quar-
ter of 2008. Since October 2008, the Governing
Council of the ECB, taking into account the
gradual easing of inflationary pressures, has low-
ered its interest rate on main refinancing oper-
ations on six occasions (by a cumulative 300 basis
points), bringing it to 1.25% on 2 April 20009.
Several other central banks also proceeded to
a gradual monetary easing during the same
period.

Underlying the decisions to reduce the key
interest rates was the assessment of the ECB
Governing Council that the intensification of
the financial turmoil since mid-September
2008 has had considerable negative effects on
aggregate demand over an extensive period of
time, and has thus contributed to containing
inflationary pressures. In addition, declining
commodity prices also contribute to the easing
of inflationary pressures, while inflation has
been on a downward path since August 2008.
At the same time, the growth rates of monetary
and credit aggregates continue to decline.

Regarding the outlook for price developments,
the Governing Council expects that, after the
recent reductions in key interest rates, price sta-
bility will be maintained over the medium term.
According to the latest ECB staff macroeco-

6 According to IMF calculations, the US budget deficit will come to
7.7% of GDP in 2009, excluding the cost of financial sector sup-
port measures (estimated at 5.7% of GDP). Hence, the IMF esti-
mates the total US fiscal deficit at 13.4% in 2009 (and the OECD
at 10.2%). Moreover, according to calculations by the US Con-
gressional Budget Office, the government deficit should reach
13.1% of GDP in 2009 (Congressional Budget Office, A Prelimi-
nary Analysis of the President’s Budget and an Update of CBO’s

Budget and Economic Outlook, 20 March 2009).
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nomic projections, which, however, were
finalised before the last interest rate cuts, aver-
age annual inflation should fall to between 0.1%
and 0.7% in 2009 and to between 0.6% and 1.4%
in 2010. Risks to this outlook are broadly bal-
anced and the inflation rate outcome will
depend on developments in economic activity
and commodity prices. In any case, the annual
inflation rate is expected to decelerate further
in the next few months and to turn negative by
mid-2009, before picking up again.

Turning to economic activity in the euro area, the
Governing Council of the ECB has recently com-
municated its expectation of a recovery in the
course of 2010, reflecting, on the one hand, the
effect of the financial sector support packages
and, more generally, the expansionary macro-
economic policies implemented worldwide, and,
on the other hand, the boosting impact of lower
commodity prices on real disposable income and,
hence, on private consumption.

Throughout 2008, the euro area interbank mar-
ket experienced tensions and disruptions, which
accentuated after the bankruptcy of Lehman
Brothers. Among other developments, the
spread between the Euribor and the expected
EONIA rate widened significantly, while the vol-
ume of interbank transactions contracted. The
Eurosystem addressed these developments with
interventions in the money market that intensi-
fied after mid-September. The aim of these
interventions was to provide liquidity to credit
institutions which, albeit solvent, faced difficul-
ties in tapping the interbank market due to the
prevailing tensions. Lately, however, these dis-
ruptions have subsided and tensions in the euro
area interbank market are gradually easing.

The Eurosystem’s interventions have been
decisive in mitigating disruptions and easing
tensions. In particular, in October 2008, the
Governing Council of the ECB decided, on a
temporary basis and until the normal func-
tioning of the interbank market is restored:

— to conduct liquidity-providing operations as
fixed rate tenders with full allotment;
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— to increase the frequency of longer-term
refinancing operations;

— to enlarge the set of eligible collateral
accepted in Eurosystem credit operations; and

— to broaden the set of eligible counterparties
in quick tender operations.

Moreover, the Eurosystem continued, in coop-
eration with the Federal Reserve and other
central banks, to provide liquidity in US dol-
lars to euro area credit institutions through
standard tenders and against assets eligible for
monetary policy operations.

Through these interventions, the Eurosystem
effectively substituted banks in the interbank
market, providing ample liquidity. This devel-
opment impressive
increase in the Eurosystem’s total assets by
42% between mid-September 2008 and the
end of the year. The higher assets were ini-
tially in line with a rise in the outstanding
amounts placed in the context of the deposit
facility, associated with the temporary nar-
rowing of the corridor formed by the interest
rates on the Eurosystem’s two standing facil-
ities (i.e. the marginal lending and the deposit
facilities) from early October 2008 until late-
January 2009. When the narrowing of the cor-
ridor was reversed in late January 2009, the
outstanding amounts under the deposit facil-
ity declined. Finally, after early October 2008,
with the provision of ample liquidity, the
EONIA rate fell below the rate on the main
refinancing operations.

is reflected in the

More generally, the monetary policy of the ECB
and the provision of liquidity by the Eurosystem
have been key to addressing the risk of inflation
falling (on a more permanent basis) below the
level that is consistent with price stability, to sup-
porting economic activity and to stabilising the
financial system.”

7 See Lucas Papademos, “How to deal with the global financial cri-
sis and promote the economy’s recovery and sustained growth”, 26
March 2009 (available on the ECB’s website).



3 MACROECONOMIC DEVELOPMENTS
IN GREECE IN 2008 AND THE OUTLOOK
FOR 2009

3.1 ECONOMIC ACTIVITY

The international crisis is affecting the Greek econ-
omy — GDP is projected to stagnate in 2009

The dramatic deterioration in the external
environment has had an adverse effect on the
Greek economy. The GDP growth rate fell to
2.9% in 2008 from 4.0% in 2007, mostly due to
a large decline in investment. The growth rate
of private consumption fell gradually to 2.2%
in 2008, from 3.0% in 2007. However, private
consumption remains the most important con-
tributor to GDP growth. By contrast, residen-
tial investment shrank (-29.1%) and invest-
ment in equipment declined by 9.6%, more
than offsetting the positive effect of rising pri-
vate consumption on domestic demand. The
change in domestic demand turned out to be
negative, and the rise in GDP was mostly
driven by the improved real external balance
of goods and services (as imports declined
markedly, while exports rose moderately) as
well as by the significant (undesired) inventory
accumulation. In other words, domestic
demand fell, while the sum of domestic and net
external demand rose but was outpaced by out-
put, leading to a build-up of unsold stocks.

As national and international short-term indi-
cators do not currently suggest any signs of
improvement, GDP is expected to stagnate in
2009. Moreover, the high stocks accumulated
in 2008, to the extent that they are used to
meet demand during this year, could con-
tribute to a decline in domestic output in 2009
(even assuming no change in these stocks, the
contribution to GDP growth would again be
neutral, in contrast with their positive impact
on growth in 2008). Growth forecasts are sur-
rounded by high uncertainty and, as already
mentioned, the evolution of activity could turn
out to be even worse, in the event of a sharper
than expected deterioration in global eco-
nomic conditions that would cause Greek

exports to decline more than currently
expected.

Reflecting the expected further deceleration in
credit expansion to households and enterprises
and heightened uncertainty, the growth rate of
private consumption should continue to
weaken, while private investment in houses,
other construction and equipment is expected
to decline. Further factors that are likely to
dampen private consumption are the (rather
small) decline in employment and the subdued
rise in incomes. Business investment should be
adversely affected by weaker domestic demand
and falling external demand, as well as by the
drop in profitability in 2008, which is
expected to continue in 2009.

Against the backdrop of the expected signifi-
cant decline in world economic activity and
trade volumes, Greek exports of goods, mostly
directed to EU countries and non-EU Balkan
countries, are expected to shrink. Moreover, a
marked drop is expected in travel receipts from
visitors originating from Western Europe, the
United States, as well as Southeastern
Europe and Russia. Transport (shipping)
receipts are also projected to drop because of
lower freight rates and declining trade vol-
umes.

On the other hand, there are also some factors
that may mitigate the negative effects of the cri-
sis on economic activity in 2009. In particular:

® [ower oil prices imply a substantial drop in
inflation, helping to raise real disposable
incomes.

® Average real earnings in the whole economy
are expected to rise by 2-2.5% (even after tak-
ing into account the observed reduction in
average working time). If the drop in employ-
ment turns out to be only moderate, as antic-
ipated, the total wage income should increase
by 1-1.5% in real terms, thus supporting a 1%
rise in private consumption, provided that
household confidence does not decline signif-

icantly further.
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® The implementation of the liquidity sup-
port plan is expected to help raise the rate of
credit expansion to households and enter-
prises above the growth rate of nominal GDP
(at current prices), which however will be
low. Clearly, the final outturn of the credit
expansion rate will depend not only on supply
of loans but also on the respective demand,
which has weakened as increased uncertainty
has depressed business and household confi-
dence.

® The large decline in stock prices does not
seem to be exerting a significant effect on
Greek household consumption. Moreover,
although the prices of houses (a major com-
ponent of household wealth, unlike equity
shares) are expected to fall, the change in
housing market valuations should not have a
significant effect on consumption behaviour.

® The speeding up of the implementation of
already approved public-private partnership
projects and projects included into the devel-
opment law but not yet completed, as well as
possible large investments in the energy sector,
could mitigate the decline in business invest-
ment. Moreover, public investment could be
curtailed to a lesser extent than envisaged in
the budget, if financing can be secured through
advance payments of Community resources
under the National Strategic Reference
Framework or through saving on other gov-
ernment expenditure.

® Finally, as imports of goods and services are
expected to fall significantly in 2009, reflecting
a weakening in consumption demand and a
drop in investment demand, the real external
balance should have a neutral contribution to
GDP growth (despite a projected strong
decline in the exports of goods and services).

3.2 EMPLOYMENT AND UNEMPLOYMENT

Expectations of a relatively limited decline in
employment, a small increase in the unemployment
rate, but a considerable increase in average hours
worked
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The total number of employed persons rose at
an average annual rate of 1.1% in 2008, com-
pared with 1.3% in 2007. As employment
growth outpaced that of the labour force (0.4%
year-on-year), the unemployment rate fell to
7.6% in 2008 from 8.3% in 2007.

For 2009, the upward trend of employment is
expected to come to a halt and the number of
employed persons should fall slightly. In con-
trast, a more marked decline is expected in aver-
age hours worked, reflecting both a cut-back on
average overtime work and a reduction in regu-
lar working hours in some firms. It is estimated
that the decline in the total number of
employed persons will be about 0.5-0.8%), i.e.
smaller than the decline in the number of wage
and salary earners (-1%). It should be noted
that for 35.4% of employed persons, compris-
ing the self-employed or workers in family
businesses, weak economic activity typically
implies a reduction in working times (i.e.
underemployment) and lower income. In this
respect, in the second half of 2008 the number
of self-employed grew markedly, possibly
because weaker economic growth (i) encour-
aged necessity entrepreneurship among those
who cannot find a job, and (ii) discouraged a
shift of employment out of agriculture, thus
supporting a marginal rise in employment in
that sector.

At the current phase, the most vulnerable
groups of workers are the unskilled and low-
skilled, those with temporary employment and
immigrants. Among employers, those facing par-
ticular strains as a result of the financial and eco-
nomic crisis include construction companies,
export-oriented manufacturers, enterprises
engaging in import trade (mostly of capital
goods and consumer durables) and tourism
and financial enterprises. However, the
unemployment rate might not rise by more than
0.5-0.8 percentage point, as the labour force is
expected to show near-zero growth under the
impact of a “discouraged worker effect”,
whereby weak economic activity induces more
and more workers to give up searching for a
job and drop out of the labour force.



3.3 INFLATION

Headline inflation is expected to drop sharply, but
core inflation is expected to fall only slightly

Inflation was very volatile during 2008. In the
first seven months of the year, when interna-
tional oil prices kept rising, the annual inflation
rate reached its highest level since 1998. How-
ever, with the subsequent sharp declines in the
international prices of oil and other com-
modities, inflation fell substantially, standing at
a post-2000 low of 2.2% in December 2008.
Owing to developments up until July, the aver-
age annual inflation rate in 2008 stood at sig-
nificantly higher levels than in 2007 (4.2%
against 3.0%). Core inflation (i.e. excluding
energy and unprocessed food prices) remained
at a high level in 2008 (3.4% on average), but
rose only slightly compared with 2007, as
demand-induced inflationary pressures weak-
ened, while unit labour cost growth accelerated.

The annual inflation rate, as measured by the
HICP, continued its downward course in the
first months of 2009 (1.5% in March) and is
likely to fall to about 1% or lower by mid-2009,
before rising again, mostly reflecting the
expected year-on-year evolution of interna-
tional oil prices. It is estimated that in 2009 the
average annual rate of HICP inflation could fall
to 1.5% or less (to 1.1-1.2%). Core inflation is
projected to remain relatively elevated at about
2.9%, only slightly lower than in 2008, still
exceeding the euro area average. However,
conditions are in place that would favour a
stronger decline in core inflation. Specifically,
the excess demand conditions, having weak-
ened in 2008, will be reversed this year, and the
narrowing of profit margins is expected to con-
tinue into 2009. Moreover, unit labour cost
growth is expected to moderate significantly.
Therefore, the inflationary effect of labour
costs (as well as that of other cost components)
should be weaker than in 2008. However, given
that the Greek economy is still characterised
by conditions of imperfect competition that
distort price formation, core inflation is pro-
jected to decline less than could be possible. Of

course, these projections are subject to high
uncertainty, associated with the evolution, dur-
ing 2009, of commodity prices, exchange rates
and —on the domestic side — demand and unit
labour costs. In particular, in the event of a
sharper than expected deceleration (or a fall)
in domestic demand, a significant decline in
core inflation cannot be precluded.

The projected deceleration in the growth of
nominal earnings in 2009 and the expected,
very limited, decrease in productivity mean that
the growth rate of unit labour costs will decel-
erate and converge substantially towards the
corresponding rate for the euro area as a whole,
without, however, standing at lower levels than
the euro area rate. This means that the erosion
of international cost and price competitiveness,
which was substantial during the past eight
years, will continue, even with a much slower rate
than up until 2008, reflecting an almost stable
inflation differential between Greece and the
euro area as a whole (and Greece’s trading
partners in general —see Table VIII.2).

3.4 EXTERNAL BALANCE

The current account deficit soared in 2008, but will
decline in 2009 against the backdrop of weakening
economic activity

The current account deficit widened to 14.4%
of GDP in 2008, from 14.2% of GDP in 2007.
The deficit of the combined current and cap-
ital accounts, which corresponds to the exter-
nal financing requirements of the economy (i.e.
net inflows of loans, portfolio investment and
direct investment), stood at 12.7% of GDP in
2008, compared with 12.3% in 2007.

The widening of the current account deficit
mostly reflects the increased net fuel bill
(despite a sharp fall in international oil prices in
the last months of 2008), as well as higher pay-
ments for interest, dividends and profits (in
order to service the increased external debt). To
a much smaller extent, it also reflects a rise in
the trade deficit excluding fuel and ships.
These developments were only partly offset by
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an increase in the surpluses of current trans-
fers and services.

The trade deficit excluding fuel and ships con-
tinued to rise, but only moderately, in 2009.
This growing deficit reflects the continued
decline in international price competitiveness
and, more generally in recent years, the inad-
equate responsiveness of domestic supply to
the changing composition and growth of
domestic and external demand. Nevertheless,
despite a weakening in total external demand,
export receipts rose considerably (according to
Bank of Greece data), chiefly as a result of
Greek firms’ export penetration into the coun-
tries of Southeastern Europe, which continued
to experience robust growth in 2008. One fac-
tor that has supported this export activity is the
extensive networks of Greek banking groups in
the region.

In 2009, the current account deficit will be sig-
nificantly affected by the deterioration of the
international and domestic economic envi-
ronment, combined with the long-term struc-
tural weaknesses of the Greek economy, and
is expected to fall to 12.5-13% of GDP. Specif-
ically, exports of goods will be adversely
affected by the sluggish external demand, in
particular the worsened situation of export
markets in the Balkans and other countries of
Eastern Europe. At the same time, imports
will shrink due to a sharp deceleration in the
growth of domestic demand. As a net result of
these developments and given the relatively
higher weight of imports, the trade deficit is
expected to decrease. Moreover, develop-
ments in international markets will have a sig-
nificant negative impact on travel receipts,
while transport receipts will be hampered by
the strong decline in world trade volumes and
lower freight rates.

Despite its projected decline, the current
account deficit is still high and could start
increasing again, once the recovery of the
economy is under way, acting as a drag on
growth. Therefore, it remains imperative to
implement medium and long-term policy meas-
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ures, in order to deal with the more permanent
factors that drive the deficit to high levels. As
repeatedly pointed out, the persistently high
current account deficit in recent years, partly
fuelled by the Greek economy’s international
competitiveness losses, reflects the significant
shortfall of national saving relative to domes-
tic investment. It is thus crucial, among other
things, to improve international competitive-
ness through the implementation of structural
reforms and the containment of unit labour
cost growth, as well as to correct macroeco-
nomic imbalances, primarily through fiscal con-
solidation.

The widening of the current account deficit
to high levels in the eight years from 2001 to
2008 has led to a significant deterioration in
the negative international investment position
of Greece (i.e. the net financial liabilities of
the private and public sectors vis-a-vis non-
residents) from -43.4% of GDP at end-2000
to -94.0% at end-2007 and -75.7% of GDP at
end-2008. The considerable improvement
during 2008 is exclusively attributable to the
significant decline in stock prices and the
resulting lower valuation mostly of portfolio
investment and, to a lesser extent, of direct
investment.

4 FISCAL DEVELOPMENTS AND PROSPECTS
4.1 THE GENERAL GOVERNMENT DEFICIT

The deficit exceeded 3% in 2007 and 2008, trig-
gering the initiation of the Excessive Deficit Pro-
cedure for Greece

Fiscal policy remained expansionary in 2008.
Moreover, in the last two months of the year
the impact of the international financial crisis
on the Greek economy had negative reper-
cussions on public finances; as a result, the
general government deficit (on a national
accounts basis) exceeded the reference value
of the Maastricht Treaty (3% of GDP) for the
second consecutive year. Owing to these devel-
opments, steps have been taken under the



Excessive Deficit Procedure for Greece, as well
as for certain other countries, and an official
ECOFIN decision determining the existence of
an excessive deficit is expected within April. As
recommended by the European Commission,
Greece will be invited to implement fiscal
adjustment measures and, if these are consid-
ered to be adequate, the procedure will remain
at the stage referred to in Article 103 (7) of the
Maastricht Treaty, allowing time for the meas-
ures to yield results.

In 2008, the general government deficit was
3.7% of GDP, according to estimates of the
Updated Stability and Growth Programme
2008-2011 (USGP) of January 2009. However,
on the basis of more recent data, this figure has
subsequently been revised upwards by the
National Statistical Service of Greece (NSSG) to
above 4% of GDP (the final figures will be con-
firmed by Eurostat on 22 April). It should be
noted that the deficit target for 2008 was 1.6%
of GDP, compared with a 2007 outcome of
3.5% of GDP. The cyclically adjusted deficit
exceeded the headline deficit as a percentage
of GDP for the third consecutive year. This
indicates the size of fiscal adjustment necessary
to restore the deficit to levels below 3.0% of
GDP. At the same time, the primary surplus of
general government (on a national accounts
basis) fell from 1.3% of GDP in 2006 to 0.5%
in 2007 and was reversed into a primary deficit
of 0.5% in 2008.

According to initial USGP estimates, the
widening of the deficit is solely attributable to
general government, the deficit of which rose
by 1.4 percentage points relative to 2007 and
stood at 6.3% of GDP. This increase was to
some extent offset by the higher consolidated
surplus of social security organisations, local
authorities and other public sector entities,
which improved to 2.6% of GDP in 2008,
from 1.4% of GDP in 2007 (2008-2011 USGP
estimates). The fact that the general govern-
ment deficit overshot the target set for 2008
is attributed both to a significant shortfall of
revenues and to a marked overrun of expen-
diture.

According to the 2008-2011 USGP, the general
government deficit (on a national accounts
basis) is expected to stand at 3.7% of GDP in
2009, before falling to 3.2% in 2010 and 2.6%
in 2011. This reduction in the government
budget deficit is expected to be achieved
through a significant increase in ordinary
budget revenue (14.2%), while ordinary budget
expenditure will increase by 9.3%, at almost
the same rate as in 2008 (or by 12.8% and 6.7%
respectively, if for comparability purposes an
adjustment is made for sizeable revenue and
expenditure items which appeared for the first
time in 2009).8 It should be noted that nomi-
nal GDP growth is projected by USGP at
3.8%.

The considerable increase in ordinary budget
revenue in 2009 is partly associated with the
collection, during this year, of the single tax on
real estate (ETAK) for both 2008 and 2009,
the equalisation of the excise tax rate on heat-
ing fuel with that applying to diesel fuel (a
measure first implemented for a whole year),
as well as the tax measures announced in
August 2008.° However, meeting the revenue
target is a challenging task, particularly taking
into consideration the projected stagnation of
economic activity in 2009. It can be reasonably
expected that tax revenues, including those
from VAT, car registration tax, the excise tax
on fuel, the tax on stock exchange transactions
and the real estate transfer tax, will be nega-
tively affected by the weakening of economic
activity. This weakening, in conjunction with
the tight incomes policy in the public sector,
will also bring about a decline in revenue from
personal and corporate income tax. Against
this background, on 5 February 2009 the min-
imum excise tax on cigarettes, determined on
the basis of the cigarettes whose retail price is
lower than the price category most in demand,
was raised from 75% to 80% and the excise tax

8 The 2009 budget forecasts were revised (downwards in the case of
revenue and upwards in the case of expenditure) with the 2008-2011
USGP submitted by Greece to the European Commission on 30
January 2009, implying a general government deficit ratio of 4.9%
of GDP for 2009, compared with an initial forecast of 3.5% of GDP.

9 Primarily the settlement of pending tax cases and tax arrears, a 20%
increase in road duties, an increase in corporate tax advances, etc.
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on alcohol was raised by 20%. Furthermore,
on 18 March 2009 an extraordinary one-off tax
was imposed on natural persons with a
declared income of over €60,000.

As announced by the government in March
2009, primary expenditure savings of up to
€500 million (0.2% of GDP) are expected to
be achieved through a 10% curtailment of dis-
cretionary expenditure (transport, commission
fees, operating costs, other expenses and
grants). Moreover, the incomes policy in the
public sector, according to which there will be
no increases in civil servants’ basic wages and
pensions, except for extraordinary one-off
allowances to low-income civil servants and
pensioners (i.e. those with a monthly salary or
pension of up to €1,700 and €1,100 respec-
tively), is estimated to lead to a net expenditure
saving of up to €390 million (0.15% of GDP),
while the tightened recruitment policy can save
another 0.15% of GDP.

4.2 THE EVOLUTION OF PUBLIC DEBT

The general government debt stood at very high
levels

The continued international financial crisis
revealed very clearly the risks entailed by a per-
sistently high public debt. In 2008, the consol-
idated debt of general government (according
to estimates included in the 2008-2011 USGP)
rose to 95.4% of GDP (as revised by the
NSSG), from 94.8% in 2007. This figure, how-
ever, was subsequently revised upwards with the
Excessive Deficit Procedure notification of 31
March 2009. This evolution of the debt reflects
the significant widening of the deficit and the
reversal of the primary surplus to a primary
deficit in 2008. After an increase in 2008, the
debt-to-GDP ratio is expected to rise further
this year (according to the 2008-2011 USGP).

Over the last 15 years, public debt as a per-
centage of GDP has remained persistently
high, being currently the second highest in the
EU, although the conditions that prevailed
from the second half of the 1990s through to
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2007 (i.e. strong growth performance, a sub-
stantial fall in interest rates up to 2005, high
primary surpluses up to 2001 and significant
proceeds from privatisation) were very
favourable for its reduction. It should be noted
that the debt remained high not only due to
annual deficits, but also owing to significant
“deficit-debt adjustments” (see Table VIL.9).
These are financial transactions of the gov-
ernment which, according to the applicable
rules, are not recorded in the deficit, but
increase public debt.

Public debt is thus a major source of financial
vulnerability for the economy. Moreover, it is
the main factor underlying the large widening
of the yield spread between Greek and Ger-
man government bonds, particularly from the
latter part of 2008 onwards, which implies
higher cost of government borrowing. The
weighted average borrowing cost of the Greek
government rose from 3.8% in 2006 to 4.4% in
2007 and 4.6% in 2008, while it stood at 5.0%
in the first quarter of 2009. More recently, it
fell to 4.7% in early April, but this was solely
due to a shift to the issuance of short-term
securities which carry very low interest rates.

4.3 THE EXCESSIVE DEFICIT PROCEDURE FOR
GREECE

The ECOFIN recommendation for the correction of
the excessive deficit of Greece is expected on 24
April

As already mentioned, the Excessive Deficit
Procedure has already been initiated for
Greece. On 24 March 2009 the European
Commission concluded that Greece, among
other countries, was running an excessive
deficit and recommended to the ECOFIN
Council to adopt a recommendation for bring-
ing this situation to an end. Underlying the
assessment of the European Commission were
estimates that the general government deficit
of Greece had been in excess of the 3% refer-
ence value in 2007 and in 2008 for reasons not
associated with the ongoing international cri-
sis and was expected to remain above 3% in



2009 and to exceed 4% in 2010 on a no-policy-
change basis.

In view of the existing macroeconomic imbal-
ances and the ongoing re-pricing of risks in the
financial markets, which put further pressure
on the high debt burden, the Commission
noted that a rapid correction of the deficit by
2010 seemed appropriate, sooner than envis-
aged by the 2008-2011 USGP (and also sooner
than the deadlines proposed by the Commis-
sion for other countries with excessive
deficits). Thus, the Commission recommended
to the Council that Greece strengthens the fis-
cal adjustment in 2009 through permanent
expenditure restraint. Thereafter, the country
should implement additional permanent
measures in 2010 in order to bring the head-
line deficit clearly below the 3% of GDP ref-
erence value, with a view to recovering com-
petitiveness losses and addressing the existing
external imbalances. Greece should also pur-
sue efforts to control factors other than net
borrowing, which contribute to the change in
debt levels, and improve the collection and
processing of economic and, in particular, gen-
eral government data. Finally, Greece is
invited to improve the quality and sustain-
ability of its public finances and, with a view
to recovering competitiveness losses and
addressing the existing external imbalances, to
urgently implement bold structural reforms.
The adoption of the relevant ECOFIN Rec-
ommendation is expected on 24 April.

After the announcement of the assessment of
the European Commission, the Minister of
Economy and Finance confirmed the govern-
ment’s intention to reduce the deficit to below
3% in 2010 in a credible and sustainable man-
ner. In particular, the Minister assured of the
government’s commitment to promoting the
fiscal consolidation plan, as required by the
Commission, through clearly defined and per-
manent expenditure restraint measures,
including a prudent incomes policy in the pub-
lic sector, and to fully implementing the health-
care and social security system reforms already
under way.

5 MONEY, CREDIT AND CAPITAL MARKETS IN
GREECE

5.1 BANK FINANCING

The annual growth rate of the outstanding balance
of the total financing of the economy continued to
accelerate up to September 2008

After having accelerated in the period
between January and September 2008, the
annual growth rate of the outstanding balance
of the total financing of the economy by domes-
tic Monetary Financial Institutions (MFIs)!°
weakened later in the year (fourth quarter
2008: 16.6%, fourth quarter 2007: 13.5%) and
in the first two months of 2009, standing at
14.2% in February. This moderation reflected
a marked slowdown in credit expansion to the
private sector over the same period. By con-
trast, the annual growth rate of the outstand-
ing balance of MFI credit to general govern-
ment continued to accelerate (February 2009:
21.3%. fourth quarter 2008: 8.1%, fourth quar-
ter 2007: -16.1%), partly reflecting higher MFI
investment in government paper. (However, it
should be noted that a sale of portfolio assets
by one domestic MFI to an MFI of another
euro area country has had a downward effect
on the rate of credit expansion to the whole
economy and to the private sector for the first
two months of 2009.)

The annual growth rate of credit to businesses and
households slowed down in 2008 and will continue
to decelerate in 2009

The recent slowdown in credit expansion to the
private sector (non-financial corporations and
households) reflected the deceleration of
credit expansion to both businesses and house-

10 Total financing of the economy by domestic MFIs comprises: MFI
loans to enterprises, households and general government; gov-
ernment securities and corporate bonds held by MFIs; and the out-
standing balances of securitised loans and corporate bonds. The
valuation differences arising when loans denominated in foreign
currency are valued in euro, as well as write-offs effected by banks
during the reference period, are taken into account in the calcu-

lation of the rate of change in total financing.
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holds. This development is attributable to the
impact of the financial crisis feeding into the
real sector of the economy, as well as to the
unfavourable outlook for economic activity.
These factors add to the uncertainty of house-
holds and businesses with regard to the evo-
lution of their incomes and profits respectively;
they also increase the uncertainty of MFIs
about the future creditworthiness of borrow-
ers. It should be noted that since November
2008, based on seasonally adjusted data, the
annualised monthly rate of credit expansion to
the private sector has been significantly lower
than the respective twelve-month rate. Fur-
thermore, in the fourth-month period from
November 2008 to February 2009, new deposits
of the private sector with domestic MFIs
declined by around 30% compared with one
year earlier, while the ratio of net flow of
financing to new deposits fell even more
strongly (from 142% to 32%).

In particular, the annual rate of credit expansion
to non-financial corporations, which had fol-
lowed an upward trend since the second half of
2005, slowed down considerably from Novem-
ber 2008 onwards to 21.6% in the fourth quar-
ter of 2008 and 15.3% in February 2009 (fourth
quarter 2007: 20.1%). Figures for the first two
months of 2009 reflect the downward impact of
a sale of a corporate bond portfolio by one
domestic MFI to an MFI of another euro area
country; excluding this sale, the rate of credit
expansion to businesses would have been 18.3%
in January and 16.6% in February. The weaker
credit expansion to non-financial corporations
was due to a tightening in MFIs’ credit stan-
dards for lending to enterprises, while demand
for business loans remained virtually
unchanged. The weakening is likely to con-
tinue, as banks’ expectations of an increase in
non-performing loans in the future should con-
strain the supply of new business loans, possi-
bly also leading to the non-renewal of existing
credit lines.

The annual growth rate of credit from domes-
tic MFIs to households exhibited a sharp down-
ward trend in 2008, which continued into the
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first two months of 2009 and stood at 10.3% in
February (fourth quarter 2008: 14.8%, fourth
quarter 2007: 23.6%). The deceleration was
more pronounced in the fourth-month period
from November 2008 to February 2009, as the
net flow of financing!! fell by 72% compared
with one year earlier. In particular, the net flow
of housing loans in the November 2008 to Feb-
ruary 2009 period fell by 67% year-on-year,
and the net flow of consumer loans dropped by
78%. The observed slowdown is attributable to,
among other things, a weakening of demand
for bank loans as a result of a decrease in
expenditure for house purchases or repairs,
and to increased cautiousness of consumers in
the face of uncertainty about the evolution of
their incomes.

As a percentage of GDP, total MFI financing
of households (including securitised loans)
stood at 48.2% in December 2008 (December
2007: 45.6%). Excluding securitised loans,
household indebtedness reached 39.9% of
GDP at the end of 2008, compared with 53.2%
in the euro area.

The decline in the rate of increase in the out-
standing balance of MFI loans to the private sec-
tor is expected to continue. On the loan supply
side, the tightening of credit standards by
banks, in their effort to avert an increase in
non-performing loans on account of the further
weakening in economic activity and maintain a
high degree of liquidity, should probably be a
constraining factor. By contrast, the so far sat-
isfactory participation of Greek banks in the
government’s liquidity support plan is expected
to have a positive effect on the supply of loans.
In addition, domestic MFIs are continuing to
strengthen their liquidity through the Eurosys-
tem’s liquidity-providing operations, taking
advantage of additional collateral available
through loan securitisation activity, which

11 The net flow of financing includes the change in the outstanding
balance of financing (loans, corporate bonds, securitised loans and
securitised corporate bonds). It also includes the valuation dif-
ferences arising when loans denominated in foreign currency are
valued in euro, as well as write-offs effected by banks during the
reference period.



appears to have increased considerably, as is
also the case in the euro area as a whole.

On the demand side, households’ uncertainty
about their future incomes and the economic
downturn are expected to continue to nega-
tively affect the willingness of non-financial
corporations and households to increase their
indebtedness. This should contribute to a fur-
ther deceleration in the rate of credit expan-
sion to the private sector in 2009. However,
this rate is expected to remain higher than
nominal GDP growth, thus providing ongoing
support to domestic economic activity.

5.2 BANK LENDING AND DEPOSIT RATES - THE
INTEREST RATE SPREAD

Bank lending and deposit rates have been declin-
ing in recent months - The interest rate spread has
also been narrowing

In 2008, interest rates on deposits by house-
holds with a maturity of up to one year rose
substantially, while interest rates on house-
holds’ overnight deposits remained broadly
unchanged. Developments in deposit rates in
the course of 2008 were associated with the fact
that Greek banks offered high interest rates for
deposits with longer maturities in order to
strengthen their deposit base. By contrast, in
the first two months of 2009 the interest rates
on both categories of deposits declined, as
funding conditions for banks improved (partly
thanks to the provision of liquidity by the
Eurosystem). During 2008, the larger rise in the
interest rate on time deposits relative to other
categories of deposits encouraged a shift from
more liquid deposits to time deposits. Thus,
although the growth rate of time deposits mod-
erated, it remains high; as a result, the share of
these deposits in M3 increased. By contrast,
overnight deposits continued to decline, which
reduced their share in M3.

Developments in interest rates on bank loans to
the private sector in Greece were not uniform
in 2008. Interest rates on new loans showed a
broadly-based decline in the last two months of

2008, which continued into the first two months
of 2009. This, however, masked divergent
developments in individual components, as
interest rates on new loans to households were
higher in December 2008 than in December
2007 and those on loans to non-financial cor-
porations were lower. The overall decline in the
interest rates of loans to businesses in 2008,
which fell short of the decline in interbank mar-
ket rates, was offset by an increase in interest
rates in all categories of loans to households.
Thus, the average interest rate on total new
loans rose marginally in 2008.

The above developments mainly reflected the
fact that banks, facing difficulties in tapping the
interbank market, sought to secure liquidity by
offering high interest rates on time deposits,
which implied that they had to keep their lend-
ing rates high as well. Also, the credit conditions
faced by Greek banks were negatively affected
by an increase in the yield spread of Greek gov-
ernment bonds vis-a-vis German bonds. The
cuts in the key ECB rates and the fall in inter-
bank market rates did not translate into sig-
nificantly lower interest rates on new loans, as
their impact was partly offset by the higher risk
premia required by Greek banks in the context
of increased non-performing loans. By contrast,
a marked debt reduction was achieved in the
case of existing loans carrying floating rates.

In the euro area, interest rates on bank loans to
households at the end of 2008 stood at a lower
level than at the end of 2007, by contrast with the
respective Greek rates. During the same period,
interest rates on most categories of bank loans to
non-financial corporations declined more
strongly than in Greece. Due to these develop-
ments, the interest rate spread between Greece
and the euro area widened in both categories and
increased further in January 2009, primarily in
loans to non-financial corporations and, to a
lesser extent, in loans to households. In general,
interest rates in Greece remain higher than the
euro area average due to structural factors, with
the largest differentials observed in the rates on
consumer loans, which nevertheless are not

among the highest in the euro area.
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The interest rate spread, i.e. the difference
between the weighted average interest rate of
new bank loans and the corresponding rate on
new deposits in Greece, narrowed by 70 basis
points in 2008 (December 2007-January 2009:
75 basis points), because of a larger increase in
the deposit rate than in the lending rate. The
corresponding spread contracted by 45 basis
points in 2008 in the euro area. The interest
rate spread in Greece, despite falling more
than the average figure for the euro area,
remains at a higher level than the euro area
average. This situation is attributable to some
inherent characteristics of the domestic bank-
ing system, e.g. the relatively large number of
small depositors and borrowers, the higher
borrowing costs of Greek banks in the inter-
bank market, the higher ratio of non-per-
forming loans to total loans and the longer
time needed for the realisation of collateral.
Another important factor is the different com-
position'? of both deposits and loans in Greece
and in the euro area.

5.3 THE PRIMARY AND SECONDARY MARKETS FOR
GOVERNMENT PAPER

Government borrowing costs increased in recent
months up to March, before declining slightly in
early April

The adverse impact of the international finan-
cial crisis, which became more strongly felt in
the world economy during the last months of
2008, also affected the conditions that prevailed
in the primary and secondary markets for gov-
ernment paper. The primary market in 2008 was
mainly characterised by the upward trend in inter-
est rates and the significant increase in funds
raised, in the context of a growing government
deficit and higher interest payments. The rise in
government borrowing rates in the primary mar-
ket continued more strongly in the first quarter
of 2009 (as already mentioned, average bor-
rowing costs decreased slightly in early April).
This development is attributable to the fact that,
due to the international crisis, investors were
cautious with regard to the Greek economy and
some other economies with significant macro-
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economic imbalances and structural weak-
nesses. The rise in the interest rates on govern-
ment paper negatively affects the servicing costs
of new securities issuance and represents an addi-
tional burden to the entire economy, insofar as
these rates influence the rates at which banks
and other enterprises are financed from mar-
kets. However, despite the overall adverse envi-
ronment, in 2008 and in the first quarter of 2009
no difficulties were encountered in the imple-
mentation of the government borrowing plan.

In the secondary market for government secu-
rities, i.e. the Electronic Secondary Securities
Market (HDAT), developments in 2008 were
particularly negative, mainly characterised by
a rise in yields and high volatility, as well as a
considerable decline in transaction volumes. In
the last quarter of the year, high uncertainty in
international money and capital markets led to
an upward reappraisal of risks and, in the euro
area, flight-to-safety shifts to German bonds.
Consequently, yields in the Greek secondary
market rose amid high volatility, by contrast
with German bond yields which fell to histor-
ically low levels. These developments were
reflected also in the yield spread between
Greek and German government bonds, which
widened significantly for all maturities, reach-
ing at the end of 2008 the highest levels since
Greece joined EMU. In particular, the yield
spread between the ten-year Greek govern-
ment bond and the corresponding German
bond at the end of December 2008 stood at 228
basis points, compared with only 29 basis
points at the end of December 2007; in the first
quarter of 2009, this spread initially widened
further and then fluctuated to reach 243 basis
points on 6 April. The yield spread widened
markedly, albeit to a lesser extent, in bonds of
other euro area countries, such as Ireland,
Italy, Belgium, Portugal and Spain. These
developments reflected variations in investor
behaviour depending on each country’s credit
risk and fiscal position.

12 The share of household overnight deposits is relatively higher in
Greece compared with the euro area. Within loans, the share of
loans through credit cards is higher in Greece, whereas this cate-
gory is not so important in the euro area.



5.4 THE STOCK MARKET

A large decline in stock prices in 2008 and in the
first quarter of 2009 — Lower participation of for-
eign investors - Funds raised through the stock
market decreased considerably

The downward trend in the Athens Exchange
(Athex) composite index that started in
November 2007 continued at a fast pace in
2008; in the first quarter of 2009 this index fell
slightly. The decline in the Athex composite
index was larger than that in the Dow Jones
EURO STOXX broad index. Reflecting
falling Athex stock prices, total stock market cap-
italisation as a percentage of GDP at the end of
2008 stood at one third of its end-2007 level
(December 2008: 28%, December 2007: 86%).

The Greek stock market was adversely affected
mainly by developments in international stock
markets due to increasing uncertainty among
investors about the extent and duration of the
financial crisis, as well as its impact on corpo-
rate profitability and on the real economy.
Additional pressures on Athex stock prices
came from disinvestment by foreign investors,
which was partly due to repatriation of funds
in order to meet obligations in their home
countries. Since October 2008 and for the first
time after March 2007, the share of foreign
investors in the Athex total market capitalisation
has been below 50%.

The above developments are reflected in
declines both in transactions and in the
amounts of funds raised. Specifically, funds
raised by enterprises were very limited in 2008,
down by around 94% compared with 2007.

6 THE STABILITY OF THE BANKING SYSTEM

The key aggregates of the Greek banking system
remain fundamentally sound

The dysfunctioning of international money and
capital markets throughout 2008, which led to
a deterioration in the international and domes-

tic macroeconomic environment in particular
after September 2008, has had a negative
impact on the determinants of the stability of
the Greek banking system. At end-2008, banks’
profitability and capital adequacy ratios were
lower than at the end of 2007, but still stood
higher than those of banks in the EU as a whole.
In addition, there was a small decline in the qual-
ity of banks’ portfolios and in liquidity ratios dur-
ing 2008. However, the relevant ratios remain at
satisfactory levels, above the regulatory mini-
mums, while the tightening of banks’ credit stan-
dards and the intensive supervisory controls by
the Bank of Greece have helped maintain the
soundness of the key aggregates of the Greek
banking system.

Specifically, after tax profits of banking groups
dropped substantially in 2008 (by 42.8%) to
€2.6 billion; excluding the non-recurrent prof-
its recorded in 2007, the decline in profits was
34.6%. Underlying this drop in profits were the
more than doubling of provisions for credit
risk, the increased cost of funding and lower
profits from financial operations and from
investment portfolios. These developments
inevitably affected return on risk-weighted
assets (2008: 1%, 2007: 2.1%), return on equity
(2008: 10.1%, 2007: 17.9) and the efficiency
ratio (2008: 56%, 2007: 52.7%). The net inter-
est rate margin deteriorated only slightly
(2008: 2.9%, 2007: 3%). However, Greek bank-
ing groups performed better in terms of these
ratios than their large euro area counterparts,
which saw a sharper deterioration.

Declines were also seen in the capital adequacy
ratio (2008: 9.5%, 2007: 11.2%) and the Tier I
ratio (2008: 7.9%, 2007: 9.2%). These ratios were
affected by valuation losses recognised in own
funds, purchases of own shares by banks, write-
downs on participations held by Greek banking
groups due to foreign exchange valuation dif-
ferences, the calculation for the first time
—under the “Basel II” framework — of capital
requirements for operational risk, and an
increase in credit risk-weighted assets, which
more than offset a decline in market risk-
weighted assets. Nevertheless, the leverage ratio
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of Greek banking groups, despite having picked
up, remained relatively low (2008: 17.6, 2007:
13.2). Furthermore, capital adequacy remains
higher than the supervisory minimum level and is
expected to improve, mainly through the issuance
of preference shares under Law 3723/2008 and
through capital injections to subsidiaries of foreign
banks in Greece by their parent banks.

Regarding the quality of bank loan portfolios
in Greece, the ratio of non-performing loans
(NPL) rose to 5.0% at end-2008, from 4.5% at
end-2007. This development stemmed exclu-
sively from loans to households, with increased
NPL ratios for both housing and consumer
loans. A small improvement was seen in the
NPL ratio for loans to businesses. The NPL
ratio increased with respect to loans to the
countries of Southeastern Europe (including
Turkey), especially in the second half of 2008.
At the same time, the provision coverage ratio
(i.e. the ratio of accumulated provisions for
credit risk to non-performing loans) in Greece
fell to 48.9% in 2008, compared with 53.4% in
December 2007; the coverage ratio was
unchanged, at about 100%, for Greek banks’
branches and subsidiaries abroad. The above
coverage ratios and the maintenance of capital
adequacy above the supervisory minimum level
are expected to largely offset the impact on the
quality of Greek banks’ portfolios from the dete-
rioration of the macroeconomic environment in
the domestic and foreign markets where Greek
banks are active.

The lower availability of funding sources and
the high cost involved caused banks’ liquidity
ratios to deteriorate. Despite increased volatil-
ity in international money and capital markets,
market risk-weighted assets declined at bank
and banking group level, mainly because of par-
tial unwinding of positions entailing market risk.

The liquidity support plan is being implemented
gradually

The above factors need to be viewed in the con-
text of emerging developments and prospects, as
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well as of policy measures taken at both the
national and the international level aimed at
restoring confidence and absorbing shocks from
the slowdown in economic activity. In this
respect, the Greek plan to support liquidity in
the economy (Law 3723/2008) is gradually being
implemented and is expected to further
strengthen the liquidity and capital adequacy
ratios of banks.

It should be recalled that Law 3723/2008
includes three measures:

® a recapitalisation scheme, whereby an
amount of up to €5 billion will be injected to
eligible banks, in exchange for preference
shares to be acquired by the Greek State;

® a guarantee scheme (up to €15 billion), cov-
ering against remuneration new debt with a
maturity between three months and three
years, issued by 31 December 2009 at the lat-
est; and

® a securities scheme, i.e. the issuance, by 31
December 2009, of special government bonds
(up to €8 billion) to be provided to eligible
credit institutions enabling them to enhance
their access to liquidity, in particular through
financing from the Eurosystem or from the
interbank market.

By an amendment to the above-mentioned law
it was stipulated that, for as long as the support
measures are in place, beneficiary institutions
may not purchase own shares. Also, any dividend
to be distributed by institutions benefiting from
the recapitalisation/issuance of preference
shares scheme may only be in the form of shares.

The total amount corresponding to the above
measures, namely €28 billion, represents
11.5% of Greek GDP in 2008. This percentage
is lower than that of the euro area as a whole
(26.5% of GDP in 2008) and of the EU-27
(around 23% of GDP in 2008), where signifi-
cant variations are observed across countries
and where many banks faced serious problems,
which was not the case in Greece.



With regard to the implementation of this law
so far, the shareholder meetings of twelve
banks have approved the issuance of prefer-
ence shares totalling €4.1 billion, eight banks
have raised €4.4 billion through the issuance
of special Greek government securities (while
an amount of €1 billion has been approved for
another three banks) and two banks have made
use of the government guarantee scheme for
loans totalling €1 billion.

The full exploitation of the possibilities offered
by the plan is expected to mitigate the impact of
the financial crisis on the real economy (con-
tributing, along with the cuts in ECB rates, to
a gradual reduction in banks’ funding costs and
supporting the supply of credit to households
and businesses) and to bolster the stability of
the banking system, in conjunction with the
implementation of corresponding measures at
the EU and Southeastern Europe level.

The pace of implementation of the plan is sim-
ilar to the one observed in the euro area as a
whole, where by late March only one third of
the commitments for capital injections had
been used and about 12% of the commitments
to guarantee new bank debt had been called
upon. In the ECB’s view, the limited use of
these guarantees may reflect a decline in
credit demand or banks’ desire to continue
deleveraging their balance sheets. However,
there are certain disincentives associated with
the provision or pricing of these debt guaran-
tees, which need to be addressed, so as to help
banks finance additional lending to the private
sector.

In view of the increased risks associated with
the weak economic environment, the high
uncertainty in money and capital markets and
the prevailing conditions of low liquidity and
reduced profitability, the Bank of Greece con-
tinues to call upon banks to pursue appropri-
ate policies for promoting financial stability. In
this respect, banks are encouraged to make use
of the liquidity support plan in order to
strengthen their capital base and prevent a
credit crunch. At the same time, the Bank of

Greece is closely monitoring developments on
a consolidated basis (i.e. taking into account
subsidiaries operating abroad) and has rec-
ommended that Greek banks with activities in
the countries of Southeastern Europe (includ-
ing Turkey), which are currently facing increas-
ing risks, should carefully assess local economic
conditions and the possibility of finding them-
selves exposed to both credit risk and exchange
rate risk. Finally, the Bank of Greece has, in a
timely manner, pointed out the need for
increased loan loss provisioning and restraint
on manager bonuses.

7 MEDIUM- AND LONG-TERM ECONOMIC
PROSPECTS AND POLICY CHALLENGES

7.1 GROWTH PROSPECTS, STRUCTURAL
WEAKNESSES AND MACROECONOMIC
IMBALANCES

The factors that supported growth have lost
momentum - In the current circumstances in
Greece, a prima facie restrictive fiscal policy could
have an expansionary effect — There are ways to
support economic activity without fiscal relaxation

The growth model of the Greek economy since
its entry into the euro area was not sustainable.
This has become clearer after the recent wors-
ening of the international environment. The
high growth rates of the past eight years (4.1%
on average in 2001-2008) were primarily driven
by the benefits of euro area participation and
the generally favourable international eco-
nomic environment, rather than by the
strengthening of the domestic production base.
The strong growth performance, along with a
decline in inflation (compared to the preced-
ing period) and low medium-term inflation
expectations, supported by the credibility of
the monetary policy of the ECB, created in
Greece a climate of certainty and security, ulti-
mately fostering complacency. In this context,

13 See Lucas Papademos, “How to deal with the global financial cri-
sis and promote the economy’s recovery and sustained growth”, 26

March 2009 (available on the ECB’s website).
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the declines in interest rates and the deregu-
lation of the domestic credit system led to
rapid credit expansion, thus boosting domes-
tic demand. Furthermore, the participation of
Greece in a strong currency area effectively
eliminated exchange rate risk, which led to an
improvement in foreign borrowing conditions
and encouraged the inflow of funds from
abroad. However, with the growth of domestic
demand outpacing that of domestic supply for
a number of years, inflation remained persist-
ently above the euro area average, the current
account deficit continued to widen and the
external debt of both the private and the pub-
lic sectors kept growing. The size and persist-
ence of these imbalances suggested that the
structural reforms implemented have not been
sufficient, perhaps partly because of the com-
placency mentioned above.

In the current circumstances, the deterioration
of the international environment has obviously
weakened further the factors that had supported
economic growth in Greece. Now that the world
crisis has hit the Greek economy too, there is
absolutely no room for complacency. During the
period of fast growth Greece failed to imple-
ment the reforms that would have allowed its
economy to deal with the current situation
from a more favourable position. Therefore, a
multi-annual plan must be adopted, which will
include all necessary reforms that were not
implemented in the past 15 years, with fiscal
consolidation being the first priority. This is
the only way to convince international markets
of Greece’s positive growth prospects, to
secure reasonable terms of borrowing for both
the public and the private sectors and to cre-
ate the conditions for setting the growth
process safely in motion once the global econ-
omy starts to recover.

In greater detail, the macroeconomic imbal-
ances and structural weaknesses will have to be
addressed with resolve by the competent
authorities, in order to safeguard the prospects
for long-term growth, based on a model that
will rely on the strengthening of the production
base and productivity through investment and
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structural reforms. This presupposes, first and
foremost, fiscal consolidation and wage and
pricing policies that are consistent with price
stability, so as to ensure macroeconomic sta-
bility. Wage and pricing policies should also
contribute to improving the international price
competitiveness, which is a necessary but not
sufficient condition for drastically reducing the
current account deficit and supporting growth
and employment. In order to achieve these
end-objectives, bold structural reforms are
needed, aimed at improving the productivity
and adaptability of the economy.

The current conditions —on the one hand, the
high levels of the fiscal deficit and public debt
and, on the other, the ongoing re-pricing of
risks in world markets that has led to a sharp
increase in the public sector’s cost of borrow-
ing— point to the urgent need to effectively
correct fiscal imbalances in order to consider-
ably reduce the debt-to-GDP ratio. Fiscal
adjustment is also warranted in view of
Greece’s adverse demographic developments
and prospects, which will put additional pres-
sure on public finances from 2015 onwards. As
already noted, fast fiscal adjustment is also
needed in order to correct the excessive deficit
situation, in line with the European Commis-
sion’s recommendation, which is expected to be
endorsed by the ECOFIN Council on 24 April.

Given that Greece has no room for fiscal relax-
ation, economic activity can, in the current
adverse circumstances, only be supported by a
reallocation of government spending towards
more efficient uses, in order to:

® support, through targeted interventions, vul-
nerable social groups that are the most directly
hit by the crisis (see Box VI.1); and

® cnhance public investment, which is more
growth-generating than other government
expenditure components.

At the same time, by increasing the efficiency
of government expenditure and by imple-
menting policies conducive to a gradual elim-



ination of fiscal imbalances, Greece can gain
the confidence of international markets and
domestic economic agents.

Thus, a prima facie restrictive fiscal policy could
in fact have an expansionary effect. Conversely,
in the current circumstances, a prima facie
expansionary fiscal policy would entail multiple
fiscal costs —directly and in the medium run—
so it would ultimately turn out to be restrictive.
This circumstance must be understood by those
who believe that large fiscal deficits can be a
growth-inducing factor. In fact, there has never
been a country that achieved sustainable growth
based on chronic fiscal deficits. On the contrary,
there are numerous examples of countries in
which high deficit and debt levels have hampered
economic growth. Moreover, in those countries
that are currently implementing policies of
strong fiscal stimulus —because, unlike Greece,
they have the room to do so— the purpose is
clearly counter-cyclical. The same countries are
already considering fiscal exit strategies for
reducing their deficits once the recovery is under
way. In the current circumstances, however, any
increase in Greece’s fiscal deficit would not even
have a counter-cyclical effect, since it would lead
to an outright increase in the costs of borrowing
for both the public and the private sectors,
thereby undermining the recovery.

A positive contribution to growth could also
come from the speedy implementation of
other reforms that do not entail budgetary
costs but directly help to improve productiv-
ity. Notable examples are reducing red tape
and strengthening competition. The European
Economy Recovery Plan, which has been
adopted by the European Council and has an
EU-wide scope, identifies ten policy orienta-
tions for structural interventions of a direct
effect (within a period of two years), which can
enhance demand and support the resilience of
economies. These orientations are particularly
useful to Greece.

It is clear that fiscal consolidation, which will
contribute to bolstering confidence in the
prospects of the economy and to reducing the

cost of government borrowing, the freeing-
up of resources that can be used to support
the more vulnerable social groups and to
enhance public investment, and structural
reforms that have a quick effect and zero
budgetary cost can help to mitigate the effects
of the crisis and speed up recovery. For this
reason, these measures must have top prior-
ity in the context of the much needed multi-
annual national strategy.

7.2 CORRECTING FISCAL IMBALANCES

A medium-term strategy focusing on fiscal adjust-
ment and consolidation is required — The Bank of
Greece has repeatedly submitted its proposals

The ongoing financial crisis has clearly
revealed the budgetary problems of the Greek
economy. As mentioned above, since Septem-
ber 2008 there has been a sharp widening in the
yield spread between Greek and German bonds
(in all maturities). In the first quarter of 2009
the spread widened further and then fluctu-
ated, before narrowing somewhat more
recently. It should be noted that other coun-
tries are expected to run higher fiscal deficits
than Greece in the period 2008-2010, but their
bond yield spreads over Germany are smaller,
as these economies are already in recession
and their deficits are essentially of a cyclical
nature, while their public debt is much lower.!*
The widening of the spread reflects market
concerns about Greece’s very high public debt-
to-GDP ratio (the second highest in the EU)
and failure to control fiscal deficits and achieve
a sustainable fiscal position, despite the high
growth rates of the past decade. It also reflects
the heightened market concern about the very
large external deficit, which has been rising
since 2004 and is further exacerbated by the
budgetary deficit, and also market disap-
pointment about the delays in implementing
structural reforms. Finally, international
organisations keep on stressing the problems
caused by the repeated revisions of statistical

14 For instance, in the case of Ireland, which is in a recession, the debt-

to-GDP ratio at end-2007 was 24.8%.
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data (especially those on fiscal aggregates) and
by the fact that important categories of public
sector liabilities (e.g. of public hospitals) are
not fully accounted for.

The high level of public debt causes serious prob-
lems, especially when combined with other fea-
tures that hamper the economy. A high public
debt (a) renders public finances vulnerable to
arise in the interest rates on government bor-
rowing; (b) considerably reduces the scope for
a counter-cyclical fiscal policy; and (c) leads to
a higher cost of debt refinancing. However, the
worst consequence is the strengthening of debt
dynamics, when a high public debt is accom-
panied by a rise in real interest rates and weak-
ening economic growth, as is the case today
(and was also in the 1990-1993 period). At such
times, the debt-to-GDP ratio tends to
increase, thus acting as a drag on growth. It is
therefore very important to contain the debt
dynamics immediately, because, if the debt-to-
GDP ratio starts to rise again, the yield spread
between Greek and German bonds could
widen even more and cause additional prob-
lems to the Greek economy and further
strengthen the debt dynamics.

In the medium term, the containment of fis-
cal imbalances requires sizeable primary sur-
pluses (of 4.5-5% of GDP, according to
indicative calculations), in order to achieve a
drastic reduction in the debt-to-GDP ratio to
below the Maastricht Treaty reference value
of 60% within a reasonable period of time,
e.g. within the next ten years. This is necessary
in view of the future budgetary implications
of population ageing. The medium-term plan-
ning should make it clear that sustainable fis-
cal adjustment is pursued with a view to
changing the public finance landscape and the
role of the public sector in Greece (it is worth
noting that Germany is even ready to amend
its Constitution to send a clear signal to the
markets that, in the current conjuncture, any
budgetary deviation will be temporary and
will be corrected as soon as possible). A pol-
icy of sustainable fiscal adjustment will sup-
port economic growth —mainly through
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strengthened confidence, lower interest rates
and a change in expectations about the tax
burden in the future — and will thus prove to
be “expansionary”, as mentioned above. A fis-
cal adjustment of such scope is feasible, pro-
vided that a part of the huge amounts of evaded
tax is recovered, waste in government spending
is drastically reduced and public resources are
used more efficiently.

Turning to the role of expenditure in fiscal
adjustment, international and national expe-
rience has shown that sustainable fiscal adjust-
ment is more likely to be achieved in a sus-
tainable manner if it relies on a permanent
containment of primary expenditure, which
typically involves an increase in efficiency. At
the same time, public spending should be real-
located in favour of growth-promoting com-
ponents, such as education, research and
development, and infrastructure. In recent
years, the shares of these expenditure compo-
nents in GDP, especially the share of public
investment, have declined. This reallocation
will improve the “quality” of public finances.

As repeatedly stressed in previous reports by
the Bank of Greece, a very useful measure for
controlling and containing public expenditure
is to establish numerical fiscal rules (preferably
by a law of superior status) as regards the level
(either in absolute terms or in relation to
GDP) or the annual growth rate of public
expenditure. Such national rules complement
and reinforce the respective rules contained in
the Maastricht Treaty and the Stability and
Growth Pact. Greece is the only EU Member
State that has not enacted rules of this type.

The effectiveness of these rules is closely
related with transparency. The targeted fiscal
variables should be clearly specified, their
evolution should be systematically monitored
and outcomes should be measurable. The
rules must be considered permanent and
cover all the sectors of general government
(e.g. central government, hospitals, local
authorities, universities etc.), while the annual
targets must be linked to corresponding



medium-term targets. Furthermore, an
appropriate institutional framework for the
operation of these rules is of crucial impor-
tance. Measures that fall within this category
include: multi-annual budgeting, the estab-
lishment of systems for the evaluation of pub-
lic expenditure during the budget process (e.g.
a zero-based budget approach), timely
preparation of the budget and its submission
to Parliament together with all necessary
information, as well as the restructuring of the
budget and establishment of additional budg-
ets for the remaining sectors of general gov-
ernment (social security organisations, local
authorities, public hospitals, universities etc.).
Another useful step would be to set up an
independent body whose tasks would be to
analyse and assess the budget, monitor its exe-
cution during the year and submit frequent
regular reports to Parliament. In the case of
local authorities, which have registered large
deficits over the last fifteen years, an “inter-
nal stability and growth pact” should be estab-
lished between such authorities and central
government and, at the same time, effective
control mechanisms should be put in place.

Together with the containment of expenditure,
the hardest possible effort must be made in
order to curb tax evasion. The size, intensity
and the social repercussions of this phenome-
non are so huge that a drastic cource of action
is imperative. Curbing tax evasion could sub-
stantially increase government revenue and
thus help reduce deficits. The tax evasion prob-
lem is of a structural nature and its resolution
requires systematic efforts, consistency and
continuity, a broader social consensus and
cooperation among many agencies and gov-
ernment services. Tax evasion can take various
forms, depending on the category of tax, the
type or scale of economic activity (e.g. small or
large enterprises) or on the taxpayer’s
employment status (e.g. salaried worker, self-
employed, etc.). This is why the problem can-
not be addressed by any single measure alone.
Rather, it requires a whole set of measures, as
well as the cooperation of all the parties
involved.

The size of tax evasion is determined, apart
from the marginal tax rate faced by taxpayers,
by two further factors: the chances of being
caught and the severity of the penalty
imposed in such cases. Both factors are within
the control of the tax authorities. In Greece,
penalties for tax evasion are high and some-
times disproportionate to the amount of tax
evaded. It would seem appropriate to
restore some sort of proportionality between
the seriousness of the infringement and the
relevant penalty. However, the problem is
that the likeliness of tax evasion cases being
detected and punished is almost zero, owing
to the inefficiency of the relevant services and
to the complexity of tax regulations, which
favours non-transparent practices. Further-
more, some tax evaders argue that the tax sys-
tem is unfair or that tax revenue is not prop-
erly managed. These perceptions favour
extensive tax evasion.

Any attempt to combat tax evasion should start
by improving the tax-collecting mechanism and
by introducing tighter tax controls. The chances
of tax evasion cases being detected and pun-
ished must by all means be increased. This
requires, among other things, the abolition of
the continuous “arrangements” for the settle-
ment of pending tax cases and other tax
amnesty measures, as non-compliers tend to
incorporate this practice into their expecta-
tions. Dealing with tax evasion and successfully
restraining expenditure would enable the cre-
ation of a stable tax system, thereby con-
tributing to a better business environment. It
should be noted that the extremely extensive
tax evasion poses obstacles not only to the exe-
cution of the budget but also to the pursuit of
a proper and fair tax policy. Designing an effec-
tive tax system that would distribute the tax
burden in an equitable manner among taxpay-
ers presupposes that there is no tax evasion.
Otherwise, and as long as tax evasion remains
unaddressed, this situation often leads to tax
measures of a short-term revenue-enhancing
scope which are met with opposition as they fail
to deal with the real problem, which is the inef-
ficiency of the tax collecting mechanism. As
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already stressed' by the Bank of Greece, no tax
measure can substitute for a sound and effi-
cient tax-collecting mechanism.

Alongside efforts to reduce tax evasion, there
is a need for a programme to deal with social
security contribution evasion. As in the case of
tax evasion, measures to combat contribution
evasion should seek to improve the contribu-
tion-collection mechanism. However, the most
important step towards reducing contribution
evasion is linking contributions and benefits
more closely, in order to strengthen the incen-
tives for paying contributions.

7.3 ADDRESSING THE FUTURE IMPLICATIONS OF
POPULATION AGEING - THE PENSION SYSTEM

A comprehensive and effective reform of the social
security system is a very complex and challenging
task with important social implications — The inter-
national experience is valuable in this respect

Apart from the extensive contribution evasion,
which must be dealt with as soon as possible,
another important issue refers to the budget-
ary impact of population ageing. This impact
is expected to be particularly strong in the case
of Greece, because of its adverse demographic
developments and prospects and certain fea-
tures of its pension system. It is estimated that
the future (implicit) liabilities of the pension
system exceed the current level of nominal
GDP. The measures taken in 2008 focused on
the unification of the numerous pension funds
and are an important step towards a reform of
the system. Clearly, the social security issue is
a complex problem not directly related to the
ongoing financial crisis; it is of a structural
nature and calls for a comprehensive, far-
reaching approach.

According to national accounts data, pension
outlays in 1970 corresponded to 6.2% of GDP,
rising to 6.7% by 1980 and 10.4% by 1990.1¢ Fur-
thermore, according to the new projections of the
National Actuarial Authority (which are included
in the Updated Stability and Growth Programme
of January 2009), this percentage, from 11.7% in

Annual
. Report
2008

2007, will reach 13.2% in 2020, 17.1% in 2030,
21.4% in 2040 and 24.0% in 2050."” Meanwhile,
according to the demographic projections of
the NSSG,'8 the number of people aged 65 and
over as a ratio to people aged 15-64 was 26.8%
in 2006 and is expected to reach 32.1% in 2010,
37.9% in 2030 and 58.6% in 2050.

It is obvious that these prospects call for a com-
prehensive reform of the social security system,
in order to ensure expenditure control and
medium-term fiscal sustainability, on the one
hand, and to secure adequate pensions (and
health care) in the future for a growing part of
the population, on the other. At the same time,
the reform should contribute to supporting eco-
nomic growth and increasing the labour force.

The reform of social security, and of the pen-
sion system in particular, is not an easy task,
given the system’s interactions with the labour
market, the capital market, income (re)distri-
bution, economic growth and public finances.
This is why a comprehensive reform will have
to take into consideration and address a wide
range of issues.!’

® Regarding the labour market, account has to
be taken of the effects of the reform on labour
supply, workers’ retirement decisions, labour
mobility, as well as the impact on investment
in human capital and productivity growth.
Another crucial question is whether a higher
statutory retirement age would lead to a higher
effective retirement age. It is well-known that
the average effective retirement age is well below
the statutory retirement one.

15 Bank of Greece, Monetary Policy 2008-2009, February 2009, Box I.1.

16 These estimates are partly based on data from the Social Budget
2006.

17 The USGP notes that “the projections for pension outlays do not
take into consideration a large part of the provisions of the recent
reform of the pension system (Law 3655/2008), due to methodol-
ogy, data and time limitations”. Therefore “the projections do not
fully reflect the effect of the legislation in force and may overstate
the increase in pension outlays”. More detailed information on the
positive effect of the reform of the pension system will be available
by end-2010.

18 NSSG, Vital statistics of Greece (Births — Marriages — Deaths), Life
Tables, Demographic Projections in http://www.statistics.gr/.

19 This section draws partly on papers presented at the conference
“Pension Reform, Fiscal Policy and Economic Performance” held
by the Banca d’Italia in Perugia (26-28 March 2009).



® A social security reform will influence work-
ers’ saving and investment decisions (and
options) and thereby the capital market. Fur-
thermore, the issues entailed by a potential
shift towards a funded pension system, e.g. the
need for efficient management and high
returns, enhanced supervision of funds, etc.,
will have to be dealt with. A question increas-
ingly raised lately is whether the ongoing finan-
cial crisis has weakened the arguments in
favour of funded-type systems.

® As regards income redistribution, it is worth
exploring whether the reform will have intra-
generational or cross-generational redistributive
effects. Policy options in this respect involve
choices concerning the relationship between
“effort” and “reward”, i.e. contributions and
pension benefits respectively, and the relative
importance of the “pay-as-you-go” and the “wel-
fare” component of the pension. As mentioned
in a previous report by the Bank of Greece,” a
closer link between the insurance effort and the
level of pension will automatically reduce con-
tribution evasion, especially in certain sectors
and occupations. Each insured person should
have an “account”, the balance of which would
be communicated to him/her regularly (e.g. bian-
nually). It should be clear to all insured persons,
from the beginning of their working lives, that
the higher the balance on their account, the
higher their pension. In this context, the welfare
component of the pension should stop being
paid by the insurance funds and should instead
be covered by the budget. However, this welfare
component should not act as a disincentive for
the insurance effort. This would improve the
transparency of the system and the sense of jus-
tice, thus further reducing contribution evasion,
while the insured persons will have an incentive
to stay in the labour market longer (which, in
turn, considerably supports the sustainability of
the system) and be more productive. Such a
development would have a beneficial effect on
long-term economic growth.

The above considerations confirm the view that the
reform of the system is an extremely complex and
challenging task, with very serious social implica-

tions. International experience offers valuable
lessons regarding the factors and the conditions
for a successful reform of the social security sys-
tem. The most important are the following:

® The more the reform is delayed, the more
painful the measures will be for the insured.?!

® The successive piecemeal reforms create
expectations of further changes, resulting in
high uncertainty for the future, “reform fatigue”
and, in a counter-productive manner, lower
labour force participation among persons aged
over 55. Workers who are close to retirement
age opt for early retirement, so as to avoid the
risk of losing certain benefits.

® Interplay with the labour market, the capi-
tal market and growth prospects have to be
taken seriously into consideration.

e [tis important that reliable and transparent
measurements and projections regarding
demographic trends and social security statis-
tics become available regularly and frequently.
Awareness of the size and complexity of the
problems makes the necessity of reforms more
understandable.

e If it is decided to develop a second and a
third pillar® (with mostly funded characteris-
tics), the interactions between the pillars will
have to be taken into consideration. The high
compulsory contributions under the (perhaps
unfunded) first pillar limit the possibilities and
the desire of the insured to participate in the
second pillar.

® An increase in the effective average retire-
ment age, which is undoubtedly the most effec-
tive parametric change, requires a greater flex-

20 See Bank of Greece, Monetary Policy 2008-2009, February 2009,
Box II.1.

21 See Bank of Greece, Monetary Policy 2007-2008, February 2008,
p. 154.

22 The first pillar is that of the main pension. The second pillar con-
cerns the pensions that are related to the form of employment, and
its funding comes exclusively from the insured and their employ-
ers. The third pillar concerns the individual saving choices of the
insured and funding is effected through insurance firms, e.g.
through individual insurance programmes or individual pension
accounts with clearly funded characteristics.
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ibility in the labour market and other incen-
tives for older workers to remain in the labour
force.
favourable working time arrangements, a
higher marginal increase in the level of pension
for each additional year of work, etc. At the
same time, any changes to the retirement age
limits should be accompanied by appropriate
policies aimed at retraining employees and
reducing the cost for employers, in order to
encourage demand for older workers.

These measures include: more

It goes without saying that such a serious
reform, which has a profound impact on the
lives of the insured, will require the widest pos-
sible social consensus. For this reason, the pub-
lic should be given the full truth about the
problems facing the social security system and,
consequently, the need for an extensive
reform. The objectives, specific measures, tim-
ing, extent and implications of any change will
have to be made publicly known, as accurately
and as transparently as possible. Furthermore,
any parametric changes to the system have to
be phased in over a transition period as appro-
priate, in order not to invalidate the planning
of workers who had based their decisions on
the current system and —due to age con-
straints — do not have sufficient time to adjust
their decisions to the new conditions.

7.4 STRUCTURAL REFORMS FOR INCREASING
THE EMPLOYMENT RATE AND IMPROVING
PRODUCTIVITY AND COMPETITIVENESS

Reforms should be aimed at long-term sustainable
development - Structural problems can also be
tackled by following the broad guidelines of the Lis-
bon Strategy

The far-reaching reforms that the Greek econ-
omy needs should contribute to effectively
improving productivity and competitiveness
and raising the employment rate, and should
facilitate full consolidation of public finances.
Moreover, reforms should be aimed at long-
term sustainable development — i.e. develop-
ment that does not destroy, but respects and
protects the environment.
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In recent years, the gap between per capita
income in Greece and the fifteen older EU
Member States (EU-15) has narrowed con-
siderably. However, there still is a gap, which
is attributable to Greece’s lower employment
rate and lower productivity per employee.

The employment rate differential between
Greece and the EU-15 reflects lower employ-
ment rates for the young, women and older
persons. Specifically, the employment rate:

® regarding the young, is partly associated with
the longer time spent in tertiary education;

® regarding women, is also associated with
inadequate childcare facilities and arrange-
ments that help reconcile work and family;
moreover, it reflects early retirement arrange-
ments (which, however, tend to be reduced);
and

e regarding older persons, reflects early retire-
ment arrangements (in particular for those
engaging in arduous and unhygienic occupa-
tions).

It should be noted that the employment rate,
which is lower than in the EU-15, is measured
on the basis of the number of employed per-
sons. By contrast, average hours worked in
Greece are more than in the EU-15, both
because part-time employment is less common
and because the average working hours of full-
timers are longer. The latter phenomenon is
partly attributable to the composition of eco-
nomic activity and the organisation of firms
(the relatively large number of small firms, in
particular in the tourist sector, which are based
on family employment).

The productivity differential is particularly high
when measured on the basis of productivity per
hour worked (about 30% lower in Greece) and
is attributable to the different composition of
output (lower share of high-technology and
high-added value activities in total output) and
lower productivity of individual sectors, rela-
tive to the EU-15.



The factors that contribute to lower produc-
tivity include:

® the lower penetration of new technologies in
most subsectors;

® Jow vocational and on-the-job training; and
® the inefficiency of public administration.

With particular regard to the penetration of
new technologies, Eurostat data show than only
68% of small firms (with 10-49 employees) in
Greece have access to broadband networks
(84% in the EU-15), while only 10% of firms
using computers train their staff in the use of
new technologies (18% in the EU-15). Besides,
the broadband penetration rate remains low in
Greece: the number of broadband network
subscribers as a percentage of the total popu-
lation lags behind the corresponding figures
for all the other EU-15 countries as well as for
other countries with lower per capita income
(such as Hungary or the Czech Republic).
Finally, broadband networks in Greece are
almost exclusively based on ADSL technology,
while the use of optic fibres, which offers clear
advantages, is at an early stage in Greece.

Regarding on-the-job and vocational training,
Eurostat data show that the hours spent for on-
the-job training in Greek firms (irrespective of
size) are less than in all the other EU-15 coun-
tries.

Finally, concerning the inefficiency of public
administration, according to a World Bank sur-
vey and on the basis of the arrangements in
force until mid-2008, Greece ranks 96th among
181 countries in terms of the “ease of doing
business” index. In fact, it is the last among the
OECD countries and lags considerably behind
the other EU Member States.?® This index
measures the procedures and costs required in
various stages of business activity. The proce-
dures that are recorded in this survey and con-
cern the setting-up and the operation of busi-
nesses include some that could be simplified at
no cost. An interesting attempt to map “mal-

administration” was made in the latest annual
report of the Greek Ombudsman.

Tackling the aforementioned structural prob-
lems can be achieved by taking into account
the broad policy guidelines of the Lisbon Strat-
egy, which is binding upon all EU Member
States. The central objective of this strategy is
to enhance the competitiveness of European
economies. The main policy orientations of the
strategy are:

e Consolidating the public sector and increasing
its efficiency. The European Commission, in its
recent annual recommendations to the EU
Member States® on the implementation of the
Lisbon Strategy structural reforms, recom-
mends that Greece should —in addition to
promoting fiscal consolidation— implement
reforms in order to (a) modernise its public
administration by building up effective regu-
latory, control and enforcement capacities; and
(b) cut red tape and simplify the regulatory
environment of business firms. Last October,
in its Monetary Policy — Interim Report, the
Bank stressed that improving the business envi-
ronment and the tax collecting mechanism is
also directly connected to combatting corrup-
tion. It is obvious that these reforms can con-
tribute to improving productivity.

e Enhancing the productive base through invest-
ment. In addition to increasing public adminis-
tration efficiency, cutting red tape and simpli-
fying the business environment, an improvement
in the quality and efficiency of investment could
also be achieved through reforms aimed to sup-
port research and development and through a
more efficient use of resources available from
the Structural Funds. Strengthening competition
can also help in this direction (see below).

23 See World Bank, Doing Business 2009, September 2008, Table 1.3.

24 Press release of 26 March 2009. For the full text (Ombudsman,
Annual Report 2008), see Www.Synigoros.gr.

25 European Commission, Implementation of the Lisbon Strategy
Structural Reforms in the context of the European Economic
Recovery Plan — Annual country assessments: Recommendation
for a Council Recommendation on the 2009 update of the broad
guidelines for economic policies of the Member States and the
Community and on the implementation of Member States’ employ-

ment policies, COM(2009) 34/2, 28 January 2009.
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® Raising the employment rate and constantly
improving the quality of human capital. Accord-
ing to the European Commission, priorities
include strengthening active labour market
policies, tackling undeclared work, reducing the
tax burden on labour, modernising the
employment protection legislation, speeding up
reforms on education and lifelong learning and
allowing for a smooth transition into employ-
ment. Similar recommendations on education
are contained in the OECD’s recent report.?
The OECD recommends that the government
should reduce over the medium term (when fis-
cal conditions allow) the tax wedge, i.e.
employer and employee social security contri-
butions and income tax on wages. (The bigger
the tax wedge, the bigger the gap between the
wages offered by employers and the wages
demanded by job seekers, leading to lower
employment.) The OECD recommends that
this policy be financed by cutting public spend-
ing and combatting tax evasion. Furthermore,
in this Annual Report (see Box V.1), the Bank
of Greece recommends that active employment
policies be strengthened, so as to complement
the existing legislation. Specifically, it is pro-
posed —in line with the experience of other
European countries, such as France, Italy and
Germany — that the “suspension” system (in
place since 1955) be modernised, so that
employees who face reductions in working
times and wages but do not lose their jobs can
also benefit from employment subsidisation.
Besides, last October, in its Interim Report, the
Bank pointed out that improving childcare sys-
tems, promoting equal employment opportu-
nities for men and women and eliminating tax
disincentives can contribute to the labour mar-
ket inclusion of population groups with rela-
tively low participation rates, especially
women and older persons.

e Strengthening competition across markets.
Enhancing competition in professional services
is ranked as a priority by the European Com-
mission. Action to strengthen competition is
required in other sectors too (e.g. energy or
road transport), as stressed in the Bank’s
Interim Report of last October. The afore-
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mentioned recent report of the OECD rec-
ommends enhancing competition and deregu-
lating the electricity, telecommunications and
road transport sectors.

® Changing the current energy production and
consumption patterns. The Greek economy is
highly energy-consuming and its oil import
dependence remains strong, despite the use of
renewable energy sources (hydroelectric and
wind energy), as well as lignite. Moreover,
according to available estimates, Greece, as a
Mediterranean country, will suffer more from
the impact of climate change. The new Euro-
pean policy on energy and climate change
gradually adopted by the European Council
over the last two years has set a goal for all
Member States to reduce greenhouse gas emis-
sions, improve energy efficiency and increase
the use of renewable energy sources (see Chap-
ter X). In implementation of this policy,
Greece should, inter alia, better organise both
production, by introducing less energy-con-
suming technology, and life in the cities. The
latter involves streamlining the public trans-
port network and reducing the use of energy-
consuming means of transport, as well as pro-
moting new energy technologies and alterna-
tive energy sources for the insulation and heat-
ing of houses and other buildings. The imple-
mentation of these reforms will require proper
planning and appropriate incentives. Progress
towards achieving these European policy goals
is crucial for Greece and is not only dictated by
climate change and life quality considerations;
it can also lead to large-scale investments,
stronger competition in the energy sector and
the creation of new businesses and jobs and
can contribute to reducing the country’s energy
dependence and thereby the current account
deficit. The current conjuncture should not be
viewed as an obstacle to such developments.
On the contrary, investment in energy and the
so-called “green” investment could give impe-
tus to economic recovery, as pointed out in the
European Economic Recovery Plan.

26 OECD, Economic Policy Reforms: Going for Growth 2009 - Struc-
tural Policy Indicators, Priorities and Analysis, 3 March 2009.



8 CONCLUSION

There are policies that can foster not only an exit
from the crisis as soon as possible, but also a return
to sustainable growth rates

The preceding analysis points out some key
policy guideposts for the implementation of a
credible medium-term plan. These guideposts
can foster not only an exit from the crisis as
soon as possible, but also a return to sustain-
able growth rates. At the same time, it is clear
that an appropriate policy mix can restore the
confidence of foreign investors, international
markets and domestic firms and households in

the prospects of the Greek economy. The
action plan should aim at putting firmly in
place conditions for setting in motion a far-
reaching, more outward-looking, dynamic and
sustainable growth process —i.e. one that will
respect and protect the environment. Such a
policy can secure additional resources to be
used for strengthening social cohesion and will
be all the more effective if it is supported by a
strong social consensus. Consensus-building
will require an open public dialogue on the
equitable allocation of burdens, that is the sac-
rifices that will be needed in the short term,
and the broadest possible diffusion of benefits
so that the whole of society wins.
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II1 THE SINGLE MONETARY POLICY AND THE
EUROSYSTEM’S INTERVENTIONS IN THE

MONEY MARKET

I MONETARY POLICY DECISIONS OF THE
GOVERNING COUNCIL OF THE ECB'

The Governing Council determines the key
ECB interest rates with a view to achieving the
Eurosystem’s primary objective of price sta-
bility in the euro area over the medium term,
i.e. maintaining annual inflation rates below
but close to 2%. In this respect, particular
emphasis is given on keeping medium to
longer-term inflation expectations anchored at
levels in line with price stability. Against this
background, during 2008 the interest rate on
the main refinancing operations of the
Eurosystem was raised once, in July, by 25

basis points, thereby concluding the with-
drawal of monetary accommodation in the
euro area, which had began in December 2005
and comprised 9 key interest rate increases, by
25 basis points on each occasion. Subse-
quently, given the gradual moderation of infla-
tion pressures, the interest rate on the main
refinancing operations was lowered by a total
of 300 basis points between October 2008 and
April 2009, to 1.25% (see Table III.1 and
Chart III.1).

1 According to the introductory statements of the President of the
ECB to the press conferences following the firstGoverning Coun-
cil meetings in each month —in which monetary policy is dis-
cussed — in 2008 and the first four months of 2009.

Table Ill.1 Changes in key ECB interest rates

(percentages per annum)

Date of Deposit facility
interest rate change'

6 October 2000 3.75
11 May 2001 3.50
31 August 2001 3.25
18 September 2001 2.75
9 November 2001 2.25
6 December 2002 1.75
7 March 2003 1.50
6 June 2003 1.00
6 December 2005 1.25
8 March 2006 1.50
15 June 2006 1.75
9 August 2006 2.00
11 October 2006 2.25
13 December 2006 2.50
14 March 2007 2.75
13 June 2007 3.00
9 July 2008 3.25
8 October 2008 2.75
9 October 2008 3.25
15 October 2008 3.25
12 November 2008 2.75
10 December 2008 2.00
21 January 2009 1.00
11 March 2009 0.50
8 April 2009 0.25

Source: ECB.

Main refinancing operations Marginal lending
facility
Fixed-rate tenders Variable rate tenders
(fixed rate) (minimum bid rate)
- 4.75 5.75
- 4.50 5.50
- 4.25 5.25
- 3.75 4.75
- 3.25 4.25
- 2.75 3.75
- 2.50 3.50
- 2.00 3.00
- 2.25 3.25
- 2.50 3.50
- 2.75 3.75
- 3.00 4.00
- 3.25 4.25
- 3.50 4.50
- 3.75 4.75
- 4.00 5.00
- 4.25 5.25
- = 4.75
- - 4.25
3.75 - 4.25
3.25 - 3.75
2.50 - 3.00
2.00 - 3.00
1.50 - 2.50
1.25 - 2.25

1 From 10 March 2004 onwards, with the exception of the interest rate changes of 8 and 9 October 2008, changes in all three key ECB interest
rates are effective from the first main refinancing operation following the Governing Council decision, not the date of the Governing Council

meeting at which this decision is made.
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Chart Ill.1 Interest rate on the Eurosystem's
main refinancing operations and the euro

overnight index average (EONIA)

(percentages per annum, daily data)
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Source: ECB.

In greater detail, in the first seven months of
2008, the Governing Council of the ECB
recognised the existence of upside risks to
price stability. Particular concerns were
expressed about potential second-round
effects? on wage- and price-setting behaviour,
stemming from past increases in oil and other
commodity prices. This was all the more likely
taking into account, on the one hand, tight
labour market conditions and relatively high
capacity utilisation and, on the other hand,
the existence (in certain euro area countries)
of indexation schemes of nominal wages to
consumer prices. The Governing Council
repeatedly pointed out that the existence of
such schemes may lead to a wage-price spiral.
In addition, wage growth was already on the
rise and, coupled with a cyclical slowdown in
labour productivity growth, led to a higher
rate of increase in unit labour costs. The fact
that the risks to price stability lay on the
upside was also confirmed by the fact that
“underlying” monetary growth® remained very
vigorous. Since there was uncertainty as to the
extent of the dampening effect of the finan-
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cial crisis on global and euro area demand, it
was not possible to make an accurate estimate
of its offsetting impact on inflationary pres-
sures stemming from higher commodity
prices. However, in June 2008 it became clear
that inflationary risks had increased further,
thereby prompting an increase in key interest
rates in July.

Between July and September 2008, the Gov-
erning Council of the ECB underlined that,
given the said interest rate increase, the
monetary policy stance was appropriate for
contributing to achieving price stability over
the medium term, but inflationary risks per-
sisted.

In October 2008, according to the ECB Gov-
erning Council’s assessment, inflationary
risks had started to moderate, mainly
because the intensification of the financial
turmoil in mid-September would dampen
global and euro area demand, which had
already begun its cyclical decline. In addi-
tion, the decrease in commodity prices, which
had begun in mid-July 2008, had gone on for
a protracted period of time and its extent was
significant. The continued decline in both M3
growth and in the increase in credit supply to
companies and households, as well as the
subsequent slowdown in underlying mone-
tary growth confirmed that inflationary risks
had moderated. As a result, the Governing
Council of the ECB lowered the interest rate
on the main refinancing operations on 6
occasions between October 2008 and April
20009.

Turning to the outlook of economic activity in
the euro area, the Governing Council of the
ECB has recently stated that it anticipates a
gradual recovery in 2010, on the one hand

2 See Bank of Greece, Monetary Policy 2004-2005, February 2005,
Box I11.1, and ECB, Monthly Bulletin, July 2004, pp. 28-30.

3 Underlying monetary growth is calculated by the ECB using vari-
ous alternative methods (see ECB, Monthly Bulletin, May 2008,
Box 1, p. 15), although the measures thus derived are not published.
This concept is seen as more closely related to the evolution of
inflation (taking into account the associated time lags) than the
headline growth rate of M3.



because of the effects of the measures to
restore the functioning of the financial sector
and the overall macroeconomic stimulus meas-
ures taken around the world and, on the other
hand, because the fall in commodity prices sup-
ports real disposable income and thus con-
sumption.

As regards price prospects, following the lat-
est interest rate cut (April 2009), the Govern-
ing Council of the ECB expects price stability
to be maintained over the medium term. How-
ever, according to the most recent Eurosystem
staff projections (which were published in May
but do not take into account the latest key rate
cuts), the inflation rate is expected to stand
between 0.1% and 0.7% in 2009 and between
0.6% and 1.4% in 2010. These projections
reflect lower global commodity prices and
domestic inflationary pressures because of the
marked slowdown in euro area economic activ-
ity. The risks to these projections are balanced
and the outcome will depend on the course of
economic activity and commodity prices. In any
event, the annual inflation rate in the coming
months is expected to slow down further and
turn negative in mid-2009, before increasing
again later.*

2 INTERVENTIONS OF THE EUROSYSTEM IN
THE MONEY MARKET

The euro area interbank market® saw tensions
and disruptions (including declines in the vol-
ume of transactions) throughout 2008, which
worsened after the bankruptcy of Lehman
Brothers (15 September 2008). The Eurosys-
tem responded by interventions in the money
market, which increased since mid-September.
These interventions basically aimed at pro-
viding liquidity to liquidity-constrained solvent
credit institutions. It should be noted that key
interest rates are set by the Governing Coun-
cil of the ECB with the single purpose of
achieving the Eurosystem’s primary objective
(i.e. price stability). Therefore, their cuts since
October 2008 did not aim at counteracting
money market tensions but, as already men-

tioned, were motivated by declining inflation-
ary pressures.

The spread between the three-month Euribor
and the EONIA fixed rate on overnight index
swaps of comparable maturity® reflects banks’
reluctance to grant interbank loans and is a
measure of tensions on the money market. As
shown in Chart III.2, tensions have receded
compared with the third quarter of 2008, but
remain somewhat stronger than before the
bankruptcy of Lehman Brothers and much
stronger than before the interbank market
began to be affected by the financial turmoil
(i.e. before August 2007). The volume of trans-
actions on the interbank market has been grad-
ually rising, at least in overnight operations.

In greater detail, between January and Sep-
tember 2008, in the context of its intervention
policy, the Eurosystem continued:

® To provide the bulk of liquidity through
longer-term refinancing operations rather than
main refinancing operations. Thus, the share
of the main refinancing operations in total liq-

4 As the decrease in crude oil prices began in mid-July 2008, energy
prices until mid-July should be much lower than last year, leading
to very low consumer inflation rates until around mid-2009. How-
ever, because energy prices in August-December 2009 would only
be relatively lower than the last year’s corresponding prices, the
inflation rate will not be extremely low in the second half of 2009.

5 The market for unsecured short-term loans in euro between euro
area credit institutions.

6 Two parties enter into an overnight-indexed swap in which one
party agrees to pay interest for a given period (e.g. three months)
on a specified notional amount at a “fixed rate” (the EONIA swap
rate) and, in return, the counterparty agrees to make interest pay-
ments, on the same amount, at the overnight money market rate
(EONIA) compounded daily over the duration of the transaction
(three months). Only the difference between the two flows of inter-
est payments is settled upon maturity. The EONIA swap rate
embodies expectations regarding the evolution of EONIA. Should
these expectations be revised, a different rate is agreed for new
swaps (interest rates on already existing swaps are “fixed” and can-
not change). It is reasonable to consider that these transactions
involve negligible risk compared with unsecured interbank loans
of comparable maturity. Consequently, the spread between the
three-month Euribor and the three-month EONIA swap rate is a
measure of the risk premium incorporated in the Euribor rate in
addition to the expectations regarding the evolution of the EONIA
rate in the following three months. The premium reflects the risk
of non-repayment of the interbank loan or, in case the lending bank
urgently needs to replenish the funds placed in the interbank loan,
to achieve this at a high cost or not at all, because of the situation
in the money market or the unavailability of collateral. See “The
Eurosystem’s open market operations during the recent period of
financial market volatility”, ECB, Monthly Bulletin, May 2008, Box
2, p. 93, and “Liquidity risk premia in money market spreads”, ECB,
Financial Stability Review, December 2008, Special Feature D.
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Chart I11.2 Spread between the 3-month
Euribor and the 3-month "fixed rate" on

overnight-indexed swaps

(percentages per annum and basis points, daily data)

—— 3-month EURIBOR (left-hand scale)
3-month ("fixed") overnight swap rate (left-hand
scale)
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Sources: ECB and European Banking Federation.
The vertical line marks the date of the Lehman Brothers
bankruptcy on 15 September 2008.

uidity provided remained at approximately
40%. In this connection, operations with a
maturity of six months were introduced, while
the supplementary three-month operations
launched in 2007 were renewed. However, the
average supply of liquidity provided to credit
institutions over the entire maintenance period
was not increased.

® To increase, in main refinancing operations,
the supply of liquidity at the beginning of each
maintenance period’ and reduce it towards its
end (frontloading), in order to facilitate credit
institutions to fulfil their requirements some-
what earlier in the maintenance period. The
Eurosystem absorbed any excess liquidity at the
end of the maintenance period through fine-
tuning operations, thereby containing the fluc-
tuation of very short-term interest rates around
the rate on the main refinancing operations.

® To provide US dollar liquidity to (euro
area) credit institutions through regular auc-
tions, against collateral eligible for monetary
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Chart I11.3 Interest rates on Eurosystem's
facilities and overnight deposit rate in the

interbank market (EONIA)

(percentages per annum, daily data)
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policy operations, via swap lines with the US
Federal Reserve and other central banks.®

Since October 2008, in order for the Eurosys-
tem to deal with the intensification of the
financial turmoil, it became necessary:

® to conduct all open market operations as
fixed-rate tenders will full allotment (subject
to provision of eligible collateral);

® to increase the frequency of longer-term
refinancing operations; it should be noted that
special-term refinancing operations have
been conducted since late September 2008 with

7 The maintenance period lasts approximately 30 days. By the end
of this period, every credit institution must fulfil its reserve require-
ment on the basis of its average reserve holdings with the respec-
tive national central bank. However, credit institutions’ daily
reserve holdings may vary. Faced with the turmoil, credit institu-
tions appeared to develop a preference for the early fulfilment of
reserve requirements. Underlying this behaviour is apparently an
effort by credit institutions to protect themselves against potential
liquidity shortages towards the end of the maintenance period.

8 In addition to being instrumental for dealing with the financial tur-
moil, these operations also contribute indirectly to containing pres-
sures in the euro area interbank market.



a maturity equal to that of the maintenance
period (about one month);

® to expand the list of eligible collateral
against which the Eurosystem provides lig-
uidity.’

These policy measures led to a significant
increase in the Eurosystem’s total assets — of
42% from mid-September 2008 to the end of
the year.!” This was in line with a rise in the
outstanding balance of deposits in the context
of the deposit facility, which was consistent
with a reduction of the corridor formed by the
two standing facilities of the Eurosystem (the
marginal lending facility and the deposit facil-

ity) between early October 2008 and late Jan-
uary 2009 (see Chart II1.3). When this nar-
rowing was reversed in late January 2009, the
outstanding balance of deposits decreased.
Finally, the provision of ample liquidity con-
tributed to the EONIA rate standing below the
interest rate on main refinancing operations
since early October 2008.

9 It should be noted that in September 2008 and in February 2009,
it was decided to review the risk control measures applied to col-
lateral against which liquidity is provided, in order to reduce
Eurosystem’s exposure to financial risk. In addition, the list of
credit institutions eligible as counterparties in special open mar-
ket operations was expanded in September 2008.

10 Total Eurosystem assets between 12 September and 31 December
2008 are compared, in accordance with the corresponding balance
sheets.
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IV ECONOMIC ACTIVITY

The growth rate of the Greek economy started
decelerating in the fourth quarter of 2007. In
the course of 2008, the decline in economic
activity gradually became stronger, affecting all
economic sectors. In 2008, average GDP
growth dropped to 2.9%, from 4% in 2007,
while activity is expected to be stagnant in
2009.

The gradual economic slowdown in Greece
throughout 2008, to rates clearly lower than
medium-term potential GDP growth, is due to
the weakening of a number of factors that had
been favourably affecting the Greek economy
in the past years. It is also attributable to the
lagged impact on Greece of the world financial
turmoil (which grew into a crisis), especially
since the second half of 2008.

In greater detail, strong economic growth in
the past years was largely due to an overopti-
mism inspired by the entry of Greece into the
euro area and the ensuing sentiment of macro-
economic stability. This optimism was trans-
lated into active demand by businesses and
households, clearly boosted by the then
favourable financing conditions —i.e. low inter-
est rates and availability of ample credit. In the
past five years the Greek economy, chiefly
driven by domestic demand (mainly con-
sumption and residential investment), regis-
tered growth rates that were not compatible
with the medium-term potential growth rate.
Hence, a certain slowdown was expected for
2008, as pointed out in previous Bank of
Greece Annual Reports.!

Available data on activity in individual eco-
nomic sectors and subsectors, as well as the
results of conjunctural surveys (which capture
business and household confidence and esti-
mates) showed an increasingly stronger
decline throughout 2008 and in the first quar-
ter of 2009. The Economic Sentiment Indica-
tor? fell in the course of 2008, at a very steep
rate since October. The indicator kept on
declining in the first months of 2009 and
reached historical lows in March. The
increase in the coincident indicator of eco-

IN GREECE

Chart IV.l Economic activity indicators

A.The coincident indicator of economic activity
compiled by the Bank of Greece
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Sources: Bank of Greece (coincident indicator, as well as GDP
for2009), NSSG (GDP2003-2008) and European Commission
(economic sentimentindicator).

1 Annualised monthly percentage changes.

2 Annual rate of change.
3 Monthly data.

nomic activity (which is compiled by the Bank
of Greece and adequately summarises eco-

1 For example, Annual Report 2007.
2 Compiled by the European Commission for all EU countries.
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Table IV.l Gross expenditure of the economy and gross domestic product

(constant market prices of 2000)
Value in

million Annual percentage changes
euro

2000 2002 2003 2004 2005 2006 2007 2008

1. Private consumption 98,627 4.7 33 3.7 43 4.8 3.0 2.2
2. Public consumption 24,271 V2 -1.0 0, %) 0.0 7.7 82
3. Gross fixed capital formation 29,450 9.5 13.2 1.9 -0.5 9.2 4.9 -11.5

3.]a Byinvestor: general government

3.1b other sectors
3.2a By type: construction 17,944 -1.6 23.2 -5.6 0.6 5.8 1.6 -14.6
3.2b equipment 10,416 285 1.7 12.7 -1.0 14.2 9.1 -9.6
3.2¢ other investment 1,090 25.1 -13.0 26.7 -11.1 7.8 9.4 11.9
4. Domestic final demand' 152,348 6.0 4.6 3.2 2.8 5.0 4.1 -0.6
S. (Cl;;a:fgégpi;wemories and statistical discrepancy 2328 02 0.6 01 06 09 02 16
6. Exports of goods and services 33,882 -8.4 35 13.9 4.2 10.9 3.1 2.2
6.1 Exports of goods 14,253 -6.8 10.0 3.1 11.1 20.1 <13 -1.1
6.2 Exports of services 19,629 9.5 -1.1 22.1 -0.3 4.5 11.8 4.4
7. Final demand 188,558 2.2 5.1 4.5 2.5 5.8 4.7 1.0
8. Imports of goods and services 52,277 -1.3 34 33 1.4 9.7 6.7 -4.4
8.1 Imports of goods 40,730 44 6.9 3.0 -5.4 10.3 6.7 -7.3
8.2 Imports of services 11,547 -19.2 -11.5 4.5 34.6 7.0 6.9 104
GDP at market prices 136,281 34 5.6 4.9 2.9 45 4.0 2.9
Contribution to GDP change (percentage points)
1. Private consumption 3.5 2.4 2.7 3.1 3.5 2.2 1.6
2. Public consumption 1.2 -0.2 0.5 0.2 0.0 1.2 0.5
3. Gross fixed capital formation 2.1 3.0 0.5 -0.1 2.1 1.2 -2.8

3.1a By investor: general government

3.1b other sectors
3.2a By type: construction -0.2 3.0 -0.8 0.1 0.8 0.2 -1.9
3.2b equipment 2.1 0.2 1.1 -0.1 1.3 0.9 -1.0
3.2¢c other investment 0.2 -0.1 0.2 -0.1 0.1 0.1 0.1
4. Domestic final demand ! 6.8 5.3 3.6 32 5.6 4.6 -0.7
5. Inventories and statistical discrepancy -1.8 0.8 -0.4 -0.7 -0.3 1.0 1.5
6. Exports of goods and services -2.0 0.7 2.9 0.9 2.5 0.8 0.5
6.1 Exports of goods -0.7 0.9 0.3 1.0 2.0 -0.8 -0.1
6.2  Exports of services -1.3 -0.1 2.5 0.0 0.6 1.5 0.6
7. Final demand 3.0 6.9 6.1 34 7.8 6.4 1.4
8. Imports of goods and services 0.5 -1.2 -1.1 -0.5 -3.3 -2.4 1.6
8.1 Imports of goods -1.2 -2.0 -0.9 1.5 -2.7 -1.8 2.1
8.2 Imports of services 1.7 0.8 -0.3 -2.0 -0.5 -0.5 -0.8
9. External balance of goods and services -1.5 -0.4 1.7 0.5 -0.8 -1.6 2.1
GDP at market prices 34 5.6 4.9 29 45 4.0 2.9

Source: NSSG, National Accounts, provisional estimates for 2003-2008, March 2009.
1 Excluding inventories and statistical descrepancy.
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nomic activity) has been gradually decelerat-
ing since the beginning of 2008 and its annual
rate was 1.7% in December (1.4% in January
2009 - see Chart IV.1).

For the first time since Greece joined the euro
area, domestic final demand decreased (by
0.6%) in 2008, thereby contributing -0.7 per-
centage point to the GDP growth rate. In
greater detail, the negative contribution (2.8
percentage points) of the decline in fixed cap-
ital formation more than offset the positive
contribution (2.1 percentage points) of the
increase in private and public consumption.
The shrinking of residential investment (by
29.1%) largely determined the negative evo-
lution of domestic demand. By contrast, the
change in the real external balance (on a
national accounts basis) made a positive con-
tribution of 2.1 percentage points to GDP
growth, exclusively because of a considerable
decrease in imports. Higher inventories also
supported GDP growth (by 1.5 percentage
point —see Table IV.1). In other words, domes-
tic demand declined, but combined domestic
and external demand increased, though less
than output, resulting in a build-up of unsold
stocks.

Indicators of consumer demand (see Table IV.2
and Chart IV.2) registered a steady decline
throughout 2008° and the same applies to
investment demand indicators (see Table
Iv.3).4

Private consumption growth decelerated gradu-
ally in the course of 2008 and stood at 2.2% for
the year as a whole, compared with 3.0% in 2007.
Nevertheless, it remained the most important
component of the growth rate of the Greek econ-
omy. The increase in private consumption in
2008 was supported by the higher real disposable
income of households, as well as consumer credit
growth, which remained strong on an annual
basis, despite decelerating in the last quarter of
2008. The improvement in households’ dispos-
able income mainly reflects a considerable
increase in average pre-tax earnings, a rise in

3 Retail trade dropped by 1.4% in 2008, compared with a 2.3%
increase in 2007. In January 2009, the annual rate of decrease was
5.8% (excluding petrol and lubricants — revised index). New pas-
senger car registrations fell by 7.0% in 2008; in the first quarter of
2009, they declined further by 38.7%.

4 Private building activity on the basis of permits issued dropped by
17.1% in 2008 (2007: -5.0%). Furthermore, cement production
declined by 3.1%. Moreover, according to the IOBE investment
survey (October-November 2008), industrial firms (both private
and public) estimated that their investment expenditure had
dropped by 20.9% in 2008 and that it would further decrease by
5.4% in 2009.

Table 1V.2 Indicators of consumer demand

(annual percentage changes)

Volume of retail sales (excluding fuel and lubricants)!
Food-beverages-tobacco?
Clothing-footwear
Furniture-electrical appliances-household equipment
Books-stationery-other

Revenue from VAT (constant prices)

Retail trade business expectations index

New passenger car registrations

Tax revenue from mobile telephony?

Outstanding balance of total consumer credit extended by banks*

2009
2007 2008 (available period)
2.3 -1.4 -5.8 (Jan.)
0.9 -0.1 41 »
1.1 5.5 121 »
6.7 43 -155  »
6.7 -1.3 248 »
6.8 0.8
9.0 -15.3  -47.4 (Jan.-March)
43 -7.0  -38.7 »
114.2 53 3.1 (Jan.-Feb.)
22.4 (Dec.) 16.0 (Dec.) 12.3 (Feb.)

Sources: NSSG (retail sales, cars), Bank of Greece (consumer credit), IOBE (expectations), Ministry of Economy and Finance (VAT revenue

and tax revenue from mobile telephony).
1 Revised index 2005=100.

2 Including large food stores and specialised food-beverages-tobacco stores.

3 Adjusted rates apply as from 1 November 2006.
4 Taking into account securitised loans and loan write-offs.
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Chart 1V.2 Consumer demand

(annual percentage changes)

A. Retail trade volume and business expectations

— retail sales volume - total
(excluding fuel and lubricants) (2005=100)
------- business expectations in retail trade (1996-2006=100)
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Sources: NSSG (retail trade and cars) and IOBE (expectations).
The business expectations index is based on firms' estimates of
sales and stocks, as well as on their forecasts on business activity
over the next six months.

employment, the observed shortfall in revenue
from income tax on natural persons and a con-
siderable hike in social transfers to certain vul-
nerable population groups. Furthermore,
towards the end of the year, households’ incomes
benefited from lower inflation. Increased
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uncertainty connected with the financial crisis led
to a small increase in the saving rate.

Public consumption growth (on a national
accounts basis and at constant prices)
remained strong in 2008 (3.2%), despite decel-
erating in comparison with 2007 (7.7%).

The large decrease in demand for investment
goods in 2008 (by 11.5%, compared with a
4.9% increase in 2007) is mainly attributable to
the collapse in residential investment, as well as
a 9.6% drop in investment in equipment (com-
pared with a 9.1% rise in 2007). It should be
noted that the considerable slowdown in the
rate of increase in the outstanding balance of
housing loans negatively affected the absorp-
tion of the unsold stock of newly built and
older dwellings and discouraged new invest-
ment (see also Box IV.1). However, non-resi-
dential investment rose by 8.7% in 2008,
thereby limiting the decrease in total con-
struction investment to -14.6%. On the other
hand, public investment remained almost
unchanged, compared with a 2% increase in
2007, while business investment declined,
partly reflecting delayed or postponed invest-
ment plans.

Exports of goods and services rose by 2.2% in
2008 (on a national accounts basis), reflecting
considerably higher transport (shipping)
receipts up to October. In the fourth quarter
of the year, however, the annual rate of change
in services exports turned negative. Exports of
goods maintained their downward course in
2008, though at a clearly weaker pace (-1.1%
compared with -7.3% in 2007). This is attrib-
utable to the continued decline in competi-
tiveness. Imports of goods and services
dropped markedly by 4.4% in 2008, compared
with a 6.7% increase in 2007. This reversal
reflects subdued domestic demand, in partic-
ular a slower increase in private consumption
and a decrease in investment demand.

Turning to supply, according to provisional
national accounts data published by the NSSG
in March 2009, the average annual rate of



Table IV.3 Indicators of investment demand

(annual percentage changes)’

Capital goods output?
Capacity utilisation rate in the capital goods industry

Outstanding balance of loans to non-financial corporations with

a maturity of over one year?
Disbursements out of the Public Investment Programme

Volume of private construction activity

(on the basis of permits issued)
Cement production
Construction business expectations index

Outstanding balance of total bank credit to housing*

2009
2007 2008 (available period)
-1.0 -6.8 -17.9 (Jan.)
(80.4) (77.5) 74.3 (Jan.-March)
25.7 (Dec.) 21.4 (Dec.) 19.4 (Feb.)
7.6 9.3  272.8 (Jan.-March)
-5.0 -17.1
-9.2 3.1 -37.0 (Jan.)
1.5 3.0 -31.8 (Jan.-March)
21.9 (Dec.) 11.4 (Dec.) 9.6 (Feb.)

Sources: NSSG (capital goods output, volume of private construction activity, cement production), IOBE (capacity utilisation rate, business
expectations) and Bank of Greece (loans to non-financial corporations, disbursements under the public investment programme, housing loans).
1 Except for the capacity utilisation rate in the capital goods industry, which is measured in percentages.

2 Revised index 2005=100.
3 Adjusted for the amount of loan write-offs.
4 Taking into account securitised loans and loan write-offs.

increase in gross value added (GVA) at basic
prices was 3.6% in 2008, from 4.0% in 2007.
The rise stems from the higher output of both
the primary and the tertiary sector, while the
output of the secondary sector declined.

Gross value added in the primary sector (at
2000 constant prices), as registered in the
National Accounts by the NSSG, rose by 5.2%
in 2008, compared with large decreases in the
previous years (10.8% in 2007 and 18.0% in
2006 — see also Table I1V.4). However, due to
an increase in production costs,’ real agricul-
tural income® per full-time employee fell by
7.1% in 2008, according to Eurostat data, com-
pared with a 4.3% decrease in the EU-27. It
should be noted that the chronic pathogenies
of the agricultural sector in our country,’ cou-
pled with increasingly stronger competition in
world markets, threaten the very survival of
today’s agricultural development model. This
model is characterised by, inter alia, a lack of
investment initiatives, excessive reliance of
agricultural income on Community subsidies,?
a worsening of the agricultural balance of the
country and environmental downgrading of the
countryside.

Value added in the secondary sector (industry,
energy, construction), at constant prices,
dropped by 2.4% in 2008, compared with a
3.8% increase in 2007, due to a large decline
in construction (-9.4%).° Besides, according to
available short-term indices compiled by the
NSSG (see Table IV.6), total industrial and
manufacturing output, which had risen in 2006-
2007, demonstrated a considerable decrease in
the course of 2008, which intensified in the last
quarter of the year. In greater detail, total
industrial output fell by 4.0% in 2008 (2007:
+2.6%) and manufacturing output by 4.6%
(2007: +2.6%), owing to a large decline in all
major industrial groupings, especially inter-

5 Compared with the increase in agricultural production input prices,
which reached 12.1%, up from 7.4% in 2007, the rise in producer
prices (excluding subsidies) was disproportionately small; it did not
exceed 1%, mainly due to considerably lower grain prices (see
Table IV.5).

6 Agricultural income is equal to primary sector output minus the
cost of taxes, intermediate consumption and capital use, plus sub-
sidies.

7 For instance, specialisation in low value added products, lack of
standardisation and trade strategy.

8 Ms Mariann Fischer Boel, EU Commissioner for Agriculture and
Rural Development, in reply to a Greek MEP, stated that the share
of subsidies in the Greek agricultural income rose from 27% in
1996 to 39% in 2007.

9 By contrast, value added in industry (including energy) rose by
1.8% in 2008. However, in the fourth quarter of the year it

decreased (-0.1%).
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Table 1V.4 Production of basic agricultural products

(thousand tonnes)

Product 2002 2003 2004 2005 2006 2007* 2008*
Soft wheat 427 323 274 270 432 466 525
Durum wheat 1,902 1,309 1,500 1,491 1,144 918 1,414
Maize 2,194 2,206 2,210 2,169 1,647 1,928 2,472
Tobacco 116 116 112 108 22 22 24
Cotton (natural) 1,137 972 1,035 1,100 481 432 362
Industrial tomatoes 1,000 985 1,180 900 990 758 735
Sugar beets 2,531 2,200 2,095 2,800 1,650 855 903
Olive oil 414 310 435 424 366 449 397
Lemons 109 102 36 42 41 45 31
Oranges 1,176 849 765 1,017 856 970 802
Apples 262 203 275 247 263 262 235
Peaches 706 123 948 769 618 737 734
Meat, total 488 480 486 483 464 469 480
Milk, total 1,928 1,927 1,948 1,866 1,866 1,895 1,890

Source: Ministry of Rural Development and Food.
* Provisional data.

Table 1V.5 Producer prices' and input prices

(2000=100)
Product Weights 2001 2002 2003 2004 2005 2006 2007 2008
Percentage changes in producer prices
(output prices)
Plant production 70.7 5.4 11.0 11.6 232 2.4 7.1 12.8 -0.1
Livestock production 29.3 7.7 2.2 1.3 2.0 52 4.9 0.2 4.4
General producer price index 100.0 6.1 7.1 8.8 -1.9 31 6.5 9.5 1.0
Percentage changes in
input prices
Consumables 74.9 1.4 23 42 9.0 5.6 4.2 7.4 14.6
Fixed capital 25.1 4.0 4.4 32 3.1 3.8 33 3.0 3.9
General input price index 100.0 2.1 2.8 4.0 75 51 39 64 121

Source: NSSG.
1 Producer prices do not include subsidies on products.

mediate goods (-7.2%), which had a decisive  reflected in the relevant conjunctural survey car-
contribution to the decrease in output across  ried out by IOBE. The downward course of the
industry. Especially in manufacturing, the out-  industrial confidence index in 2008 (-10.6% on
put of most sectors dropped significantly, with ~ average, 2007: +1.3%), which was felt particu-
the exception of food and pharmaceuticals, the  larly in the last quarter of the year, continued
output of which rose.! at a stronger pace in the first quarter of 2009,

The negative picture drawn by manufacturin
. g p y K g 10 In January 2009, industrial output decreased at an annual rate of
activity (see Charts IV.3 and IV.4) is also 10.2% (manufacturing output: -12.6%).
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Chart IV.3 Output and business expectations in

manufacturing

Chart 1V.4 Purchasing Managers’ Index
(PMI) in manufacturing

A.Indices

—— manufacturing output (2005=100)
------- index of business expectations in manufacturing
(1996-2006=100)
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Sources: NSSG (output) and IOBE (expectations). The index of
business expectations is based on business firms' estimates of total
demand and stocks and on output forecasts for the next 3-4 months.

in the face of increasingly negative forecasts for
the outlook of orders and demand — especially
from abroad.!! The capacity utilisation rate in
industry as a whole, which was 75.9% in 2008
(from 77% in 2007), further declined in the first

(seasonally adjusted; values over 50 suggest an increase in
activity)

60 60
55 55
50 50
45 45
40 40
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Sources: Markit Economics and Hellenic Purchasing Institute.

quarter of 2009, when it reached a four-year low
(71.3%). Furthermore, the quantitative index of
the estimated number of months’ production
assured by orders on hand decreased signifi-
cantly, confirming qualitative forecasts of a
deceleration in industrial activity.!?

Value added in the tertiary sector (services)
rose by 5.2% in 2008 (at constant prices), from
5.1% in 2007. Certain subsectors (transport,
telecommunications-post services, wholesale
trade) demonstrated positive activity during
the year as a whole, despite a deceleration
observed in the fourth quarter of the year. On
the other hand, the volume of retail trade and
car sales decreased markedly, as already men-
tioned (see Chart IV.2), and so did tourism
(see Chapter VIII).

Specifically, in 2008, according to NSSG data,
turnover (at current prices) rose by 5.1% in

11 Furthermore, the PMI for manufacturing, which, during the first
nine months of the year, suggested increased output, in the last
quarter of 2008 dropped for the first time below the 50 threshold
(thus implying a decrease). This decline continued at an acceler-
ating pace into the first three months of 2009, and in February the
index reached a ten-year low.

12 According to the IOBE survey of February 2009, “the period of low
expectations and pessimistic forecasts is prolonged and the uncer-

tainty surrounding industrial activity is heightened”.
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Table 1V.6 Industrial production

(2005=100)
Average annual percentage

changes Level
Weights 2008
2005 2006 2007 2008 (2005=100)
INDUSTRY 100.0 0.9 2.6 -4.0 99.3
1. Mining and quarrying 6.1 100.0 2.9 0.1 -4.8 92.6
Mining of coal and lignite 56.6 -6.0 0.7 0.4 95.1
Extraction of crude oil and natural gas 1.9 -7.1 -18.2 -17.1 63.0
Mining of metal ores 9.1 -16.7 -2.1 2.2 83.3
Other mining and quarrying 324 6.6 0.7 -13.7 92.6
2. Manufacturing 69.8 100.0 20 26 -4.6 9.8
Food 18.2 -0.9 33 1.2 103.6
Beverages 6.0 1.6 8.0 -0.5 109.3
Tobacco 1.9 -1.1 4.1 -33 92.8
Textiles 3.1 -9.3 1.8 -22.8 71.3
Clothes 3.4 -7.9 13.2 -145 89.1
Leather-footwear 0.6 -1.1 1.8 -5.7 95.0
Wood and cork .2 -5.1 -10.6 -9.3 76.9
Paper and paper products 2.3 3.4 3.6 -3.8 103.1
Printing and reproduction of recorded media 1.9 8.0 -3.7 -4.8 99.0
Oil and coal products 11.3 6.5 3.0 -4.3 105.0
Chemicals 53 -0.6 35 -4.7 98.1
Basic pharmaceuticals 2.5 13.2 14.6 3.4 134.2
Rubber and plastic products 4.2 4.6 4.2 -2.8 106.0
Non-metallic mineral products 10.3 42 -6.1 -6.5 91.5
Basic metals 8.0 5.5 2.0 -9.0 98.0
Metal products 5.1 10.9 -3.9 -10.1 95.8
Computers, electronics and optical products 1.2 2.1 -17.6 -4.3 80.5
Electrical equipment 3.0 3.7 1.1 -1.0 103.8
Machinery and equipment n.e.c. 2.1 13.1 -0.3 -0.8 111.8
Motor vehicles, trailers and semi-trailers 0.8 -23.5 28.2 -16.7 81.7
Other transport equipment 1.6 -7.4 14.8 -3.0 103.1
Furniture 1.5 3.6 1.9 -1.4 104.0
Other manufacturing 0.5 0.8 -1.7 -15.1 84.1
Repair and installation of machinery and equipment 4.1 -6.0 6.4 -6.7 93.3
3. Electricity 208 100.0 -1.7 3.5 -2.8 98.9
4. Water supply 33 100.0 25 1.1 25 106.2
INDUSTRY 100.0 0.9 2.6 -4.0 99.3

Main industrial groupings
Energy 36.8 0.1 2.8 -2.4 100.4
Intermediate goods 28.0 2.6 1.0 -7.2 96.1
Capital goods 8.6 2.3 -1.0 -6.8 94.3
Consumer durables 2.3 2.5 -0.7 -4.6 97.2
Consumer non-durables 243 -0.5 5.6 -1.6 103.4

Source: NSSG. Revised index, 2005=100.
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Table IV.7 Activity indicators in the services sector

(annual percentage changes)

Turnover in services
Car retail sales
Wholesale trade
Telecommunications and post
Information technology
Land transport
Sea transport
Air transport
Supporting transport services including travel agencies
Tourism (hotels and restaurants)
Other business activities!
Olympic Airlines passengers-km
Aegean Airlines passengers-km?
Piraeus port passenger traffic

Business expectations index in the services sector

2009

2007 2008 (available period)
6.8 2.3
11.4 9.4
12 0.3
9.9 -1.0
18.2 5.1
8.1 10.2
7.0 6.5
12.6 33
6.5 32
18.3 3.6
2.7 -8.6
25.5 21.1
2.0 0.7

2.8 -8.3  -41.2 (Jan.-March)

Sources: NSSG (turnover in services) Olympic Airlines, Aegean Airlines, Piraeus Port Authority and IOBE (expectations).
1 Including mainly architects-engineers, legal services and advertisement.

2 Including charter flights.

land transport, 10.2% in sea transport and
6.5% in air transport, while turnover in sup-
porting and transport-related services and
travel agencies declined considerably by 16.5%
in the fourth quarter of the year. Moreover,
turnover (at current prices) in IT services
decreased by 1.0% in 2008, in telecommuni-
cations-post it remained virtually unchanged
(+0.3%), while in “other business activities”'?
it rose by 3.6%. Turnover (at current prices) in
wholesale trade rose by 9.4% in 2008 (see
Table IV.7). Also, according to the IOBE’s
conjunctural survey, business expectations in
the services sector (excluding retail trade and
banks), after a prolonged and large decline
between July 2008 and January 2009, showed
a slight increase in February and March 2009.
As national and international short-term
indices do not yet show any signs of improve-
ment, it is estimated that economic activity will
be stagnant in 2009, while negative rates of
annual change are not to be excluded. The eco-
nomic outlook in Greece is still less negative

than in the euro area as a whole. However, the
forecast of zero GDP growth is surrounded by
high uncertainty and the outcome may be even
worse if global economic conditions deterio-
rate more than currently anticipated (as this
would mean a larger than expected decrease in
exports). Furthermore, if the large stocks accu-
mulated last year (which supported the GDP
growth rate in 2008) are used to feed demand
in 2009, they may lead to a decrease in domes-
tic output in 2009 (even if they are not used
and their level remains unchanged, their con-
tribution to the rate of change in GDP will be
zero, while in 2008 it was positive). Addition-
ally, one should not ignore the possibility that,
if further measures are taken to reduce the fis-
cal deficit, there may be positive effects
(stronger confidence of the markets and
domestic economic agents in the prospects of
the Greek economy and better financing con-
ditions in the world market), but losses of real

13 The largest part of this category concerns business activities by

engineers, architects, lawyers, notaries and advertisers.
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output and jobs will not be avoided over the
short term.

Certainly, there exist certain factors that can
mitigate the adverse impact of the crisis on eco-
nomic activity. In particular, lower oil prices
have a more favourable impact on Greek infla-
tion, as well as on the Greek economy’s poten-
tial growth rate, because of the relatively high
oil intensity of the Greek economy (see Chap-
ters VI and VIII). Therefore, inflation is
expected to decelerate considerably because of
this factor. Furthermore, for most employees
in the business sector, nominal wage increases
have already been determined in the two-year
collective labour agreements signed in 2008.
Certainly, it is estimated that, at individual-
business level in the non-bank private sector,
actual wages will increase considerably less
than negotiated wages (see Chapter VI).
Besides, according to the incomes policy
announced by the government, the increase in
average wages in the public sector will be lower
than initially forecast in the Budget. However,
average real wages in the whole economy are
expected to increase at a rate that can support
a 1% increase in domestic consumption demand
(compared with 2.2% in 2008), to the extent
that the decrease in employment is moderate
(see Chapter V) and there is no further con-
siderable decline in households’ confidence.
Furthermore, the plan to enhance liquidity in
the economy (see Chapter I1X) is expected to
help maintain household and corporate
credit growth at a level that would prevent a
considerable weakening of economic activity
and support a small increase in nominal GDP.
The substantial drop in equity prices on the
Athens Exchange does not seem to affect
materially Greek households’ consumption.
Finally, though a decrease is expected in the
prices of residential property (see Box IV.1),
which constitutes the main asset of households,
the change in the market value of houses does
not affect consumer behaviour visibly.

The worsened business climate, especially
since the last quarter of 2008, combined with
the ongoing decline in demand and uncertainty
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in financial markets, support the view that, at
least for 2009, private investment initiatives
will be further reduced. In greater detail, res-
idential investment is expected to further con-
tract by around 20%. This estimate is based on
the declining trend of relevant leading indica-
tors and the rapid deceleration of the growth
rate of the balance of housing loans to house-
holds (11.5% in 2008, from 21.9% in 2007 and
26.3% in 2006). Non-residential investment is
also expected to decline, as lower returns and
financial difficulties may negatively affect the
market for business/commercial buildings and
the implementation of large infrastructure
projects, respectively. Business investment in
equipment is possible to decline, given the
worsening of the business climate, the
increasing weakening of domestic and global
demand, the restricted access of businesses to
funding and the particularly cautious forecasts
of medium-sized and large enterprises regard-
ing their financial results for 2009. The nega-
tive effects of these trends in the domestic and
international economic environments on
investment may be offset by an acceleration of
public-private partnerships, together with the
private investment projects that have been
approved for support under the development
law and the implementation of considerable
investment projects in energy. Turning to pub-
lic investment, it should be noted that, as a
result of the cuts in spending under the Pub-
lic Investment Budget (8.8% at current prices,
according to the Budget for 2009) general gov-
ernment investment will decrease by more than
11% at current prices in 2009, unless its financ-
ing becomes easier either through advance
payments of the Community contribution to
the National Strategic Reference Framework
(ESPA) or through savings on other govern-
ment expenditure.

A large decline, of about 12% at constant
prices, is expected in exports of goods and serv-
ices in 2009 (compared with a 2.2% rise in
2008). The expected drastic decrease in trans-
port receipts and the anticipated decline in
tourist activity are the main reasons behind the
decrease in services exports, while goods



exports are also expected to decline. Imports of  dued domestic demand. The change in the real
goods and services are expected to drop in 2009  external balance is expected to make a zero
by about 8-8.5% (2008: -4.4%), reflecting sub-  contribution to the rate of change in GDP.

THE REAL ESTATE MARKET TRENDS IN 2006-2008 AND PROSPECTS FOR 2009

The real estate market constitutes a special market which considerably affects financial and there-
fore macroeconomic stability. Changes in real estate prices, rents and interest rates on housing
loans have an impact on total demand and inflation. Thus, the real estate market plays a signif-
icant role in the transmission of monetary policy and economic developments. At the same time,
real estate constitutes the main means of banks” hedging against credit risks from housing loans
and a large part of business loans. This is why it is very important to systematically register and
analyse developments in the real estate market, together with their potential impact on other
important variables, such as households’ consumption and saving, the value of their wealth, the
structure of their portfolios etc. With a view to collecting data necessary for monitoring devel-
opments in the real estate market, the Bank of Greece issued Governor’s Act 2610/31 October
2008 re: “Reporting by credit institutions of data on residential property which is financed or used
as collateral for loans granted by credit institutions”. According to this Act, all credit institutions
operating in Greece shall report to the Bank of Greece, on a monthly basis, detailed data on the
value and quality characteristics of all residential property which has been purchased through loans
or is used as collateral for loans granted by credit institutions.! By end-March 2009, the data base
(estimates) of the Real Estate Market Analysis Section of the Bank of Greece included data on
375,000 residential property items, the values of which had been estimated in the January 2006-
February 2009 period. Of the total items, 72.1% (275,000) concerns apartments, 18.3% houses,
4.5% building plots and 4.5% maisonettes. The material gathered is already being used to con-
struct individual residential property price indices (see table for data regarding the area of Athens).

Residential property prices

The continuous deceleration of the upward trend of residential property prices in Greece between
2006 and 2008 constitutes the main characteristic of the housing market. However, residential prices
maintained slightly positive rates of change (in nominal terms) also in 2008. According to available
data from the Bank of Greece, residential property prices in urban areas (total) rose by 2.6% in 2008
(provisional data), compared with 4.6% in 2007, 12.2% in 2006 and 10.9% in 2005. In greater detail,
the annual rate of increase in residential property prices in Athens came to 2.7% in 2008, against
5.2% in 2007 and 11.3% in 2006 (based on data reported by banks). In other urban areas, price
increases decelerated further to 2.6% in 2008, from 3.8% in 2007 and 13% in 2006 (based on data
gathered by the branches of the Bank of Greece mainly from real estate agencies — see table).

1 Data reported to the Bank of Greece on the basis of Bank of Greece Governor’s Act 2610/31 October 2008 refer separately to each
assessment of residential property and include the code number and the type of this property (apartment, house, etc.), its exact geo-
graphic position (address, floor, etc.), how old it is (in which year it was built or the building permit was issued), description and floor
area of the main house and auxiliary rooms (e.g. storeroom, parking, etc.) and the respective commercial values of these areas, their
quality features (quality of construction, surrounding area, position, etc.), building costs and objective value, together with all the par-
ticulars of the loan for which the property constitutes the sole collateral (category of loan, amount that has been approved and paid,
value of the mortgage, etc.).

2 However, according to other evidence (January 2009 estimates by representatives of large real estate agencies throughout the country
in discussions with different services of the Bank of Greece), it is estimated that since the summer of 2008 residential property prices
have dropped (in nominal terms) by about 7%. If the increase registered in the first half of 2008 is also taken into account, the aver-

age annual level of residential property prices (in nominal terms) fell slightly in 2008.
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House price index

Urban areas-total Athens Other urban areas
Index Percentage changes Index Percentage changes Index Percentage changes
Over Over Over

previous Year- previous Year- previous Year-

Period 1997=100 quarter on-year 1997=100 quarter on-year 1993 IV=100 quarter on-year

1997 100.0 9.7 9.7 100.0 12.5 12.5 134.7 7.1 7.1

1998 114.4 14.4 14.4 115.5 15.5 15.5 152.6 13.3 13.3

1999 124.5 8.9 8.9 129.6 12.2 12.2 161.5 5.8 5.8

2000 137.7 10.6 10.6 149.1 15.1 15.1 171.3 6.1 6.1

2001 157.5 14.4 14.4 175.4 17.6 17.6 190.2 11.0 11.0

2002 179.3 13.9 13.9 203.8 16.2 16.2 211.7 11.3 11.3

2003 189.0 5.4 5.4 211.9 4.0 4.0 226.8 7.1 7.1

2004 193.4 23 2.3 2124 0.3 0.3 237.4 4.7 4.7

2005 214.5 10.9 10.9 230.8 8.6 8.6 269.3 13.4 13.4

2006 240.6 12.2 12.2 256.8 11.3 11.3 304.2 13.0 13.0

2007 251.6 4.6 4.6 270.1 5.2 52 315.8 3.8 3.8

2008 258.2 2.6 2.6 277.3 2.7 2.7 323.9 2.6 2.6

1997 I 96.2 95.1 130.9 3.0 6.1

I 98.2 2.1 97.8 2.9 132.6 1.3 6.2

11T 100.2 2.0 100.8 3.1 134.0 1.1 4.8

v 105.4 5.1 105.7 4.8 141.3 55 11.2

1998 I 110.1 45 14.4 109.3 3.4 14.9 149.4 5.7 14.1

II 113.9 35 16.0 115.4 5.6 18.0 151.6 1.5 14.4

111 115.0 0.9 14.8 116.5 1.0 15.6 153.0 0.9 14.2

v 118.4 2.9 12.3 120.9 3.7 14.4 156.3 2.1 10.6

1999 I 120.4 1.7 9.3 123.8 2.5 13.3 157.9 1.0 5.7

II 123.6 2.7 8.5 128.1 3.4 11.0 161.0 2.0 6.2

111 125.3 1.3 8.9 130.5 1.9 12.0 162.3 0.8 6.1

v 128.8 2.9 8.9 136.0 4.2 12.5 164.7 1.5 5.4

2000 I 132.1 2.5 9.7 141.6 4.1 143 166.1 0.8 52

II 135.7 2.8 9.8 146.5 35 14.4 169.6 2.1 53

111 138.8 22 10.8 150.4 2.7 15.3 172.6 1.8 6.4

v 144.2 39 11.9 158.0 5.0 16.2 177.1 2.6 7.5

2001 I 150.5 44 14.0 165.7 49 17.0 184.0 3.9 10.8

11 156.1 3.7 15.0 174.2 5.1 18.9 188.0 22 10.8

111 159.5 22 15.0 178.7 2.6 18.8 191.3 1.8 10.9

v 164.0 2.8 13.7 183.0 2.4 15.8 197.5 32 11.5

2002 I 171.5 4.6 14.0 193.6 5.8 16.8 204.0 33 10.8

11 180.3 5.1 15.5 208.0 7.4 19.4 208.9 2.4 11.2

111 180.7 0.2 13.3 205.4 -1.3 14.9 213.3 2.1 11.5

v 184.9 23 12.7 208.2 1.4 13.8 220.5 34 11.6

2003 I 188.6 2.0 10.0 214.6 3.1 10.8 222.5 0.9 9.1

I 187.5 -0.6 4.0 210.6 -1.8 1.3 224.4 0.8 7.4

111 189.0 0.8 4.6 210.6 0.0 2.6 228.1 1.7 7.0

v 190.9 1.0 33 211.5 0.4 1.6 232.1 1.7 53

2004 1 190.6 -0.2 1.0 209.7 -0.9 -2.3 233.6 0.6 5.0

11 191.6 0.5 22 209.4 -0.2 -0.6 236.5 1.2 5.4

111 193.3 0.9 2.3 211.1 0.8 0.2 238.8 1.0 4.7

v 198.0 24 3.7 219.4 3.9 3.7 240.9 0.9 3.8

2005 1 205.2 3.6 7.7 223.7 2.0 6.6 254.1 5.5 8.8

11 211.6 3.1 10.5 228.9 23 9.3 264.1 39 11.7

111 216.9 2.5 12.2 231.5 1.1 9.7 274.5 4.0 15.0

v 224.1 33 13.2 239.0 32 8.9 283.8 34 17.8

2006 I 233.3 4.1 13.7 249.9 4.6 11.7 294.1 3.6 15.7

II 238.7 2.3 12.8 255.0 2.1 11.4 301.7 2.6 14.2

111 240.9 0.9 11.1 254.9 0.0 10.1 307.4 1.9 12.0

v 249.2 34 11.2 267.2 4.8 11.8 313.7 2.0 10.5

2007 1 251.3 0.8 7.7 269.5 0.9 7.9 315.8 0.7 7.4

II 249.5 -0.7 4.5 266.9 -1.0 4.7 314.3 -0.5 4.2

111 252.1 1.0 4.6 272.1 1.9 6.7 314.5 0.1 23

v 253.5 0.6 1.7 271.9 -0.1 1.7 318.4 1.2 1.5

2008 I 255.6 0.9 1.7 274.2 0.8 1.7 321.1 0.8 1.7

11 258.3 1.0 3.5 277.6 1.3 4.0 323.7 0.8 3.0

111 258.1 -0.1 2.4 277.2 -0.2 1.9 323.6 0.0 2.9

v 260.9 1.1 2.9 280.3 1.1 3.1 327.1 1.1 2.7
2009* 1 270.4 -3.5 -1.4

Sources: For the other urban areas: Bank of Greece (data collected by the Bank’s branches, mainly from real estate agencies). For Athens:
calculations based on data from “Danos and Associates” (1993-97), “Property Ltd” (1997-2005) and Bank of Greece (data collected by credit
institutions, 2006-2009). For the total of urban areas: weighted index based on the housing stock in Athens and other urban areas.

* Estimates.
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After the de-escalation of the upward trend in residential property prices observed up to 2008,
the annual rate of change becomes negative in the first months of 2009. On the basis of data gath-
ered by banks, residential property prices in Athens are estimated to have decreased by 1.4%
(annualised, in nominal terms) in the first quarter of 2009.> The future course of residential prop-
erty prices will depend on factors affecting both supply (e.g. construction costs, city planning and
tax regulations) and demand (e.g. change in population, especially number of households, costs
of borrowing and level of interest rates, relationship between rent and value of property). How-
ever, the risk of an abrupt correction in the Greek housing market is limited, at least to the degree
the evolution of prices is affected by the evolution of, and prospects for, rents and long-term inter-
est rates.

Demand and supply in the real estate market

The deceleration of the rate of increase in real estate prices in the past two years is estimated
to be attributable to the relative decrease in demand and to increased supply. In greater detail,
the announcement, at end-2006, that objective prices would be raised in March 2007 led to a tem-
porary increase in demand in the last quarter of 2006 and the first two months of 2007, which
was at least partly offset by the easing of demand in the next months of 2007. More recently, lower
demand can be partly explained by the cautionary stance of households in view of the current
economic conditions and the uncertainty regarding the consequences of the financial crisis, espe-
cially in terms of employment and future incomes. Besides, households seem to expect that res-
idential property prices will decline in the future and this could make them postpone all rele-
vant decisions. On the other side, the more careful and selective stance of banks as regards grant-
ing new housing loans, is estimated to have contributed to the slower increase in demand. It should
be noted, however, that, while all factors mentioned above have contributed to a decrease in
demand for real estate purchase in general, they have also switched buyers towards older and
smaller real estate items.

Lower demand is also apparent in the continuous deceleration of the rate of increase in housing
loans, especially after the recent financial crisis. In greater detail, the annual rate of increase in
the outstanding balance of bank loans to households for home purchase dropped to 11.5% at end-
2008, from 21.9% and 25.8% at end-2007 and end-2006 respectively. However, it remains high,
despite the increases in interest rates up to October 2008* and the clear tightening of credit stan-
dards. The net flow of new mortgage loans in the last quarter of 2008 was 60% lower than in the
last quarter of 2007, whereas in the first nine months of 2008 it was only 19.5% lower than in the
respective period of 2007.° The net flow of new housing loans came to €318 million in the first
two months of 2009, while the annual rate of change in the outstanding balance of housing loans
decelerated further to 10.6% in January and 9.6% in February 2009 (see also Chapter I1X.2).

3 Real estate prices in the euro area increased on average by 6.6% per annum between 2000 and 2005. In 2006 and 2007 the high rates
of increase eased to 6.4% and 4.3% respectively. In certain countries (Spain, Italy, France, Belgium) the average annual rate of increase
had reached two-digit figures in 2000-2007, while prices decreased slightly only in Germany. Available data for 2008 show varying price
developments in the euro area countries, despite the general decelerating trend, the speed of which is considerably linked with the size
of price increases during the previous years: the average nominal increase is about 1-1.5%, but in Ireland the decrease was substan-
tial, a development that was also recorded in Spain (only in the second half of the year). See ECB, Housing Finance in the Euro Area,
Occasional Paper Series No. 101, March 2009; ECB, “Recent Housing Market Developments in the Euro Area”, Monthly Bulletin, Feb-
ruary 2009 (Box 4); and OECD, Economic Outlook — Interim Report, 31 March 2009, Table 1.2, p. 23.

4 Interest rates on mortgage loans started decreasing in November 2008.

5 Data gathered by the Bank of Greece (on the basis of estimates made by engineers who work with commercial banks) on the value of
residential property which is purchased through loans or is used as collateral for loans show that the number of these estimates dropped
in 2008 to about 98,000, against 125,000 in 2007. The number of such estimates keeps on decreasing after the first quarter of 2007; in
the third quarter of 2008 it was 24,000 and in the fourth quarter of 2008 it dropped to 18,000 (from 28,000 and 31,000 in the respec-
tive 2007 quarters).
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Turning to supply, there exists a considerable stock of new residential property, which seems to
be gradually absorbed, despite the relative caution from the demand side. This excess supply stems
mostly from the extraordinarily high private construction activity in 2006 (on the basis of permits
issued in 2005, when the tax regime was more favourable, as VAT was imposed on new buildings
as from the beginning of 20006). It is worth noting that the volume of private construction activ-
ity on the basis of permits issued rose by 35.2% in 2005. The largest part of these permits was issued
towards the end of 2005, but the actual construction is estimated to cover the time period from
2006 up to now. Thus, the supply of new residential property has been maintained at high levels
since the beginning of 2006, although the volume of private building activity, on the basis of per-
mits, dropped by 19.5% in 2006, 5.0% in 2007 and 17.1% in 2008.°

The large stock of unsold residential property, combined with weak demand in the real estate mar-
ket in the past two years, has made constructors reluctant to take new investment activities. Con-
structors, having a large number of unsold property at their disposal, do not issue new building
permits, hoping that this will help them maintain the current level of prices. This reserved pol-
icy, namely a limited expansion of operations on the part of construction firms, is not expected
to change considerably in the months to come. To this respect, it is worth noting that the side of
supply does not seem to be especially strained, as constructors have accumulated considerable
profits in the past ten years, due to the rapid increase in residential property prices.

Besides, the total cost of construction, as derived from the NSSG indices regarding the construction
of new dwellings, demonstrated an average annual increase of 5.0% in 2008, against 4.4% in 2007.
This was mainly driven by the 6.3% rise in the building material index in both 2008 and 2007. The
labour cost index registered a smaller increase (3.6% in 2008 against 2.4% in 2007). It is estimated
that the higher construction cost hinders constructors from undertaking new investment activi-
ties, as it raises the replacement cost of the existing stock of unsold real estate.

Business expectations in the field of residential construction, and investment in residential property

The business expectations index in construction (which concerns all types of construction) rose
at an average annual rate of 3% in 2008, against 1.5% in 2007 and 44.6% in 2006. The index started
decelerating in the second quarter of 2008, a development that continued also in the first quar-
ter of 2009 (annual rate of decrease: 31.8%). Especially for firms constructing houses, according
to an IOBE survey, the estimated number of secured months of production decreased between
December 2008 and March 2009, but it is not lower than the 2008 average.

However, total residential investment dropped significantly in 2008 (by 29.1%) according to NSSG
national accounts data, after a 6.8% decline in 2007. As explained in the main text, the decrease
in residential construction activity is expected to be significant also in 2009, although there exist
some signs for a less negative outlook as regards transactions for house purchase.’

6 The decrease in building activity is more evident in the Attica prefecture, as the exceptionally high increase of 49.8% in the volume of
private building construction (on the basis of permits issued) in 2005 was followed by a considerable reduction: by 20.2% in 2006, 13.3%
in 2007 and 24.1% in 2008.

7 Reserved optimism over the recovery of the real estate market is derived from the answers given by large real estate agencies in Feb-
ruary 2009 in a relevant questionnaire compiled by the Real Estate Market Analysis Section of the Bank of Greece, which aimed at reg-
istering the recent trends and expectations in the residential and business property market. In the question “what is the outlook for the
residential property market in the next quarter”, 67% replied that it would remain unchanged, 17% that it would be slightly better and
16% that it would be slightly worse. In the question “what is your estimate for transactions on residential property in the next quarter”,
50% replied that they would remain virtually unchanged, 33% that they would increase slightly and 17% that they would decrease slightly.
A survey carried out by the Economic University of Athens allows for similar optimism: according to it the relevant expectations index
for house purchase reached 42.1 points for the first half of 2009, against 40.8 points in the second half of 2008 (it rose by 3.2%).
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Impact on GDP and inflation

The impact of the evolution of the housing market on households’ private consumption, especially
on the prices of residential property and therefore the market value of households’ assets (i.e.
households’ wealth) is estimated to be limited.® This is why it is expected that the impact of the
recent developments on the rate of change in GDP will be marginal. As regards inflation, inso-
far as housing prices affect rents (something that is not clearly confirmed in Greece), the hous-
ing market could affect the evolution of the consumer price index. It should be noted, however,
that in the past five years the average annual rate of increase in rents was considerably higher than
the respective rate of increase in the general level of prices. More recently, while the annual rate
of CPI increase dropped from 3.9% in December 2007 to 1.6% in February 2009, the respective
rate of increase in rents remained almost unchanged (from 4.0% in December 2007 it deceler-
ated to 3.7% in February 2009).

8 According to a recent survey, the impact of the market value of houses, which constitute a key component of households’ wealth, on
private consumption is estimated to be relatively limited in the euro area as a whole. See ECB “Housing wealth and private consumption
in the euro area”, Monthly Bulletin, January 2009, pp. 59-71.
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V EMPLOYMENT AND UNEMPLOYMENT:
DEVELOPMENTS AND PROSPECTS

The slowdown of economic growth in 2008 led
to a decrease in the average annual employment
growth. NSSG Labour Force Survey (LFS) data
suggest that the total number of employed indi-
viduals increased at an average annual rate of
1.1% in 2008, compared with 1.3% in 2007.
Since employment is a lagging indicator of eco-
nomic activity, the deceleration in the rate of
increase of employment did not materialise
until the last quarter of the year, when the
annual growth rate of employment stood at
0.8%, compared with 1.3% in the correspon-
ding quarter of 2007 (see Chart V.1).

While in the first half of 2008 employment
growth can be attributed almost solely to the
increase in the number of wage earners in the
non-agricultural private sector, the number of
self-employed, especially women, rose signif-
icantly in the second half of the year (see Chart
V.2).! The increase in the number of self-
employed may be due to a rise in necessity-
entrepreneurship among those who could not
find a job. It also appears that economic devel-

Chart V.l Employment
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Source: NSSG, Labour Force Surveys.

Note: New revised data for 1998-2003, published in January 2005.
No changes are shown for 2004, since data are not fully comparable
due to a change in the survey sample.

* Other employed persons = self-employed with staff (employers)
+self-employed without staff + assistants in family businesses.

Chart V.2 Sectoral contributions to the change
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Source: NSSG, Labour Force Survey, 2007-2008.
1 Contributions to annual percentage changes.

opments in the second half of 2008 discouraged
a shift of employment out of agriculture, thus
supporting an increase (albeit negligible) of
employment in the sector for the first time in
a number of years.

In 2008 employment in the non-agricultural
private sector increased at an annual rate of
1.7% (1.4% in the last quarter). LFS and other
surveys (special NSSG survey in retail firms-
PMI) for the period January-September 2008,
compared with the same period of 2007,% sug-
gest that employment declined in manufactur-
ing (-1.9%), construction (-2.5%), transport-

1 Specifically, in the first half of 2008, (i) individuals employed in the
non-agricultural private sector, (ii) the self-employed in the non-
agricultural sector, (iii) civil servants and (iv) individuals employed
in the agricultural sector contributed 1.4, -0.06, 0.03 and —0.16 per-
centage point, respectively, to the annual rate of change in total
employment. In the second half of 2008, these figures stood at 0.4,
0.5,-0.007 and 0.025 percentage point, respectively.

2 Due to the adoption in the first quarter of 2008 of the NACE
rev. 2 statistical classification (STAKOD-08), comparisons of the
number of employees at the two-digit sectoral level are not pos-
sible between 2008 and 2007. Data for 2007 based on the new
classification are only available for the first nine months; thus
employment comparisons at two-digit sectoral level can only be
made for this period. However, comparisons of very broad sec-
tors (agricultural, secondary and tertiary sector; see Table V.1)

are possible for the whole year.
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Table V.l Population, labour force and employment

Q22008

(thousands

of persons)

Population aged 15 and over! 9,230
Population aged 15-64! 7,228
Labour force' 4,939
Employment! 4,582
— Primary sector! 518

— Secondary sector! 1,022

— Tertiary sector! 3,042

Labour force participation rate?
Employment rate?
Unemployment as a percentage of the labour force

Source: NSSG, Labour Force Surveys.
1 Second quarter-on-second quarter.
2 Labour force participation rate of population aged 15-64.

Annual percentage changes
(second quarter)*

2004* 2005 2006 2007 2008
0.5 0.5 0.6 0.2

0.1 0.3 0.8 0.3

0.5 0.6 0.8 0.4

1.2 1.6 15 1.4

-0.1 -1.7 -2.6 -0.7

0.0 -0.2 3.1 1.1

1.5 2.9 1.7 1.9

66.5 66.8 67.0 67.0 67.2
59.6 60.3 61.0 61.5 62.2
10.2 9.6 8.8 8.1 7.2

3 Employed persons aged 15-64 as a percentage of the population aged 15-64.
4 Labour Force Survey data for 2004 are not fully comparable with those for the previous years.
5 Average annual changes and average year levels are reported in the main text.

communication (-2.8%) and healthcare (-1.7%),
while an increase was recorded in trade (5%)
and hotels & restaurants (1.4%).

Average weekly hours worked (regular and over-
time) per employee in the non-agricultural pri-
vate sector declined by 0.3% in 2008.

Despite the fall in the annual growth of
employment in 2008, the share of individuals
holding more than one job did not decline.?

Turning to the different types of employment
contracts, the percentage of employees on fixed-
term contracts increased to 11.5% in 2008 from
10.9% in 2007 (see Table V.2).* The increase
was more pronounced in the last quarter of
2008. The percentage of part-time employees in
2008 was unchanged at 5.6% (see Table V.2).°

As employment growth (1.1%) outpaced that
of the labour force (0.4%), the unemployment
rate fell to 7.6% in 2008, from 8.3% in 2007
(see Chart V.3).% The decline in the unem-
ployment rate in the period January-October
2008 compared to the same period in 2007 is
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also corroborated by available OAED data on
the number of registered unemployed.

The decline in the total unemployment rate in
2008 mainly reflects the drop in the female
unemployment rate (from 12.8% in 2007 to
11.4% in 2008), while the male unemployment
rate decreased by much less (from 5.2% in
2007 to 5.1% in 2008) and in fact increased for
15-24 year-olds (see Table V.3). The rise in the
male unemployment rate of 15-24 year-olds
reflects increased unemployment among non-
nationals.” The percentage of the unemployed
who have been in that state for twelve months
or over (long-term unemployed) decreased to
49.5% from 51.7% in 2007.

3 The share of employed individuals holding two jobs in the non-agri-
cultural private sector in the total number of employed in this sec-
tor was 2.7% in 2008 compared with 2.5% in 2007.

4 The percentage of employees on fixed-term contracts in the non-
agricultural private sector is somewhat higher: 12.1% in 2008 from
11.7% in 2007.

5 The percentage of part-time employees in the non-agricultural pri-

vate sector is somewhat lower: 5.2% in 2008, from 5.4% in 2007.

The active population (15-64) increased by 0.3% in 2008.

The unemployment rate of Greek nationals fell to 7.7% in 2008

(men: 5.1%, women: 11.4%) from 8.8% in 2007 (men: 5.3%,

women: 12.7%). The unemployment rate of non-nationals was

lower, 6.7%, in 2008 (men: 4.2%, women: 11.1%) and lower com-

pared with 2007 (total: 7.5%, men: 4%, women: 13.3%).
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Table V.2 Labour market and educational level of the population in Greece and the EU

Greece

2005 2006 2007 2008 EU15' EU27

1. Labour market
1. Employment
1.1 Annual percentage change in employment 1.0 2.1 1.3 1.1 1.0* 1.8

1.2 Employment rate (employed persons aged 15-64 as a percentage
of the population in the same age group% 60.1 61.0 61.4 61.9 67.0 65.4

1.2.a By gender

i. Men 74.2 74.6 749 75.0 742 725

ii. Women 46.1 474 47.9 48.7 59.7 583
1.2.b By educational level?

i.Low 50.5 51.9 523 524 51.9 48.6

ii. Middle 60.5 60.5 60.8 61.2 723 70.3

iii. High 81.0 82.2 81.9 82.1 83.9 83.9
1.2.c By age:

i.15-24 years 25.0 242 24.0 235 41.0 37.4

ii. 25-54 years 74.0 75.3 75.6 76.1 79.7 79.1

iii. 55-64 years 41.6 423 42.4 42.8 46.5 44.7
1.3 Employment by type of employment?
1.3.a Share of wage earners in total employed persons 63.6 63.6 64.3 64.6 85.0 84.0
1.3.b ?glligeigffzelgiglx%;:}g%eecé ;relst)otal employed persons (including assis: 36.4 36.4 35.7 35.4 15.0 16.0
1.4 Share of part-time employed (in total employed persons) 5.0 5.7 5.6 5.6 20.9 18.2
1.4.a By gender

i. Men 2.3 2.9 2.7 2.8 8.3 7.7

ii. Women 9.3 10.2 10.1 9.9 36.7 31.2
1.5 Share of wage earners with fixed-time contracts 11.8 10.7 10.9 11.5 14.8 14.5
1.6 Regular weekly working hours
1.6.a For full-time employees 442 44.1 43.8 43.7 41.8 41.8
1.6.b For part-time employees 21.2 20.8 20.6 20.5 19.8 20.0
1.7 Average age of persons dropping out of the labour force due to 61.7 61.1 61.0 615 61.2

retirement ! . : i )
2. Unemployment

2.1 }grrlceerr)lployment rate (unemployed as a percentage of the labour 9.9 8.9 8.3 76 7.1* 7.0%
2.1.a By gender

i. Men 6.1 5.6 52 5.1 6.7% 6.6*

ii. Women 15.3 13.6 12.8 11.4 7.6* 7.5%
2.1.b Unemployment rate for persons aged 25-64 by educational level®

i. Low 8.3 7.2 7.0 6.8 8.8 9.2

ii. Middle 9.5 8.8 8.2 7.3 5.8 6.0

iii. High 7.0 6.3 6.0 5.6 3.7 3.6
e et (ipemploye persome e 1504 26 2 29 B 13158
23 Longterm unemployment e (prsonsunemployed or 2months 5454136 28 3
2.3.a By gender

i. Men 2.6 2.6 2.2 2.1 2.6 2.8

ii. Women 8.9 8.0 7.0 5.9 31 33
24 Yom longtorm inemploment e (persomsanepplosedfon 5027 24 21 17 18
2.4.a By gender

i. Men 1.4 1.4 1.2 1.1 1.7 1.8

ii. Women 52 4.6 41 35 1.9 2.0
2.5 Percentage of persons aged 18-59 living in unemployed households 8.9 8.1 8.0 9.0 9.3

II. Educational level of the population
1. Percentage of the population aged 25-64 with low educational leveP 40.0 41.0 40.2 38.9 32.5 29.2

1.1.a Persons aged 25-34 with low educational level as a percentage of
the popul%tion in the same age group P £ 228 257 258 2542 2512 207

1.1.b Persons aged 55-64 with low educational level as a percentage of
the population in the same age group 66.7 65.6 632 608 44.7 41.6

1.2 Percentage of the population aged 25-64 that has completed at least
the compulsory education 60.0 59.0 59.8 61.1 67.5 70.8
1.3 Percentage of the population aged 18-24 that has dropped out of 133 15.9 14.7 16.9 15.2

school having completed the compulsory education
2. Lifelong learning
2.1 Percentage of the population aged 25-64 that participates in
education and training programmes 1.9 1.9 21 29 10.9 9.5

Sources: NSSG, Labour Force Surveys and Eurostat.

1 Data for EU15 and EU27 refer to 2007, except those with an asterisk *, which refer to 2008.

2 Low education level: ISCED 0-2 education levels (pre-primary, primary and lower secondary education); middle education level: ISCED 3-
4 education levels (upper secondary, post-secondary, non-tertiary education); high education level: ISCED 5-6 educational levels (tertiary edu-

cation, postgraduate studies).
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3 For Greece, data refer to total employed persons, while for EU15 and EU27 they refer to employed persons aged 15-64.



Chart V.3 Total unemployment rate

Chart V.4 Business expectations' for
employment

(percentage of the labour force)

14 14
13 13
12 12
11 11
10 10
9 9
8 8
7 7

I Il I I I I I I I
2000 2002 2004 2006 2008

Source: NSSG, Labour Force Surveys.

Labour market developments will depend on
the length and intensity of the crisis in the com-
ing months. Overall, firms are unwilling to lose
skilled workers and employees in whom they
have invested. Therefore, if the crisis does not
last long, firms will mainly react to weak eco-
nomic activity by reducing working hours (see
Box V.1). The most vulnerable groups are the
unskilled, the low skilled and those on fixed-
term contracts (groups with a high proportion
of immigrants). Firms to be hit most by the
financial and economic crisis include con-
struction companies, export-oriented manu-
facturers, enterprises engaging in import
trade (mostly of capital goods and consumer
durables), as well as tourism and financial sec-
tor firms. The percentage of unskilled work-
ers is high (10%) in construction and tourism;
however, since most unskilled workers are
young, they may be able to find work in other
sectors.

Developments in the Greek labour market may
be different than those in other euro area
countries due to the high percentage of the
self-employed?® (35.4% of all employed persons
and 37.5% of individuals employed in the non-
agricultural private sector) and as a result of
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(percentage balances)

— industry
—— retail trade
------- services’
------- construction

80 80

80 1

I I I
2006 2007 2008 2009

Source: IOBE, Business Surveys.

1 Firms were asked to assess the prospect of an increase in their
number of employees over the coming period.

2 Excluding banks and retail trade.

the high percentage of individuals employed in
the agricultural sector (11.3% of all individu-
als employed).

Businesses’ employment intentions for the
coming months, as recorded in the March
2009 IOBE survey (see Chart V.4), are nega-
tive and suggest that there is a chance that
employment will decline in 2009.° Prospects
are particularly negative in manufacturing.!’
Businesses’ employment intentions in the first
quarter of 2009 were the worst recorded in the
past decade. Employment is also expected to
decline in construction, mainly for companies
engaged in the construction of residential and
other buildings (intentions of firms engaged in

8 Self-employed with or without personnel and assistants in family
businesses.

9 Moreover, in a survey conducted in March 2009 on behalf of the
Athens Chamber of Commerce and Industry (ACCI) among 635
firms from all sectors of economic activity, 23.6% replied that the
crisis had already led the firm to layoffs and 23.1% that it is pos-
sible to lead it to layoffs in the coming months.

10 As confirmed by the employment sub-index of the PMI, which has
been below 50 since May 2008 (implying a fall in employment) and
reached 38.2 in March 2009.
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public works are less negative). In retail trade,
although firms expect a fall in sales in the
coming months, they intend to increase
employment. However, even if sales increase,
the rate of increase of employment in retail
trade will probably decelerate, as implied by
the significant decrease in the sector’s job
vacancies in the last quarter of 2008."! Finally,
firms engaging in services!'? also report nega-
tive employment intentions, although these
were less negative in February and March
2009 compared to January 2009.

The decline in employment will lead to a higher
unemployment rate, a development that will also
depend on labour force growth. Growth in the
labour force in 2007 and 2008 (0.6% and 0.4%,
respectively) stemmed from non-Greek nation-
als; it can perhaps be attributed to the fact that
an increasing number of immigrants were
legalised and does not necessarily reflect the
higher participation of immigrants in the
labour market. The “discouraged worker
effect” may intensify in 2009, i.e. an increase
may be recorded in the number of people who
— due to weak economic activity — give up
searching for a job and drop out of the labour
force. Moreover, the inflow of immigrants may
decline and the elderly long-term unemployed
may drop out of the market. For these reasons,
the labour force is not expected to increase in
2009.

The anticipated slack in economic activity in
2009 (see Chapter IV) is estimated to affect the
gross income of households and the average
hours worked rather than the number of
employed persons. The following factors will
contribute to this development:

® For 35.4% of workers who, as stated above,
are self-employed, weak activity typically
implies a reduction in working time (i.e. under-
employment) and lower income.

® The number of moonlighting employees is
not negligible (about 3% of total employees):
these persons may lose one job but keep the
other.

® Many firms are already taking measures to
decrease working time (see Box V.1).

Taking the above into account, the decrease in
salaried employment may be relatively small
(around 1%) and the decline in total employment
even smaller (0.5%-0.8%). Assuming that the
labour force does not increase, the unemploy-
ment rate will rise by 0.5-0.8 percentage point.

11 In a National Confederation of Greek Trade survey conducted in
February-March 2009 among 2,000 retail firms, 27% stated that the
change in financial conditions has already had or will have a sig-
nificant impact on employment. However, only 2.6% of the firms
stated that they would try to deal with the new conditions by cut-
ting back their personnel.

12 Excluding retail trade and banks.

EMPLOYMENT AND THE CRISIS

The first reaction of firms to a slowdown in external and domestic demand, as the one currently

taking place in Greece, is to try to increase competitiveness by reducing operating costs, prices

and profit margins and by increasing productivity, in order to improve their market share and pre-

vent a decline in output. If, however, firms do not succeed in becoming more productive, they will

be forced to cut output. Both an improvement in competitiveness and a cut in output are likely

to lead to adjustments in the headcount.

According to press reports during the last quarter, a significant number of Greek firms (mainly,

but not solely, in manufacturing) are adjusting employment downwards, by making use of the lee-

way provided by the legal framework. The main such tools provided for in the legislation are:
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® Cutbacks in overtime work. Cutting down overtime is at the sole discretion of the employer,!
while it is the least distressing measure for employees, given that this implies a relatively small loss
of income without destroying the job. Similarly, work in groups (shiftwork)? may also be cut back.

® Non-renewal of fixed-term employment contracts® on expiry. In the last twenty years indus-
trial firms have used shiftwork, overtime work and fixed-term contracts (temporary employment)
to a great extent in order to adjust total person-hours without a significant change in the num-
ber of employees.* Note that in 2007 10.9% of wage earners in Greece were on fixed-term con-
tracts (mainly in tourism), compared with 14.5% in the EU and 16.8% in the euro area.

® Job rotation. Pursuant to the legislation,® under normal conditions, upon signing the employ-
ment contract or during its term, employers and employees may, by individual contract, agree on
any form of daily, weekly or monthly job rotation. Therefore, in such a case, the employee’s con-
sent is required. However, employers encountering difficulties (“restriction of activity”) may uni-
laterally “impose a system of job rotation, provided they have previously consulted with the law-
ful representatives of the employees” (in other words, no agreement is required). The shift from
full-time (regular) employment to job rotation implies a significant decrease in salary.

o Shift from full-time to part-time employment. Pursuant to the legislation,® on execution or dur-
ing the term of the employment contract, employers and employees may, by individual contract
and for a fixed or an indefinite period, agree on a reduction in the number of hours worked on
a daily, weekly, or monthly basis, with a commensurate decrease in salary.” The law stipulates that
“any termination of the employment contract [i.e. layoff] on the grounds that the employee refused
the employer’s proposal for part-time employment shall be null and void”. Note that in 2007 part-
time employees accounted for 5.6% of total employment in Greece, compared with 18.2% in the
EU and 19.7% in the euro area.

® Temporary layoffs: Pursuant to the prevailing legislation,® firms faced with difficulties (lower
level of economic activity) may unilaterally decide, in lieu of permanent layoffs, to layoff their
personnel for up to 3 months per year and pay only 50% of their salary. The Manpower Employ-
ment Agency (OAED) covers 10% of the salary of laid off individuals (30% in special cases).” This
scheme implies that employers pay part of the salary without receiving any work, while, for employ-
ees, the decrease in their salary is significant (40%).

® Mass layoffs: Pursuant to the legislation,'? the threshold over which layoffs in the course of one
month are considered as mass (and may only take place following notification and a consultation

1 The relevant arrangements have been reformed by Law 3385/2005. See Bank of Greece, Monetary Policy — Interim Report 2005, Octo-
ber 2005, Box V.1, pp.103-105.

2 Shiftwork is governed by Law 1892/1990 (Article 40).

3 For persons employed in the private sector, these contracts are governed by Presidential Decree 180/2004, amending Presidential Decree
81/2003.

4 See Bank of Greece, Monetary Policy — Interim Report 2000, November 2000, Box 3, pp. 58-60, and I. Sabethai, “The Greek labour
market: features, problems and policies”, Bank of Greece, Economic Bulletin, issue 16, December 2000.

5 Law 2639/1998, Article 2(2). Also see G. Leventis “Part-time employment and job rotation under Law 2639/98” [in Greek], Labor Leg-
islation Bulletin (Deltio Ergatikis Nomothesias), 1999, volume 55, p.81.

6 Law 2639/1998, Article 2(1).

7 However, part-time employees who are paid the minimum wage/salary (either the general or the sectoral/occupational minimum) and
work for less than four hours per day receive, according to Law 2874/2000, Article 7, a premium of around 7.5% (see. K. Markopou-
los, “Reduced or intermittent employment” [in Greek], Labor Legislation Bulletin (Deltio Ergatikis Nomothesias), 2009, volume 65,
p. 140).

8 Law 3198/1955 (Article 10), as supplemented by Legislative Decree 206/1974 (Article 1). Also see K. Markopoulos, “Suspending employ-
ees” [in Greek], Labor Legislation Bulletin, 2008, volume 64, pp. 705-717.

9 Article 20 of Law 1836/1989.

10 Law 1387/1983 (Article 1), as amended by Law 2874/2000 (Article 9).

Annual
Report
2008



procedure) is four (4) employees in firms or undertakings employing 20-200 persons at the begin-
ning of the month. For firms employing over 200 individuals, the threshold is 2-3% of the per-
sonnel (which is usually however set at 2% by ministerial decision) and up to 30 persons.!

The legislation also provides for the “annualisation” of working hours,'? namely the adjustment
of working time (depending on the fluctuations of demand and output) within a “reference period”
(4 months or one year). During this reference period average weekly hours worked must tanta-
mount to the regular working hours. It is clear that, given the uncertainty regarding the timing
of economic recovery, such arrangements (with the applicable reference periods) are not suitable.

If firms resort to layoffs, then the legislation provides for unemployment benefits. Pursuant to
the prevailing legislation,’ the length of time over which benefits are received varies from 5 to
12 months, depending on the length of previous employment. Moreover, as from January 2008,
the basic (daily) unemployment benefit is fixed at 55% of the prevailing minimum wage, with an
increase of 10% for each dependent family member of the unemployed.** In addition to unem-
ployment benefits (“passive employment policies”), “active employment policies” are in place,
with the aim of facilitating the reintegration of the unemployed into the labour market, by sub-
sidising the salaries of unemployed individuals who are hired (or the social security contributions
payable by their employers), subsidising self-employment and holding training programmes.'s

There is no doubt that, in periods of economic downturn or crisis, firms must be flexible in adjust-
ing to new realities and the income of employees must be supported — especially for those who
are affected by the adjustment measures taken by firms. This may be achieved with interventions
by public employment-training agencies, mainly the OAED, in order to boost active employment
policies. The required intervention mainly concerns the method to bridge the gap revealed by the
above review of the legislation: employees who are subject to reductions in working hours and
salary (but are not laid off) cannot be considered unemployed and, therefore — under the current
regime — cannot benetit from employment subsidy measures, with the sole exception of the OAED’s
payment of 10% of the salary of temporarily laid off employees (suspended employees). The solu-
tion is to mainstream the non-active status system in order to bridge this gap. In this regard, the
experience of other European countries is very useful. For instance, in France, legislation recog-
nises partial unemployment (chomage partiel or chdmage technique) and provides for its sub-
sidisation.'® In Italy, there is the rich experience of the Wages Guarantee Fund (Cassa Integrazione
Guadagni).'” The Italian system provides for interventions in case of short-term problems, as well
as in case of restructuring or crises: some or all employees may be placed in non-active status for
all or part of the working hours for a specific period of time. The salaries corresponding to the
idle working hours are paid by the Fund, which is mainly financed by employers’ contributions
and state funds. Thus, the employment relationship is not terminated, the unemployment “risk”

11 This means that firms employing over 1,500 persons may lay off up to 30 individuals per month without restriction.

12 Law 3385/2005.

13 Mainly Legislative Decree 2961/1954 and Laws 1545/1985, 1836/1989, 1874/1990, 1892/1990 and 2224/1994.

14 Law 3552/2007 (Article 5).

15 The latest relevant legislative arrangement is Law 3227/2004 (Article 1).

16 See the website of the French Ministry of Labour: http://www.travail-solidarite.gouv.fr/informations-pratiques/fiches-
pratiques/chomage/chomage-partiel.html.

17 See Italian Law 164/1975, as repeatedly amended to date. Also see the website of the INPS (main social security organisation in Italy):

http://www.inps.it/doc/TuttoINPS/Prestazioni/Le_prestazioni_a_sostegno_del_reddito/La_cassa_integrazione_guadagni_ordinaria/index.htm,
and

http://www.inps.it/doc/TuttoINPS/Prestazioni/Le_prestazioni_a_sostegno_del_reddito/La_cassa_integrazione_guadagni_straordinaria/index.htm.
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is shared by more than one employee and the cost of layoffs (compensation) is replaced by the
cost of non-active status, which is not incurred solely by the company (as is the case with com-
pensation), but also by the Fund — namely all companies. In Germany, the legislation'® stipulates
that, in case working hours are reduced for cyclical or economic reasons, a substantial part of the
resulting salary cutback is covered by the Federal Employment Agency-BA). If, for example, work-
ing hours are reduced to half, employers continue to pay 50% of the salary and BA pays 60% of
the remaining 50% to employees (or 67% for employees with children). Recently, with the first
package of measures of the German government to boost the economy, the length of this subsidy
was extended to 18 months. According to available data, the number of employees who have
received such subsidies in Germany increased from 50,000 in October 2008 to almost 300,000 in
January 2009."

Note that, in Greece, the National Social Development Agreement, concluded by social partners
and published by the Economic and Social Commission on 19 March, states inter alia that “avail-
able resources to both active and passive employment policies must be increased”.

18 Article 170 of the German Social Security Code.
19 Also see F. Zipfel, “Short-time work: an important and flexible instrument to fight the crisis”, Deutsche Bank Research, Chart in focus,
23 February 2009.
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VI INFLATION, WAGES AND BUSINESS PROFITS,
AND INCOME DISTRIBUTION

I DEVELOPMENTS IN 2008 AND PROSPECTS
FOR 2009: SUMMARY

Inflation was highly volatile in 2008. In the
first seven months of the year, when world oil
prices were constantly rising, the annual infla-
tion rate (based on the Harmonised Index of
Consumer Prices — HICP) reached its highest
level since 1998 (4.9% in May, June and July).
Thereafter, however, owing to the steep fall in
world oil and other commodity prices, infla-
tion declined rapidly and stood at 2.2% in
December (see Chart VI.1),! i.e. its lowest
level since 2000. On account of the develop-
ments up to end-July, average annual inflation
in 2008 stood at a level considerably higher
than in 2007 (4.2% compared with 3.0%).
Core inflation (which does not include energy
and unprocessed food prices) remained high
in 2008 (at 3.4% on average), only slightly
accelerated in comparison with 2007 (3.2% —
see Chart VI.3), as it was affected by coun-
teracting determinants. Specifically, on the
demand side inflationary pressures decreased,
while on the supply side unit labour cost
growth accelerated.

Chart VI.I Harmonised index of consumer
prices: Greece and the euro area

(percentage changes over same month of previous year)

—— Greece

—— curo area
6.0 6.0
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Sources: NSSG and Eurostat.

Chart VI.2 Consumer Price Index and core
inflation

(percentage changes over same month of previous year)

— CPI
—— core inflation (CPI excluding fuels and fresh
fruit and vegetables)
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U ] ] 0
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Source: Calculations based on NSSG data.

The annual rate of HICP inflation continued
to decline in the first months of 2009 (to 2.0%
in January, 1.8% in February, and 1.5% in
March) and may stand close to 1% or lower
around June, before rising again in the second
half of the year. This forecast fluctuation
reflects mainly the expected developments in
world oil prices in each month of 2009 com-
pared with their corresponding levels in 2008.
It is estimated that in 2009 the average annual
level of HICP inflation may fall to 1.5%, or
even lower (to 1.1-1.2%), from 4.2% in the pre-
vious year. Core inflation is forecast to remain
relatively high, around 2.9%, i.e. slightly lower
than in 2008 (3.4%). It is worth noting the exis-
tence of conditions favouring a greater decel-
eration of core inflation. Specifically, the con-
ditions of excess demand that weakened in
2008 are reversing this year, while the drop in
profit margins recorded in 2008 is expected to
continue. In addition, unit labour cost growth
is forecast to decelerate notably in 2009 and
thus will have a lesser inflationary effect than
in 2008 (as will also be the case with develop-

1 At 2.0% based on the CPI (see Table VI.1 and Chart VI.2).
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Chart VI.3 Harmonised index of consumer
prices excluding energy and unprocessed food:

Greece and the euro area

(percentage changes over same month of previous year)

—— Greece

—— curo area
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Source: Calculations based on NSSG and ECB data.

ments in other production cost components).
However, as the Greek economy is still char-
acterised by conditions of imperfect competi-
tion that adversely affect price developments,
core inflation is estimated to decline less than
what would have been possible in principle. Of
course, these forecasts involve a high degree of
uncertainty regarding developments during
2009, as much in world commodity prices and
exchange rates as in demand and unit labour
costs at domestic level. Particularly, if domes-
tic demand records an even greater decelera-
tion than what is currently expected (or if it
decreases) a considerable decline in core infla-
tion cannot be ruled out.

2 MAIN DETERMINANTS OF INFLATION
2.1 FOREIGN DETERMINANTS

World Brent crude oil prices in US dollars
were constantly on the rise up to July 2008, but
then declined considerably by December. On
account of this volatility, they recorded an
average annual increase of 33.9% in 2008, but
in December they were 52.8% lower than in

December 2007. In euro terms, oil prices fell
by 48.9% between December 2007 and Decem-
ber 2008, but their average annual level rose by
24.8% in 2008.2 The above developments had
a proportionate effect on the prices of
imported and of domestically sold fuel (see
Chart V1.4).3

In 2009, the average annual level of world oil
prices in US dollars is expected to drop by 50-
55%.4

Given that in Greece the “oil intensity” of
goods and services production remains
higher than the respective figure for the euro
area as a whole,’ the anti-inflationary effect of
the decline in oil prices is in Greece greater
than in the euro area on average. (Likewise,
the inflationary impact of the rise in oil prices
in the first seven months of 2008 was greater.)
As a result, between December 2007 and
December 2008 the positive inflation differ-
ential of Greece over the euro area average
narrowed slightly (from 0.8 to 0.6 percentage
point — see Tables VI.2 and VI.3 and Chart
VI1.6). In contrast, the positive core inflation
differential widened in the same period (from
0.6 to 1.3 percentage points), implying that,
overall, the more permanent domestic factors
widening this differential and lessening the
economy’s international competitiveness have
not weakened.

2 The exchange rate of the euro vis-a-vis the US dollar was increas-
ing until July, but then started to decline and fell by 7.7% between
December 2007 and December 2008, while its average annual level
rose by 7.3%.

3 In Greece, according to the Import Price Index in Industry (NSSG
- revised data), the prices of imported energy raw materials (crude
oil and natural gas) and of imported fuel final products rose in
2008, respectively at average annual rates of 25.2% and 16.0%, but
in December these prices were lower than in December 2007 (by
11.7% and 30.0% respectively). Moreover, in the domestic market
at wholesale level, the fuel (final product) prices included in the
Industrial Producer Price Index for the domestic market rose at an
average annual rate of 24.7% in 2008, but in December showed an
average annual rate of decrease of 40.0% (revised index
2005=100). The retail fuel prices included in the CPIrose in 2008
at an average annual rate of 14.7% (December 2008/December
2007: -20.3%).

4 According to the assumptions included in the ECB staff projections
published on 5 March 2009, this decrease will be almost 50% (ECB,
Monthly Bulletin, March 2009); according to more recent assump-
tions by the OECD, it will reach 54% (OECD, Economic Outlook
— Interim Report, 31.3.2009).

5 See Chapter X of this Report and Monetary Policy — Interim

Report 2008, October 2008, Appendix 2 to Chapter V.
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Chart V1.4 Oil prices Chart VI.5 Import price index in industry and

the inverse of the currency's effective exchange

rate

(percentage changes over same month of previous year)

q ) o . (percentage changes over same month of previous year)
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of Brent futures in the London market. 1
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2.2 DOMESTIC DETERMINANTS

2
2002 " 2003 " 2004 ' 2005 ' 2006 ' 2007 ' 2008 2009

Unit labour costs in the whole economy?® are
estimated to have risen in 2008 by 5.4%, i.e.
more than in 2007 (4.0%). In the business sec-

Source: Calculations based on NSSG and Eurostat data.

tor (WhiCh includes PUbliC and PriVate enter- 6 This rate of increase, as calculated by the Bank of Greece, satis-
prises and banks), unit labour costs are esti- factorily proxies unit labour cost gfowth in thp economy’s non-agri-

K . cultural sector (see Monetary Policy — Interim Report 2008, Octo-
mated to have risen by 4.7%, compared with ber 2008, pp. 80-81).
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Table V1.3 Harmonised Index of Consumer Prices: Greece and the European Union

(annual percentage changes)

Countries 2007 average
Austria 2.2
Belgium 1.8
Bulgaria 7.6
Cyprus 2.2
Czech Republic 3.0
Denmark 1.7
Estonia 6,7
Finland 1.6
France 1.6
Germany 23
Greece 3.0
Hungary 7.9
Ireland 2.9
Italy 2.0
Latvia 10.1
Lithuania 5.8
Luxembourg 2.7
Malta 0.7
Netherlands 1.6
Poland 2.6
Portugal 24
Romania 4.9
Slovakia 1.9
Slovenia 3.8
Spain 2.8
Sweden 1.7
United Kingdom 2.3
European Union-27 23
Euro area 2.1

Source: Eurostat.

4.8% in 2007. This faster labour cost growth in
the whole economy is mainly attributable to a
higher rate of increase in average nominal pre-
tax earnings (6.6% from 5.2% in 2007 — see
Table VI.4), while productivity growth was
slightly lower than in 2007.

In 2009, unit labour cost growth is estimated to
slow down notably, standing at 3.3% in the
whole economy and at 2.6% in the business
sector. The rate for the whole economy should
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February 2008 2008 average February 2009
3.1 32 1.4
3.6 45 1.9

12.2 12.0 5.4
4.7 4.4 0.6
7.6 6.3 1.3
33 3.6 1.7

11,5 10,6 39
33 3.9 2.7
32 32 1.0
3.0 2.8 1.0
4.5 4.2 1.8
6.7 6.0 2.9
35 31 0.1
3.1 35 1.5

16.5 15.3 9.4

10.9 11.1 8.5
42 41 0.7
4.0 4.7 35
2.0 22 1.9
4.6 42 3.6
2.9 2.7 0.1
8.0 79 6.9
3.4 39 2.4
6.4 55 2.1
4.4 4.1 0.7
2.9 33 2.2
2.5 3.6 32
35 3.7 1.7
33 33 1.2

converge considerably to the corresponding
figure for the euro area as a whole.

In more detail, average pre-tax earnings in the
whole economy are estimated to increase by
3.7% in 2009, compared with 6.6% in 2008,’
while productivity growth will be limited (close

7 Compensation per employee including employers’ social security
contributions (and civil servants’ pensions) is estimated to rise by
4.3% (compared with 6.8% in 2008).



Table V1.4 Earnings and labour costs

(annual percentage changes)

Greece
Average gross earnings (nominal):
— whole economy
— central government!
— public utilities
—banks
- non-bank private sector
Minimum earnings
Average gross earnings (real)
Net? income of an employee with average earnings
— nominal
—real
Total compensation of employees
Compensation per employee
GDP’
Unit labour costs:
—whole economy

- business sector®

2002 2003 2004 2005 2006 2007 2008 (pzr?)gz
6.6 5.6 7.2 4.4 5.7 52 6.6 3.7
7.3 5.9 9.7 2.3 3.1 4.5 8.3 4.7

10.6 10.9 9.9 7.6 7.0 7.1 8.2 7.7

2.9% 3.1% 8.0 1.5% 10.8 8.9 0.0% 6.2
6.5 58 5.8 5.6 6.8 6.1 6.5 2.8
54 51 4.8 4.9 6.2 5.4 6.2 5.7
2.9 2.0 42 0.9 24 2.2 2.2

6.3 6.3° 53 3.6 43 5.5

2.6* 2.7 23 0.1 1.1 2.5

9.16 83° 8.9 5.8 78 8.2 8.5 33

59 55 7.6 310 59 5.7 6.8 43
34 5.6 4.9 29 4.5 4.0 2.9 0.0

5.5¢ 2.6° 3.8 2.8 32 4.0 5.4 3.3
4.9% 3.00 2.5 82 3.8 4.8 4.7 2.6

Sources: NSSG/Ministry of Economy and Finance (revised GDP 2002-2008), Bank of Greece estimates (for GDP in 2009 and the other annual

aggregates in 2002-2009).
1 Average compensation per employee.

2 The relatively low growth rate or even stagnacy of bank employees’ average earnings mainly reflects changes in staff structure.

3 Gross earnings less employees’ social security contributions and income tax.

4 Including the abolition (as from 1 January 2002) of stamp duties (0.6% of gross earnings) paid by employees.

5 Taking into account the increase (0.1% of gross earnings) in employees’ and employers’ contributions to the Workers” Fund.

6 Taking into account the abolition (as from 1 January 2002) of stamp duties (0.6% of earnings) paid by employers in the business sector.
7 NSSG/Ministry of Economy and Finance for 2002-2008 (revised data). Bank of Greece estimates for 2009.

8 The business sector includes private and public enterprises and banks.

to 1%). The rise in average earnings in the
whole economy is estimated taking into con-
sideration the following:

® In central government, the 2009 Budget fore-
cast that the wage bill would increase this year
by 6.3% (compared with 9.1% in 2008) and the
wage bill plus pension expenditure by 7.9%?8
(compared with 10.2% in 2008).° The assump-
tion that the number of employees would
remain practically unchanged in 2009 (having
increased by 0.7% in 2008) led to the conclusion
that total compensation per employee would
rise by 6.3% in 2009 (compared with 8.3% in
2008). It should be noted that the substantial
increase of the central government wage bill in
2008 reflected — aside from the overall raises in
civil servants’ basic salaries (2.5% as of 1 Jan-
uary 2008 and 2.0% as of 1 October 2008)!°—
the additional rise in the earnings of the judi-

ciary as of 1 January 2008, the increased wages
and/or allowances paid to the police, cost guard
and armed forces staffs, to teachers and to hos-
pital staff, as well as the payroll of the person-
nel tenured by virtue of Presidential Decree
164/2004. In 2009, however, the wage bill will
finally increase less than what the Budget forecast.
According to the incomes policy announced on
18 March 2009, this year civil servants with low
or medium earnings will be granted a special
one-off financial aid (rather than a raise in their

8 The rise entered in the Budget for 2009 is 10.2%, because the addi-
tional allowances of the abolished Special Accounts have been inte-
grated in the figures of 2009, which are thus not comparable with
those of 2008.

9 These rates of change included a retroactive special payment (in
instalments) to the judiciary (€190 million paid in 2008 and €131
million to be paid in 2009). Net of this payment, the rise in the wage
bill plus pension expenditure falls to 9.2% for 2008, but would stand
at 8.2% for 2009 (based on the Budget forecasts).

10 Law 3670/2008.

11 Article 57 of Law 3691/2008.
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basic salaries), while no raises will be granted to
those with high earnings. Similar arrangements
will apply for central government pensioners.!?
Also, recruitments will be clearly less than
retirements."* Based on certain approximations,
it is estimated that, owing to the above meas-
ures, total compensation per civil servant in
2009 will rise by 4.7%"* (and not by 6.3% as was
expected). Furthermore, on the assumption that
the number of civil servants will finally decrease
by 2% in 2009% (instead of remaining unchanged),
it is estimated that the central government wage
bill will finally rise by 2.6% in 2009 (instead of
6.3%) and the wage bill plus pension expendi-
ture by 4.6% (instead of 7.9%), i.e. it will be
€740 million'® or 0.3% of GDP lower than
Budget forecasts.

® In the non-bank private sector, the biannual
National General Collective Labour Agree-
ment signed in 2008 provides for an average
annual increase in minimum wages of 6.2% in
2008 and 5.7% in 2009. Moreover, the also
biannual collective agreements concluded at
branch and occupational level entail an average
annual increase in contractual earnings of 6.1%
in 2008 and 5.8% in 2009. The rise in contrac-
tual earnings forecast for 2009 would lead to a
rather similar increase in average actual earn-
ings only if the impact of the adverse economic
conditions were to be very limited. However, it
is already observed that these conditions con-
tribute to a reduction in overtime employment
and a decrease of average working time (and
the respective earnings) in several enterprises,
while there are also cases —in relatively few
enterprises— of cuts in regular earnings. In
light of the above, it is indicatively calculated!’
that the rise in average actual earnings in the
non-bank private sector will be limited to 2.8%
in 2009 (compared with 6.5% in 2008).

® In banks, the arbitration award issued in Sep-
tember 2008 applied only for 2008 and pro-
vided for increases in basic salaries of 3.5% as
of 3 June 2008, 2.5% as of 1 September 2008
and 2% as of 1 December 2008, which however
entailed a “charge carried forward” of 4.7% for
2009.8 In any case, it is assumed that in 2009
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actual earnings will increase by about 6%
(while in 2008, as the annual financial results
indicate, compensation per employee remained
unchanged, obviously due to changes in staff
structure).

® Finally, the biannual collective agreements
signed in 2008 for certain public utilities entail
an average annual increase in contractual earn-
ings of 6.7% in 2008 and 6.2% in 2009. For
2009 it is assumed that actual earnings will
increase (due to “seniority”) by about 7.5%.

The biannual collective agreements signed in
early 2008 reflect the effect that the rise in fuel
prices and in inflation in the last months of
2007 had on the inflation expectations of both
employees and enterprises (see Chart VI.7) and
—through them — on the wage increases in the
business sector in 2008 and 2009. In the mean-
time, however, the macroeconomic environ-

12 Specifically, central government employees whose gross earnings
(excluding family benefits) on 31 December 2008 amounted to a
maximum of €1,500 per month will receive a special one-off finan-
cial aid of €500. This amount will be tax free and not subject to
social security contributions and other withholdings. Respectively,
central government employees with gross earnings of up to €1,700
per month will receive a special one-off benefit of €300. No raises
will be granted in 2009 to central government employees with
higher earnings. Central government pensioners entitled to a basic
pension of up to €800 will receive a special financial aid of €500.
This amount will also be tax free and not subject to other with-
holdings. Respectively, pensioners entitled to a basic pension of up
to €1,100 will receive an aid of €300.

13 As was announced, only 12,000 tenured central government
employees will be hired in 2009, whereas 21,925 civil servants
retired in 2008.

14 This percentage includes the “charge carried forward” (1.4%)
attributable to the raises granted during 2008.

15 This decrease is calculated based on the assumptions that: (i) the
retirements of tenured employees in 2009 will be equal to those
recorded in 2008 (i.e. 21,925); (ii) the recruitments of tenured
employees will be limited to 12,000; and (iii) the number of other
central government employees (under fixed- or unfixed-term con-
tracts) will remain unchanged. In such case, the total number of
civil servants will decrease in 2009 by 9,925 persons.

16 As calculated by approximation, €270 million will be saved owing
to the arrangements regarding civil servants’ earnings, €120 mil-
lion owing to the arrangements regarding central government pen-
sions and €350 million owing to the expected decrease in the num-
ber of employees.

17 Indicative calculation based on the assumptions that: (i) only for
40% of the persons employed in the non-bank private sector the
increase in their actual earnings will include the increase in con-
tractual earnings and a very small positive “seniority” effect;
(ii) for 50% of the persons employed in this same sector the final
increase in actual earnings will be much less than the one in con-
tractual earnings, as average weekly working hours will be reduced
by 4% due to overtime elimination; and (iii) 10% of the persons
employed will accept a temporary (for 2009) cut in their earnings,
in the order of 10%.

18 In other words, in 2009 the average annual increase in bank
employees’ basic salaries will be 4.7%, even if no raise is granted
in the course of the year.



Chart VI.7 Consumer and business inflation

expectations'

(weighted percentage balances)

—— industry
—— construction
....... services
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Sources: IOBE and European Commission, Business and
Consumer Survey Results.

1 Business firms' responses refer to expected increases in their
selling prices over the next 3-4 months. Consumer responses
refer to an expected faster increase in consumer prices over the
next 12 months. Consumer inflation expectations data are
seasonally adjusted.

ment has changed dramatically and —as was
mentioned earlier — it is estimated that actual

earnings at enterprise level in the non-bank pri-
vate sector will increase in 2009 notably less
than contractual earnings. At the same time,
inflation is expected to stand at a level consid-
erably lower than what was anticipated when
these wage agreements were concluded.

The above forecasts entail that average real
earnings in the whole economy will increase in
2009 at a rate of around 2-2.5% (compared
with 2.5% in 2008). This rise in average real
earnings could help strengthen domestic
demand (see Chapter IV), unless its positive
effect is limited or eliminated by a possible
notable decrease in the number of persons
employed or by other factors (e.g. a consider-
able decline in household confidence). In any
case, based on the estimate that salaried
employment will drop by around 1% in 2009
(see Chapter V), the employees’ total income
will rise by 1-1.5% in real terms. On the other
hand, of course, higher nominal earnings com-
bined with very limited productivity growth
lead, as was mentioned earlier, to decelerating
unit labour cost growth, which will converge
considerably to the corresponding rate for the
euro area as a whole, but without dropping
lower than the latter (see Table VL.5). This
means that Greece’s international cost and

Table V1.5 Average earnings and unit labour costs in the whole economy: Greece and the

euro area

(annual percentage changes)

Average earnings

Year Greece
2001 4.7
2002 6.6
2003 5.6
2004 7.2
2005 4.4
2006 5.7
2007 52
2008 6.6
2009 (forecast) 3.7

Unit labour costs

Euro area Greece Euro area
2.8 39 2.4
2.7 555! 23
2.9 2.6 22
2.6 3.8 0.9
22 2.8 1.3
2.5 32 1.1
2.6 4.0 1.7
3.6 5.4 83
2.5 33 2.8

Sources: For Greece: Bank of Greece estimates; for the euro area: European Commission, Economic Forecasts, Autumn 2008, and Statistical
Annex of European Economy, Autumn 2008 (for 2009: Bank of Greece forecast).
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Chart VI.8 The output gap of the Greek

economy

Il OECD #H# EC & BoG

A. Level
(percentage of potential GDP)
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Sources: OECD, Economic QOutlook, No 84, December 2008;
European Commission (EC), Autumn 2008 Economic Forecasts;
Bank of Greece (BoG): estimates of the Economic Research
Department.

price competitiveness will continue to decline,
albeit much slower than in 2008 (see Table
VIIIL.2 on page 123).Y

The relatively high rates of labour cost growth
observed in recent years were due to more per-
manent factors, namely the conditions of
excess demand, the conditions of imperfect
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competition in significant product markets,
labour market rigidities, as well as the insuffi-
cient adjustment of the social partners to the
operation conditions of the Economic and
Monetary Union.?

In 2008, inflationary pressures on the demand
side decreased (as was mentioned earlier), but
this development did not suffice to counter-
balance the higher inflationary effect of pro-
duction costs and thus core inflation was
slightly higher. But in 2009, this further con-
siderable deceleration of the rise in demand
means —according to the available estimates
(see also Chart VI.8) — that the Greek econ-
omy’s output gap? will be negative,”? whereas
it had been positive for many years. The neg-
ative output gap and the slower unit labour
cost growth will contribute to a decline in core
inflation, which however (as mentioned ear-
lier) is likely to be limited due to the conditions
of imperfect competition in the economy,?
unless demand decelerates considerably more
than what is currently expected.

In 2008, profit margins narrowed, mainly owing
to weakened conditions of excess demand and
accelerated growth in unit labour costs. As the
conditions of excess demand are reversing in
2009, it is expected that the narrowing of profit
margins will continue (despite the decelerated
growth in production costs). Indicatively,

19 In the first three quarters of 2008 the average annual rate of
increase in unit labour costs in the euro area was 3.1% (rise in aver-
age earnings: 3.3%, rise in productivity: 0.2% — see ECB, Monthly
Bulletin, March 2009), while in 2009 it may slow down to 2.8%,
assuming that productivity will fall by 0.3% as forecast by the Euro-
pean Commission (Interim Forecast, January 2009) and that the
rate of increase in average earnings will slow down to 2.5%, from
3.3% in 2008.

20 For more details see Monetary Policy — Interim Report 2008, Octo-
ber 2008, pp. 71-72.

21 The “output gap” is defined as the difference between the level of
current output (GDP) and the country’s productive capacity (level
of potential GDP) expressed as a percentage of the level of poten-
tial GDP. Not directly measurable, it is estimated using various
methods. The estimates regarding potential GDP and the output
gap involve a high degree of uncertainty. These factors should be
taken into account in assessing the conclusions of relevant analy-
ses. A perhaps more reliable indicator is the change in output gap,
measured in GDP percentage points.

22 According to the services of the European Commission (Greece:
Macro Fiscal Assessment— An analysis of the January 2009 update
of the Stability Programme, 4 March 2009), the output gap will
remain positive in 2009, but will be very small (0.5%).

23 See also Monetary Policy — Interim Report 2008, October 2008,
Appendix 1 to Chapter V.



according to the data on a sample of 229 non-
financial corporations listed on the Athex,*
sales (turnover) rose by 9.9% in 2008, but gross
profits fell by 16.2% and net pre-tax profits by
44.5% compared with 2007. Excluding from
the sample the two oil refineries (whose sales
and profits were considerably affected by the
highly volatile oil prices in 2008), the remain-
ing corporations’ gross profits decreased by
8.3% and their net profits by 29.4%, while the
rise in sales was limited to 4.2%.% Profit devel-
opments in 2008 reflect —in addition to the
decelerated rise in total demand and the accel-
erated rise in production costs — the inclusion
in the results of extraordinary income in 2007
and extraordinary expenses in 2008.

The above data relate only to a sample of cor-
porations, although a macroeconomic approach
leads to the same conclusion. Specifically, in
2008 the GDP deflator rose by 3.4%, i.c.
notably less than unit labour costs (5.7%) and
the deflator of imports of goods (6.9%). This
implies a clear narrowing of operating profit
margins in the whole economy.

3 THE CONTRIBUTION OF WAGES TO TOTAL
OUTPUT

According to recently revised NSSG national
accounts data (March 2009), in the eight years
from 2001 to 2008 —i.e. in the period since
Greece joined the euro area— total com-
pensation of employees (comprising the total
wage bill and employers’ social security con-
tributions) rose more than GDP at current
prices and thus the share of wages in total out-
put increased slightly. Specifically, between
2000 and 2008, GDP at current market prices
rose by a cumulative 78.3% (according to
NSSG data). In the same period, total com-
pensation of employees (including employers’
social security contributions) increased more
— by 90.7% according to NSSG national
accounts data, or by 86.9% according to the
Bank of Greece estimates published in this
Report (see Table VI.4). The share of wages
in GDP at current market prices rose from

33.2% in 2000 to 35.6% in 2008 according to
NSSG data.

The higher share of wages reflects exclusively
the increased participation of wage-earners in
total employment, as the number of wage-
earners rose faster than total employment
between 2000 and 2008 (by 20.3% compared
with 11.8%). In these eight years, average
labour compensation rose at an average
annual rate of 5.9% (according to the NSSG),
or 5.8% (according to the Bank of Greece esti-
mates), i.e. roughly as much as GDP or gross
value added at current prices per employed
person in general (6.0% or 6.1%), and there-
fore did not affect the share of wages. This
implies that in the eight years under review the
total rise in average nominal earnings was
roughly equal to the sum of inflation and pro-
ductivity growth.

The share of wages in total output can also be
measured based on the share of the total com-
pensation of employees (including employers’
social security contributions) in gross value
added at current basic prices,?® which rose from
37.6% in 2000 to 40.0% in 2008 according to
NSSG national accounts data.”” Deducting the
total compensation of employees (including
employers’ social security contributions) from
gross value added we obtain the “gross oper-
ating surplus”, which increased by a cumulative
75.6% in the eight years examined and includes
the gross income of private and public enter-
prises (irrespective of size), agricultural income
and the income earned by the self-employed.
The share of the “gross operating surplus” in
GDP decreased slightly, from 54.8% in 2000 to
54.0% in 2008.

24 Account has been taken of the parent companies’ data only (not
of the consolidated data of the respective groups). The Public
Power Corporation (DEH) and the Hellenic Telecommunications
Organisation (OTE) are not included in the sample.

25 Similar estimates are reported in Chapter IX.5, according to which
net pre-tax profits (at consolidated level) of all non-financial cor-
porations listed on the Athex fell by around 40% in 2008.

26 Gross value added plus net indirect taxes equals GDP at market
prices.

27 Moreover, given that salaried employment is very limited in the
agricultural sector, it should be noted indicatively that the share
of wages (of all sectors) in the gross value added of the non-agri-
cultural sector (i.e. excluding agriculture, hunting, forestry and fish-

ing) rose from 39.7% in 2000 to 40.6% in 2008.
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Information on income distribution is also
provided by other indicators, aside from the
shares of wages and the operating surplus in
total output. The data from the Household
Income and Living Conditions Surveys con-
ducted by Eurostat and the NSSG allow for
the compilation of special indicators of
inequality in the distribution of households’
disposable monetary income, as well as of the
share of households facing risk of poverty (see
Box VI.1). The inequality in the distribution
of personal income, having been reduced con-
siderably between 1974 and 1982, remained
practically unchanged in the period 1982-2005
(as the aforementioned surveys indicate).
According to the same surveys, this inequality

is greater in Greece than (on average) in the
EU. In addition, the share of the population
facing poverty risk (“at-risk-of-poverty rate”)
fluctuated only between 20% and 21%,
throughout the last decade at least. Of course,
this share relates to “relative” poverty.
According to Eurostat, poor are those people
whose disposable monetary income is less than
60% of the “median” of disposable income for
the entire population. Therefore, in the last
decade, the considerable rise in average
income has pushed upwards the “at-risk-of-
poverty line” as well. In this respect, the sta-
bility of the relative poverty rate implies that
absolute poverty in Greece has decreased
impressively.

Box VI.I

KEY FACTS ON INEQUALITY, POVERTY AND THE INEFFECTIVENESS OF THE SOCIAL STATE

The problems of poverty, inequality and social exclusion very often constitute the focal point of
public social and political debates. However, the arguments put forward are usually insufficiently
documented, and indeed sometimes run contrary to the conclusions of scholarly studies. This box
summarises the key findings of such studies in order to facilitate to the extent possible the polit-
ical and social dialogue on these issues and check the validity of claims typically made.

1. The size of inequality and poverty in Greece and in the EU

Based on the latest official data, 20% of the country’s population, or more than two million peo-
ple (2,190,000), find themselves below the poverty line (based on 2006 monetary incomes).* It
should be noted that the above indicator of poverty risk (calculated using the same methodology)
has been impressively stable in the last ten years or more, fluctuating between 20% and 21%
(rounded percentages). In any case, the poverty rate in Greece is higher than in most EU-15 coun-
tries? (and also in all EU-27 countries except Latvia: 21%; EU-27 as a whole: 16%). Similar results
are also obtained based on the relative poverty gap, which measures the distance of the poor pop-
ulation’s income from the poverty line as a percentage of the latter (Greece: 26%, the highest
among all EU-27 countries; EU-27 as a whole: 22%).

In terms of inequality, Greece ranks first (Gini coefficient: 34) among all EU countries, not tak-
ing account of the provisional data on Portugal (Gini: 37) and Latvia (Gini: 35). Furthermore,
the richest 20% of households in Greece holds a 6 times greater income share than the poorest
20%. The corresponding ratio stands at 4.8 for the EU-27 as a whole (see table).

1 Eurostat data: Household Income and Living Conditions Survey (EU-SILC 2007). The 2007 survey showed that the monetary at-risk-
of-poverty line was €6,120 for a single-member household and €12,852 for a four-member household (with two parents and two chil-
dren).

2 According to the 2007 survey (related to 2006 incomes), at-risk-of-poverty rates similar to the Greek one (20%) were recorded in Italy
and Spain.
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Selected indicators of social cohesion

Greece
Indicator 2005 2006 2007 EU-15' EU-27"
I. Risk of poverty
1. At-risk-of-poverty rate
1.1 Total population 20 21 20 16 16
a. People aged 65+ 28 26 23 20 19
b. Children aged 0-15 19 22 23 18 19
c. Single-parent households 44 30 34 32 32
d. Two adults with 3 or more children 33 38 30 22 25
1.2 In-work poverty 13 14 14 7 8
a. Part-time employment 24 26 27 10 11
b. Temporary employment 19 19 19 12 12
1.3 Unemployed 33 33 36 39 41
2. At-risk-of-poverty gap >
Total population 24 26 26 22 22
a. People aged 65+ 24 24 24 18 18
b. Children aged 0-15 23 26 30 22 23
3. At-risk-of-poverty line (in euro)
a. Single-member households 5,650 5,910 6,120
b. Two adults with two children 11,866 12,411 12,852
II. Inequality indicators
1. Gini coefficient 33 34 34 29 30
2. 880/S20 ratio’ 58 6.1 6.0 4.7 4.8
III. Social welfare
1. Social expenditure, % of GDP
Total 24.3 24.2 27.5 26.9
a. Pensions 11.9 11.9 12.1 11.9
b. Social transfers 12.4 12.3 15.4 15.0
2. Reduction in the at-risk-of-poverty rate:
Social expenditure (total) 19 18 22 27 27
a. Pensions 16 16 18 17 17
b. Social transfers 3 2 4 10 10

Source: Eurostat.

1 Data for the EU-15 and the EU-27 refer to the latest available year (2007 data referring to the earnings of 2006).

2 For definitions see the main text.

3 Share ratio, defined as the ratio of the total income received by the 20% of the population with the highest income (highest quantile) to
that received by the 20% of the population with the lowest income (lowest quantile).

2. The evolution of inequality and poverty in Greece: 1974-2005

In the period since the return to democracy (1974), inequality initially decreased considerably
(between 1974 and 1982) and thereafter remained relatively stable with narrow fluctuations
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throughout the years from 1982 to 2005 for which comparable data exist (Household Budget Sur-
veys conducted by the NSSG). In addition, contrary to what is often claimed during public debates,
economic inequalities are much more (almost by 75%) attributable to differences within the var-
ious socioeconomic population groups (broken down based on demographic, geographical, occu-
pational, educational and other criteria) than to differences between these groups. Similar devel-
opments in the period from 1974 to 2005 are recorded in relative poverty as well.> However, com-
parisons of poverty over time adopting the absolute approach rather than the relative one lead
to the conclusion that absolute poverty in Greece has decreased impressively after the return to
democracy (1974). Furthermore, all relevant indicators show an almost constant but not linear
improvement in the population’s level of economic prosperity. Several non-monetary indicators
of prosperity, such as house comforts, possession of consumer durables, life expectancy, average
education level, etc., lead to similar conclusions.

Most probably, some changes after 2005 were not in the direction of reducing poverty and economic
inequalities. Income tax became less progressive, the rise in VAT rates led to a larger decrease in
the real purchasing power of the poorer households (which consume a larger share of their income),
the abolition of the Large Property Holding Tax (FMAP) and the establishment of the Single Tax
on Real Estate (ETAK) operated counter-progressively, while the very large increases in food and
fuel prices in 2008 weighed much more heavily on the economically weaker social groups than on
the more prosperous ones. On the other hand, the remarkable rises in minimum pensions and in the
Pensioners’ Social Solidarity Allowance (EKAS) in the last few years resulted in a continuous reduc-
tion of the poverty rate among the elderly, from 28% in 1996 to 25% in 2005 and recently to 23%.

3. Groups at high risk of poverty and recent developments

As to the size of poverty within individual population groups, it is particularly important that 27%
of the people in rural areas, 23% of the elderly (aged 65 or over) who live alone, 34% of single-
parent families with children, 25% of pensioners, 36% of the unemployed, 27% of part-time work-
ers and 30% of households whose head has not completed primary school lie below the poverty
line. Moreover, the composition of the poor population indicates that 35% of the poor are
employed, 7% are unemployed in search of work, 25% are pensioners and the remaining 33% are
inactive. Furthermore, 58% of the poor have never attended school or are only primary school
graduates. In other words, the groups with a high contribution to total poverty in Greece are the
elderly, the members of households whose head is either employed in the primary sector or a pen-
sioner or unemployed, and the members of households whose head is of a low education level (data
from the EU-SILC 2007 and the Household Budget Survey 2004/05).

This situation has remained impressively stable throughout the last three decades. However, cer-
tain recent developments are particularly important, as lately poverty seems to shift:

(i) From the group of the elderly to the groups of younger couples with children and of young
workers. In Greece, 24% of the persons aged 18-24 are today poor. This is attributable to the dif-
ficult access of the young to employment and the relatively low wages paid in the increasingly
expanding new flexible forms of employment (part-time jobs, works contracts, piecework, etc.).

3 In the sense of relative poverty, people are considered to be poor when their income does not suffice to ensure them a living standard
consistent with the lifestyle and standards of the specific society in which they live. According to the relative approach the at-risk-of-
poverty line shifts along with the population’s average living standards, whereas according to the absolute approach it remains constant
over time in terms of real purchasing power.

Annual
Report
2008



(ii) From rural to urban areas. The erstwhile particularly high share of farmers in total poverty
decreases considerably in the latest years due to agriculture contraction, population ageing and
the payment of contribution-based pensions to the new retired farmers.

(iii) From the less educated (e.g. people who have not completed primary school) to those of a
medium and higher education level (e.g. secondary school graduates). This reflects mainly an
improvement in the population’s education level (“educational maturity”) rather than a lower prob-
ability for people of a low education level to find themselves below the poverty line.

4. The recent size of child poverty is a matter of concern

In the last few years most countries increasingly recognise the existence of the problem of child
poverty. This fact relates to the considerable size of the problem, which is steadily growing. As
relevant UNICEF reports point out, around 50 million children in the developed world (the OECD
countries) live today below the poverty line. In Greece, based on Eurostat data, a rise in child
poverty rates is recorded after 2002. In fact, unlike what happened in most other EU countries,
the rate of children aged 15 or less living below the relative poverty line in Greece rose by 3 per-
centage points in 2006 and by one further percentage point in 2007, reaching 23% from 19% in
2005. Based on 2007 data, around 450,000 children in Greece live and grow up in poor households.

Reducing the child poverty risk should henceforth be placed at the heart of social policy concerns.
The adoption of measures aimed at improving the education level of mainly the population’s poorer
sections is practically bound to help limit child poverty. Furthermore, based on research findings,
it is estimated that a reduction of uninsured labour and a faster inclusion of economic immigrants
into the country’s social and economic life will most probably reduce the size of child poverty. Sim-
ilar results can be generated by policy measures supporting the access of young couples with chil-
dren to employment and higher-quality jobs. Consequently, combatting child poverty requires mul-
tifaceted action that not only increases monetary social benefits, but also provides services (in the
fields of education, health, social security, culture, etc.) and facilitates the access (of poor fami-
lies with children) to social services and, predominantly, the labour market. In other words, it
requires coordinated and complementary actions involving social expenditure, social investment,
as well as non-monetary social aid in kind.

5. The Greek social solidarity system is limited and mainly ineffective

Despite the rise in social expenditure in Greece, mainly in the period between 1995 and 2001, its
size as a percentage of GDP falls 3.3 percentage points short of the EU-15 average (Greece: 24.2%,
EU-15: 27.5%, EU-27: 26.9%; 2006 data). Furthermore, based on Eurostat official data, social
expenditure in Greece has increased no more than 1.3 percentage points of GDP between the early
1990s (22.9%) and today (24.2%).

The redistributive effect of the social benefits of the fragmented Greek welfare state is limited
compared with the other EU-15 countries. The reduction of poverty attributable to total social
expenditure in the case of Greece is limited to 22 percentage points (of which 18 due to pensions
and 4 due to social transfers) compared with the EU average of 27 percentage points (17 due to
pensions and 10 due to social transfers). This effectiveness indicator surprisingly improved con-
siderably by 4 percentage points in Greece in 2006-2007 (from 18 percentage points in 2006 to
22 percentage points in 2007).
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In addition to the extent of the available resources, there are also other important factors affect-
ing the effectiveness of social expenditure, such as the composition of social benefits and the degree
to which they are targeted towards those who should really be entitled to them, i.e. the econom-
ically weaker social groups which are in greater need. Particularly, the bulk of social expenditure
in the Mediterranean countries corresponds mainly to pensions and, to a lesser extent, to non-
pension social transfers such as the (unemployment, disability, welfare, sickness, housing, fam-
ily, etc.) social benefits, which are more “progressive”, in the sense that they are more support-
ive of those in the lower income brackets. Furthermore, the remaining limited resources made
available for social expenditure do not reach those that should benefit from them. Indicatively,
the poorest 10% of the population receives 6.6% of social transfers (excluding pensions), whereas
12.5% goes to the medium income brackets and 7.4% to the richest 10% of the population. This
obviously does not ensure a minimum living standard for the poor and the underprivileged house-
holds, while the fragmented and bureaucratic social expenditure system is prone to create de facto
discriminations among the various categories of beneficiaries. Consequently, strengthening and
improving the targeting of social expenditure towards families in relatively greater economic need
is a matter of social justice that should contribute to a reduction of economic inequalities and
poverty. Social dialogue on the issue of redefining the groups / persons that really deserve social
support should audaciously be launched, as it would certainly contribute considerably to the
improvement of the effectiveness of social expenditure in Greece.

6. Education remains over time the major factor for reducing inequality and poverty

Educational inequalities seem to be much more closely linked to economic inequalities than other
demographic and socioeconomic factors (occupation, age, household size and composition, area
of residence, gender, etc.). Educational inequalities alone account for almost one fourth of total
inequality. Consequently, policies aimed at reducing the educational inequalities are bound to
help limit economic inequalities and poverty in the long run. Such policies may include e.g. those
aimed at increasing the number of years of mandatory education and decreasing the school drop-
out rate; encouraging the participation of the population’s poorer sections in the non-mandatory
levels of education; educational policies that keep the schools and universities “open” and reduce
the thousands of lost teaching hours; policies that limit the phenomenon of “substitute education”
(reliance on costly private preparatory schools and lessons for entry in the country’s tertiary edu-
cation institutes) and support the state-run schools, which are attended by the population’s poorer
sections; etc.

The results of studies for Greece have shown that the probability of poverty is dramatically reduced
as the level of education of the household’s head rises. The probability of poverty for households
whose head has not completed primary education is 3.4 times greater than for the entire popu-
lation.

7. Still in need of a regulation aimed at eliminating “extreme poverty”

Today’s system of social solidarity in Greece is flawed and characterised by considerable leaks.
For instance, among households with dependent children and no employed members the poverty
rate rises to 54%. The existing social solidarity system unfortunately does not provide anything
for those people once the relatively short period of unemployment benefit collection lapses, as
is also the case for many other vulnerable groups of the population. No matter how much the exist-
ing system’s targeting improves, these people will remain well below the poverty line. One solu-
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tion could be to establish a universal and at the same time selective measure (on the basis of
income), aimed at eliminating extreme poverty and ensuring for all a minimum income and liv-
ing standard, not necessarily on a compensatory basis. The implementation and management of
such a universal measure in the case of Greece would address, in addition to the issue of costs,
some serious practical problems, mainly as regards the identification of the persons really enti-
tled to the relevant benefits. However, a pilot-phase implementation of such a selective programme
for ensuring a minimum living standard for all would allow for a systematic examination of its cru-
cial management problems, just as was the case in other South-European countries that, one after
the other, proceeded to the establishment of such a programme. Successful pilot-phase imple-
mentation of such a programme requires cooperation between different sections of the state mech-
anism, but also the involvement of local governments, the “civil society” and volunteer organi-
sations. In any case, the experience of the European countries shows that the adoption of poli-
cies that are indeed universal but also targeted towards groups facing a high risk of poverty and/or
social exclusion can dramatically reduce economic inequalities and poverty. Moreover, the intro-
duction of a similar measure for the sensitive population of the pensioners had outstanding results
in Greece. It is a fact that after the introduction of a pension for the uninsured there are no leaks
in the network of social protection of the elderly, as everyone now receives some kind of pension.
This measure, combined with the remarkable rises in minimum pensions and in the EKAS, has
most probably contributed considerably to the notable reduction of the poverty rate recorded in
the group of the elderly in Greece in the latest years (see table).
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Vil FISCAL DEVELOPMENTS, PROBLEMS AND

PROSPECTS

I BORROWING REQUIREMENTS AND THEIR
FINANCING

Fiscal policy remained expansionary in 2008.
Moreover, in the last two months of the year the
impact of the international financial crisis on the
Greek economy had negative repercussions on
fiscal administration; as a result the general gov-
ernment deficit (on a national accounts basis)
exceeded the reference value of the Maastricht
Treaty (3.0% of GDP) for the second consecu-
tive year. Owing to these developments, the
Excessive Deficit Procedure has already been
initiated for Greece and certain other countries,
and an official decision by the Council of Euro-
pean Union Economy and Finance Ministers
(ECOFIN) ascertaining the existence of an
excessive deficit is expected within April. This
decision will be inviting Greece to implement
fiscal adjustment measures and, if these are con-
sidered to be adequate, the procedure will
remain at the stage referred to in Article 103 (7)
of the Maastricht Treaty, allowing time for the
measures to bear fruit.

According to estimates of the 2008-2011
Updated Stability and Growth Programme

(USGP) of January 2009, in 2008 the general
government deficit came to 3.7% of GDP.
However, on the basis of more recent data, this
figure has subsequently been revised upwards
to above 4% of GDP (final figures will be con-
firmed by Eurostat on 22 April). It should be
noted that the deficit target for 2008 was 1.6%
of GDP, compared with a 2007 outcome of
3.5% of GDP (see Table VII.1). It is estimated
that the cyclically adjusted deficit exceeded the
headline (unadjusted) deficit as a percentage
of GDP for the third consecutive year. This
indicates the magnitude of the fiscal adjust-
ment necessary to restore the deficit to levels
below 3.0% of GDP. At the same time, the pri-
mary surplus of general government (on a
national accounts basis) fell from 1.3% of GDP
in 2006 to 0.5% in 2007 and reversed into a pri-
mary deficit of 0.5% in 2008.

According to initial USGP estimates, the
widening of the deficit is solely attributable to
central government, the deficit of which rose
by 1.4 percentage point relative to 2007 and
stood at 6.3% of GDP. This increase was to
some extent offset by the higher consolidated
surplus of social security organisations, local

Table VII.1 General and central government deficits

(percentage of the revised GDP)

General government deficit*
(national accounts data — convergence criterion)
— Central government

— Social security organisations local authorities, legal
persons in public law

Central government deficit?
(administrative data)
Central government deficit®

(cash data)

2003 2004 2005 2006 2007 2008*
5.6 15 5.1 2.8 35 (-3.7¢
-8.1 -9.6 -6.1 -4.1 -4.9 (-6.3)*

25 2.1 1.0 13 1.4 (2.6)
5.7 6.9 -5.7 39 4.6 5.7
6.1 8.4 7.3 -4.9 6.0 7.0

Sources: Bank of Greece, Ministry of Economy and Finance and NSSG.

* Provisional data.

1 Ministry of Economy and Finance data, as submitted to the European Commission (Excessive Deficit Procedure-EDP notification).

2 State General Accounting Office data, as shown in the state budget.

3 Bank of Greece data, referring to the borrowing requirement of central government on a cash basis. The borrowing requirements of public
entities are now calculated by the NSSG on the basis of a quarterly survey among these entities regarding their net financial results (revenue-
expenditure) and financial situation (borrowing, investment in securities, deposits, etc.), a method considered more reliable than the bank sta-
tistics used previously.

4 According to the Updated Stability and Growth Programme 2008-2011; these data have already been revised by the NSSG, in the context

of the EDP notification of 31 March 2009.
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authorities and other legal persons in public
law (2008-2011 USGP data), which improved
to 2.6% of GDP in 2008, from 1.4% of GDP in
2007 (see Table VIL.1).

It should be noted that 2008 saw widened fis-
cal deficits in all countries of the euro area (the
deficit of which reached 1.8% of GDP from
0.7% in 2007), either because these economies
went into a recession or because they had to
provide large financial support to certain
banks. In several countries (such as Ireland,
Spain, France and Malta) the general govern-
ment deficit exceeded 3% of GDP. In the case
of Greece, however, the deficit exceeded this
reference value in both 2007 and 2008, which
means that the Greek fiscal deficits are of a
structural, not of a cyclical nature, i.e. they
were not affected considerably (up to the third
quarter of 2008) by the ongoing international
financial crisis and its impact on the real econ-
omy. In addition, the measures strengthening
the liquidity of the banking system have not
affected the 2008 deficit (nor will they affect
that of the current year, but they will increase
public debt), while no fiscal measures have
been taken to strengthen economic activity.

The worsened public finances are also
reflected in the central government deficit on
an administrative basis,! which rose from 4.6%
of GDP in 2007 to 5.7% in 2008 (see Table
VII.1). Developments in state budget figures
are extensively analysed in Section 2 of this
chapter.

The central government cash deficit (borrow-
ing requirement), as derived from changes in
the bank accounts of central government and
the OPEKEPE,? also increased — from 4.9% of
GDP in 2006 to 6.0% in 2007 and 7.0% in 2008
(see Table VII.1). It should be clarified that
the data regarding central government on an
administrative, cash and national accounts
basis are comparable between them but not
with data on general government, which also
includes social security organisations and local
authorities, as well as a considerable number
of legal persons in public law. Furthermore,
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the difference observed between the central
government deficit on a national accounts basis
(6.3% of GDP) and the respective cash
requirements (7.0% of GDP) is mainly attrib-
utable to the fact that certain transactions of
central government, while not taken into
account in the national accounts balance, are
included in the borrowing requirement on a
cash basis. Finally, cash data record total cash
flows within the year, while national accounts
data, according to the methodology of the
European System of Accounts (ESA 95), are
compiled based on the time the liability or
claim is created, regardless of the time the rel-
evant amount is, respectively, paid or collected.
For these reasons, the borrowing requirement
usually differs from the respective national
accounts deficit and sometimes evolves in the
opposite direction.

The central government borrowing requirement

The borrowing requirement (cash deficit) of
central government?® widened in 2008 to 7.0%
of GDP from 6.0% in 2007 (see Table VII.2).
The increased deficit is primarily attributable
to the ordinary budget and only secondarily
to the public investment budget. In contrast,
the account of farmers’ income subsidies
(OPEKEPE) showed a small surplus of €254
million, compared with a considerable deficit
(€1,160 million) in 2007, a fact contributing by
0.6% of GDP to the moderation of the central
government deficit in 2008. The ordinary
budget deficit increased considerably due to
the shortfall of revenue and the overrun of
expenditure relative to the 2008 budget fore-

1 Data from the state budget, which is compiled by the State Gen-
eral Accounting Office on an administrative basis.

2 Payment and Control Agency for Guidance and Guarantee Com-
munity Aids (OPEKEPE); this organisation has replaced the Agri-
cultural Markets Management Service (DIDAGEP) as of 3 Sep-
tember 2001 and pays farmers’ income subsidies under the CAP
through an account held with the Agricultural Bank of Greece
(ATE).

3 It should be noted that the Bank of Greece has no data available
to estimate the cash balance of public entities, i.e. social security
organisations, local authorities and other legal persons in public
law, and thus from 2003 onwards does not calculate the borrow-
ing requirement of general government. The relevant national
accounts data originate from a special quarterly NSSG survey that
collects primary data on the development of the balance and the
financial situation of these entities.



casts, although revenue was boosted by an
amount of €534 million carried over from the
“special accounts”. In contrast, the widening of
the investment budget deficit was limited due
to the collection (mainly from the EU Struc-
tural Funds) of additional, non-budgeted rev-
enue of €446 million.

The international financial crisis, which
started in August 2007 and intensified consid-
erably from September 2008 onwards, led,
among other things, to a radical re-pricing of
credit risks, resulting in a drastic change in
lending terms for financing the borrowing
requirement of the Greek central government,
particularly in the last quarter of 2008. This
change is reflected in the large widening of the
yield spread between Greek and German gov-
ernment securities. In December 2007 the yield
spread for the 10-year bond was 29 basis
points; by end-August 2008 it had widened to

66 basis points, while by end-December 2008
it had surged to 228 basis points. On 20 Janu-
ary 2009, after the downward revision of
Greece’s credit rating by Standard & Poor’s,
the yield spread rose further to 269 basis
points.* Thereafter it recorded a small
decrease, and on 6 April stood at 243 basis
points. At the same time, from October 2008
onwards the European Central Bank (as well
as many other central banks) proceeded to
consecutive reductions of the bid rate on main
refinancing operations, which from 4.25%
came to 1.25% on 2 April 2009. Thus, the gen-
eralised interest rate cuts offset to a great
extent the widened yield spread between
Greek and German bonds. Owing to these
developments, the weighted average borrowing
rate for the Greek central government rose

4 On that same day, the yield spread between the Greek 5-year bond
and the corresponding German one was 325 basis points.

Table VII.2 Net borrowing requirement of central government on a cash basis'

(million euro)

2005 2006 2007 2008*
1. State budget 14,793 11,500 12,432 17,361
% of GDP 7.5 5.4 5.4 7.1
(Ordinary budget) ? 10,033* 7,020° 8,512 12,5857
(Public investment budget) 4,760 4,480 3,920 4,776
2. ELEGEP - OPEKEPE 3 369 -1,033 1,160 -254
3. Central government (1+2) 14,424 10,467 13,592 17,107
% of GDP 73 4.9 6.0 7.0

DUUILC. Dallk UL UICCLC.

* Provisional data.

1 As shown by the respective accounts with the Bank of Greece and other credit institutions.

2 Including movements in public debt management accounts.

3 Payment and Control Agency for Guidance and Guarantee Community Aid. It replaced DIDAGEP (Agricultural Markets Management Serv-
ice) from 3 September 2001.

4 Including a grant of about €2,586 million to hospitals, expenditure (€1,239.3 million) for the capital increase of the Agricultural Bank of Greece,
as well as proceeds of €1,090 million from the sale of 16.4% of OPAP (the Greek soccer pools organisation) shares, €826 million from the sale
of 10% of OTE (Hellenic Telecommunications Organisation) shares and a €425 million grant to OGA.

5 Including an amount of €149.7 million from the settlement of revenue collected by the Hellenic Communications and Post Commission (EETT),
€299.3 million from the decrease in the capital of the Postal Savings Bank, €34 million from the decrease in the capital of the Agricultural Bank
of Greece, €290 million from additional dividends of the Deposits and Loans Fund, €323 million from the sale of Agricultural Bank shares,
€597.4 million from the sale of Postal Savings Bank shares, €364.4 million from the sale of Emporiki Bank shares and a €422.9 million grant
to OGA.

6 Including privatisation proceeds of €1,107.5 million and €502.8 million from the sale, respectively, of OTE and Postal Savings Bank shares,
as well as expenditures of €264.9 million and €465.7 million for aid to the fire-stricken and a grant to OGA, respectively.

7 Including the receipt of €430.8 million from the sale of OTE shares and a €570.8 million grant to OGA, but excluding the payment of Greek
government debt to IKA by the issuance of bonds (€1,172 million).

8 During the strike of the Bank of Greece personnel in March 2008, public debt service payments of €1,537 million were effected through com-
mercial banks, of which €359 million were interest payments. If the latter amount is also taken into account, the net borrowing requirement in
the state budget would rise from 7.1% to 7.2% of GDP and the net borrowing requirement of central government from 7.0% to 7.1% of GDP.
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Table VII.3 Financing of the borrowing requirement of central government

(million euro)
2005

Amount % of total

1. Greek Treasury bills and government

bonds! 15,325 106.2
2. Change in the balances of central

government accounts with the -1,224 -8.5

banking system?
3. External borrowing® 323 2.2
Total 14,424 100.0

Source: Bank of Greece.
* Provisional data.

2006 2007 2008*

Amount % oftotal Amount % oftotal Amount % of total

11,342 108.4 15,310 112.6 17,283* 101.0
-1,145 -10.9 418 3.1 -3,850 -22.5

270 2.6 -2,136 -15.7 3,674 21.5
10,467 100.0 13,592 100.0 17,107 100.0

1 Comprising Treasury bills and government bonds issued in Greece, as well as bonds convertible into shares.

2 Comprising changes in the central government accounts held with the Bank of Greece and credit institutions, as well as changes in the OPEKEPE
account. The figure does not include the purchase of government paper by domestic MFIs, as this is included in item 1.

3 Comprising securities issuance and borrowing abroad (in any currency). The figure does not include non-residents’ holdings of bonds issued
in Greece. It also includes the change in government accounts with banks abroad.

4 Excluding bonds issued by the Greek government for debt repayment to the Social Insurance Institute — IKA. See also footnote 7 in Table VII.2.

from 3.8% in 2006 to 4.4% in 2007 and 4.6%
in 2008, while in the first quarter of 2009 it
stood at 5.0%. In early April, however, it
declined to 4.7%, exclusively on account of a
recourse to the issuance of short-term securi-
ties, the rate on which was very low.

As in previous years, in 2008 the borrowing
requirement was financed to a great extent
through the issuance of medium- and long-
term government paper (in euro) in Greece,
sold mainly to foreign investors (see Table
VII.3), while external borrowing and issues of
securities abroad (regardless of currency)
increased considerably. In contrast, domestic
financial institutions reduced the loans
granted to central government.

2 THE EVOLUTION OF FISCAL AGGREGATES
2.1 STATE BUDGET

As mentioned above, the worsening of fiscal
aggregates relates mainly to the state budget,
the deficit of which (on an administrative
basis) widened from 4.6% of GDP in 2007 to
5.7% in 2008, compared with a targeted 3.4%.
The above result was positively affected by the
collection of non-budgeted revenue stemming
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from the “special accounts”, the EU Funds and
the revenue-strengthening measures imple-
mented in September 2008. The worsening is
also reflected in the primary deficit of the state
budget, which from 0.3% of GDP in 2007
reached 1.1% of GDP in 2008, compared with
a targeted primary surplus of 0.9% of GDP
(see Chart VII.1 and Table VII.10).

Chart VII.I Primary balance of the state budget

as a percentage of GDP

I I 1 1 I I 1 I I I I
1998 2000 2002 2004 2006 2008*

Source: State General Accounting Office.
* Provisional data.



Table VII.4 Ordinary budget revenue'

(million euro)

I. Direct taxes
1.Income tax
— Personal
— Corporate
— Special categories of income tax

(tax on shipping)

(tax on interest income from bonds, deposits, etc.)

2. Wealth taxes

3. Direct taxes collected on behalf of third parties

4.Tax arrears
5.Extraordinary and other direct taxes
II. Indirect taxes

1. Customs duties and special contributions on
imports-exports

2. Consumption taxes on imports
- VAT
— Cars
— Special consumption tax
3. Consumption taxes on domestic products
— Turnover tax
- VAT
— Fuel
— Tobacco
— Road duties
— Special levies and contributions on cars
— Other?
4. Transaction taxes
— Capital transfers
— Stamp duties
— Licence fees for gambling
5.Other indirect taxes
III. Total tax revenue
IV. Non-tax revenue
V. Total ordinary budget revenue

Source: State General Accounting Office.
* Provisional data.

2005
18,371
14,166

8,292
4731
1,143
9

439
548

2
2,410
1,245
23,722

260

2,661
1,771
833

58
18,547
270
12,360
2,478
2,257
706

60

417
1,687
905
681
101
567
42,093
2,667
44,760

2006
18,704
15,006

9,275
4,438
1,293
9

441
464

1,848
1,384
26,287

276

2,922
2,026
839

57
20,372
296
13,799
2,608
2,415
794

72

388
1,867
1,045
710
112
850
44,991
3,694
48,685

1 For comparability purposes, tax refunds have not been deducted from revenue.
2 Including the special consumption tax on domestic products.

3 Including “notional” revenue of €437 million arising from the settlement of positions vis-a-vis the Olympic Airways.

The worsening relates exclusively to the ordi-
nary budget, the deficit of which widened from
€6,580 million (or 2.9% of GDP) in 2007 to
€9,261 million (or 3.8% of GDP) in 2008, com-

2007
19,832
16,092
10,160

4,659
1272
12
492
434

5
1,742
1,559
28,573

326

3,234
2,236
936
62
22,190
17
15,145
2,862
2,582
820
76
690
2,242
1323
684
236
581
48,405
3,372
51,777

2008*
20,903
16,670
10,816

4,191

1,663
11

635
486

1
2,116
1,630
30,231

320

3,246
2,403
783
59
23,798
1
15,840
3,684
2,516
997

73
687
2,063
1,130
685
247
805
51,134
4,183
55,317

Percentage changes

2006/2005 2007/2006 2008*/2007

1.8
59
11.9
-6.2
13.1
0.0
0.5
-15.3
0.0
-23.3
11.2
10.8

6.2

9.8
144
0.7
-1.0
9.8
9.7
11.6
52
7.0
125
202
7.0
10.7
155
43
109
49.9
6.9
385
8.8

6.0
U2
9.5
5.0
-1.6
37.0
11.6
-6.4
150.0
-5.7
12.6
8.7

18.1

10.7
10.4
11.5
8.8
8.9
-94.2
9.8
9.7
6.9
32
Skl
77.8
20.1
26.6
-3.7
110.6
-31.6
7.6
-8.7
6.4

54
3.6
6.5
-10.0
30.7
-13.0
29.0
11.8
-79.2
21.5
4.6
58

-1.9

0.4
75
-16.3
42
72
96.6
46
287
25
21.6
33
0.4
-8.0
-14.6
0.2
48
385
56
24.0
6.8

pared with a targeted €3,538 million (or 1.4%
of GDP). In contrast, the deficit of the public
investment budget, despite a small overrun in
investment outlays, was €122 million lower
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than the budget forecast, owing to the collec-
tion of non-budgeted revenue of €446 million.

The fact that the ordinary budget deficit was
more than two times larger than the budgeted
amount is attributed, for the reasons analysed
below, both to a significant shortfall of revenue
and to a marked overrun of expenditure rela-
tive to the budget targets.

Ordinary budget revenue

Ordinary budget revenue? increased in 2008 by
6.8% relative to the previous year and stood at
€55,317 million (see Table VII.4). Net of the
non-budgeted revenue of €534 million trans-
ferred from the “special accounts”, this rate of
change is limited to 5.8%, compared with a tar-
geted increase of 12.2%,° and the total short-
fall of revenue stands at €3,287 million or 1.3%
of GDP. This development implies a small
decline in income “elasticity”” of tax revenue
to 0.9, while long-term elasticity exceeds 1.0.

This shortfall is mainly attributable to the non-
collection of expected revenue from the impo-
sition of the single tax on real estate (ETAK)
and the equalisation of the excise tax rate on
heating oil with that applying to diesel oil. In
addition, the revenue expected from the
arrangements that took place in September
2008 (settlement of pending tax cases and pay-
ment of tax arrears to central government) was
not collected, while a significant shortfall com-
pared to budget forecasts was recorded in rev-
enue from the VAT levied on domestic goods
and services, as well as in corporate income tax
receipts. The insufficient tax income is only
partly associated with the ongoing economic
crisis.

More specifically, direct tax receipts increased
by 5.4%, compared with a budgeted® 11.1%.
This development is mainly attributable to
three reasons:

e First, corporate income tax revenue
dropped by 10.0% relative to the previous year
and fell 13.9% short of the budget target
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despite the considerably increased’ profits in
2007. This development is attributable to the
reduction of the tax rate by 13.8% (from 29%
to 25%) for 2007 profits and to the (one-off)
strengthening of revenue in 2007 through the
abolition of the 1.5% discount granted for
prompt payment of the tax.

® Second, revenue from tax on real estate
(ETAK), budgeted initially at €900 million and
later on'® at €940 million, finally came to only
€316 million." This development is attributa-
ble to the considerably delayed implementa-
tion of this new tax.

® Third, revenue from tax arrears, forecast to
€2,460 million following the measures of Sep-
tember 2008, finally stood at €2,116 million.
Unlike experiences from the implementation
of similar arrangements in the past, the tax-
payers’ response was unsatisfactory, possibly
on account of the businesses’ liquidity short-
ages due to the economic crisis.

In contrast to the above, personal income tax
receipts, despite the ongoing tax rate cuts,
rose by 6.5% and stood very close to the
budget forecast (6.8%). This development is
mainly attributable to the “fiscal drag” owing
to the non-indexation of the tax scale, as well
as to the large wage increases in 2008. In
addition, revenue from the tax on deposit
and bond interest income increased consid-
erably (29%) and exceeded the relevant
budget forecast (increase of 1.6%) owing to
the rise in time deposit interest rates and the

5 Tax refunds have not been deducted from revenue, in line with the
practice followed by the State General Accounting Office.

6 In effect, the target was for 13.1% higher revenue in 2008, as it was
known that the collection of extraordinary revenue in 2007 would
not be repeated in 2008.

7 For 2008, extraordinary revenue was not taken into account (i.e.
the “adjusted” rate of 5.8% was used).

8 After the package of tax measures of September 2008 was passed,
the budget target for the rise in direct taxes was revised in the 2009
Draft Budget to 14.2% (5 October 2008).

9 The net pre-tax profits of a sample of 740 non-financial corpora-
tions were 25.7% higher, while financial sector profits recorded a
similar increase as well.

10 In the 2009 Draft Budget (5 October 2008) the relevant forecast
was revised from €900 million to €940 million, although until then
no revenue had been collected and the whole process had been
delayed.

11 This amount includes revenue of around €8 million from the abol-
ished Large Real Property Tax (FMAP).



investors’ shift towards this category of
deposits, particularly in the second half of
the year.

Revenue from indirect taxes rose by 5.8%
compared with a budget forecast of 14.1%.
This shortfall is mainly attributable to the fol-
lowing:

® Revenue from VAT rose by only 5.0%, com-
pared with a budgeted 14.5%. VAT receipts
were boosted considerably by the revenue cor-
responding to VAT levied on fuel, owing to
the high fuel prices up to the end of the third
quarter of the year. Net of these receipts
(which rose by 20.8%), the rate of increase in
other VAT revenue is limited to 2.7%, com-
pared with an increase of 10.3% in 2007. This
development is attributable to a surge in tax
evasion and, to a certain extent, to the ongo-
ing economic crisis, on account of which the
increase in the value of retail sales in 2008 was
limited to 2.1%, compared with 5.7% in 2007.
Particularly in the case of products on which
the regular VAT rate (19%) applies, such as
consumer durables, there was even a drop in
sales. Overall, the deviation of VAT receipts
relative to the budget forecast amounted to
€1,657 million.

® Revenue from the excise tax rate on fuel,
forecast to rise by 45.0% (due to the arrange-
ment regarding heating oil), finally increased
by only 28.7%. This development is attributa-
ble to a six-week delay in the implementation
of the measure, which resulted in the loss of
25% of the additional revenue, as well as to the
good weather conditions prevailing in autumn
2008, which contributed to lower heating oil
consumption.

® Revenue from car registration fees fell by
16.3% and came to only €783.4 million, com-
pared with a budgeted increase of 7.9%. This
development is attributable to the 7.0% drop
in car sales in 2008. The decline in sales was
visible since the beginning of the year but
intensified in the last quarter (sales fell by
22.6%).

In the other categories of revenue, a weaker
performance relative to 2007 was also
recorded in receipts from the tax on stock
exchange transactions (-32.3%), due to the
lower volume of transactions and the drop in
share prices in the stock exchange, particu-
larly in the second half of the year. Similarly
reduced were the receipts from the real
estate transfer tax (-11.8%), due to the
decline in the real estate market after three
years of strong activity (which had been partly
due to successive increases in the “objective”
—i.e. set for tax purposes— prices,!? expe-
dited purchases in anticipation of the impo-
sition of VAT on real estate, and very low
housing loan rates). In both cases, develop-
ments were to a certain extent expected and
thus the 2008 budget forecast a reduction in
the relevant revenue.

Finally, non-tax revenue exceeded the budget
forecast and increased by 24.0% compared
with the respective revenue in 2007. This devel-
opment is attributable to the fact that the bal-
ance (amounting to €534 million) of the off-
budget “special accounts” held by Ministries
was carried over to the budget. It is also attrib-
utable to higher receipts from the European
Social Fund, which exceeded the relevant
budget forecast.

Ordinary budget expenditure

Ordinary budget expenditure® rose by 10.7%
in 2008 and reached €64,578 million, com-
pared with a targeted increase of 5.6%. In
absolute figures, it exceeded the budget target
by €2,970 million or 1.2% of GDP (see Table
VIL.5), although on 7 September 2008 the Min-
istry of Economy and Finance announced a
€500 million cut in primary expenditure (of
2008). Already at the time the budget was
being drafted, considerable deviations in its
implementation were likely, as certain expen-

12 The last increase in real estate “objective prices” took place in
March 2007. This marked the beginning of the decline in the real
estate market, which continued in 2008, and contrary to what was
the case in other countries, was obviously unconnected with the

0ongoing economic crisis.
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Table VII.5 Outlays under the ordinary budget and the public investment budget

(million euro)

I Outlays under the ordinary budget
1. Personnel outlays
of which: pensions
2.Interest payments'
3.Payments to the European Union
of which: for retroactive contributions
4. Transfer of revenue collected on behalf of third parties
5.Tax refunds
6. Subsidies to farmers
7.Grants
— to social security organisations?
— to public enterprices
— to fire-stricken
8.Other
of which:
— Olympic Airways
— conduct of snap elections
IL. Outlays under the public investment budget
1. Project implementation
2. Grants
3. Administrative costs
III. Total (I+1II)
Primary expenditure under the state budget
Primary expenditure under the ordinary budget
Amortisation payments

Ministry of National Defence programmes for the
procurement of military equipment

Source: State General Accounting Office.
* Provisional data.
1 Including: “other expenditure” for public debt servicing.

2005
51,239
19,325

(4,211)

9,774
2,204
4,056
2,554
634
9,960
(7,593)
(2,367)

2,712}

7,524
2,260
5,206
58
58,763
48,989
41,465
21,752

1,394

2006
52,508
20,427

(4,576)

9,589
2,172
4,085
2,392
694
10,600
(7,784)
(2.835)

2,549

(124)
8,184
2,060
6,058
66
60,692
51,103
42,919
16,954

1,590

2007
58,357
22,009

(5.052)

9,796
3,265
(1,108)
4313
2,624
733
11,984
(8,644)
(3,073)
(263)
3,633

(839)
(134)
8,809
2,149
6,569

91

67,166

57,370

48,561

23,543

2,380

2008*
64,578
24,091
(5.942)
11,210
2,649
4731
3,653
748
14,828
(11,310)
(3.518)

2,668

9,624

74,202
62,992
53,368
26,275

2,596

Percentage changes

2006/05
2.5
5.7

(8.7)
-1.9
2.3

0.7
-6.3
9.5
6.4
(2.5)
(19.8)

-6.0

8.8
-8.8
16.4
13.8

33

4.3

3.5

-22.1

2007/06  2008*/07

111
7.7
(10.4)
22
50.3
5.6
9.7
5.6
131
(10.9)
(84)

42.5

7.6
4.3
8.4
37.9
10.7
12.3
13.1
38.9

10.7
95
(17.6)
14.4
-18.9
9.7
39.2
2.0
23.7
(30.8)
(14.5)

-26.6

9.3

10.5
9.8
9.9

11.6

9.1

2 Including expenditure for the implementation of social welfare measures (e.g. Social Solidarity Allouance for Pensioners — EKAS, allowance

to families with many children, etc.).

3 Including extraordinary expenditure of €345 million for the repayment a debt of the Greek State to ATE and expenditure of €39 million for
an allowance to forest guards, granted retroactively following a court decision.

diture categories were extremely squeezed.'* In
addition, ordinary budget primary expenditure
(including tax refunds) increased by 9.9% in
2008 and reached €53,368 million, compared

with a targeted increase of 5.2%.

Personnel outlays rose by 9.5% compared with
7.7% in 2007 and stood at €24,091 million.
This development is attributable to higher
salaries paid to military officers as of 1 Janu-
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ary 2008 (8-9% above the incomes policy level)
and to back payments to the judiciary. A major

14 The 2008 budget provided for considerably higher wages (read-
justment of salaries paid to military officers and back payments to
the judiciary), grants to social security organisations (so as to increase
OGA pensions and the EKAS), pensions (readjustment of the pen-
sions of former members of the armed forces and law enforcement
agencies), as well as welfare benefits (expansion of the allowance to
families with many children to families with three children, and
increased unemployment benefits). In contrast, all other categories
were extremely squeezed. Indicatively, instead of a targeted 2.8%
decrease, expenditure for tax refunds recorded a 39.2% increase.



pressures by local authorities for the payment
government debt of these funds.

Chart VII.2 Interest payments' on central

(percentage of GDP) Payments for tax refunds rose by 39.2% in 2008

& & (compared with 9.7% in 2007) and reached
y i €3,653 million, overrunning the relevant
budget forecast by €1,103 million. This devel-
12 12 opment is also attributable to the fact that, as
of 2008, tax refunds include for the first time
10 10 heating-oil-related refunds of the VAT and the
N N excise tax. The budget had forecast a €2.8%
reduction in this expenditure.
6 6
Outlays for government grants (to social secu-
N N rity organisations, transport organisations and
5 ) other legal persons in public law), the second
largest category of ordinary budget expendi-
Or—r—r—r—r—r 11 1110 ture (20.6% of total expenditure, see Chart
19941996 1998 2000 2002 2004 2006 2008* ) ]
VIL.3), increased by 23.7% relative to 2007 and
SIOTEEE 1S (ClGe] /A o hT (CIer: reached €14,828 million. Among the individ-
Provisional data. . .
1 On an administrative basis. Including capitalised interest and ual categories of grants, the largest increase

otherdebtservicing outlays.

was recorded in grants to social security organ-

part of the above increase is also attributable Chart VII.3 Composition of outlays under the
to pension expenditure (17.6% higher), which ordinary' budget

recorded an overrun of €530 million. This
development is attributable to the expedited
retirement of almost twice the usual number of
civil servants, as well as to the change in the
pensions of former members of the armed
forces and law enforcement agencies.

(2008*)

I grants and subsidies

—— other outlays

personnel outlays

interest payments

I payments to the EU

I11111 restitution of revenue collected on behalf of third parties
I tax refunds

Interest payments rose in 2008 by 14.4% and 5.3%
reached €11,210 million, overrunning the rel- L
evant budget forecast by €710 million. This
increase reflects the higher average cost of bor-
rowing and the increased debt (see Chart
VIL.2).

Payments to the EU fell in 2008 by 18.9%, as
in 2007 they had been excessively high due to
the extraordinary contribution (€1,108 million)
paid on account of the GDP revision.

Restitution of revenue collected on behalf of
third parties —mainly municipal and regional
authorities and t.he Agrlcultura}l Insurance Source: State General Accounting Office.
Fund (OGA)— increased considerably (by * Provisional data.

. . 1 Excludi isati :
9.7%) and reached €4,731 million, owing to ST ELT R O B
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isations (30.8%), due to increases in OGA pen-
sions and the Social Solidarity Benefit for Pen-
sioners (EKAS), as well as the larger require-
ments of other social security funds, such as the
Self-Employed Workers’ Insurance Organisa-
tion (OAEE) and the Seamen’s Pension Fund
(NAT).

Finally, “other expenditure”, which in 2007
included (clearing) extraordinary expenditure
amounting to €839 million for the Olympic
Airways® plus €134 million for holding par-
liamentary elections, in 2008 fell by 26.6% (as
such extraordinary expenditure was not
repeated) and stood at €2,668 million.

Public investment budget

In 2008, investment expenditure rose by 9.3%
and reached €9,624 million, overrunning the
relevant budget forecast by €324 million (see
Tables VIL.5 and VII.10). This overrun was off-
set by non-budgeted revenue amounting to
€446 million, stemming mainly from the EU
Structural Funds.

Following these developments in revenue and
expenditure, the deficit of the public invest-
ment budget was limited to €4,646 million,
compared with a targeted deficit of €4,768 mil-
lion. As a percentage of GDP, the deficit stood
at 1.9% compared with 1.6% in 2007.1

2.2 SOCIAL SECURITY AND WELFARE ORGANISA-
TIONS

According to the data included in the Intro-
ductory Report on the 2009 Budget,!” as well
as to detailed data of the Ministry of Economy
and Finance, the provisional financial results
of the six major social security and welfare
organisations for 2008 showed a higher deficit
relative to 2007 (see Table VII.0).

In 2008, the above organisations’ total revenue
increased considerably, by 13.7%, to €20,497
million, compared with a 4.7% increase in 2007.
Particularly higher were the receipts of IKA
(8.7%), OGA (8.8%) and NAT (11.4%). As
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regards administrative costs, they rose by 16.3%
in 2008, compared with a 6.2% increase in 2007,
and reached €29,466 million. The faster rise in
expenditure than in revenue led to the widen-
ing of the administrative deficit. As regards the
individual organisations, considerable increases
were recorded in the administrative costs of the
Workers’ Fund (36.2%), NAT (16.3%), OAED
(50.5%), OGA (19.8%) and IKA (11.4%). Par-
ticularly in the case of OGA, the increased costs
are attributable to the considerably higher (by
€52.25 per month) pensions paid to farmers as
of 1 January 2008, while in the cases of IKA and
NAT the rise is attributable to the higher
EKAS (+€32.25 per month) applicable as of
the same date.

Capital expenditure rose by 16.5% to €605 mil-
lion in 2008, compared with an 84.2% increase
in 2007; yet only 35.7% of this amount relates
to investment. The rise in capital expenditure,
combined with the 22.7% larger administrative
deficit of the above organisations, resulted in
a further widening of the total deficit to €9,574
million in 2008, from €7,828 million in 2007.
As a percentage of GDP, the deficit widened
by 0.5% (2008: 3.9% of GDP, 2007: 3.4% of
GDP).

Most of the deficit was covered through state
budget subsidies. More specifically, ordinary
budget subsidies reached €8,713 million and
financed 91.0% of the deficit, while the remain-
der was covered by 5.3% (€505 million)
through subsidies of the public investment
budget and the EU and by 3.7% through
depreciation and net borrowing. Relative to
2007, ordinary budget subsidies rose by 20.9%
and public investment budget subsidies by
35.1%, while net borrowing also increased con-
siderably, from €248 million in 2007 to €353
million in 2008.

15 “Notional” expenditure of €839 million related to a clearing pay-
ment of liabilities of the Greek government to Olympic Airways.

16 It should be recalled that in 2007 revenue amounting to €982 mil-
lion beyond the budget forecast was collected and thus the public
investment budget deficit stood at particularly low levels.

17 These data differ considerably from those of Table VII.1, which
cover all social security organisations and are on a national
accounts basis.



Table VII.6 Results of social security and welfare organisations' and their financing

(million euro)

2006 2007
A. Management account
1. Revenue 17,219 18,021
2. Expenditure 23,862 25,330
3. Balance (1-2) -6,643 -7,309
B. Capital account
4. Revenue 0 0
5. Expenditure 282 519
(Investment) 171 227
(Working capital) 111 187
(Other expenditure) 105
6. Balance (4 -5) -282 -519
7. Special funds
Total result (3 + 6 + 7) -6.925 -7,828
Percentage of GDP 32 3.4
Financing
8. Subsidies 6,568 7,578
(Ordinary budget) 6,286 7,204
(Public investment budget, EU, etc.) 282 374
9. Depreciation 3 2
10. Net borrowing requirements 354 248
Total financing 6,925 7,828
11. Amortisation 167
12. New suppliers’ credit
13. Gross borrowing requirements 501 248

(10 + 11 — 12)

Source: Ministry of Economy and Finance
* Estimates.

Budget Percentage changes

2008* 2009  2007/2006 2008*/2007  2009/2008*

20,497 22,490 4.7 13.7 9.7

29,466 32,614 6.2 16.3 10.7
-8,969 -10,124
0 0

605 873 84.2 16.5 443

216 446 329 -5.1 107.2

275 300 68.7 46.8 9.1

114 127 9.0 10.7
-605 -873

-9,574 -10,997 13.0 223 14.9
3.9 4.3

9,218 9,799 15.4 21.6 6.3

8,713 9,318 14.6 20.9 6.9

505 481 32.6 35.1 -4.7

3 3 -12.3 18.5 1.9

353 1,195 -29.9 42.5 238.5

9,574 10,997 13.0 22.3 14.9

353 1,195 -52.4 42.5 238.5

1 Comprising six major social security and welfare organisations (Social Insurance Institute-IKA, Seamen’s Pension Fund-NAT-KAAN, Agri-
cultural Insurance Fund-OGA, Manpower Employment Organisation-OAED, Workers” Housing Organisation (OEK) and Workers’ Fund-EE).

In light of the above, it becomes evident that
the financial results of the major social secu-
rity and welfare organisations remain negative
and have continuously worsened in the last few
years (2006-2008). The deficit of these organ-
isations widened from €6,925 million (3.2% of
GDP) in 2006 to €9,574 million (3.9% of
GDP) in 2008. For 2009, the deficit is forecast
to rise to 4.3% of GDP and reach €10,997 mil-
lion as an absolute figure (see Table VIL.6).

The global economic crisis, which starts to have
a notable impact on the Greek economy as
well, is estimated to have a negative effect on
the financial results of the social security and

welfare organisations and to widen their
deficits further for the following reasons:

® First, the organisations’ revenue is estimated
to decrease due to higher unemployment and
reduced hours worked (which entail loss of
both employers’ and employees’ social security
contributions), increasing contribution eva-
sion, squeezed total earnings and higher debt
to social security funds due to the businesses’
reduced liquidity. In addition, revenue will also
decrease owing to the collection of smaller or
even zero dividends corresponding to the busi-
nesses’ share portfolios, as, inter alia, banks
that use funds from the bank liquidity strength-
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ening programme have been prohibited to pay
dividends.

e Second, a further surge in expenditure is
expected due to the higher total cost of unem-
ployment benefits and early retirement pen-
sions. This rise is associated, respectively, to
the higher number of unemployed people and
the earlier retirement of employees qualifying
for pension.

2.3 PUBLIC ENTERPRISES

According to Law 3429/2005, public enter-
prises are defined as undertakings not listed on
the Athens Exchange, whose financial aggre-
gates are (directly or indirectly) influenced
decisively by central government. The financial
results of such undertakings, included in the
public enterprises table!® from 2005 onwards,
are presented in Table VII.7. The data analy-
sis shows that:

Total revenue under the operating account
increased by 6.4% in 2008 to €1,929 million,
while operating costs rose by 9.0% to €3,572
million. Thus, in 2008 the operating deficit
stood at €1,643 million, compared with a
€1,464 million deficit in 2007. The deficit of
the public enterprises’ operating account has
been constantly widening over the period 2005-
2008, as expenditure rises faster than revenue.

In 2008, expenditure under the capital account
fell by 26.0% and amounted to only €1,443
million. This development is attributable to the
considerably (96.0%) lower working capital
requirements in 2008 relative to 2007, as well
as to the reduction of investment by 11.2% (see
Table VIL.7).

The consolidated deficit of the operating and
capital accounts of public enterprises stood at
€2,346 million or 1.0% of GDP in 2008,
roughly as much as in 2007 (€2,335 million).
This deficit was financed by 79.1% through
borrowing, by 9.6% through ordinary budget
subsidies and by the remainder through capi-
tal depreciation. Owing to the higher subsidies,
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net borrowing fell by 2.1% to only €1,855 mil-
lion, compared with €1,894 million in 2007.

The fact that the deficit stood at the level of
1.0% of GDP is mainly attributable to the large
deficits of transport-related public enterprises.
This implies that any effort to substantially
limit the deficit of public enterprises and the
respective state budget subsidies should aim at
improving the economic effectiveness of trans-
port organisations.

2.4 PUBLIC DEBT

The ongoing global financial crisis has
patently revealed the risks that public debt
entails for any country (see Table VIL.8), par-
ticularly when it persists at high levels for long
periods of time. The Greek debt ratio, despite
its considerable decrease after the GDP revi-
sion in 2007, remains at high levels (the second
highest in the EU) and constitutes one of the
major sources of macroeconomic imbalance. It
is also one of the most important reasons
underlying the unprecedented widening of the
yield spread between Greek and German gov-
ernment bonds in the last six months.

Over the last 15 years, public debt has
remained at roughly 99% of GDP, despite the
GDP revision and the extremely favourable
conditions for its reduction that have prevailed
from the mid-1990s through to 2007 (namely,
strong growth performance, substantial fall in
interest rates up to end-2005, high primary sur-
pluses up to end-2001, and significant proceeds
from privatisations). It should be noted that
the debt remained high not only due to the
annual deficits, but also owing to considerable
“deficit-debt adjustments”. These are budget
transactions that, according to the applicable
rules, are not recorded in the deficit, but
increase public debt (see Table VIIL.9).

According to the data included in the 2008-
2011 USGP, in 2008 the consolidated debt of

18 Published annually in the Introductory Report on the Budget.
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Table VII.8 Consolidated debt of general government'

(million euro)

2002 2003 2004 2005 2006 2007 2008*
Short-term 1,398 3,409 2,839 1,346 1,108 1,668
— securities 982 3,084 2,568 1,156 943 1,625
~loans 416 325 271 190 165 43
Medium- and long-term 156,974 163860 179,342 192,757 202,298 214,020
— securities 134,040 140922 156969 170,863 180,968 194,658
— loans 22034 22938 22373 21894 21330 19362
Coin and deposits 842 756 976 1,235 988 693
Total 159,214 168,025 183,157 195338 204,394 216,381 (231,861)
% of GDP 100.8 97.9 98.6 98.8 95.9 948  (954)
— domestic debt 154517 164,643 180,654 192591 202338 214,465 (230,229)*
(of which: debt to the Bank of Greece)? (9.561)  (9.018)  (8.488)  (7.988)  (7,991)  (7.520)  (7.051)
— external debt? 4,697 3,382 2,503 2,747 2,056 1,916 1,632

Sources: State General Accounting Office and Bank of Greece.

* Provisional data.

1 According to the definition in the Maastricht Treaty.

2 The small increase recorded in this item for 2006 is due to the redenomination in euro of debt denominated in foreign currency, previously
included in external debt. This is also reflected in the significant decrease in external debt.

3 Debt in currencies other than euro.

4 According to the Updated Stability and Growth Programme 2008-2011; these data have already been revised by the NSSG, in the context
of the EDP notification of 31 March 2009.

5 Based on the revised (March 2009) GDP figure for 2008.

Table VII.9 Decomposition of changes in the general government debt-to-GDP ratio'

(percentages of GDP; changes in percentage points) *

2000 2001 2002 2003 2004 2005 2006 2007 2008*
Slfi“oml government debt-to-GDP 1034 1037 1017 98.0 98.6 98.8 95.9 94.8 95.4
Changes in the general government
dobt o D rat 8.9 03 2.1 3.6 0.5 03 3.0 -1.0 0.6
— Primary balance -3.6 -2.0 -0.7 0.7 2.6 0.7 -1.3 -0.6 -0.3
= Clizrgs iin GIDIP fiv] @HEmge i 125 -0.9 14 4.0 29 16 32 23 18
interest rates
— Deficit-debt adjustment® 7.3 3.2 0.1 -0.4 0.9 1.2 1.5 1.9 2.8

Sources: Ministry of Economy and Finance, General Directorate of Economic Policy, “Macroeconomic Aggregates” (various issues).
*Provisional data.
1 Changes in the debt ratio have been decomposed using the following formula:

(Do D) B, (D, ics], SE,
Yo Yol Y Yo I+g) Y,
where D, = general government debt

PB, = primary balance (deficit or surplus)

Y, = GDP in current prices

g, = nominal GDP growth rate

i, = average nominal rates on government debt

SF, = deficit-debt adjustment
2 Based on the revised (March 2009) GDP figure.
3 The deficit-debt adjustment includes expenditure or liabilities assumed by general government which do not affect the deficit but increase
debt, as well as revenue (e.g. privatisation proceeds) which does not affect the deficit, but reduces debt.
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general government showed a small increase
and stood at 95.4% of GDP (as finally esti-
mated by the NSSG) compared with 94.8% in
2007. It should be stressed, however, that this
figure was revised upwards on 31 March 2009
with the data notification to Eurostat under the
Excessive Deficit Procedure. This development
reflects the significant widening of the deficit
and the reversal of the primary surplus to a pri-
mary deficit in 2008. After an increase in 2008,
the debt-to-GDP ratio is expected to rise fur-
ther in 2009 (according to the 2008-2011
USGP).

The reversal of the debt’s declining trend is
attributable to the worsening and ultimately
the overturn of conditions defining the path of
the debt-to-GDP ratio, a fact already stressed
by the Bank of Greece since April 2008.! More
specifically, the average borrowing rate for the
Greek government gradually rose from 3.2%
in 2005 to 4.6% in 2008, while it reached 5.0%
in the first quarter of 2009 on account of the
widened yield spread between Greek and Ger-
man bonds. As mentioned above, in early April
the average borrowing rate declined to 4.7%
thanks to the issuance of Treasury bills with a
very low rate. At the same time, the deceler-
ated rate of economic growth (2.9% in 2008
from 4.0% in 2007) and the stagnation forecast
for 2009, combined with the much lower pri-
mary surplus (that turned into a primary deficit
in 2008), are expected to considerably
strengthen the dynamics of the debt and lead
to a higher debt-to-GDP ratio.

It should be noted, finally, that government-
guaranteed loans are calculated in (and
increase) public debt only if and when they are
called in. Government-guaranteed loans at
end-2008 reached €22,200 million (or 9.0% of
GDP). By the end of 2009 this amount may rise
further, to the extent that banks will benefit
from the ability to borrow from the interbank
market under a state guarantee. Moreover,
according to the existing information, the bal-
ance of guaranteed loans will rise further fol-
lowing the arrangement of hospitals’ debts to
their suppliers.

3 THE BUDGET FOR 2009
3.1 STATE BUDGET

The 2009 Budget, passed in late 2008, has de
facto gone through considerable revisions due
to the readjusted macroeconomic forecasts
regarding the impact of the ongoing crisis on
the Greek economy. The readjustment is partly
attributable to the continuous changes in the
projections by international organisations
related to the global economy. Moreover, the
considerable changes in the fiscal data of 2008
increased uncertainty and necessitated the
revision of forecasts and budget targets for
2009. For the same reasons, other euro area
countries as well have considerably revised
their budgets for 2009.

Most changes in the data of the 2009 Budget
are included in the 2008-2011 USGP? sub-
mitted by Greece to the European Commission
on 30 January 2009. More specifically, accord-
ing to the USGP, ordinary budget revenue is
expected to be €2,420 million less than the
original budget forecast, and expenditure
(including tax refunds) €1,300 million higher.
As a result, the forecast deficit of the state
budget for 2009 stands at €12,526 million or
4.9% of GDP, whereas it was initially forecast
at €8,806 million or 3.5% of GDP (see Table
VII.10). In view of the volatile international
financial situation and in order to secure a
safety margin to avoid deviations in the imple-
mentation of the budget, in the first quarter of
2009 measures were taken to contain expen-
diture and strengthen revenue,?! which dimin-
ish the deficit by 0.6-0.7% of GDP.

Relative to 2008, in 2009 the state budget
deficit (as revised by the 2008-2011 USGP
data) is expected to be €1,381 million lower.
This narrowing of the deficit should stem from

19 Bank of Greece, Annual Report 2007, April 2008, p. 112.

20 The new forecasts included in the USGP have been taken into
account in drafting Table VII.10 and thus the relevant column is
labelled “Stability Programme”. It should be noted that the Stability
Programme also revised considerably the estimates for 2008

included in the 2009 Budget.
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21 The measures are presented below.
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the significantly higher ordinary budget rev-
enue (14.2%), while expenditure will increase
by 9.3%, roughly as much as in 2008. It should
be noted that —according to the USGP —
GDP growth at current prices will be only
3.8%. But is should be recalled that sizeable
items are included in both revenue and expen-
diture for the first time, as analysed further
below. After the necessary adjustments to
restore comparability, the rate of increase in
revenue is limited to 12.8% of GDP and in
expenditure to 6.7%.

The significant rise in ordinary budget revenue,
forecast to reach €63,152 million, is partly
associated with the collection of the single tax
on real estate corresponding to two years (2008
and 2009), the equalisation of the excise tax
rate on heating oil with that applying to diesel
oil,? as well as the tax measures of August
2008.% It is also attributable to the fact that the
2009 budget includes extraordinary revenue
amounting to €972 million from the “special
accounts” (compared with only €534 million in
2008), and €400 million from the commission
fees central government will receive from the
bank liquidity strengthening programme.

Despite the measures taken, meeting the rev-
enue target is considered to be difficult, par-
ticularly taking into account the projected stag-
nation of economic activity. Tax revenue,
including that from VAT, car registration
fees,? the excise tax on fuel consumption, the
tax on stock exchange transactions, and the
real estate transfer tax, is expected to be neg-
atively affected by the weaker economic activ-
ity. On account of this, in conjunction with the
tight incomes policy in the public sector, per-
sonal and corporate® income tax yields will
also decline.

Against this background, on 5 February 2009
the minimum excise tax on cigarettes, deter-
mined on the basis of cigarettes the retail price
of which is lower than the price category most
in demand, was raised from 75% to 80% and
the excise tax on alcohol was raised by 20%. In
addition, on 18 March 2009 an extraordinary

one-off tax (the amount of which was later
increased considerably for very high incomes)
was imposed on natural persons with a
declared income of over €60,000. Owing to the
prevailing economic conditions, the return of
the measures is hard to estimate.

The 2009 Budget, as revised by the 2008-2011
USGP, forecasts that ordinary budget expen-
diture* will increase by 9.3% and reach
€70,587 million, compared with €64,578 mil-
lion in 2008. However, the 2009 budget
includes for the first time credit amounting to
€790 million for the Intergeneration Solidar-
ity Fund (AKAGE), as well as expenditure
amounting to €882 million attributable to the
incorporation of the special accounts. After the
necessary adjustments to restore data compa-
rability, the rate of increase falls to 6.7%. Pri-
mary expenditure (after the above adjustment)
is expected to rise by 6.6%, while interest pay-
ments by 7.0%.

According to the relevant government decision
of 6 February 2009, discretionary expenditure
(for transport, commission fees, operating costs,
other expenses, and grants to organisations) is
curtailed by 10%. This measure is expected to
save primary expenditure amounting to €500
million. Also, following the announcement of
the incomes policy in the public sector on 18
March,?”” which provides for no increases in the
basic wages and pensions of central government
employees but only one-off cash bonuses to civil
servants with monthly earnings of up to €1,700
and civil service pensioners with a monthly pen-
sion of up to €1,100, it is estimated that this
measure will result in a net saved expenditure
in the order of €390 million (0.15% of GDP),

22 It is the first time this measure is implemented for a whole year.

23 Eight measures announced on 28 August and passed by Parliament
in late September 2008 (Law 3697/25 September 2008); they are
described in detail in the Appendix to the present chapter. It should
be noted that the implementation of two of them was postponed
for 1 January 2010 (instead of 1 January 2009).

24 Which will be reduced by 50% for four months.

25 It should be noted, however, that revenue from corporate income
tax will be strengthened, as the effect on revenue attributable to
the tax rate reduction (from 35% to 25%) ended in 2008.

26 Including expenditure for tax refunds.

27 The relevant amendment was submitted to Parliament on 26 March
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while the limiting of recruitments can save an
additional 0.15% of GDP.? Overall, thanks to
the entire set of measures announced from 5
February 2009 onwards, the deficit is expected
to narrow by 0.6-0.7% of GDP, while the
reestablishment of the tax-exempted amount for
professionals will burden the budget by approx-
imately 0.25% of GDP.

The 2008-2011 USGP reports that expenditure
will be €1,300 million higher relative to the
2009 budget. This amount relates to €400 mil-
lion higher expenditure for tax refunds,
increased grants to social security funds, as well
as higher personnel outlays in order to readjust
the wages of health sector employees (Law
3754/3.3.09).

Interest payments are forecast to rise in 2009
by 7.0% and reach €12,000 million. This
expenditure may record an overrun in case of
substantial borrowing through short-term secu-
rities (Treasury bills, etc.), as the relevant
interest is recorded within the year. The higher
bond rates will affect interest payments in 2010
and the coming years.

Finally, the 2009 public investment budget
forecasts a decline in both expenditure (by
8.6%) and revenue. In effect, revenue will not
decrease but return to its usual levels after the
collection of extraordinary revenue amounting
to €982 million in 2007 and €446 million in
2008. Thus, the investment budget deficit as
well, after its decline to 1.7% of GDP in 2007,
will return to the level of 2.0% (2009: 2.0%;
2008: 1.9%; 2006: 2.1%). However, these pro-
jections may change, given that the European
Commission is willing to finance co-funded
projects even by 100% for one or two years,
provided that the national contribution will
later increase considerably, so as to return (on
average) to the appropriate levels by the com-
pletion of CSF IV.

Turning to financial transactions between
Greece and the EU, in 2008 net receipts
recorded a considerable increase of 20.6%,
compared with a decrease of 12.1% in 2007,

and stood at €4,835 million (see Table VII.11).
This development is mainly attributable to the
decrease of payments by 18.9% (compared
with an increase of 50.3%) because 2007 trans-
actions included the extraordinary contribution
amounting to €1,108 million paid due to the
GDP revision. In contrast, receipts from the
various EU funds rose by only 2.9%. A signif-
icant increase (26.7%) is observed in receipts
from the Social Fund, as well as from the
EAGGF Guarantee Section (14.5%), which
grants income subsidies to farmers. In contrast,
receipts from all the other major funds (Cohe-
sion Fund, Regional Development Fund, etc.)
declined.

In 2009, net inflows are expected to decrease
by 15.3%. In effect, this development is attrib-
utable to the 11.3% lower receipts, given that
payments to the EU will also decrease (by
4.0%, see Table VII.11).

3.2 THE BUDGETS OF SOCIAL SECURITY AND WEL-
FARE ORGANISATIONS AND PUBLIC ENTER-
PRISES

According to the data of the Introductory
Report on the 2009 Budget,” the financial
results of the six major social security and wel-
fare organisations are expected to deteriorate
and record a €1,423 million wider deficit. As
analysed in Table VII.6, the total deficit will
reach €10,997 million (or 4.3% of GDP),
increased by 14.9% relative to 2008. A share of
84.7% of the deficit will be covered through
state budget subsidies, while the net borrowing
requirement is also expected to increase sig-
nificantly, to finance 10.9% of the deficit.

As regards public enterprises, a small increase
from €2,346 million in 2008 to €2,421 million
in 2009 is expected in the total deficit of their
consolidated operating and capital accounts.
As a percentage of GDP, the deficit is expected
to remain unchanged at 1% (see Table VIL.7).

28 The Greek government’s wage bill plus pension expenditure will
record savings in the order of €550 million, while the cost of one-

off cash bonuses is estimated to be around €160 million.
29 See footnote 17.
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This deficit will be financed by 9.4% through
ordinary budget subsidies and by 10.4%
through capital depreciation, while the
remaining 80.2% will be covered through net
borrowing. The constantly higher borrowing by
public enterprises, carried out as a rule under
the guarantee of the Greek government, leads
to a higher balance of guaranteed loans, which
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already amounts to €22,200 million or 9.0% of
GDP. Although to a considerable extent such
borrowing covers investment expenditure
—with the exception of the Greek Agricultural
Insurance Organisation (ELGA)— its per-
sistent rise still represents an adverse devel-
opment and a considerable risk for the coun-
try’s constantly increasing debt.



APPENDIX TO CHAPTER VII

TAX POLICY MEASURES

The common denominator of all the measures
taken during 2008 is the effort to boost revenue
and curb tax evasion. In this context, the sin-
gle tax on real estate was introduced on 1 Jan-
uary 2008 and the excise tax rate on heating oil
was equalised with that applying on diesel oil
on 15 February 2008. In addition, the regula-
tions of August 2008 related to a set of meas-
ures aimed at limiting deviations in the imple-
mentation of the 2008 budget and strengthen-
ing the 2009 revenue. These measures
include, among other things, the settlement of
pending tax cases, the collection of tax arrears,
the increase in car registration fees, the higher
advance payment of corporate income tax by
sociétés anonymes, the tax on share surplus
value, the tax on options, etc. Finally, after the
initiation of the Excessive Deficit Procedure
for Greece, the excise tax on tobacco and alco-
hol was increased and an extraordinary tax was
imposed on high personal incomes.

More specifically, Law 3634/2008! imposed a
single tax on real estate (ETAK) as of 1 Jan-
uary 2008. In effect, this is a tax on real prop-
erty. The tax-exempt limit for the so-called
“first” residence is set at 200 square metres
and an “objective” value of up to €300,000.
From 2009 onwards, a tax-exempt amount is
established for all real estate items (and not
only main residences), equal to €200,000 and
increased by €30,000 for families with three or

more children. The objective value of any res-
idence that exceeds the tax-exempted limit will
be taxed at a flat rate of 0.1%. On account of
delays and insufficient preparations, only a
small part of this tax was collected in 2008 and
the relevant revenue is expected to be col-
lected in 2009.

Within the framework of the efforts to combat
fuel tax evasion, Law 3634/2008 equalised the
excise tax rate on heating oil with that apply-
ing on diesel oil. More specifically, after the
6.2% increase in the excise tax rate applicable
as of 1 January 2008, the single tax on diesel
and heating oil amounts to €293 per 1,000
litres. This implies no further cost for house-
holds, which continue to procure heating oil
with the decreased tax applicable prior to the
regulation, i.e. €21 per 1,000 litres. The dif-
ference (€272) is refunded by central govern-
ment to gas-station owners once they have sub-
mitted a special statement with their oil pur-
chases and sales. The equalisation of the tax
rate, scheduled to apply as of 1 January 2008,
finally came into force on 15 February 2008.

Law 3522/2006? reduces by two further per-
centage points the tax rates on personal
income earned in 2009. After this change, the
new tax scale of the personal income tax for
incomes earned in 2009 (and taxable in 2010)
stands as follows:

Personal income tax scale for wage earners and pensioners

(euro)

Income Tax rate
bracket (%)
12,000 0
18,000 25
45,000 35
Excess 40

A decision by the Minister of Economy and
Finance codified the “unique net profit coef-
ficients” applicable to the gross income of com-
mercial and industrial enterprises and profes-
sionals and used for the calculation of their
profits on an off-balance-sheet basis. It should
be noted that these coefficients were read-

Bracket Total Total
tax income tax

0 12,000 0

4,500 30,000 4,500
15,750 75,000 20,250

justed in 2006 for financial year 2005, as they

had remained unchanged for several years until

then.

1 “Abolition of inheritance and parental gifts tax, tax exemption of
first residence, single tax on real estate, combatting fuel smuggling,

and other provisions”.
2 “Amendments in income tax, simplifications in the Code of Books

and Records, and other provisions”.
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Personal income tax scale for all taxpayers except wage earners and pensioners

(euro)

Income Tax rate

bracket (%)

10,500 0

1,500 15

18,000 25

45,000 35

Excess 40

Another ministerial decision readjusted, by
23.5% on average, the objective values of real
estate in regions outside town plans. The new
objective values came into force on 8 April
2008. At the same time, another decision
increased the starting price for determining the
“minimum cost of new building construction”.

Law 3697/25.9.2008° (September 2008) included
a series of tax measures aimed at boosting rev-
enue. More specifically:

(a) enterprises and professionals were given
anew the opportunity to settle their pending
tax cases for the seven-year period 2000-2006,
at extremely favourable terms. Interested par-
ties had to submit a relevant declaration by 31
December 2008 and pay in advance 20% of the
amount of the tax levied. The minimum
amount of the tax is €200, €500 and €700 per
year for those keeping books of categories A,
B and C respectively. The entire tax will be
paid in 24 instalments, by the end of 2010. The
deadline provided for by this regulation was
extended initially for two months, until 28 Feb-
ruary 2009 (by an amendment* to Law
3746/2009), and then for two more months,
until the end of April 2009.

(b) Debtors to central government were given
the opportunity to arrange their debts and
repay them in 24 monthly instalments. They
had to submit a relevant declaration by 20
November 2008 and pay 15% of the total debt
along with the first instalment. This measure,
as well, entailed extremely favourable terms for
debtors, as it decreased considerably (or elim-
inated) all relevant surcharges and fines. The
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Bracket Total Total
tax income tax

0 10,500 0

225 12,000 225
4,500 30,000 4,725
15,750 75,000 20,475

deadline of this regulation was initially
extended until 31 December 2008, later on (by
an amendment to Law 3746/2009) until 28 Feb-
ruary and by a new regulation until the end of
April 2009.

(c) Registration fees for all vehicles increased
by 20%. This measure applies to the registra-
tion fees for 2009, collected in December 2008
and recorded in the revenue of 2008. It is esti-
mated that this regulation yielded additional
revenue of €180 million for 2008.

(d) As of 1 January 2009, the advance payment
of corporate income tax by sociétés anonymes
and limited liability companies was raised from
65% to 80%.

(e) The tax-exempt amount of income
(€10,500) applicable to traders, professionals,
etc. for incomes earned in 2008 was abolished
and a tax rate of 10% was established for this
amount. However, an amendment attached to
Law 3756/2009° postponed the implementation
of this provision until 2010 (for financial year
2009) and thus the tax-exempt amount remains
unchanged for the 2008 incomes (taxed in
2009).

(f) As of 1 January 2009, income from divi-
dends is taxed independently at a rate of 10%.

3 “Reinforcement of transparency of the state budget, monitoring of
public expenditure, tax justice measures, and other provisions.”

4 “Hellenic Deposit and Investment Guarantee Fund (TEKE), tran-
scription of Directives 2005/14/EC on the mandatory insurance of
motor vehicles and 2005/68/EC on reinsurance, and other provi-
sions”.

5 “Book-Entry Securities System, capital market provisions, tax pro-
visions, and other provisions”.



Thus, undistributed profits will be taxed at a
rate of 25% and distributed ones at a rate of
35%. The tax amount will be withheld at
source (i.e. by the sociétés anonymes upon div-
idend distribution) and paid to the tax author-
ities without any other liability of the taxpay-
ing person. At the same time, the tax rate on
the wages of the board members of sociétés
anonymes is increased from 25% to 35%.

(g) A tax is introduced for the first time in
Greece on the surplus value stemming from
the sale of shares quoted on the Athens
Exchange. At the same time, the 1.5%o0 tax on
Athens Exchange transactions is gradually
abolished. For the tax to be levied, it was ini-
tially determined that both the purchase and
the sale of the share would have to be carried
out after 1 January 2009. The implementation
of this measure was initially postponed until 1
April 2009 and later on (by a provision of Law
3756/2009) until 2010.

(h) Finally, a tax is levied on the option granted
to corporate executives. In effect, this implies
the imposition of two taxes as of 1 January
2009. First, the difference between the share’s
current price (in the stock exchange) and the
price at which the corporation sells the share
to its executives will be treated as (“notional”)
income of the employees, added to the tax-
payer’s other income and taxed according to
the general provisions applying to personal
income tax returns. Second, if a subsequent
sale of the share by the person results in cap-

ital profit as well, the aforementioned tax on
surplus value will be also levied.

Corporations keeping books of category C are
required to readjust the value of their fixed
assets every four years. The relevant readjust-
ment will take place in the 2008 balance sheet
and the resulting surplus value will be taxed at
a rate of 2% for land and 8% for buildings. The
relevant tax will be paid in four six-month
instalments by July 2010.

Extraordinary measures

After the initiation by the European Commis-
sion of the preliminary stages of the Excessive
Deficit Procedure for Greece and in order to
offset losses from the postponement of some
of the measures of August 2008, it was decided
to increase, as of 5 February 2009, the mini-
mum excise tax rate imposed on low-cost cig-
arettes (with a retail price lower than the
“price category most in demand”) from 75% to
80%. In parallel, as of the same date the excise
tax on alcoholic beverages (except wine) and
beer was increased by 20%.

In addition, new extraordinary measures were
announced on 18 March 2009, by which an
extraordinary one-off personal income tax was
imposed, ranging between €1,000 and €5,000
depending on the taxpayer’s income (earned in
2007). By a new amendment on 2 April, the
amount of this tax is gradually increased, up to
€25,000 for very high incomes.
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ViIl BALANCE OF PAYMENTS

I CURRENT ACCOUNT AND CAPITAL TRANSFERS
BALANCE: SUMMARY OF DEVELOPMENTS
AND PROSPECTS

The high current account deficits recorded in
recent years reflect the Greek economy’s
macroeconomic imbalances and structural
weaknesses, as a result of which total saving
falls short of domestic investment expenditure,
mainly because private saving as a percentage
of GDP is very low and public saving is nega-
tive. This shortfall is by definition reflected in
the current account deficit. The widening of the
deficit is associated with a continued decline in
the economy’s international cost and price
competitiveness, while its high level is con-
nected with low structural competitiveness.!

In 2008, the current account deficit stood at
€35.0 billion (or 14.4% of GDP), up by €2.7
billion compared with 2007 (14.2% of GDP).
The combined current and capital account
deficit, which corresponds to the economy’s
external financing requirements (i.e. net bor-
rowing, portfolio investment and direct
investment inflows), stood at 12.7% of GDP in
2008, up from 12.3% in 2007.

The rate of increase in the current account
deficit in 2008 fell to 8.2% (from 36.9% in
2007). The widening of the deficit mainly
reflects a higher net oil import bill and
increased net interest, dividend and profit pay-
ments, as well as (to a much lesser extent) a
rise in the trade deficit excluding oil and ships.
These developments were only partly offset by
the increased surpluses of the current transfers
and services balances (see Table VIII.1).? In
more detail:

® The €2.5 billion rise in the trade deficit is pri-
marily attributable to a €2.9 billion increase in
the net oil import bill and, to a much lesser
extent, to a €430 million hike in the trade
deficit excluding oil and ships, as export
receipts in this category rose by €1.8 billion,
while the import bill grew by €2.3 billion. How-
ever, the increase in exports of goods exclud-
ing oil and ships (of 15.2%, up from 4.7% in

2007) was almost triple that in the correspon-
ding imports (5.8%, down from 12.0% in
2007). By contrast, net payments for ship pur-
chases fell by €815 million.? The widening of
the trade deficit continued despite notably
higher exports, as the import bill remains
roughly triple than export receipts. This widen-
ing reflects a continued decline in international
price competitiveness (see Table VIII.2) and
—generally in the last few years — the inabil-
ity of domestic supply to meet domestic and for-
eign demand in terms of both composition and
growth. Although international oil prices fell
considerably in the last months of 2008, their
average annual level rose, which contributed to
a higher net oil import bill as well. Neverthe-
less, the recorded (according to Bank of
Greece data) notable rise in export receipts
excluding oil and ships in a period of declining
total foreign demand growth is mainly associ-
ated with Greek products’ commercial pene-
tration into the countries of South-Eastern
Europe, which still recorded relatively strong
growth rates in 2008. According to detailed
Bank of Greece data, increased export receipts
in 2008 are mainly attributable to exports of
agricultural and unclassified products, while
the higher import bill is mainly accounted for
by imports of machinery and means of trans-
port excluding ships.

® The surplus of the services balance rose by
€544 million. Underlying this development
were mostly higher net transport receipts (up
by €704 million). It should be noted that gross
transport (mainly merchant shipping) receipts
increased considerably in 2008 (by €2.2 billion
or 13.3%), as, until end-October, receipts on

1 For a more detailed discussion of the permanent and conjunctural
determinants of the current account deficit, see Bank of Greece,
Monetary Policy — Interim Report, October 2008, Chapter VI.3.

2 Developments in exports and imports of goods and services on a
national accounts basis are presented in Chapter IV.

3 According to the available NSSG provisional data, in 2008 the value
of exports excluding oil products and ships rose by 2.7%, compared
with 4.0% for imports. Moreover, the total value of exports
increased by 1.1%, while that of imports (excluding ships) rose by
10.1%. It should be recalled that differences between Bank of
Greece and NSSG trade data are largely due to the fact that Bank
of Greece data relate to receipts and payments mainly through the
domestic banking system, whereas NSSG data are based, on the one
hand, on customs data on trade with non-EU countries and, on the
other hand, on tax data (INTRASTAT) on intra-EU trade.
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Table VIII.1 Balance of payments

(million euro)

January - December

2006 2007

I CURRENT ACCOUNT BALANCE (I.A+LB+I1.C+1D) -23,668.1 -32,393.4
LA Trade balance (1LA.1-1.A2) -35,286.3 -41,499.2
Oil trade balance -8,761.3 -9,219.6

Non-oil trade balance -26,525.0 -32,279.6

Ships balance -3,390.5 -5,520.3

Trade balance excl. fuel and ships -23,134.5 -26,759.3

LA.1 Exports of goods 16,154.3 17,445.5

Fuel 2,939.8 3,037.3

Ships (receipts) 1,631.8 2,275.4

Other goods 11,582.7 12,132.8

I.A.2 Imports of goods 51,440.6 58,944.8

Fuel 11,701.1 12,256.9

Ships (payments) 5,022.3 7,795.7

Other goods 34,717.2 38,892.2

LB  Services balance (I.B.1—LB.2) 15,337.1 16,591.7
LB.1 Receipts 28,364.1 31,337.3

Travel 11,356.7 11,319.2

Transport 14,324.7 16,939.3

Other services 2,682.7 3,078.9

LB.2 Payments 13,027.0 14,745.6

Travel 2,382.8 2,485.7

Transport 6,991.3 7,771.3

Other services 3,652.9 4,488.6

LC Income balance (I1.C.1-L.C.2) -7,118.8 -9,077.0
LC.1 Receipts 3,626.1 4,625.7

Wages, salaries 318.1 366.9

Interest, dividends, profits 3,308.0 4,258.9

L.C.2 Payments 10,744.9 13,702.7

Wages, salaries 280.7 332.6

Interest, dividends, profits 10,464.2 13,370.1

LD Current transfers balance (I1.D.1-1.D.2) 3,399.9 1,591.1
L.D.1 Receipts 6,847.4 6,008.1

General government (mainly transfers from the EU) 4,462.4 4,361.2

Other sectors (emigrants’ remittances, etc.) 2,385.0 2,246.9

I.D.2 Payments 3,447.5 5,017.0

General government (mainly payments to the EU) 2,472.7 3,825.4

Other sectors 974.8 1,191.6

II CAPITAL TRANSFERS BALANCE (II.1-11.2) 3,041.3 4,332.3
II.1 Receipts 3,310.7 4,673.9
General government (mainly receipts from the EU) 3,116.5 4,401.4

Other sectors 194.2 272.4

I1.2 Payments 269.5 341.6
General government (mainly payments to the EU) 32.2 27.1

Other sectors 237.3 314.5

OI CURRENT ACCOUNT AND CAPITAL TRANSFERS BALANCE (I+1II) -20,626.8 -28,061.1
IV FINANCIAL ACCOUNT BALANCE (IV.A+IV.B+1V.C+IV.D) 20,363.7 27,361.4
IV.A Direct investment! 953.8 -2,499.0
By residents abroad -3,321.6 -3,900.1

By non-residents in Greece 4,275.4 1,401.1

IV.B Portfolio investment! 8,115.4 17,4417
Assets -6,961.2 -16,351.1
Liabilities 15,076.6 33,792.8

IV.C Other investment! 11,5185 12,740.6
Assets -5,851.0 -16,266.1
Liabilities 17,369.5 29,006.8
(General government loans) -447.7 -2341.7

IV.D Change in reserve assets? -224.0 -322.0

V ERRORS AND OMISSION 263.1 699.7
RESERVE ASSETS 2,169.0 2,491.0

Source: Bank of Greece.

* Provisional data.

1 (+) net inflow, (-) net outflow.
2 (+) decrease, (-) increase.
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2008*

-35,043.6
-44,048.8
-12,154.6
31,8943
-4,705.0
27,1893
19.812.9
42545
1,582.0
13,976.5
63.861.7
16,409.0
6,286.9
41,165.8
17,135.6
34,066.2
11,635.9
19,188.3
3,242.0
16,930.6
2,679.1
9,316.0
4,935.5
-10,889.0
5.732.8
344.7
5,388.1
16,621.8
410.1
16,211.7
2,758.6
6.882.7
4,678.8
2,203.9
4,124.1
2,717.6
1,406.4
4,090.8
4,637.8
42419
395.9
547.0
192.0
354.9
-30,952.8
30,160.2
1,666.7
-1,810.0
3,476.7
16,428.0
2689
16,696.9
12,094.6
27,8233
39,917.8
5727
29.0
729.7
2,521.0



Table VIII.2 Greece: revised nominal and real effective exchange rate (EER) indices'

(average annual levels, percentage changes)

2001
2002
2003
2004
2005
2006
2007
2008

Cumulative percentage change between 2001 and 2008

Real EER

On the basis of
relative unit labour

On the basis of relative costs in the whole

Nominal EER consumer prices economy
1.1 1.0 0.7

1.9 2.8 43

4.5 5.3 43

1.4 1.9 39

-0.7 0.3 0.3

0.1 1.0 1.9

1.4 1.9 32

23 2.8 4.7

12.4 183 25.7

Sources: Exchange rates: ECB, euro reference exchange rates. CPI: ECB, harmonised CPI where available. Unit labour costs in the whole econ-

omy: Bank of Greece estimates for Greece, ECB for the other countries.

1 Revised indices (compiled by the Bank of Greece) comprise Greece’s 28 main trading partners (including the other euro area countries, with
the exception of Malta). The weights used reflect the share of each partner country in Greece’s manufacturing trade (SITC 5-8) during 1999-

2001 and account for competition in third markets.
2 Provisional data and estimates.

a monthly basis were higher than in the cor-
responding months of 2007, before declining in
November and December, reflecting a decline
in freight rates since the third quarter of 2008
(see Box VIIIL.1).* Net travel receipts rose by
a mere €123 million compared with 2007, as
gross receipts (i.e. travel spending by non-res-
idents in Greece) increased moderately (by
€317 million or 2.8%), while gross payments
(i.e. travel spending by residents abroad) grew
by €194 million (or 7.8%). The underperfor-

mance of travel receipts reflects both weak-
nesses in the existing infrastructure that
adversely affect the level of quality competi-
tiveness and a decline in price competitiveness
(see Box VIIIL.1). Finally, net payments for
other services rose by €284 million.

4 These higher receipts are attributable to the fact that the current
long-term charter-parties had been concluded when freight rate lev-
els were higher, and to the appreciation of the US dollar vis-a-vis
the euro since August 2008, given that charter-parties are usually
priced in US dollars.

Box VIII. 1

SHIPPING AND TOURISM: RECENT DEVELOPMENTS, PROSPECTS, PROBLEMS, CONSEQUENCES OF THE

CRISIS

The services surplus contributes decisively to the limitation of the constantly widening trade deficit
and finances it by almost 40%. In the last few years, however, net travel, transport and other receipts
cover a diminishing share of the trade deficit, since the latter increases faster than the services sur-
plus. Travel and (mainly sea) transport receipts constitute the main components (adding up to more
than 90%) of the services balance. Until 2006, net travel receipts exceeded transport receipts. Ever
since, however, travel receipts have recorded very weak growth rates, while transport receipts —also
on account of the high levels of freight rates — have continued to grow strongly. Nevertheless, the
financial and economic crisis is expected to negatively affect tourism and ocean-going shipping.
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Tourism

Net travel receipts, which represent 52.3% of total net services receipts, came to 3.7% of GDP
in 2008 and covered nearly 20.3% of the trade deficit (see Table A). In 2008, net travel inflows
rose by 1.4%, while the rate of change in arrivals recorded a small downturn, despite the upward
trend observed in the first half of the year. A small decrease can be seen in average stay dura-
tion, while spending per journey and spending per overnight stay have increased (see Table B).

Table A Key macroeconomic aggregates of tourism and shipping

(million euro)

January-December

Average
2004 2005 2006 2007 2008 2004-2008
Receipts from travel services 10,347.8 10,729.5 11,356.7 11,319.2 11,635.9 11,077.8
Annual rate of change (%) 9.0 3.7 5.8 -0.3 2.8 4.1
Payments for travel services 2,310.4 2,445.7 2,382.8 2,485.7 2,679.2 2,460.8
Annual rate of change (%) 8.2 59 -2.6 43 7.8 4.6
Net receipts from travel services 8,037.4 8,283.8 8,973.9 8,833.5 8,956.7 8,617.1
Annual rate of change (%) 9.2 31 8.3 -1.6 1.4 4.0
Net receipts from travel services as:
- % of GDP 43 4.2 42 3.9 3.7 4.0
— % of the trade balance 31.6 30.1 25.4 21.3 20.3 24.8
— % of the services balance 52.0 53.8 58.5 532 523 53.9
Receipts from sea transport 12,404.2 12,953.0 13,280.2 15,678.6 17,940.5 14,451.3
Annual rate of change (%) 38.4 4.4 2.5 18.1 14.4 14.9
Payments for sea transport 4,486.0 4,646.9 5,024.5 5,426.7 6,487.2 5,214.2
Annual rate of change (%) 17.5 3.6 8.1 8.0 19.5 11.2
Net receipts from sea transport 7,918.3 8,306.1 8,255.7 10,251.9 11,453.3 9,237.1
Annual rate of change (%) 54.0 4.9 -0.6 242 11.7 17.4
Net receipts from sea transport as:
- % of GDP 43 4.2 3.9 45 4.7 43
- % of the trade balance 31.1 30.1 23.4 24.7 26.0 26.6
— % of the services balance 51.2 54.0 53.8 61.8 66.8 57.8

Sources: Bank of Greece and NSSG.

n of expenditure per journey and per night, and of average duration of
tourists’ stay in Greece

Expenditure per journey Expenditure per overnight stay Average duration of stay
Year (in euro) (in euro) (nights)
2004 7575 70.7 10.7
2005 745.7 69.9 10.7
2006 745.9 70.0 10.7
2007 700.2 70.2 10.0
2008 730.0 76.3 9.6

Source: Bank of Greece, Border Survey.
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The bulk of travel receipts is accounted for by tourists from the EU-27. However, their share has
shown a downward trend in the last two years. Almost two thirds of such receipts are attributa-
ble to euro area residents, the share of which in total travel receipts stood at 47.6% in 2008. The
top two countries of origin of tourists to Greece are Germany (16.5%) and the United Kingdom
(16.1%). In 2008, the shares of these countries were respectively 2 and 3 percentage points lower
than in 2007, a fact also reflected in the aforementioned narrowing of the shares of the EU-27
and euro area countries. Outside the EU-27, the share of Russia recorded an upward trend.

Problems and prospects for tourism

Market conditions, i.e. the industry’s dependence mainly on the European market and on large
European tour operators, tend to squeeze prices when the latter appear unwilling to respond to
the initially high prices offered by Greek hotels. In the end, Greek hotels are forced to offer lower
prices, at this point in order to at least cover their costs. But as costs are on the rise, these devel-
opments naturally curb considerably the profitability of the tourist industry, which resorts to offer-
ing all-inclusive packages.! This practice affects the price to quality ratio, as Greek hotels are forced
to offer their products at increasingly lower prices by cutting costs, with obvious consequences
for the quality of the services provided.

In examining the problems of the tourist industry, account should be taken of the following:
® The majority of tourists are medium- or low-income earners.

® The Greek tourist product is highly seasonal, focusing on the “sun and sea” package, without
seeking to develop alternative forms of tourism.

® There are weaknesses in the tourist infrastructure and shortages in specialised human resources,
as well as shortcomings in the infrastructure of land transport.

Efforts to raise travel receipts should aim mainly at increasing spending per journey. This can be
achieved by providing more and higher-quality services, as well as special interest services (e.g.
diving tourism). There is considerable room for improvement as well in the branch of business
journeys to Greek destinations (conference tourism etc.), particularly in the off-peak season. In
addition, the breakdown of receipts by country of origin shows considerable potential for further
penetration into the new markets of Russia, the new EU countries and many emerging countries.

The Greek tourist product exhibits high price elasticity of demand (i.e. an increase in prices eas-
ily makes tourists turn to rival markets), as well as high income elasticity of demand (i.e. adverse
economic conditions in the countries of origin have a negative effect on tourist spending).

The world economic crisis is expected to adversely affect travel behaviour worldwide. According
to recent estimates by the World Tourism Organisation, in 2009 tourist arrivals will remain
unchanged or will even decrease by around 1% to 2%. European destination countries in particular
are expected to be most heavily affected, as many top countries of origin are already in economic
recession.

1 All-inclusive packages usually comprise tourists’ transport, accommodation and board plus some extra services, such as night-life attrac-
tions, sport activities, etc.
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Specifically in the traditional countries of origin of tourists to Greece (UK, Germany, France,
Italy), growth is forecast to be negative in 2009. Thus, incoming travel traffic will decrease fur-
ther. Reduced arrivals, combined with an expected shorter average stay duration for visitors from
these countries, are bound to considerably affect travel receipts.

Ocean-going shipping

Net sea transport receipts rose in 2008 to 4.7% of GDP, a five-year high (see Table A). However,
the growth of net receipts in euro terms slowed down from 24% in 2007 to 12% in 2008.

In early 2009, the Greek-owned fleet represented approximately 15% of the world fleet? (roughly
one third of the Greek-owned fleet comprised ships flying the Greek flag). At the same time, the
Greek-owned fleet currently under construction represents 55% of the existing one and covers
around 16% of orders at global level.? The large number of orders by Greek ship-owners implies
that the share of Greek-owned shipping in the global one will remain unchanged. Dry (bulk) cargo
ships represent approximately half of the Greek-owned fleet, while crude oil tankers 35%.*

Developments in dry (bulk) cargo ships

In the first half of 2008, the Baltic Dry Index (BDI) — measuring freight rates for dry (bulk)
cargo ships— stood at high levels due to strong demand for raw materials (mainly iron ore)
by developing countries and primarily China (see Monetary Policy — Interim Report 2008, Octo-
ber 2008, Box VI.2). In the second half of the year, however, the BDI decreased considerably
(by 50% relative to the first half — see chart). This drop relates on the one hand to reduced
credit (letters of guarantee) to trade by the banking system and, on the other hand, to lower
imports (mainly of iron ore) by China on account of the adverse forecasts regarding the world
economy and demand for steel. But on an average annual basis this index was only 10% lower,
while in February 2009 it rose by 150% compared with December 2008. This increase is asso-
ciated with an agreement (between iron ore mining companies and steel producers) to lower
the selling price for iron ore and with the need to replenish the stocks used up in the second
half of 2008.

However, the outlook for the dry cargo market for 2009 is unfavourable. According to estimates,
the transport capacity of the dry cargo fleet is expected to increase by about 9% in 2009,
although the reduced prices of second-hand ships in the second half of 2008 have encouraged
the decommissioning and dismantlement of old ships. At the same time, the expected decline
in world trade volume and world GDP in 2009 entails a decrease in demand for sea transport.
Nevertheless, the implementation of the two-year support programme for the Chinese econ-
omy,® which will also involve infrastructure projects improving the country’s road and railroad
networks, may exert a stabilising effect on dry cargo ship freight rates, as it will boost imports
of building and raw materials.

2 In terms of transport capacity (dwt — deadweight tonnes).

3 Greek Controlled Shipping (February 2009) — Greek Shipping Co-operation Committee based on Lloyd’s Register — Fairplay data.

4 The remainder is mainly made up of oil product carriers (9%) and container ships (5%). As regards the Greek-flagged fleet, tankers
represent 50% and dry cargo ships 34% of the total.

5 Total world orders as a percentage of the existing fleet exceeded 70% in February 2009, while by the end of 2009 they will have fallen
to 50% due to deliveries of new ships by shipyards.

6 Announced by the Chinese government in November 2008.
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Developments in BDI and BDTI freight rates

Developments in tankers

Although high crude oil prices until the summer (average monthly data)

of 2008 drove down demand for oil sea trans- —— BDI (left-hand scale)

port, the low rate of increase in the world fleet — BDTI (right-hand scale)

of tankers (as they are dismantled or converted 11,000~ ~3,500
into dry cargo ships) has contributed to a rise 10,000~

in tanker freight rates up to end-July 2008 (see @i [ H
chart). However, a further drop in oil demand 8: . 5 500
due to the economic crisis and the successive ’
OPEC decisions to reduce crude oil production R 5 000
quotas have dampened demand for oil sea 00005 ’
transport. In addition, the enlargement of the 3,000 L 1,500
world fleet of tankers contributed to an 4,000

increase in the services offered. As a result of 3,000- 1,000
these conditions, the Baltic Dirty Tanker Index 2,000

(BDTI) fell. Relative to its high levels in July | - 200
2008, it was 38% lower in December 2008 (and 0 o
72% in February 2009), but nevertheless ' 2004 ' 2005 ' 2006 ' 2007 ' 2008 2009
;%cocérded an average annual increase of 34% in Source: Clarkson Research Services.

According to market estimates, shipyards will deliver about 300 new oil tankers worldwide in 2009,
i.e. double those delivered in 2008.” A considerably larger world fleet and the lower cargo to be
transported (due to an expected reduction in oil consumption in 2009%) should further squeeze
tanker freight rates.

General outlook for sea transport

Owing to the lower demand for sea transport and the higher transport capacity of the world fleet,
freight rates should remain at low levels in 2009. However, further cancellations of orders for con-
struction of new ships and an expected rise in the number of old ships being dismantled should
limit world fleet growth and contribute to a faster return of the freight markets to equilibrium,
at higher levels. Also, sea transport receipts are estimated to decline less than what would be
expected in the light of the observed decrease in freight rates, on account of existing long-term
charter-parties concluded at higher prices than the current ones. The anticipated (in principle)
recovery of the world economy in 2010 and the ensuing expansion of world trade volume should
contribute to higher freight rates.

7 Total world orders as a percentage of the existing fleet stood at around 40% in February 2009, while by end-2009 they will have fallen
to 23% due to deliveries of new ships by shipyards.
8 International Energy Agency — Oil Market Report — 13 March 2009.

® The income account deficit widened by €1.8
billion, mainly on account of higher net inter-
est, dividend and profit payments. This devel-
opment is largely associated with non-resi-
dents’ increased public debt holdings. At the
same time, the high gross external debt of the

public and the private sector, which stood at
149% of GDP at the end of 2008, is fed by
these same current account deficits.’

5 Almost three fifths of gross external debt has been incurred by gen-
eral government, while the remainder mainly by the business sec-

tor (financial and non-financial corporations).
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® Finally, the widening of the current transfers
surplus (up by €1.2 billion) is due to increased
EU transfers to general government (up by
€318 million), as well as considerably reduced
payments of this sector to the EU (down by
€1.1 billion), given that since December 2007
these payments also included Greece’s
retroactive contribution to the Community
Budget (amounting to €1.1 billion) due to the
upward revision of GDP.

The capital transfers balance® recorded a sur-
plus of €4.1 billion in 2008, slightly less (by
€242 million) than in 2007. The overall trans-
fers balance (current plus capital transfers)
recorded a surplus of €6.8 billion, i.e. €926
million higher than in 2007. Total net transfers
of funds from the EU (current plus capital
transfers minus payments to the Community
Budget) rose to €6.0 billion, or 2.5% of GDP.
It should be noted that between the launch of
CSF III and end-December 2008 €21.2 billion
had been disbursed by the Structural Funds,
i.e. approximately 94% of the envisaged com-
munity contribution.”

In 2009, the balance of payments will be con-
siderably affected by the deterioration in the
international and domestic economic environ-
ment, combined with the long-standing structural
weaknesses of the Greek economy. In more
detail:

¢ In the trade balance (excluding oil and ships),
exports of goods will be adversely affected by
the downturn in external demand, in particu-
lar under the impact of worsened market con-
ditions in the Balkans and other countries in
Eastern Europe. At the same time, imports will
decrease on account of the marked decelera-
tion of domestic demand growth. Owing to the
greater relative weight of imports, the trade
deficit is expected to narrow, benefiting in par-
ticular from (i) a reduced oil import bill, since
the average annual level of imported oil prices
in 2009 will be lower than in 2008 and the eco-
nomic downturn will affect oil demand (in vol-
ume terms); and (ii) reduced net payments for
ship imports, as many orders have been can-
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celled. Indicatively, according to Bank of
Greece data, in January 2009 exports of goods
excluding oil and ships fell by 17.6% compared
with January 2008, while the corresponding
imports declined by 23.5%3 (the oil import bill
dropped by 34.5%).

® Regarding the services balance, world mar-
ket developments are expected to have a con-
siderable negative effect on travel receipts.
Transport receipts will be adversely affected by
reduced world trade volumes and the already
recorded decline in freight rates (see also Box
VIIL.1).

® As regards capital transfers, it is expected
that, alongside the remaining disbursements
under CSF III, additional advance payments
will be received in 2009 and payments for proj-
ects and programmes under the National
Strategic Reference Framework (NSRF 2007-
2013, CSF 1V) will accelerate. Moreover, direct
payments and subsidies under the CAP will
remain substantial, estimated to border on €2.3
billion.’ It must be taken into account that,
according to the European Economic Recovery
Plan, Member States are allowed another six
months for absorbing remaining CSF III
resources.!® As regards disbursements under
the NSRF 2007-2013 (CSF 1V), the European
Commission has approved an additional
advance payment of 2.5% of the overall con-

6 EU capital transfers include mainly receipts from the Structural
Funds - other than the European Social Fund — and from the Cohe-
sion Fund under the CSF.

7 Already by end-March 2009, according to provisional data, 96% of
the overall community contribution had been disbursed.

8 According to NSSG provisional data, in January 2009 the value of
exports excluding oil and ships fell by 18.5%, while the value of the
corresponding imports fell by 11.7%.

9 From now on, direct payments and subsidies will be financed by the
European Agricultural Guarantee Fund (EAGF), which replaces
the Guarantee Section of the EAGGF. As regards the entire period
up to 2013, it appears that direct payments and subsidies under the
CAP will carry on in general terms as they stand, unless new CAP
implementation measures apply before 2013, given that the future
of the CAP is being reviewed in the context of the negotiations on
the Budget of the European Union for the 2014-2020 programming
period (See Commission of the European Communities, Com-
munication from the Commission, Preparing for the “Health
Check” of the CAP reform, COM (2007)722, 20 November 2007).

10 It should be recalled that, although CSF III implementation has
been completed on 31 December 2008 according to the well-known
“n+2" rule, the European Commission has already granted Greece
an extension until the end of 2009 for the programmes related to
the country’s fire-stricken areas (press release by the Ministry of
Economy and Finance, 2 January 2009).



tribution of the Structural Funds." For Greece,
this amounts to €409 million and thus total
advance payments will come to roughly €500
million in 2009. At the same time, the Com-
mission has recommended specific changes in
the regulations and operational programme
implementation procedures to speed up dis-
bursements and support more effectively the
sectors most affected by the crisis.!? Particularly
important is the option offered to Member
States to increase at the beginning of the 2007-
2013 programming period the share of the com-
munity contribution in the total cost of co-
funded projects and programmes (commensu-
rately reducing the national contribution), pro-
vided however that the required share of the
national contribution will have been covered by
the end of the programming period."

Against this background, the current account
deficit is expected to narrow to 12.5-13.0% of
GDP in 2009. However, the deficit continues to
be high and may widen again as soon as the econ-
omy starts to recover. Therefore, there is still a
need to implement medium- and long-term
policy measures aimed at addressing the more
permanent causes of the high deficit.

2 FINANCIAL ACCOUNT

In 2008, financial investment, i.e. the sum of
direct, portfolio and “other” investment (which
mainly includes interbank deposit and repo
holdings), recorded a net inflow of €30.2 bil-
lion, compared with a net inflow of €27.7 bil-
lion in 2007 (see Table VIII.1). In more detail,
the record shows net inflows of €16.4 billion
under portfolio investment (compared with a
net inflow of €17.4 billion in 2007), of €12.1
billion under “other” investment (€12.7 billion
in 2007) and of €1.7 billion under direct invest-
ment (compared with a net outflow of €2.5 bil-
lion in 2007).

® Net inflows for non-residents’ direct invest-
ment in Greece rose to €3.5 billion, from €1.4
billion in 2007. The acquisition of 19.99% of
the capital of the Hellenic Telecommunica-

tions Organisation (OTE) (amounting to €2.5
billion) in May plus another 3.03% (worth €0.4
billion) in November by Deutsche Telekom
(Germany) was the most important of these
inflows.'* It should be recalled that the rela-
tively low level of foreign direct investment in
Greece is attributable to, among other things,
the country’s product and labour market inflex-
ibilities, infrastructure weaknesses and heavy
red tape.’S Outflows for residents’ investment
abroad came to €1.8 billion (down from €3.9
billion in 2007) and mainly related to banks’
investment activity in the Balkan countries.®

11 According to the fundamental regulations of the European Union
(EU), in the 2007-2013 period the European Commission pays in
advance to Greece and all the other EU-15 Member States 5% of
the overall contribution of the Structural Funds (2% in 2007 and
3% in 2008) and 7.5% of the contribution of the Cohesion Fund
(2% in 2007, 3% in 2008 and 2.5% in 2009). For 2007-2008, Greece
has already received advance payments in the order of €1 billion.

12 See European Commission, A European Economic Recovery Plan,
COM (2008) 800, 26 November 2008, and Speech by Commis-
sioner Hiibner at the informal meeting of EU ministers, “Cohe-
sion Policy Response to the Financial Crisis”, Marseilles, 26
November 2008.

13 Statements by Commissioner Hiibner in Athens, 24 February 2009.

14 In addition to the acquisition of part of the capital of OTE, other
considerable direct investments by non-residents in Greece in 2008
included inflows of: (i) €50 million for the participation of Alapis
Farma (Cyprus) in the capital of its parent company Alapis SA;
(ii) €22 million for the participation of Xanatech Ltd (Cyprus) in the
capital increase of Channel Nine SA; (iii) €103 million for the par-
ticipation of Emirates International Telecommunications LLC in the
capital increase of Forthnet; (iv) €30 million for the acquisition of
the classified ads newspaper “Chrysi Efkairia” by Southeastern
Europe Fund (Cyprus); (v) €26 million representing part of the price
for the acquisition of Alpha television channel by RTL (Germany);
(vi) €46 million for the increase of the stake of Crédit Agricole in
the capital of Emporiki Bank from 68.2% to 77.5%; and (vii) €28
million for the acquisition by Dixons (England) of the stake held by
Fourlis in the Kotsovolos company. At the same time, there was an
outflow of €70 million due to the sale of the supermarket chain Plus
Hellas by Tengelmann KKG (Germany) to AB Vassilopoulos SA;
an outflow of €150 million due to the sale to Alapis SA of the 49%
stake held by Boxwood in Gerolymatos SA; and an outflow of €30
million —first instalment out of six— due to the sale to Wind Hel-
las of the stake held by Wind PPC Holding in Tellas SA.

15 See also Bank of Greece, Monetary Policy — Interim Report, Octo-
ber 2006, Box IV.1.

16 Residents’ direct investment abroad included, most importantly,
outflows of: (i) €80 million for a capital injection by Eurobank to
EFG Spolka AK (Poland); (ii) €50 million for the increase in
Piraeus Bank’s participation in the capital of its subsidiary Atlas
Banka (Serbia); (iii) €17 million for the increase in Eurobank’s par-
ticipation in the capital of its subsidiary Eurobank Serbia (Serbia);
(iv) €47 million for the participation of the National Bank of Greece
in the capital increase of the bank Romaneaska (Romania); (v) €260
million for the partial acquisition of Ocean Rig ASA (Norway) by
the Ikonomou Group; (vi) €49 million for the participation of Alpha
Bank in the capital increase of its subsidiary Alpha Bank Srbija AD;
(vii) €492 million for the acquisition by Forthnet of the companies
that owned the Nova pay-TV platform; (viii) €395 million for the
participation of Titan Cement Atlantic SA in the capital increases
of Titan America LLC in the US (€298 million) and of Columbus
Properties in the Netherlands (€97 million); and (ix) €42 million
for the participation of the National Bank of Greece in the capital
increase of the bank Romaneaska (Romania). Furthermore, there
was a net inflow (disinvestment) of €624 million due to the sale of
Antenna’s investment in a television channel in Bulgaria.
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Table VIII.3 Geographical breakdown of foreign direct investment inflows in Greece

(million euro)

EU-27!
Euro area
Other OECD countries?
Balkan countries?
Middle East, Mediterranean and former USSR*
Other countries
Total direct investment by non-residents

Source: Bank of Greece.
* Provisional data.

2006 2007 2008*
3,994 1,196 3,200
3,53 1,435 3,297
203 108 143
0 0 1

13 19 7

65 78 124
4,275 1,401 3,475

1 EU: 25 countries in 2006 and 27 countries thereafter (following the accession of Bulgaria and Romania).

2 Australia, Canada, Iceland, Japan, S. Korea, Mexico, New Zealand, Norway, Switzerland, Turkey and United States.
3 Albania and former Yugoslavia countries (Bosnia-Herzegovina, Croatia, FYROM, Serbia and Montenegro).

4 Greece’s main trading partners in the Middle East, the Mediterranean and former USSR countries.

Table VIIl.4 Geographical breakdown of Greek direct investment outflows

(million euro)

EU-27!
Euro area
Other OECD countries?
Balkan countries?
Middle East, Mediterranean and former USSR*
Other countries
Total direct investment by residents

Source: Bank of Greece.
* Provisional data.

2006 2007 2008*
375 1,371 789
461 864 1,073

2,342 2,125 617
510 121 153

15 47 75
80 236 167
3,322 3,900 1,802

1 EU: 25 countries in 2006 and 27 countries thereafter (following the accession of Bulgaria and Romania).

2 Australia, Canada, Iceland, Japan, S. Korea, Mexico, New Zealand, Norway, Switzerland, Turkey and United States.
3 Albania and former Yugoslavia countries (Bosnia-Herzegovina, Croatia, FYROM, Serbia and Montenegro).

4 Greece’s main trading partners in the Middle East, the Mediterranean and former USSR countries.

Table VIII.3 shows the country breakdown of
non-residents’ direct investment in Greece.
This originated primarily from the EU, in par-
ticular the euro area countries, and to a much
lesser extent from the other countries of the
OECD. Table VIIL.4 presents the country
breakdown of residents’ direct investment
abroad. The euro area countries and the other
countries of the OECD attracted the bulk of
this investment; particularly considerable was
the share of the Balkan countries.
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® The climate of uncertainty prevailing in
world capital markets has affected portfolio
investment. Inflows for non-residents’ portfolio
investment stood at €16.7 billion, i.e. consid-
erably lower than in 2007 (€33.8 billion). This
development is attributable mainly to reduced
placements by foreign investors in Greek gov-
ernment bonds and Treasury bills, which came
to €19.9 billion, down from €25.7 billion in
2007, and secondarily to net sales of Greek
companies’ shares by non-residents, amounting



Table VIII.5 Greece’s international investment position

(million euro)

1. Direct investment

Abroad by residents

In Greece by non-residents
2. Portfolio investment

Assets

Liabilities
3.Financial derivatives
4.Other investment

Assets

Liabilities
5.Reserve assets
Net international investment position (iip)(1+2+3+4+5)
GDP
Net iip as % of GDP

Source: Bank of Greece.
* Provisional estimates.
1 Revised data.

to €3.7 billion (compared with net purchases of
€8.1 billion in 2007). Residents’ portfolio
investment abroad also recorded a steep fall
and came to €0.3 billion, down from €16.3 bil-
lion in 2007. This drop reflected mainly net
inflows due to sales of foreign shares by resi-
dents amounting to €2.9 billion (compared with
a net outflow of €0.5 billion in 2007), as well as
residents’ reduced investment in foreign bonds
and Treasury bills (€2.2 billion in 2008, com-
pared with €15.4 billion in 2007).

® Under “other” investment, the considerable
net inflows reflect mainly the fact that inflows
for non-residents’ investment in deposits and
repos in Greece were much higher than out-
flows for corresponding placements abroad by
domestic credit institutions and institutional
investors. In more detail,
deposit and repo holdings in Greece increased
to €40.9 billion, up from €31.7 billion in 2007,
while residents’ corresponding holdings
abroad rose to €27.0 billion, up from €15.8 bil-
lion in 2007. A small part of these inflows into

non-residents’

2006 2007" 2008+
-14,328 -14,653 -3,063
17,022 21,500 23310
31,350 36,153 26,373
127,172 -149,589 -123,099
67,195 86,848 85,880
194,367 236,437 208,979
10 503 970
-38,842 -53,220 61,273
62,640 78,717 106,695
101,482 131,937 167,968
2,169 2,491 2,521
-178,163 214,468 -183,944
213,207 228,181 242,946
-83.6 -94.0 757

Greece was offset by repayments of loans
granted by non-residents to residents (amount-
ing to €0.9 billion).

Finally, the country’s reserve assets, as defined
by the European Central Bank, stood at €2.5
billion at end-2008.

3 INTERNATIONAL INVESTMENT POSITION

In 2008, the negative international investment
position of Greece improved to €183.9 billion
at the end of the year (75.7% of GDP), down
from €214.5 billion at end-2007 (94.0% of
GDP - see Table VIILS).

This reflects developments in mainly portfolio
investment and, to a lesser extent, direct invest-
ment. Reduced liabilities under portfolio and
direct investment resulted mainly from the
considerable downturn of the stock exchange
index in 2008, which affected the valuation of

these items.
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IX FINANCIAL MARKETS IN GREECE AND THE
STABILITY OF THE BANKING SYSTEM

I MONETARY DEVELOPMENTS AND BANK
DEPOSIT RATES

I.1 MONETARY DEVELOPMENTS

After accelerating until September 2008, the
annual growth rate of the monetary aggregate
M3! slowed down in the last few months of the
year, a trend that continued into the first two
months of 2009 (February 2009: 10.9%, fourth
quarter 2008: 14.4%, fourth quarter 2007:
14.7%, see Table IX.1). This slowdown is asso-
ciated with the tightening of terms and condi-
tions applied by MFIs for lending to the private
sector, which has been observed since the
fourth quarter of 2008, as well as with weak
economic activity. The growth rate of M3 partly
reflects a base effect from last year’s shifts from
assets outside M33 to M3 components, mostly
deposits with an agreed maturity of up to two
years. Underlying this shift were an increase in
short-term deposit rates* (in the context of
Greek banks’ competition for funding) and the
negative yields on mutual funds (across all
types) during the period under review. It
should be noted, however, that the M3 growth
rate remained higher than the corresponding
euro area figure, which declined significantly
during 2008 and the first two months of 2009
(February 2009: 5.5%, fourth quarter 2008:
7.8%, fourth quarter 2007: 12.3%).

Among individual M3 components, develop-
ments in deposits were largely driven by inter-
est rate changes. Specifically, the stronger
increase in the remuneration of time deposits,
compared with other deposits,® also encouraged
shifts of funds within M3, particularly from
highly liquid deposits to time deposits. Thus, the
growth rate of time deposits, though deceler-
ating, remained high (February 2009: 28.9%,
fourth quarter 2008: 39.1%, fourth quarter
2007: 42.2%, see Table IX.1) and the share of
time deposits in M3 had risen to 58.5% by the
end of the year. In contrast, overnight deposits
continued to decline (February 2009: -4.0%,
fourth quarter 2008: -7.0%, fourth quarter 2007:
-0.9%, see Table 1X.1), causing their share in
M3 to fall to 38.6% by the end of the year.

Owing to the above developments, the growth
rate of total M3 deposits moderated marginally
and reached 15.3% in the fourth quarter of 2008
(fourth quarter 2007: 15.9%). This downward
trend was strengthened in the first two months
of 2009 (February 2009: 13.4%). As regards the
other M3 components, holdings of repos and
money market fund shares/units declined fur-
ther (see Table IX.1).

1.2 BANK DEPOSIT RATES

During 2008, interest rates on household
deposits, which are mostly short-term, rose sig-
nificantly in the case of deposits with an agreed
maturity of up to one year and remained
almost unchanged in the case of overnight
deposits. Until October, deposit rates mirrored
developments in interbank rates, but they were
not affected by the interbank rate decline in
the fourth quarter of the year. Developments
in deposit rates during 2008 were associated
with the liquidity shortage conditions in the
interbank market, as well as with the difficul-
ties faced by Greek banks in accessing inter-
national money and capital markets. In order
to strengthen their deposit bases, Greek banks
offered high interest rates on longer-term
deposits. Thus, the interest rate on deposits
with an agreed maturity of up to one year, i.e.
the largest deposit category, rose by 84 basis
points (December 2008: 5,36%), while the
interest rate on overnight deposits remained
almost unchanged (December 2008: 1.24%). In
the first two months of 2009, interest rates on
both deposit categories fell (see Chart I1X.1),
as funding conditions improved for Greek
banks (partly as a result of recourse to the
Eurosystem liquidity providing operations).
Finally, the repo rate fell markedly during 2008
and in the first two months of 2009 (declining
by 243 basis points between December 2007
and February 2009).

1 This aggregate is the Greek contribution to the euro area M3 and
does not include currency in circulation.

2 See Section 2 of this chapter.

3 Mostly from bond-type mutual funds and funds of funds.

4 See Section 1.2 of this chapter.

5 See Section 1.2 of this chapter.
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Chart IX.1 Bank interest rates on new The interest rate on savings deposits (which
deposits by households in Greece and the form the largest part of overnight deposits) at
euro area end-2008 stood at its end-2007 level (1.16%).
In real terms (calculated on the basis of the
annual inflation rate) it remained negative

(percentages per annum)

——  with an agreed maturity of up to one year in Greece'

—  with an agreed maturity of up to one year in the curo (December 2008: -2.99%), even more strongly
area’ s compared with 2007 (-1.7%). The real interest

------- overnight in Greece™ ) . .
....... overnight in the euro area' rate on deposits with an agreed maturity of up
55 55 to one year, which was positive in 2007,
remained positive on average in 2008 (0.71%),

45 4.5 but was lower than in 2007 (1.08%).

35 3.5 The interest rate on deposits with an agreed
maturity of up to one year in the euro area fell
23 23 in 2008 (by 53 basis points, December 2008:

3.75%) and in January 2009 (by 47 basis
points). Thus, its spread over the correspon-
ding Greek rate widened further (January

0.5 0.5

2009: 161 basis points). Given that the Greek

05 14 | | | | | os interest rate on deposits with an agreed matu-

2003 2004 2005 2006 2007 20082009 rity of up to one year remains one of the high-

Sources: Bank of Greece and ECB. est in the euro area, Greek banks continue to
1 Monthly average rate. . . . .

2 The interest rate on savings deposits is used, as these deposits face relatively higher funding costs. Regarding

represent the bulk of overnight deposits and their interest rate is . . .
almostidentical to the overnight rate. overnight deposits, the interest rate spread

& LBE e between Greece and the euro area also rose,

Table IX.2A Bank interest rates on new deposits by households in the euro area and Greece

(percentages per annum)

Change Change
Jan. 2009/ Feb. 2009/
Dec. 2007 Dec. 2007
(in per- (in per-
Dec. June Oct. Dec. Jan. centage Feb. centage
2007 2008 2008 2008 2009 points) 2009° points)
Overnight!
Weighted average interest rate in the 118 1.24 134 116 1.02 0.16
euro area
Maximum interest rate 2.58 2.62 2.73 2.21 1.77 -0.81
Minimum interest rate 0.19 0.21 0.17 0.17 0.16 -0.03
Interest rate in Greece 1.24 1.25 1.27 1.24 1.15 -0.09 0.98 -0.26
Interest rate differential between 0.06 0.01 0.07 0.08 0.13 0.07
Greece and the euro area
With an agreed maturity of up to one year®
Weighted average interest rate in the
euro arca 4.28 4.43 4.77 3.75 3.28 -1.00
Maximum interest rate 4.68 5.11 5.72 6.04 6.14 1.46
Minimum interest rate 2.94 3.10 3.73 2.59 1.82 -1.12
Interest rate in Greece 452 4.84 5.37 5.36 4.89 0.37 3.87 -0.65
Interest rate differential between 0.24 0.41 0.60 161 161 137

Greece and the euro area

Sources: ECB and euro area NCBs.

1 End-of-month rate.

2 Monthly average rate.

3 Data on bank interest rates in February 2009 were not available on the date of publication of this Report.

Annual
Report
2008



Table IX.2B Bank interest rates on new deposits by households in euro area countries

Overnight? With agreed maturity of up to one year?

December 2007 January 2009 December 2007 January 2009
Austria 1.93 1.50 4.28 2.79
Belgium 1.16 0.73 4.21 223
France 0.19 0.16 4.18 2.63
Germany 1.83 1.77 422 2.67
Greece 1.24 115 4.52 4.89
Ireland 1.40 0.89 4.08* 2.60*
Spain 0.70 0.61 4.49 3.43
Italy 1.28 0.91 2.94 2.41
Cyprus - 1.58 - 6.14
Luxembourg 2.58 1.53 4.07 1.82
Malta 1.10 0.46 3.88 2.71
Netherlands 0.80 0.65 4.25 4.28
Portugal 0.20 0.20 4.16 321
Slovakia - 0.53 - 2.06
Slovenia 0.40 0.48 4.04 4.08
Finland 1.09 0.61 4.68 2.41

Sources: ECB and euro area NCBs.

1 Despite the efforts to harmonise statistical methodologies across the euro area, considerable heterogeneity remains in the classification of
banking products, which is partly due to differences in national conventions and practices as well as regulatory and fiscal arrangements .

2 End-of-month rate.
3 Monthly average rate.
4 The interest rate applies to all time deposits irrespective of maturity.

although marginally, in late 2008 and in Janu-
ary 2009 (see Tables IX.2A and IX.2B).

2 FINANCING OF THE ECONOMY - BANK
CREDIT TO ENTERPRISES AND HOUSEHOLDS

2.1 FINANCING OF THE ECONOMY

After picking up during the January-Septem-
ber 2008 period, the annual growth rate of total
domestic MFI° credit to the economy moder-
ated in the last months of the year (fourth
quarter 2008: 16.6%, fourth quarter 2007:
13.5%, see Chart IX.2 and Table IX.3) and the
first two months of 2009, to stand at 14.2% in
February. This deceleration reflected a strong
decline in credit expansion to the private sec-
tor during that period. In contrast, the annual
growth rate of credit to general government
continued to rise (February 2009: 21.3%,

Annual
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fourth quarter 2008: 8.1%, fourth quarter
2007: -16.1%), partly reflecting increased MFI
holdings of government securities.

2.2 BANK CREDIT TO ENTERPRISES AND HOUSE-
HOLDS

The recent weakening in credit expansion to
the private sector (non-financial enterprises
and households) reflected lower credit expan-
sion both to enterprises and to households. This
development is attributable to the impact of the
financial crisis feeding through into the real
economy, as well as to the adverse prospects for

6 Total MFI credit to the economy comprises loans given to enter-
prises, households and general government; government securities
and corporate bonds held by MFIs; and securitised loans and secu-
ritised corporate bonds. In calculating the outstanding amounts of
growth rates of total MFI credit, the valuation differences arising
when loans denominated in foreign currency are valued in euro, as
well as write-offs effected by banks during the reference period are
taken into account.
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Chart 1X.2 FinancingI by domestic MFls

(percentage changes over same month of previous year)

—— houscholds
—— enterprises and households
------- total financing
....... enterprises
general government
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Source: Bank of Greece.

1 Including MFI loans to enterprises, households and general
government, as well as total MFI holdings of government
securities and corporate bonds. Also including the amounts of
securitised loans and corporate bonds, foreign exchange
valuation differences and loan write-offs carried out by banks
during thereference period.

future economic activity. These factors com-
pound the uncertainty characterising house-
holds and enterprises regarding the evolution
of their income or profits, respectively, as well
as the MFIs about the sustained creditworthi-
ness of borrowers.” It is worth noting that,
according to seasonally adjusted data, since
November 2008 the annualised monthly rate of
credit expansion to the private sector has been
significantly lower than the corresponding year-
on-year rate. Moreover, in the four-month
period from November 2008 to February 2009,
new deposits by the private sector with domes-
tic MFIs fell by almost 30% compared with one
year earlier, while the ratio of net credit flow?
to new deposits showed a much stronger
decline (from 142% to 32%). The last devel-
opment is consistent with the trend toward
deleveraging observed among MFIs worldwide.

In particular, the annual rate of credit expan-
sion to enterprises, which had followed an
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upward path since around mid-2005, started
declining in November 2008 (February 2009:
15.3%, fourth quarter 2008: 21.6%, fourth
quarter 2007: 20.1%, see Chart IX.2). It should
be noted that the rate of credit expansion to
enterprises in January and February 2009 was
affected negatively by the sale of a corporate
bond portfolio by one domestic MFI to
another euro area MFI. Without that sale, it
would have been 18.3% in January and 16.6%
in February. The deceleration of credit expan-
sion to enterprises was mostly due to a tight-
ening of MFIs’ terms and conditions for lend-
ing to businesses, while demand for corporate
loans remained virtually unchanged,” mostly
reflecting the need for working capital and lig-
uidity, as enterprises cut down on their invest-
ment projects. The weakening of credit expan-
sion to enterprises is likely to continue, as
banks’ expectations of an increase in non-per-
forming loans should act as a constraint on the
supply of new corporate loans and could have
a negative effect on the renewal of the existing
credit lines.

With credit expansion to enterprises outpacing
nominal GDP growth, total credit to enter-
prises (including corporate bonds, securitised
loans and securitised corporate bonds) as a
percentage of GDP rose to 54.5% in Decem-
ber 2008, from 48.8% in December 2007. Tak-
ing into account only bank loans, credit to
enterprises stood at 42.6% of GDP in Decem-
ber 2008 (December 2007: 39.3%), 9.8 per-
centage points lower than the corresponding
euro area figure.!® New issuance of corporate
bonds also remained high, accounting for

7 The uncertainty of MFIs as regards the uncertainty characterising
loan servicing is exacerbated by an increase in non-performing
loans in 2008 (see Section 7.2 of this chapter).

8 Net credit flow includes the change in the outstanding stock of
credit (loans, corporate bonds, securitised loans and securitised cor-
porate bonds), the valuation differences arising when loans denom-
inated in foreign currency are valued in euro, as well as write-offs
effected by banks during the reference period.

9 Sustained demand is also confirmed by the results of the October
2008 and the January 2009 rounds of the Bank Lending Survey. The
Bank Lending Survey is conducted by the Bank of Greece on a
quarterly basis, as part of a similar Eurosystem-wide survey.

10 Data concerning euro area securitised MFI loans to enterprises
(and to households, respectively) are not available as yet; they are
expected to be published by the ECB by 2010 (see “Publication of
data on MFI loans to the private sector adjusted for sales and secu-
ritisation”, ECB, Monthly Bulletin, February 2009, p. 19).



26.8% of total net bank financing flows to
enterprises during 2008. Thus, these securities
represented 18.6% of total MFI credit to
enterprises at end-2008 (December 2007:
17.0%).

The sectoral breakdown of credit expansion
shows that in the November 2008-February
2009 period the annual growth rate of credit
decelerated across all sectors of economic
activity (see Table IX.4). It is worth noting that
the growth of credit to retail trade firms (of
which around 300,000 are small and medium-
sized enterprises) remained strong in 2008 and
in the first two months of 2009.!! In December
2008 it exceeded both the December 2007 and
the 2006-2007 period average.

The annual growth rate of domestic MFI
credit to households fell significantly during
2008 and in the first two months of 2009,
standing at 10.3% in February (fourth quar-
ter 2008: 14.8%, fourth quarter 2007: 23.6%,
see Chart IX.2). The decline was stronger in
the four months from November 2008 to Feb-
ruary 2009, as net credit flows!? fell by 72%,
compared with the corresponding period a
year earlier. Throughout 2008, a key factor in
the deceleration of the annual growth rate of
the outstanding stock of credit to households
was the weakened growth of housing loans,
while from September 2008 onwards the
stronger slowdown in the growth of consumer
loans, relative to previous months also played
a role. Apart from the above mentioned fac-
tors, the observed deceleration is also attrib-
uted to a decline in demand for bank loans
due to a corresponding drop in expenditure
for house purchase or repairs. It is also con-
nected with increased cautiousness of con-
sumers, owing to uncertainty for the evolution
of their incomes.

Total MFI credit to households (including
securitised loans) as a percentage of GDP
stood at 48.2% in December 2008 (December
2007: 45.6%). Excluding securitisations,
loans to households amounted to 39.9% of
GDP at end-2008, which is significantly lower

than the corresponding euro area figure
(53.2%).

Specifically, the annual growth rate of the out-
standing balance of both housing and con-
sumer loans decelerated!® during 2008 and in
the first two months of 2009 (see Table 1X.3).
This development is associated with the tight-
ening of credit standards during this period, as
well as weaker demand for housing loans, as
mentioned above. It is worth noting that, since
the fourth quarter of 2008, for the first time in
two years, a decline in demand for consumer
loans has been observed, which is partly attrib-
uted to lower household expenditure on con-
sumer durables.!*

The weakening in the annual growth of credit
to the private sector is expected to continue in
2009, with dampening effects estimated to
come both on the supply and on the demand
side. On the supply side, this development is
attributed to banks’ tightening of credit stan-
dards in an effort to contain future non-per-
forming loans (which are initially expected to
increase, due to the projected further weak-
ening of economic activity in 2009) as well as
to their preference for liquidity. In this respect,
deposits are the main source of funding for
MFlIs, ' as the ability to raise funds through the
interbank market has been significantly
reduced.

11 One factor that underpinned strong credit expansion to retail credit
firms in the first two months of 2009 was the liquidity support for
small and medium-sized enterprises offered by the Guarantee Fund
for Small and Very Small Enterprises (TEMPME).

12 See footnote 8.

13 The net flow of housing loans in the four months from November
2008 to February 2009 fell by 67% over the corresponding period
a year earlier, while the net flow of consumer loans declined by
78%.

14 See Chapter III for trends in consumer confidence, retail trade vol-
ume and car sales indices. As regards consumer durables, the rel-
evant NSSG index (for retail trade volume of furniture, electrical
and household appliances) fell at an annual average rate of 4.3%
in 2008, compared with an annual average increase of 6.7% in 2007
(revised data). Moreover, the IOBE consumer survey, in the sec-
tion regarding (on a quarterly basis) consumers’ intention to pur-
chase consumer goods within 2009, records a decline in car pur-
chases (see Foundation for Economic and Industrial Research —
10BE, Results of Conjunctural Surveys, January 2009).

15 It should be noted, however, that from September 2008 onwards
a deceleration in the growth rate of deposits is observed in Greece.
Whether this trend continues will partly depend on the projected

weakening of household disposable income.
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Turning to the liquidity of banks, the partici-
pation of Greek banks in the liquidity support
plan has been satisfactory so far, and is
expected to have a positive effect.!® In the euro
area interbank market, despite signs of
improvement the volume of transactions has
remained subdued. Domestic MFIs, facing dif-
ficulties in accessing international money and
capital markets, continue to rely on the liq-
uidity-providing operations of the Eurosystem,
and partly on loan securitisations, which
appear to have increased substantially, in line
with similar developments in the euro area.

On the demand side, household uncertainty
regarding their future incomes, as well as the
economic slowdown, are having a negative
effect on the willingness of households and
enterprises to increase their indebtedness,
especially longer-term debt. This development
should dampen further credit expansion to the
private sector in 2009 which, however, is pro-
jected to remain higher than nominal GDP
growth thus providing a support to domestic
economic activity.

3 BANK LENDING RATES AND THE INTEREST
RATE SPREAD

Bank lending rates in Greece showed divergent
trends in 2008 (see Chart IX.3). Interest rates
on new loans showed a decline that was
broadly based across individual categories in
the last two months of 2008, falling signifi-
cantly further in the first two months of this
year. However, in December 2008 interest
rates on new loans to households were higher
than in December 2007, while interest rates on
loans to non-financial corporations were lower.
The total decline in interest rates on corporate
loans in 2008, which was smaller than that in
interbank rates, was offset by interest rate
increases in all categories of loans to house-
holds. Thus, the average interest rate on total
new loans rose marginally in 2008.

The above developments are mostly attributed
to the fact that banks, finding it difficult to tap

Chart IX.3 Bank interest rates on new

loans in Greece

(percentages per annum)

—— consumer loans with an initial rate fixation of
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the interbank market, sought to attract time
deposits by offering high interest rates which
supported a high level of interest rates on lend-
ing. Moreover, Greek banks faced more
unfavourable funding conditions as a result of
awidening yield spread of Greek government
bonds over German bonds. The cuts in key
ECB rates and the declines in interbank rates
were not mirrored by rates on new loans, as
they were partly offset by the increased risk
premiums required by Greek banks due to
higher loan loss ratios. In contrast, there was
a significant alleviation of indebtedness for
existing loans agreed at floating rates.

In the euro area, interest rates on bank loans
to households dropped —in contrast with the
corresponding Greek rates which continued to
rise— and at end-2008 they stood at lower lev-

16 According to the results of the Bank Lending Survey, MFIs esti-
mate that the launch of this plan has brought about little improve-
ment in their access to funding in the fourth quarter of 2008 and
continue to face difficulties in terms of medium- and long-term
funding. Still, they expect a considerable improvement after the full

implementation of the plan.
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Table IX.5A Bank interest rates on new loans in the euro area and Greece

(percentages per annum)

Change Change
Jan. 2009/ Feb. 2009/
Dec. 2007 Dec. 2007
December January  (percentage February  (percentage
2007 2009 points) 2009? points)
A. Loans with a floating rate or an initial rate fixation of up to one year
A.1 Loans up to €1 million to non-financial corporations
Weighted average interest rate in the euro area 6.08 4.73 -1.35
Maximum interest rate 7.25 7.13 -0.12
Minimum interest rate 5.41 3.71 -1.70
Interest rate in Greece 6.83 5.45 -1.38 4.99 -1.84
{E;e;zigr:rt:ad1fferent1al between Greece and 075 0.74 0,01
A.2 Loans of over €1 million to non-financial corporations
Weighted average interest rate in the euro area 5.35 3.51 -1.84
Maximum interest rate 6.72 6.58 -0.14
Minimum interest rate 4.89 3.00 -1.89
Interest rate in Greece 5.79 4.24 -1.55 4.12 -1.67
I}r:;eerii':)r:rt;dlfferentlal between Greece and 0.44 0.73 0.29
A.3 Housing loans
Weighted average interest rate in the euro area 5.32 4.39 -0.93
Maximum interest rate 6.45 6.70 0.25
Minimum interest rate 4.76 3.18 -1.58
Interest rate in Greece 4.76 4.55 -0.21 4.16 -0.60
{ll:;eeriigr:rt:ad1fferent1al between Greece and 0.56 0.16 072
A.4 Consumer loans
Weighted average interest rate in the euro area 8.05 8.30 0.25
Maximum interest rate 11.30 11.93 0.63
Minimum interest rate 5.51 4.13 -1.38
Interest rate in Greece 7.61 9.15 1.54 8.84 1.23
Ilrll;e;e;:)r:rt;dlfferentlal between Greece and 0.44 0585 1.29
B. Loans with an initial rate fixation of over one and up to 5 yearst
B.1 Housing loans
Weighted average interest rate in the euro area 5.03 4.80 -0.23
Maximum interest rate 6.30 7.02 0.72
Minimum interest rate 4.21 3.60 -0.61
Interest rate in Greece 4.21 5.50 1.29 5.56 1.35
ilrll‘tee;i:)r:rt:ad1fferent1a1 between Greece and 0.82 0.70 1.52
B.2 Consumer loans
Weighted average interest rate in the euro area 6.93 7.02 0.09
Maximum interest rate 11.79 15.81 4.02
Minimum interest rate 5.46 5.44 -0.02
Interest rate in Greece 8.71 9.11 0.40 9.15 0.44
Interest rate differential between Greece and 178 2.09 031

the euro area

Sources: ECB and euro area NCBs.
1 Monthly average rates.
2 Euro area bank interest rates for February 2009 were not available on the date of publication of this Report.
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els than at end-2007. Similar developments
were observed in bank lending rates to non-
financial enterprises, which in most cases
declined more than the Greek rates. Due to
these developments, the interest rate spread
between Greece and the euro area widened in
both individual categories. The spread
expanded further in January 2009, primarily
regarding loans to non-financial enterprises
and, to a lesser extent, loans to households.
Generally speaking, due to structural factors,!®
Greek interest rates remain higher than the
average rates in the euro area. In particular,
the largest differences are observed in the case
of consumer loans, although the Greek inter-
est rates on consumer loans are not the high-
est in the euro area (see Tables IX.5A-B and
Chart IX.4).

Specifically, the average interest rate on new
loans (consumer and housing loans taken
together) to households rose by 60 basis points
in 2008, driven by all individual categories.
This development, which is to some extent
associated with an increase in risk premium as
aresult of a rise in non-performing household
loans, especially from the second half of 2008
onwards, was mostly offset in the first two
months of 2009 by declines in interest rates.'’

The average interest rate on new consumer
loans rose by 37 basis points in 2008 and stood
at 11.29% in December (December 2007-Feb-
ruary 2009: 68 basis points). This reflected
interest rate increases both in loans with an
agreed maturity and in loans without an agreed
maturity.?’ The interest rate spread between
Greece and the euro area regarding new con-
sumer loans widened during 2008 and in Jan-
uary 2009. The highest spread is observed in
loans without an agreed maturity (December
2008: 440 basis points, January 2009: 468 basis
points).

The average interest rate on new housing loans
increased considerably further in 2008 (2008:
76 basis points, December 2007-February 2009:
20 basis points) and stood at 5.21% in Decem-
ber 2008. It should be noted that the interest

Annual
Report
2008

Chart 1X.4 Bank interest rates on new
loans: differential between Greece and the

euro area

(percentage points)
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rate on housing loans was particularly low in
the previous years, due to competition among
Greek banks, and lower than the corresponding
weighted average rate in the euro area. The
interest rate on the largest subcategory (loans
with an interest rate fixation of over one and
up to five years) rose by 132 basis points in
2008, while that on the second largest subcat-
egory of housing loans (loans with a floating
rate or a rate fixation of up to one year) showed
a much weaker increase of 16 basis points.

The average interest rate on new loans to non-
financial enterprises fell noticeably in the last

17 Data on bank interest rates in the euro area for February 2009 were
not available when the present Report was going to press.

18 See footnote 23 below.

19 The total increase in the December 2007-February 2009 period was
33 basis points.

20 As mentioned in previous reports, the interest rate on loans with-
out an agreed maturity stands at a high level (December 2008:
15.72%) because this category includes mainly loans through credit
cards, which involve high administrative costs and increased credit
risk.



two months of 2008 and the first two months
of 2009 (by 171 basis points), reversing the
increase observed in previous months. The
recent decline mostly reflects the effect of
falling interbank rates and, to a lesser extent,
the drop in the average duration of these loans.
In 2008, the largest interest rate declines were
recorded in loans with an agreed maturity (of
65 and 72 basis points for the two most impor-
tant subcategories), which however fell by less
than the corresponding euro area rates, result-
ing in a wider spread between them. In con-
trast, this spread fell marginally for loans with-
out an agreed maturity, which constitute
almost one third of total corporate loans,* and
their interest rate fell by 43 basis points in
2008.

The interest rate spread, i.e. the difference
between the weighted average interest rate on

21 Credit lines constitute the bulk of these loans.

Chart IX.5 Average interest rate spread
between new loans and new deposits in

Greece and the euro area

(percentage points)
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Table 1X.6 Interest rate spread in Greece and the euro area

(percentages per annum)

Average interest
rate on new loans

Average interest
rate on new deposits

in Greece' in Greece!
Dec. 1998 16.21 8.12
Dec. 1999 14.02 6.98
Dec. 2000 9.68 4.00
Dec. 2001 7.26 1.96
Dec. 2002 6.29 1.67
Dec. 2003 5.92 1.20
Dec. 2004 5.94 1.22
Dec. 2005 5.79 1.27
Dec. 2006 6.38 1.87
Dec. 2007 6.67 2.53
Dec. 2008 6.72 3.27
Jan. 2009 6.40 3.00
Feb. 2009° 6.19 2.41

Sources: Bank of Greece and ECB.

(percentage points)

Interest rate
spread in Greece
with euro area
weighting
(percentage points)

Interest rate
spread in Greece

8.09
7.04
5.68
5.30
4.62
4.72 4.45
4.72 4.18
4.52 3.59
4.51 3.63
4.14 3.48
3.45 3.27
3.40 3.18
3.78

Interest rate
spread in the

euro area
(percentage points)

2.64

1 The average interest rate depends on the level of interest rates of individual categories of deposits/loans as well as on the weight of each type
of deposit/loan in the corresponding total. Therefore, changes in the average interest rate reflect changes in the actual interest rates and/or
changes in the weights of the instrument categories concerned. In order to smooth out the impact of abrupt changes in shares, the calculation
of the average interest rate is based on the average of the shares over the past twelve months.

2 Data on bank interest rates for February 2009 were not available on the date of publication of this Report.
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new bank loans and the corresponding interest
rate on new deposits in Greece fell by 70 basis
points in 2008 (December 2007-January 2009:
75 basis points), due to a larger increase in the
deposit rate against the lending rate, and stood
at 34522 basis points in December 2008 (Janu-
ary 2009: 340 basis points). This spread in the
euro area fell by 45 basis points in the period
under review and stood at 264 basis points at
the end of 2008 (January 2009: 239 basis
points). Obviously, the interest rate spread in
Greece remains at a higher level, although it
has declined more strongly than the corre-
sponding euro area spread (see Table IX.6 and
Chart IX.5). It should be recalled that the rea-
sons why the Greek interest rate spread is
wider than in the euro area relate to inherent
characteristics of the domestic banking system,
such as the relatively large number of small
depositors and borrowers; the higher borrow-
ing costs of Greek banks in the interbank mar-
ket; the higher non-performing loans ratio; and
the longer total time needed in Greece for the
liquidation of collateral, while the different
composition? of deposits or loans is a major
additional factor.

4 THE MARKET FOR GOVERNMENT PAPER
4.1 THE PRIMARY MARKET

The adverse effects of the international finan-
cial crisis, which intensified in the last few
months of 2008, on the world economy had an
impact on the primary and secondary markets
for Greek government securities. Develop-
ments in the primary market in 2008 were
marked by an upward trend in interest rates
and a significant increase in funds raised.

New issuance in 2008 rose to a nominal value
of €43.9 billion, from €37.5 billion in 2007
(see Table IX.7), in the context of a growing
fiscal deficit?** and higher amortisation pay-
ments on government debt.” Issues mostly
involved bonds (95.7%) with maturities rang-
ing from 3 to 50 years, while Treasury bill
issues represented a mere 4.3% of the value of
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total issues (see Table IX.7). Three new bonds
were launched, i.e. a ten year bond through
syndication and two other bonds (with a 3-year
and a 5-year maturity) through auction pro-
cedures. In order to enhance the liquidity of
new issues, the government re-opened past
issues through auction procedures. Past issues
of 15-year, 30-year and 23-year indexed bonds
were also re-opened through syndication pro-
cedures.

In contrast with 2007, the bulk of bond issues
concerned bonds with a maturity of less than
10 years (2008: 52%, 2007: 25%), thus causing
the weighted average maturity of total new
issues in 2008 to fall to 11 years (2007: 13.3
years). The issuance of securities with short-
and medium-term maturities continued more
intensively in the first quarter of 2009. The gov-
ernment selected these maturities in order to
avoid adding new burden on the debt servicing
costs due to higher interest rates for a long
period of time, while, at the same time,
investor demand turned mostly to bonds with
a shorter maturity, owing to strong uncertainty.

In line with developments in yields in the sec-
ondary market, interest rates on government
debt in the primary market increased, as
already mentioned, and continued to rise more
strongly in the first quarter of 2009.26 This is
attributable to the fact that, in the context of
the international crisis, investors had reserva-
tions about the Greek economy and some

22 The figure is a Bank of Greece estimate. For relevant ECB esti-
mates, see the publication “Differences in MFI interest rates across
euro area countries”, September 2006.

23 In Greece, as compared with the euro area, overnight deposits by
households have a larger share in total deposits. Among loans, the
share of credit card loans is higher in Greece, while in the euro area
this category is not significant. Correcting for these differences in
composition, the spread would have been lower by 18 basis points
in December 2008.

24 See Chapter VII.

25 In 2008, these payments reached €26.3 billion, against €22.5 bil-
lion in 2007.

26 The weighted average cost of new government borrowing showed
a small increase to 4.63% in 2008, from 4.42% in 2007. In the first
quarter of 2009 it rose to 5% before declining slightly to 4.7% in
early April. This small increase relative to 2008 is associated with
the fact that a significant part of new issues concerned Treasury
bills with a markedly lower interest rate than in older issues. In par-
ticular, the twelve-month and six-month Treasury bills were issued
on 7 April 2009 at historically low interest rates of 1.78% and
1.48%, respectively.



Table IX.7 Percentage breakdown of Greek

government paper issues

Type of securities 2006 2007 2008
Treasury bills 6.9 4.2 43
Bonds 93.1 95.8 95.7
3-year 19.1 4.2 235
5-year 254 21.6 15.2
8-year! - - 13.3
10-year 29.1 31.2 20.1
12-year 1.9 -
15-year - 19.3 8.2
23-year 8.8 9.7 9.4
30-year 15.7 11.2 8.9
50-year! - 2.8 1.4
Total 100.0 100.0 100.0 100.0 100.0 100.0
Total fundsraised g g5 37,532 13,943

(million euro)

Source: Ministry of Economy and Finance.

Note: Reopened past issues are classified according to initial (rather
than residual) maturity.

1 Effected through private placement.

other economies experiencing significant
macroeconomic imbalances and structural
weaknesses.

Rising interest rates are having a negative
effect on the government debt servicing costs?’
and put an additional burden on the economy
as awhole, as banks and businesses in general
raise funds from markets influenced by the
government borrowing rate.

Despite the overall negative environment,
there were no problems with the implementa-
tion of the government’s borrowing plans, and
the coverage ratio of the auctioned issues
remained at a satisfactory level of 3.1 in 2008,
compared with 4.2 in 2007. Additionally, in the
first quarter of 2009, demand outstripped sup-
ply by five times in Treasury bill auctions.

4.2 THE SECONDARY MARKET

Developments in the Electronic Secondary
Market for Securities (HDAT) regarding

Greek government paper were particularly
negative, their main characteristics being
stronger yields, higher volatility?® and a sig-
nificant decline in transactions.

Bond yields in the Greek secondary market, in
line with corresponding yield developments in
the euro area, rose during the first half of 2008,
in response to rising inflationary pressures and
expectations of an increase in ECB key rates
(see Chart IX.6). However, in the three months
from July to September, a decline in infla-
tionary pressures, in the context of falling com-
modity prices and economic weakness in the
euro area, had a downward effect on bond
yields. Later on, and until the end of the year,
heightened uncertainty in global money and
capital markets led to a significant upward
reassessment of risks and —in the euro area—
flight-to-safety shifts towards German bonds.
Thus, yields in the Greek secondary market
rose amid high volatility,” unlike the yields on
German bonds, which fell to historically low
levels.3®

These developments are reflected in the yield
spread of Greek government bonds vis-a-vis
German bonds, which widened significantly for
all maturities, reaching the highest level since
Greece joined Economic and Monetary
Union. In particular, this yield differential
between the Greek ten-year bond and the cor-
responding German bond widened significantly
since end-October’! and stood at 228 basis
points at end-December 2008, against merely

27 Moreover, the servicing costs for the part of the debt that has been
obtained at a floating rate were burdened in 2008 by higher inter-
bank market rates. However, at the end of the first quarter of 2009,
adecline in those interest rates had a dampening effect on the serv-
icing costs of floating-rate debt. It should be noted that the pro-
portion of the central government debt obtained at a floating rate
is almost 20%.

28 The volatility of ten-year bond yields in 2008 was almost double its
average level for the past six years, while volatility in euro area bond
markets was also high.

29 During this period, yields were positively influenced by the cuts in
key ECB interest rates and the coordinated government measures
to support the financial system announced in the euro area. In con-
trast, the data releases and projections implying a protracted reces-
sion in advanced economies had a negative impact on yields.

30 Bond yields in the other euro area countries also dropped, though
to a lesser extent.

31 On 22 October 2008 the Fitch rating agency downgraded the
prospects of the Greek economy from positive to stable, although

it maintained its rating at A.
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Chart IX.6 Yield on the Greek 10-year
government bond and yield spread against the

corresponding German bond

—— Greek bond

(percentages per annum, left-hand scale)
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29 basis points at end-December 2007. In the
first quarter of 2009, this differential increased
further®? (see Chart IX.6). Marked increases in
bond yield spreads but smaller than in the case
of Greece were observed for other euro area
countries, such as Ireland, Italy, Belgium, Por-
tugal and Spain. This reflects the differentia-
tion of investors’ behaviour towards govern-
ment securities of particular countries, in line
with credit and liquidity risks.

The yield curve of Greek government bonds
shifted upwards at end-2008 compared with
end-2007 and steepened significantly, as the
spread between the ten-year and the three-year
bond increased by 41 basis points to 86 basis
points at end-December. The yield on the
Greek government ten-year bond rose to 5.23%
at end-December 2008, 57 basis points higher
than at end-December 2007, and increased fur-
ther in the first quarter of 2009.

The adverse conditions prevailing in the sec-
ondary market in 2008 were also reflected in
turnover figures. The average daily value of
transactions in HDAT dropped by half com-
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Chart IX.7 Average daily value of transactions

in Greek government paper
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Source: Bank of Greece.

32 This was associated with the downgrading, from A to A-, of the
country’s credit rating by Standard and Poor’s on 14 January 2009.
Moreover, on 25 February 2009 Moody’s downgraded the
prospects of the Greek economy from positive to stable. On the
other hand, on 6 March 2009, the yield differential between the
Greek ten-year bond and the corresponding German bond
reached 314 basis points, due to the launch of a new ten-year
Greek benchmark bond on HDAT with a 6% coupon, which
matures in July 2019, around 7 months later than the corre-
sponding German bond.



pared with 2007 and stood at around €1.1 bil-
lion (see Chart IX.7A). However, the average
daily value of transactions in the Book-Entry
Securities System of the Bank of Greece®
stood at €19.6 billion, i.e. almost unchanged
from 2007 (see Chart IX.7B). The bulk of
HDAT transactions® concerned ten-year
bonds, which accounted for 59% of the total
value of transactions (2007: 64%), while
noticeable increases were seen in transactions
in five-year bonds (2008: 17.9%, 2007:
14.0%) and three-year bonds (2008: 7.2%,
2007: 3.1%). The bid-ask spread rose to 55.9
basis points in December 2008, compared with
9.7 basis points in December 2007. This strong
increase® reflects constrained liquidity in the
secondary market and investors’ higher risk
aversion.

5 THE STOCK MARKET

The downward trend of the Athex composite
index that started in November 2007 continued
at a strong pace in 2008. In the first quarter of
2009, this index declined further slightly (see
Chart IX.8A).

In more detail, the Athex composite index
posted losses of 65.5% at end-December 2008,
compared with end-December 2007. This
decline was stronger than the one observed in
the Dow Jones Euro Stoxx broad index
(-46.3%) and the third largest among the major
stock market indices in the euro area. Reflect-
ing a broadly based fall in stock prices in the
Athex,* total market capitalisation as a per-
centage of GDP at end-2008 was reduced to

33 In addition to HDAT transactions, the Book-Entry Securities
Clearing System of the Bank of Greece handles OTC trading of
securities between banks and their customers.

34 The participation of foreign investors in HDAT transactions in
2008 averaged roughly 45%, down from 55% in 2007. Moreover,
in 2008 the number of foreign and Greek dealers (including pri-
mary dealers) trading in HDAT stood at 21 and 10 respectively,
from 20 and 9 in 2007. Finally, the net inflow of foreign capital fell
to €19.9 billion in 2008, from €25.7 billion in 2007.

35 Due to the adverse conditions prevailing in the secondary market
in 2008, the bid-ask spread allowed by the operating rules of HDAT
increased depending on the maturity of the securities traded.

36 It should be noted that the Athex composite index involves the
shares of 60 firms.

Chart IX.8 Share prices, value of transactions
and marketability in the Athens Exchange
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Source: Athens Exchange.
I Number of shares traded to total number of listed shares.
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Table 1X.8 Stock market aggregates

Share price Average Market Market Funds raised through the
indices' daily capitalisation' capitalisation Athens Exchange (ATHEX)?
(1980=100) value of (million euro) (percentage of GDP) (million euro)
transac-
tions Listed New
Compo- (million compa-  compa-
Year site Banks euro) Shares Loans? Total Shares Loans Total nies nies Total
2003 2,263.6  4,246.9 141.1 84,547 135,219 219,766 49 78 128 317 61 378
2004 2,786.2  6,129.0 140.8 92,140 157,905 250,045 49 85 135 397 79 476
2005 3,663.9  7,904.2 209.3 123,033 178,925 301,958 61 90 152 2,906 61 2,967
2006 43941  6,194.5 3433 157,928 191,549 349477 73 90 163 3,396 86 3,482
2007 5,178.8  7,296.4 480.0 195,502 194,659 390,161 86 86 171 9,988 146 10,134
2008 1,786.5  1,899.4 316.4 68,176 201,859 270,035 28 83 111 623 9 632

Sources: ATHEX, Bank of Greece and (for GDP) Ministry of Economy and Finance.

1 At year-end.

2 Comprising Treasury bills and bonds issued by the Greek government, bonds issued by banks and non-financial corporations, loans of the
Greek State, businesses and international organisations, as well as national loans in foreign currency, consolidation loans, expropriation loans

and lottery bonds.
3 Through capital increase and issuance of new shares.

one third of its end-2007 level (Dec. 2008:
28%, Dec. 2007: 86% — see Table 1X.8).

The Greek stock market was affected nega-
tively by developments in global stock markets,
given the heightened uncertainty of investors
about the extent and duration of the financial
turmoil and its impact on corporate prof-
itability®” and the economy as a whole. The col-
lapse of Lehman Brothers in mid-September
exacerbated further the situation, while the
coordinated intervention of governments, cen-
tral banks and international organisations aim-
ing to deal with the financial crisis and to min-
imise its impact on the real economy had a
temporary positive effect.

Athex stock prices came under additional pres-
sure as foreign investors tended to sell out
positions in order to meet liabilities in their
home markets. Net outflows rose to €3.6 bil-
lion during the January-December 2008
period, while in October 2008, for the first time
since March 2007, the participation of foreign
investors in the Athex market capitalisation fell
below 50%.

The above developments were reflected both
in the trading activity and in fund-raising (see
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Table 1X.8). The average daily value of trans-
actions fell by 34.2% in 2009 to €316.4 million
(see Table IX.8 and Chart IX.8B). However,
taking into account the significant decline in
stock prices, the average value of transactions
at constant prices (trading volume) increased.
The bulk of transactions (96.7%) related to the
large capitalisation market, while smaller trad-
ing activity was observed in all other stock cat-
egories (see Table IX.9). The trading activity
of the first Exchange Traded Fund (ETF),
which reproduces the composition of the
FTSE/ATHEX 20 stock price index, accounted
for a marginal proportion of total transactions
in 2008. In line with similar developments in
the average daily value of transactions, the
average annual share marketability declined to
4.3% in 2008, from 5.8% in 2007 (see Chart
IX.8C). Moreover, fund-raising in 2008 was
also limited, as it reached a mere €632 million,
dropping by around 94% relative to 2007 (see
Table IX.8). The funds raised by new entrants
reached almost 1.4% of total funds raised,
almost the same as in 2007.

37 In Greece, pre-tax profits (on a consolidated basis) of all non-finan-
cial Athex-listed corporations fell by 40% in 2008. Corporate prof-
its in the euro area also fell. Characteristically, earnings per share
of companies included in the European stock price index Dow
Jones EURO STOXX had fallen by 13% at end-December 2008,
compared with December 2007.



Turning to the banking sector, between end-
2007 and end-2008 the banking sub-index fell
by 73.9% (see Chart IX.8A). This was larger
than the decline in the Athex composite index
and in the corresponding euro area banking
sub-index (-63.7%), despite the fact that
banks’ exposure to risks related with the finan-
cial turmoil was indirect and limited. The fac-
tors behind this performance of the Greek
banking sub-index were a 43% drop in prof-
itability®® and the prospects for lower prof-
itability also in 2009, as well as investors’ con-
cerns about the exposure of Greek banks to
countries in South-eastern and Eastern
Europe.

The most noteworthy institutional develop-
ments in the Greek stock market during 2008
was a decision®’ of the Board of Directors of
the Hellenic Capital Market Commission to
prohibit “open”* share sales traded in the
Athex* (the prohibition will remain in effect
until the end of May 2009),* the launch of an
Alternative Market for very small enterprises
in the Athex stock exchange, as well as the cre-
ation of the first Exchange Traded Fund.

6 THE MUTUAL FUNDS MARKET

The negative developments in the domestic
and the international money and capital mar-
kets weighed on the activity of mutual funds,
which declined significantly. Between end-2007
and end-2008, total assets of mutual funds fell
by 59.5% and stood at €8.3 billion (see Chart
IX.9), although the number of mutual funds
rose to 269 (2007: 260). During the first two
months of 2009, mutual fund assets declined
further.

Money market funds recorded the strongest
percentage drop in assets, facing competition
from banks which offered high interest rates on
time deposits. However, equity-type and
mixed-type mutual funds assets also dropped
significantly, mostly reflecting the fall in equity
prices. Bond fund assets showed a relatively
smaller decline.

Chart I1X.9 Mutual funds: number and assets
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Source: Bank of Greece.

Looking at the structure of the mutual fund
market by type, bond fund assets at end-
December 2008 accounted for 31.4% of total
assets, against 29.9% for money market funds,
23.6% for equity funds, 9.2% for mixed funds
and 6% for funds of funds assets.

Regarding the investment behaviour of
mutual funds in 2008, a tendency towards
lower holdings can be seen across all individ-
ual instruments (equities, government and
corporate bonds, fund shares, synthetic cur-
rency swaps and cash), both domestically and
abroad.

Finally, activity in the euro area market for
mutual funds in 2008 also plummeted, follow-
ing a pick-up in 2007. However, in the euro
area market the total mutual fund assets

38 For the profitability of banks, see Section 7 in this chapter.

39 Decision 1/488/10 October 2008 (Government Gazette B 2176/ 23
October 2008).

40 Short selling refers to cases in which the seller of the shares does
not own the shares, but has previously borrowed the same number
of similar shares through a borrowing agreement in the Derivatives
Exchange.

41 Similar measures were taken in most advanced stock markets inter-

nationally.
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42 Decision 15/493/11 December 2008.



Table I1X.9 Value and structure of stock market transactions

(million euro)

2006 2007 2008
Value Value Value

of trans-  Percentage of trans- Percentage of trans-  Percentage

actions  breakdown actions  breakdown actions  breakdown

Shares 85,334.0 100.0 121,266.6 100.0 78,145.8 100.0
Large capitalisation 77,423.0 90.7 111,143.9 91.6 75,587.8 96.7
Medium and small capitalisation 6,873.0 8.2 9,081.3 7.5 1,814.9 2.3
Eﬁ;”n‘i;zfl’z:&‘;’cg‘arketabi“ty 2l epestl 187.9 02 839.4 0.7 588.1 0.8
Under surveillance 210.7 0.2 171.9 0.1 93.8 0.1
Sale of existing shares 639.4 0.7 30.1 0.0 0.0 0.0
Exchange-traded mutual funds - - - - 61.2 0.1
Loans! 5.7 0.0 134 0.0 28.6 0.0
Total 85,339.7 100.0 121,280.0 100.0 78,174.4 100.0

Source: Athens Exchange.
1 Comprising Treasury bills and bonds issued by the Greek government, bonds issued by banks and corporate bonds.

showed a significantly smaller decline (-25.4%)  cators of the banking system worsened, but its
compared with the Greek market, and stoodat ~ fundamental aggregates remained healthy.
€4.6 trillion at end-2008.
Moreover, these factors should be interpreted
in a dynamic manner, i.e. taking into account
7 KEY INDICATORS OF THE BANKING developments and prospects, as well as policy
SYSTEM*® measures taken at the domestic and interna-
tional level to restore confidence and mitigate
The dysfunctioning of conditions in global  the impact of the economic slowdown. In this
money and capital markets in 2008, which led  respect, Law 3723/2008 is already being imple-
to a deterioration in the international and  mented with a view to enhancing liquidity in
domestic macroeconomic environment, par-
ticularly from September 2008 onwards, had a
negative effect on the factors affecting the 43 This is only a brief overview. The Bank of Greece will soon pub-

. K . lish a separate Financial Stability Report, with a more compre-
Greek banking system. During 2008, most indi- hensive analysis of the relevant issues.

Table IX.10 Profitability and efficiency ratios of Athex-listed banks and banking groups

(percentages per annum)

Banking groups Banks
2008 2007 2008 2007
Net interest rate margin 2.9 3.0 22 2.5
Return on risk-weighted assets (after tax) - RoA 1.0 2.1 0.3 15
Return on equity (after tax) - RoE 10.1 17.9 3.0 14.7
Efficiency ratio 56.0 52.7 60.9 52.9

Source: Bank of Greece.
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the economy.* Greek banks have started mak-
ing use of the relevant measures; this is
expected to improve banks’ liquidity and cap-
ital adequacy, by mitigating pressures on
deposit and lending rates and restoring the
normal flow of credit to the private sector. The
full implementation of the measures provided
for by the law should reduce the impact of the
crisis on the real economy* and bolster the
stability of the banking system, provided that
similar measures adopted at EU and South-
eastern Europe level are also fully imple-
mented.

7.1 PROFITABILITY AND CAPITAL ADEQUACY OF
GREEK BANKS

The after-tax profits of banking groups fell sub-
stantially in 2008, relative to 2007 (-42.8%) to
€2.6 billion. Not taking into account non-
recurring profits recorded in 2007, this decline
comes to -34.6%. Other factors behind the
drop in profits were the following:

® Impairment losses (i.e. forecasts for credit
risk) more than doubled. Banks adopted more
conservative provisioning policies, taking into
account portfolio quality indicators, but also
the economic and credit outlook, as well as the
adequacy of Tier I capital for covering any
unexpected losses.

® Increased funding costs, as banks in the con-
text of a dysfunctioning interbank market and
pressed for liquidity sought to attract time
deposits, which are costlier than other deposit
categories. Moreover, the increase in banks’
credit default swap (CDS) spreads and, as men-
tioned above, the rise in the borrowing costs of
Greek government also had an upward effect
on funding costs.

® I ower profits from financial operations and
the investment portfolio.

The above developments inevitably affected
the core profitability ratios (net interest rate
margin, return on risk-weighted assets and

return on equity)*® and the efficiency ratio*’ of
both banks and banking groups (see Table
IX.10), as the crisis also impacts their sub-
sidiaries abroad, though to a lesser extent for
the time being. However, the profitability of the
Greek banking system remained comparatively
higher than that of large banking groups in the
euro area.*

Regarding the outlook for 2009, a slowdown in
credit growth and a decline in commission
income and other income are expected to have
a negative effect on the operational prof-
itability of banks. Moreover, the expected
increase in forecasts for credit risk will also
have a negative impact on profitability, given
the cyclical downturn.

The capital adequacy ratio (CAR) and the Tier
I ratio of banking groups also declined, stand-
ing at 9.5% and 7.9% respectively (from 11.2%
and 9.2% at end-2007), as weighted assets rose,
while prudential own funds fell marginally.

The increase in risk-weighted assets is attrib-
utable to:

® the calculation, for the first time, of capital
requirements for operational risk, due to the
implementation of the “Basel II” framework;
and

® an increase in risk-weighted assets for credit
risk due to credit expansion, which more than
offset a decline in risk-weighted assets for mar-
ket risk.

44 For details of the plan to enhance liquidity in the economy, see
Report on Monetary Policy 2008-2009, February 2009.

45 The plan to enhance liquidity in the economy should contribute to
limit the procyclicality of the credit system, i.e. its tendency to
amplify the fluctuations of the business cycle. It should be noted
that the regulations of the Basel II framework, being more sensi-
tive to risk measurement, are procyclical.

46 The net interest rate margin is defined as the ratio of net interest
income to assets, while the return on equity and return on risk-
weighted assets ratios are calculated as the ratios of pre-tax prof-
its to own funds and to risk-weighted assets, respectively.

47 The efficiency ratio is the ratio of operating expenses to operat-
ing revenue.

48 Based on a sample of large banking groups monitored by the ECB,
in the first half of 2008 the average net interest rate margin came
close to 1% (2007: 0.9%), return on risk-weighted assets fell to
0.7% (2007: 0.9%), return on equity declined to 7.9% (2007: 11.4%)

and the efficiency ratio rose to 78.5% (2007: 63.6%).
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A 2% marginal decline in prudential own funds
is accounted for by:

® the recognition of considerable valuation
losses directly in equity, as required by Inter-
national Financial Reporting Standards (IFRS);

® banks’ purchases of own shares, as this fig-
ure is deducted from prudential own funds;

® foreign exchange valuation losses on Greek
banking groups’ foreign assets.

The decline resulting from the above factors
was not fully offset by the internal capital cre-
ation owing to the smaller profitability of bank-
ing groups.

Although the leverage ratio of Greek banking
groups increased at end-2008, year on year, it
remains relatively low (2008: 17.6, 2007: 13.2),
while their capital adequacy is expected to rise
by around 190 basis points, mostly through the
issuance of preference shares under Law
3723/2008,% as well as the support of foreign
bank subsidiaries in Greece by their parent
banks. An additional factor working in the
same direction is an amendment submitted by
the Ministry of Economy and Finance,*
according to which:

® during participation of a credit institution in
plans for enhancing liquidity, the purchase of
own shares by this institute is prohibited; and

® credit institutions that receive capital sup-
port through the issuance of preference shares
and would like to distribute a dividend for 2008
are obliged to distribute the dividend exclu-
sively in the form of shares.

7.2 BANKING RISKS

The most important risks faced by the Greek
banking groups are the following:

® an expected deterioration in the quality of
the loan portfolio due to a significant decline
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in economic activity, increased risk premiums
and the deleveraging trend observed in finan-
cial institutions internationally;

e Greek banks’ exposure to South-eastern
Europe countries (including Turkey);*! and

® the impact of the continued liquidity crunch
internationally.

As regards the quality of the loan portfolio at
a domestic level, the ratio of non-performing
loans to total loans (NPL ratio) rose to 5% in
2008, from 4.5% in December 2007. This is
exclusively attributable to a significant deteri-
oration in the NPL ratios for household loans
(housing loans: 2008: 5.3%, December 2007:
3.6% — consumer loans: 2008: 8.2%, December
2007: 6.0%), which offset a marginal improve-
ment in the NPL ratio for corporate loans
(2008: 4.3%, December 2007: 4.6%). On the
other hand, particularly high provisioning con-
tributed to an increase in accumulated provi-
sioning for credit risk (2008:€6.6 billion, 2007:
€5.4 billion). Despite a significant increase in
provisioning, the relatively stronger increase in
NPLs led to a decline in the coverage ratio
(2008: 48.9%, December 2007: 53.4%) and an
increase in the ratio of NPLs net of provisions
to regulatory capital (2008: 26%, December
2007: 16.8%). The above coverage ratio, as well
as the capital buffers of Greek banks (i.e. pru-
dential own funds less the amount required to
meet the minimum required capital adequacy
ratio), combined with the measures already
taken, is expected to largely offset the impact
on the quality of Greek banks’ portfolios from
the deteriorating macroeconomic environment
in Greece in 2009.

As regards the business of Greek banks in
developing European countries (mostly in

49 The Shareholders” Meetings of twelve banks have already approved
the issuance of preference shares, to be acquired by the Greek gov-
ernment, with a total value of €4.1 billion, of which €3.8 billion
regarding ten banks have already been approved by the Greek gov-
ernment.

50 Amendment to paragraph 3 of Article 1 of Law 3723/2008.

51 Those risks were discussed extensively in Bank of Greece, Mone-
tary Policy 2008-2009 (February 2009).



South-eastern Europe, including Turkey), an
increase in the NPL ratio was observed, mostly
in the second half of 2008. However, Greek
banks kept the coverage ratio almost
unchanged at 100%, thus forming strong pro-
visions for credit risk. It should be pointed out
that these countries do not constitute a uni-
form group, as each one presents different
characteristics, which call for individual assess-
ment. However, if economic conditions
worsen in these countries, Greek banks will be
exposed to not only credit, but also foreign
exchange risk.

The liquidity of the banking system deterio-
rated, as funding sources in both the Greek
and the international banking system remained
particularly tight. Specifically, the liquid asset
ratio stood at 19% (December 2007: 23.2%)
and the mismatch ratio came to -7.3%
(December 2007: -2.8%), against regulatory
minimums of 20% and -20%, respectively.

However, it is expected that if banks make full
use of the measures provided for by Law
3723/2008, this will boost banking system liq-
uidity over the medium term. In particular,
notwithstanding the capital support to banks by
the Greek government through the purchase of
preference shares as mentioned above, eleven

banks have already been authorised by the
Bank of Greece to raise €4.5 billion by using
Greek government securities as collateral,
while eight of those banks have already raised
€4.4 billion. Moreover, two banks have already
made use of state guarantees of €1 billion in
order to obtain loans. The implementation of
the plans to enhance liquidity and the cuts in
key ECB interest rates have contributed to a
gradual drop in funding costs and are expected
to have a positive effect on financing to house-
holds and enterprises.*?

Finally, volatility in money and capital markets
remained high across the globe. However, in
2008 risk-weighted assets for market risk fell
by 9% at group level (17.8% at bank level) in
comparison with December 2007. This devel-
opment is chiefly attributable to a decline in
the value of positions subject to market risks,
as well as the reclassification of certain assets
out of banks’ trading portfolio to the loans and
receivables portfolio, making use of the option
available under amended IAS 39.5

52 For further details on developments in financing see Section 2 in
this chapter.

53 IAS 39 concerns the recognition and valuation of financial instru-
ments. Its amendment permits, under certain conditions, the reclas-
sification of assets, thus allowing a different valuation, according
to the portfolio they are classified in.
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X SPECIAL FEATURE: THE EUROPEAN POLICY
FOR CLIMATE CHANGE AND ENERGY,
THE PROTECTION OF THE ENVIRONMENT AND
THE ENERGY SECTOR IN GREECE

| THE CHALLENGE OF CLIMATE CHANGE

The term “climate change” is used to describe
changes in the global climate that are attrib-
uted to human activity and are mainly caused
by the increase in the concentration of green-
house gases in the atmosphere. The increase in
the planet’s mean temperature is the key indi-
cator of climate change. According to the latest
report of the Intergovernmental Panel on Cli-
mate Change (IPCC),' global temperature is
likely to rise up to 6°C by 2100. Besides, how-
ever, the increase in temperature, climate
change will also lead to sea-level rise, increased
flooding and droughts, extreme weather phe-
nomena and the extinction of species and
ecosystems. Furthermore, climate change will
have important social and economic reper-
cussions, such as the spreading of diseases,
massive flows of refugees and migration, lower
output, higher product prices, loss of jobs and,
eventually, notable changes in lifestyle.
According to the Stern review (2006),? in order
to avoid the worst impacts of climate change,
the concentration of greenhouse gases in the
atmosphere must be stabilised at 450-550 ppm
(parts per million). In order to achieve this,
global emissions will need to be reduced by 80%-
90% before the end of the century. Addressing
climate change will thus require immediate polit-
ical actions for a sharp reduction of greenhouse
gas emissions on the one hand and, on the other,
adoption of adjustment measures for the miti-
gation of adverse impacts.

The main conclusion of the Stern report is that
the benefits of strong early action to prevent cli-
mate change far outweigh the costs. As esti-
mated in this review, if the current policies for
the use of energy continue, the result will be
equivalent with a reduction of per capita con-
sumption (namely living standards) between
5% and 20% (and most likely closer to 20%)
on a permanent basis from 2050 onwards. In
contrast, the cost of the policies required for
the reduction of greenhouse gas emissions
leading to stabilisation by 2050 will be rela-
tively low — around 1% of the annual global
GDP. The Stern review has estimated that,

with the appropriate policies, the net benefits
globally will amount to $2.5 trillion a year.

An important finding of the Stern report is that
what we do now can have only limited effect on
the climate over the next 40 or 50 years, i.e. until
2050. On the other hand what we do in the next
10 or 20 years can have a profound effect on the
climate from 2050 onwards. Furthermore, the
longer action is delayed to drastically reduce
greenhouse gas emissions, the more unachiev-
able and costly it will become.

According to the Stern review, climate change
is the greatest market failure the world has
ever witnessed, which also involves interactions
with a range of other market imperfections.
Three elements of policy are required for a
timely response to the problem:

® The first is the appropriate pricing of carbon,
in a way that the price reflects the full social
cost of its use and encourages a shift to alter-
native energy sources and technologies on a
global scale: this can be achieved through tax
and emission trading schemes or regulation for
carbon use.

® The second is the adoption of policies to sup-
port the development of a range of low-carbon
and high-efficiency technologies on an urgent
timescale.

® The third is action to remove barriers to
behavioural change of businesses and con-
sumers regarding energy efficiency and the
reduction of greenhouse gas emissions: this can
be achieved through appropriate information
and education, proper regulatory measures
and economic incentives. At the same time,
adaptation policies are required for dealing
with the unavoidable impacts of climate
change.

1 Intergovernmental Panel on Climate Change, Climate Change
2007: Synthesis Report, IPCC Fourth Assessment Report, 2007.

2 Stern Review: The Economics of Climate Change, October 2006.
A report compiled by a group of researchers under Sir Nicholas
Stern, former chief economist of the World Bank, who, in 2005, was
appointed by the British government to conduct reviews on the eco-

nomic dimensions of climate change.
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2 THE EUROPEAN POLICY FOR CLIMATE
CHANGE AND ENERGY

2.1 EVOLUTION OVERTIME OF GREENHOUSE GAS
EMISSIONS IN THE EUROPEAN UNION

Total greenhouse gas emissions in the EU-27,
excluding the sector “land use, land use change
and forestry” amounted to 5,143 million tonnes
of CO, equivalents in 2006, i.e. 7.7% lower than
in 1990. In 2006 the EU-15 (the “old” Member
States) was responsible for the emission of 4,151
million tonnes (decreased by 2.2% compared to
1990), namely for 80.7% of total emissions
(from 76.2% in 1990). In other words, the EU-
15 countries, on the one hand, contribute more
to pollution and, on the other hand, show a
more limited progress in reducing emissions
than the new Member States in the period
between 1990 and 2006. Germany, the United
Kingdom, Italy and France are the largest
greenhouse gas emitters among the old Mem-
ber States, accounting for 19.5%, 12.7% and
11.0% respectively. By contrast, Luxembourg
(0.3%), Sweden (1.3%), Denmark (1.4%) and
Finland (1.6%) are the lowest greenhouse gas
emitting Member States. It is self-evident that
the amount of contribution to emissions is asso-
ciated with, inter alia, the size of each country.

As regards the emission distribution percentage
among the six greenhouse gases in EU-27 in 20006,
carbon dioxide (CO,) has the largest share
(82.8%). Methane (CH,) and nitrous oxide (N,0)
follow with smaller contribution percentages, i.e.
8.2% and 7.6% respectively. Concerning the ori-
gin of gas emissions (see Table X.1), energy-
related activities accounted for 79.7% of EU-27
greenhouse gas emissions (4,099 million tonnes
of CO, equivalent) in 2006. Most pollutants from
energy-related activities are emitted by public
electricity production (27.1%), transport (19.3%)
—mainly road transport (18.0%)— and house-
holds (9.4%). Specifically, as regards the pollution
caused by the generation of electric power, it is
worth noting that there are considerable differ-
ences among the EU-15 Member States, as the
percentage of these pollutants in total greenhouse
gas emissions varies between 9%-11% (France,
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Luxembourg) and 37%-38% (Finland, Denmark
and Greece). Namely, the production of elec-
tricity in certain European countries is more pol-
luting than in others. The second largest source
of greenhouse gas emissions after energy is agri-
culture (9.2%), followed by industrial processes
(8.1%) and waste (2.9%).

2.2 THE KYOTO PROTOCOL

The Kyoto Protocol,® which is attached to the
United Nations Framework Convention on Cli-
mate Change signed at the Rio Earth Summit
in June 1992, constitutes the most significant
regulatory tool for addressing climate change.
The major feature of the Kyoto Protocol is that
it sets binding targets for industrialised coun-
tries to reduce the emissions of six greenhouse
gases* by 5.2% against 1990 levels over the
period 2008-2012 (this percentage applies to the
countries which have signed the Protocol as a
whole — the level of commitment is different for
each country). The Kyoto Protocol includes
three flexible mechanisms® for the reduction of
gas emissions. The European Union ratified the
Kyoto Protocol on 31 May 2002 and is committed
to reducing the emission of the six greenhouse
gases by 8% against 1990 levels within the 2008-
2012 period. Nevertheless, the arrangement of
individual commitments among Member States,
on the basis of the EU-15 burden-sharing agree-
ment, varies considerably (see Table X.2). It is
worth noting that most EU-15 Member States
have not attained the Kyoto target and will have
to take additional measures, besides those cur-
rently in force, in order to attain it by 2012.°

3 United Nations, Kyoto Protocol to the United Nations Framework
Convention on Climate Change, 1998.

4 The Kyoto Protocol concerns the following gases: carbon dioxide
(CO,), which is the most important, methane (CH,), nitrous oxide
(N,0), hydrofluorocarbons (HFC), perfluorocarbons (PFC) and sul-
phur hexafluoride (SFy).

5 The Kyoto mechanisms are: clean development mechanism, which
allows developed countries to fulfil part of their commitments by
implementing emission-reduction projects in less developed countries,
the joint implementation mechanism, which allows developed coun-
tries and countries with economies in transition to jointly implement
emission reduction projects, and the emissions trading mechanism.

6 Along the lines of environmental commitments adopted at a Euro-
pean level with the ratification of the Kyoto Protocol, the EU has
promoted electric power generation from renewable sources of
energy with Directive 2001/77/EC, the emissions trading system
with Directive 2003/87/EC, as well as energy saving, which is cov-
ered by a series of European Commission Directives.
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Table X.2 Greenhouse* gas emissions and Kyoto Protocol targets

Kyoto
Protocol
1990 (base year)**

in million tons of CO, equivalent

Austria 79.2 79.0
Belgium 144.5 145.7
Denmark 69.0 69.3
Finland 70.9 71.0
France 563.3 563.9
Germany 1,227.7 1,232.4
Greece 104.6 107.0
Ireland 55.5 55.6
Italy 516.9 516.9
Luxembourg 13.2 13.2
Netherlands 211.7 213.0
Portugal 59.1 60.1
Spain 287.7 289.8
Sweden 72.0 72.2
United Kingdom 768.5 776.3
EU-15 4,243.8 4,265.5

Change of Kyoto
Change base year targets 2008-
2006 1990-2006 2006 2012

percentage changes

91.1 15.1 15.2 -13.0
137.0 -5.2 -6.0 -1.5
70.5 2.1 1.7 -21.0
80.3 13.2 1341 0.0
541.3 -3.9 -4.0 0.0
1,004.8 -18.2 -18.5 -21.0
133.1 27.3 24.4 25.0
69.8 25.6 25.5 13.0
567.9 9.9 9.9 -6.5
133 1.0 .7 -28.0
207.5 -2.0 -2.6 -6.0
83.2 40.7 38.3 27.0
433.3 50.6 49.5 15.0
65.7 -8.7 -8.9 4.0
652.3 -15.1 -16.0 -125
4,151.1 =22 -2.7 -8.0

Source: European Environment Agency, Annual European Community greenhouse gas inventory 1990-2006 and inventory report 2008, No 6/2008.
* Total emissions excluding the “land uses, change of land uses and forestry” sector.
** For gases CO,, CH, and N,0, all member-countries chose 1990 as base year. For gases HFC, PFC and SF,, 12 member-countries chose 1995

as base year, while Austria, France and Italy chose 1990.

2.3 THE NEW EU STRATEGY FOR CLIMATE CHANGE
AND ENERGY

The new European Union strategy for energy
and the environment was adopted by the Euro-
pean Council on 8-9 March 2007 and com-
prises the following targets for 2020:

® A 20% reduction in greenhouse gas emissions
by 2020 compared to 1990 levels,

® 20% increase in the share of Renewable
Energy Sources (RES) in overall EU energy con-
sumption and 10% in the share of biofuels in
overall EU transport petrol and diesel con-
sumption by 2020.

® 20% improvement of energy efficiency by 2020
(namely, saving 20% of EU’s energy consump-
tion compared to projections for 2020).
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The European Council, taking into account
the proposal of the European Commission,’
also adopted an action plan for energy and
climate change. The basic guidelines of the
plan are: the integration of the EU internal
market for gas and electricity, the coopera-
tion between Member States for the security
of energy supply, the improvement of the
greenhouse gas emissions trading mecha-
nism, the enhancement of energy efficiency
and energy security as well as the increase in
RES “penetration” (namely, the expansion of
their use).

On 23 January 2008 the European Commis-
sion® presented proposals for cutting green-
house gas emissions and developing RES in

7 European Commission Announcement, (COM 2007) 1 final.
8 European Commission Announcement (COM 2008) 30 final, 23
January 2008.



2013-2020. These proposals point out that the
reduction of greenhouse gas emissions by 20%
may rise to 30%, if there is an international
agreement committing other developed coun-
tries to comparable emission reductions. Fur-
thermore, the target for a 20% increase in the
share of RES in overall EU energy consump-
tion by 2020 is reiterated. As concerns energy-
saving, the targets of Directive 2006/32/EC
apply, which provide for a 9% of energy end-
use efficiency by 2016 and a 20% reduction in
total energy consumption by 2020. The means
to achieve the aforementioned targets are the
enhancement of the European Union Green-
house Gas Emission Trading System (EU
ETS) and the operational framework of RES,
as presented below.

Moreover, as agreed by the European Coun-
cil on 19-20 June 2008, emphasis is placed on
financing actions for climate change adapta-
tion and mitigation, particularly on invest-
ments in research and development of low-car-
bon fossil fuel technologies. In this context, the
European Council supports the construction
and operation of new power generation plants,
including the 12 demonstration plants of power
generation with carbon capture and storage,
which will be operating by 2015.

Finally, on 19-20 March 2009 the European
Council agreed that energy security is a key
priority, which needs to be enhanced by
improving energy efficiency and by diversify-
ing energy suppliers, sources and supply
routes. Specifically, proposals have been put
forward to develop energy infrastructure,
revise the legislation concerning the security
of natural gas supply and develop a southern
natural gas transport corridor including a
mechanism to facilitate access to Caspian gas.
With regard to the financing of projects in the
energy sector, the Council —in the framework
of the implementation of the European Eco-
nomic Recovery Plan — agreed upon a financial
contribution of € 3,980 million in the two-year
period 2009-2010. Of this amount, € 2,365 mil-
lion will be invested in gas and electricity infra-
structure projects, €565 million in wind energy

projects and €1,050 million in carbon capture
and storage projects.

2.3.1 THE EUROPEAN UNION GREENHOUSE GAS
EMISSION TRADING SYSTEM (EU ETS)

The European Commission’s proposals for the
improvement of the European Union Emis-
sions Trading System (EU ETS)’ provide for
the following:

® The scope of the scheme will be extended to
other greenhouse gases apart from carbon
dioxide and to further major industrial emit-
ters.

® The allowed emissions covered by the trad-
ing system will start at the mid-point of the
2008-2012 period and should decrease gradu-
ally by 1.74% on an annual basis until 2020.

® The national allocation plans for the emis-
sion allowances will be replaced by auctioning
of allowances or allocation for free through
community-wide allocation rules.

® Emission allowances for electricity genera-
tors shall be fully auctioned from 2013
onwards. Allowances for most of the other
industries and aviation should decrease grad-
ually until 2020 (resulting in full auctioning).

Emissions not covered by the trading scheme
from sectors such as buildings, transport, agri-
culture, waste and other installations which do
not fall under EU ETS are to be reduced by
10% below 2005 levels, while specific targets
are set for certain Member States.

9 With Directive 2003/87/EC of 13 October 2003, the European Par-
liament and the Council of the European Union contributed to the
fulfilment of the EU commitments to the environment. According
to the Directive, each Member State shall develop a national plan
stating the total quantity of allowances that it intends to allocate
and the way it proposes to allocate them for each of the following
periods: (a) the three-year period starting from 1 January 2005 and
(b) the five-year period starting from 1 January 2008, and for each
subsequent five-year period. For the three-year period, Member
States shall allocate at least 95% of the allowances free of charge,
while for the next five-year period, Member States shall allocate
at least 90% of allowances free of charge. Member States shall
ensure that greenhouse gas emissions are monitored and reported.
The Directive also provides for penalties in the case of excess emis-
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2.3.2 RENEWABLE ENERGY SOURCES IN THE EU

Community policy for RES! has set the interim
target of increasing the share of renewable energy
to 12% of total energy consumption in the EU by
2010, in order to achieve the target of 20% by
2020. It is estimated, however, that the interim
target will not be achieved (the share is currently
at 9%). According to EU policy each country will
adopt a National Action Plan putting forward dif-
ferentiated targets that will be taking account of
the different potential of each country. Further-
more, given that the cost for the exploitation of
renewable energy sources varies, Member States
require a certain degree of flexibility. Specifically,
it is provided for that Member States will have the
possibility to contribute to the development of
renewable energy sources inside and outside their
borders. More precisely, if Member States can
achieve their targets by contributing to the devel-
opment of RES in another Member State with a
more efficient production of renewable energy,
then they will be able to reduce the cost of com-
pliance measures and at the same time provide
another Member State with an additional source
of revenue. This investment does not require a
physical transport of resources and may be
effected by transferable guarantees of origin (a
proof that renewable energy has been produced).

2.4 THE COPENHAGEN CONFERENCE - FUTURE
TRENDS

On 28 January and 19-20 March 2009 the Euro-
pean Commission and the European Council,
respectively, set out their proposals for a new
global agreement to tackle climate change which
is due to be concluded at the Copenhagen
United Nations climate conference in December
2009. Specifically, in order to keep temperature
increase below 2°C, the EU suggests the fol-
lowing:

® Global GHG emissions must be reduced to at
least 50% of 1990 levels by 2050. The EU is com-
mitted to a 30% reduction in its emissions by
2020, provided that other developed countries
commit themselves to comparable reductions.
Developing countries, except least developed
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ones, will need to limit the rise in their emissions
to 15-30% below their usual levels by 2010.

® In order to reduce global emissions, net global
incremental investments must rise in the order
of €175 billion on a year-on year basis, by 2020.

® Innovative international funding sources
must be explored, based on the polluter-pays
principle.

e EU Member States could use part of the rev-
enue from auctioning allowances in the EU
ETS to support developing countries.

® A global OECD-wide carbon market should
be built by 2015, linking the EU ETS to com-
parable emissions cap and trade systems.

® The Kyoto Protocol’s Clean Development
Mechanism (CDM) should be phased out in
favour of moving to a sectoral carbon market
crediting mechanism and to the development
of cap and trade systems.

Moreover, the G-20 leaders (London, 2 April 2009)
were committed to making the best possible use of
investment funded by fiscal stimulus programmes
towards a green recovery — i.e. making the transi-
tion towards clean, innovative, resource-efficient
low-carbon technologies and infrastructure.

3 THE GREEK POLICY FOR CLIMATE CHANGE
AND ENERGY

3.1 GREENHOUSE GAS EMISSIONS IN GREECE

In 2006, the share of Greece in EU-27 total gas
emissions was 2.6% (compared to 1.9% in

10 The promotion of electricity produced from renewable energy sources
was achieved with the adoption of Directive 2001/77/EC in Septem-
ber 2001. According to this Directive, Member States may define
mechanisms of support for RES at national level, make proposals
which will contribute to the attainment of the target and establish the
appropriate mechanisms that will guarantee that energy is produced
from RES. Furthermore, the Directive lays down the obligations of
the Member States to regularly submit progress reports regarding the
use of RES. See also: European Commission, (a) Renewable Energy
Road Map, COM (2006) 848 final, 10 January 2007, and (b) Second
strategic energy review — EU Energy security and solidarity action
plan, 13 November 2008.



1990). Total greenhouse gas emissions in
Greece, excluding the sector “land use, land
use change and forestry” amounted to 133.1
million tonnes of CO, equivalents in 2006,
compared to 104.6 million tonnes in 1990, up
by 27.3%. However, the increase by 2006 com-
pared to the base year level of the Kyoto Pro-
tocol was 24.4% (gas emissions in the base year
have been set at 106.9 million tonnes), against
a targeted maximum increase of 25% by 2008-
2012. Consequently, according to the Euro-
pean Environment Agency Report!! Greece
was among the four countries which in 2006 did
not record an increase higher than the target
set under the Kyoto Protocol for each one of
them.!? The aim of course is that there will be
no further increase in emissions in the 2008-
2012 period, so that the increase between the
base year and the 2008-2012 period is main-
tained below 25%.

As concerns the percentage distribution of the
emissions of the six greenhouse gases, carbon
dioxide (CO,) possessed the largest share
(82.4%) in 2006. Nitrous oxide (N,0) and
methane (CH,) had lower participation shares,
namely 7.8% and 6.3% respectively. With
regard to the origin of gas emissions (see
Table X.1), energy related activities are the
major source of greenhouse gases with a per-
centage of 78.6% (104.7 million tonnes of CO,
equivalents). Of these activities, most pollu-
tants are emitted by public electricity pro-
duction (38.4%), transport (18.1%) — mainly
road transport (15.4%)— and households
(7.2%). Hence, the modernisation of energy
planning and the development of environ-
ment-friendly forms of energy must constitute
key priorities of the national energy strategy.
The second most significant source of green-
house gases after energy is industrial processes
(9.8%), followed by agriculture (8.7%) and
waste (2.7%).

3.2 THE GREEK POLICY FOR CLIMATE CHANGE
AND ENERGY

According to available estimates, Greece,
because of its topography (long coastline, large

number of islands), will be most severely
affected by the consequences of climate
change. Higher sea-level, desertification and
the exhaustion of water resources may have a
significant impact on certain areas and indus-
tries which contribute much to economic activ-
ity, e.g. tourism and agriculture.

The implementation of the European policy
for energy and climate change in Greece
requires, among others, better production
management (with the introduction of tech-
nology for lower energy consumption) and bet-
ter organisation of life in the cities (with bet-
ter organisation of public transport, so as to
reduce the use of energy-consuming means of
transport, as well as with the use of new tech-
nologies and alternative energy sources for the
insulation and heating of houses and other
buildings). Such changes require appropriate
planning and suitable incentives. Achieving the
targets set by the new European policy is
extremely important for Greece as this is nec-
essary in order to respond to climate change
and improve the quality of life. Additionally,
it could lead to the implementation of large-
scale investment and contribute to enhancing
competition in the energy sector, the estab-
lishment of new businesses, the creation of
many new jobs, a notable reduction of Greece’s
energy dependence and the respective down-
sizing of the current account deficit. The cur-
rent juncture should not be considered an
obstacle to such developments. By contrast,
energy investment and the so-called “green”
investment should provide an extremely useful
boost to the recovery of economies, as pointed
out also in the European Economy Recovery
Plan.

The main targets of the Greek policy on cli-
mate change and energy —which have been set
having taken into account the new European
policy — are the reduction of greenhouse gas
emissions and the achievement of the Kyoto

11 European Environment Agency, Greenhouse gas emission trends
and projections in Europe 2008, No. 5/2008.
12 The other countries were France, Sweden and the United Kingdom.
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Protocol targets, as well as the enhancement of
RES penetration in the domestic energy mar-
kets. The achievement of these targets will be
sought through the drawing-up of the National
Strategic Reference Framework 2007-2013 on
the Environment and the National Allocation
Plans, the operation of the Greenhouse Gas
Emission Allowance Trading Registry, the insti-
tutional framework for Renewable Energy
Sources, as well as through a number of other
actions, pertaining —among other things — to
“green” entrepreneurship, energy efficiency of
buildings, the adoption of best practices by pol-
luting industries, the elaboration of business
plans for addressing pollution in big urban cen-
tres and the intensification of environmental
audits.

Besides government policy and private invest-
ment activity, the challenges associated with
climate change, the protection of the environ-
ment and changing the energy pattern require
a more active participation of the society, which,
among others, requires comprehensive and
proper information.

3.2.1 NATIONAL STRATEGIC DEVELOPMENT PLAN
2007-2013 FOR THE ENVIRONMENT AND
SUSTAINABLE DEVELOPMENT

Addressing climate change constitutes one of
the key priority axes of environmental policy in
the next programming period.'* Specifically,
efforts will be made to reduce gas emissions
that contribute to the greenhouse effect, pro-
mote the penetration of RES in the domestic
energy market, apply a more rational use of
natural and energy resources, as well as
improve energy efficiency/effectiveness. More
particularly, some of the actions that have
already started to materialise for the reduction
of emissions include the introduction of the use
of natural gas in industry, households, trans-
port and electric power generation, the appli-
cation of the best available techniques in the
major polluting industries, the use of more effi-
cient and cleaner fuel in industry and trans-
port, as well as the improvement of the “energy
behaviour” of existing and new buildings. The
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completion of the spatial planning of Greece,
as well as the sectoral and spatial planning for
RES, may contribute to the increase in RES
penetration in the domestic energy market
(while preserving the natural environment).

3.2.2 NATIONAL ALLOCATION PLAN FOR EMISSION
TRADING

The methodology for the allocation of emis-
sion allowances constitutes a decisive factor for
the evolution of the Emission Allowances
Trading System. Specifically, the total quantity
of emission allowances, their allocation per
activity, as well as all the basic rules regulating
the allocation of allowances are defined in the
two National Allocation Plans (NAPs) for
Emission Trading.!* The first NAP for the
2005-2007 period includes 141 businesses,
while the second, for the 2008-2012 period,
includes 140 businesses. Within the framework
of the second plan, the forecasts of greenhouse
gas emissions (“Business as Usual Scenario”)
adopted in the 2nd National Programme' for
climate change were updated. As regards the
allocation of the emission allowances for exist-
ing installations, the activity with the largest
share of allowances, both for the 2005-2007 and
the 2008-2012 periods, is electricity generation,
with 73.1% and 70.8% respectively. Cement
production comes second (15.5% and 16.6%),
while the emission allowance shares for other
types of installations vary from 0.1% to 6.3%
(see Table X.3 below).

3.2.3 RENEWABLE ENERGY SOURCES IN GREECE

Securing energy supply and differentiating
energy sources, promoting competitiveness

13 National Strategic Development Plan — Environment and Sus-
tainable Development Sector — for the 2008-2012 period, October
2006.

14 National Allocation Plan for Emission Trading for the period 2005-
2007 (December 2004), National Allocation Plan for Emission
Trading for the period 2008-2012 (April 2008).

15 The 2" National Programme for Climate Change was adopted in
2002 (Cabinet Act 5/27 February 2003) and aimed at defining a set
of measures and policies to reduce the emission of greenhouse
gases (Business as Usual Scenario), in order for Greece to meet its
national requirements stemming from the implementation of the
Kyoto Protocol, and specifically the limitation of the increase in
total emissions to 25% in comparison with 1990 emissions.



through “clean” energy technologies and pro-
tecting the environment constitute the basic
axes of energy policies. In this context, RES
penetration in the energy market is a main tar-
get of the Greek policy.!¢ Electricity produc-
tion from RES in Greece is subject to a num-
ber of regulations, which define the prerequi-
sites and the procedures for the implementa-
tion of RES projects. Today, the development
of RES is governed by Law 3468/2006. The
main key points of this law are:

® The national target for the share of elec-
tricity generated from RES in the gross elec-
tricity consumption is set at 20.1% in 2010 and
at 29% up to 2020.

® Simplified procedure for issuing permits for
the installation or the operation of electric
power generation plants using RES.

® Monitoring of the progress of licensed RES
projects.

® Adjustment of the pricing system.
® Possibility to install offshore wind farms.

® (Creation of a system for the issuance of
guarantees of origin for electric power gener-
ation using RES.

® Improvement of the terms of purchase and
sale of electric power produced, in order to
facilitate project funding by banks.

As regards the problems and the course of
investments in RES see further below (Section
3.2.4).

3.2.4 “GREEN ENTREPRENEURSHIP”

The intensification of the financial crisis, in
conjunction with the deterioration of the
energy problem and the anticipated impact of
climate change, brought the so-called “green
entrepreneurship” to the fore, namely, the
entrepreneurial action aimed at improving the
quality of the environment, or at least prevent-

ing its deterioration. According to its support-
ers, green entrepreneurship is in a position, on
certain conditions, to combine the achieve-
ment of energy and, in a broader sense, envi-
ronmental targets (such as the reduction of
dependence on conventional energy sources
and the curtailment of activities that are detri-
mental to the environment) with satisfactory
performance of invested capital, owing to the
fact that the relevant markets are expanding
and are characterised by increased demand of
end- or intermediate environment-friendly
products and services.!’

Financial performance and environmental ben-
efits vary depending on the sector in which
green entrepreneurial action takes place. Thus,
investment aimed at restructuring generation
processes!® is estimated to be associated with
more satisfactory performance in the long term,
but also with more lasting environmental ben-
efits. Entrepreneurial actions improving the
mechanisms responsible for heavy charges (e.g.
pollution abatement applications), as well as
the condition of environmental resources (e.g.
agrotourism activities preserving local habitats)
can also be vigorous and sustainable. Further-
more, entrepreneurial initiatives improving the
management of effects of environmental degra-
dation, such as for instance, waste manage-
ment, can yield considerable economic and
social benefits, to the extent that the existing
production mechanism has not yet been
replaced by or complemented with an envi-
ronment-friendly technology. It should be

16 The first efforts for the development of energy generation from
RES in Greece are materialised by virtue of Law 1559/1985, which
provided private producers, Local Authorities and DEI (i.e. the
Public Power Corporation) with the possibility of producing elec-
tricity using RES. Law 2244/1994 allowed for a more integrated
approach, as it gave strong economic incentives for the develop-
ment of RES in Greece attracting private funding. The law defined
renewable energy sale prices at a level of 90% of the general price
list in average voltage and required DEI to buy energy produced
by independent producers. Law 2773/1999 placed emphasis on the
issue of access priority to the network. Law 2491/2001 dealt with
the issue of RES installation in forests and forest areas, while Law
3175/2003 established the rational use of geothermic energy.

17 According to the Commissioner for the Environment Mr. Dimas,
the European environmental industry has a turnover of €227 bil-
lion, which corresponds to 2.2% of GDP of the EU (see Naftem-
poriki, Special Edition — Economy 2009, March 2009).

18 Such as replacing conventional energy generation plants with plants

powered by RES.
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Table X.3 Allocation of emission allowances in existing industries

(in million tonnes of CO, equivalents)

Total allowances

Activities 2005-2007
Electricity production 156.2
Cement 332
Refineries 10.3
Other combustion 35
Lime 2.5
Metal friction 2.4
Iron and steel 2.4
Ceramics 2.4
Paper 0.6
Glass 0.3
Total 213.8

Total allowances % allocation % allocation

2008-2012 2005-2007 2008-2012
230.1 73.1 70.8
B9 15.5 16.6
20.5 4.8 6.3
3.0 1.6 0.9
4.6 1.2 1.4
4.0 1.1 12
2.8 1.1 0.9
4.6 1.1 1.4
0.9 0.3 0.3
0.3 0.1 0.1
324.8 100.0 100.0

Source: Hellenic Ministry for the Environment, Physical Planning and Public Works, National Plan for the Allocation of Emission Entitlements

for 2005-2007 (December 2004) and for 2008-2012 (April 2008).

noted that, while, historically, actions regard-
ing the management of the consequences of
environmental degradation came first, today
economic and social conditions for actions
aimed at influencing the causes leading to
degradation are mature, namely the modifica-
tion or radical change of production mecha-
nisms and processes so as to be compatible with
modern environmental standards.

The potential effects of the current financial
crisis on the further development of green
entrepreneurship constitute, however, an ele-
ment of uncertainty. Questions mainly focus on
whether profitability concerns will affect business
plans for green investment, as well as on the
extent to which large fluctuations of fuel prices
will discourage large-scale RES investment plans
by entrepreneurial groups or states.” The ques-
tion also arises as to whether and how green
entrepreneurship will help curtailing job losses
in the private sector.2? Government initiatives for
the development of research and technology, the
adoption of incentives for the production and use
of green products and services, as well as the
timely regulation of licensing procedures and
integration of green production plants (in order
to minimise red-tape and the long wait period for
potential investors) are expected to contribute
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significantly to dealing with these challenges
effectively.

Major institutional initiatives, entrepreneurial
actions already underway (mainly in the energy
sector) and the social partners™! ever-increas-
ing interest in the environment have brought the
issue of green entrepreneurship to the fore. The
relevant arguments are mainly based on the fact
that a number of geomorphological features
and development lags,> which have led to a
waste of financial and environmental resources
(and also to the production of low added-value
goods and services), extend to a different
dimension under the current conditions. For
instance, the fact that the Greek agriculture
failed to successfully adopt the model of inten-
sive cultivation that prevailed in Central Europe

19 The decision of Iberdrola (the largest RES operator in the world)
to cut its investment in the United Kingdom by about 40% is
expected to put the relevant programming of the British govern-
ment at risk (Naftemporiki, 26 March 2009).

20 It is estimated that the generation of aeolic energy in Europe has
already created 150,000 new jobs. According to the estimates of the
Commissioner for the Environment Mr. Dimas, RES industry is
expected to create 700,000 new jobs in Europe by 2020 (see foot-
note 17).

21 It should be noted that in November 2008 SEV (the Hellenic Fed-
eration of Enterprises) proposed the establishment of a Council for
Sustainable Development.

22 Such as the existence of mountainous or semi-mountainous agri-
cultural areas with low productivity, the large number of islands,
the failure to develop heavy industry etc.



has become less important, as organic farming
dynamics emerge, where this farming is based
on the quality and the local character of pro-
duction. Respectively, the provision of low-
added value tourism services, in which Greece
has now particularly powerful competitors, does
not secure, as in the previous decades, satis-
factory capital yields and jobs, unless it is com-
bined with services featuring environmental,
agro-tourism, sports and cultural aspects. Even
more, the generation of electric power from
sources that are detrimental to the environment
(i.e. stand-alone petrol terminals) in islands with
exceptionally high wind and solar energy poten-
tial does no longer hold strong economic or
technological support nor is it socially accept-
able. Thus, it becomes clearer that the condi-
tions supporting green entrepreneurial action do
exist, particularly in the context of sustainable
development. However, the conditions for the
materialisation of this prospect are not only
exogenous (state support policy, technology), but
also endogenous, as they are related to the
“organisational capital”, the producers’ and con-
sumers’ disposition towards innovation and their
general stance on environmental issues. In this
sense, it is expected that green entrepreneurship
will have to incorporate progressive elements
not only regarding the environment, but also the
form and the operation of the enterprise,
including among others, its relation with inno-
vation, its connection with research institutes,
consumer information and its acceptance by
local communities.

In recent years the state undertakes more ini-
tiatives on issues related directly or indirectly to
green entrepreneurship, mainly in terms of
institutional and other interventions in the
energy sector. As mentioned above, by virtue
of Law 3468/2006 a broad programme for elec-
tric power generation using RES was promoted
and the terms for the incorporation of the rel-
evant investment in development programmes
were defined. The business community? and
local communities have shown great interest,
particularly in the development of photovoltaic
stations and the utilisation of arable land in
areas with high solar potential.

Law 3734/2009 (articles 27A and 28) seeks,
among others, to resolve issues related to red
tape procedures and pricing of the specific pro-
gramme so as to facilitate the direct promotion
of many pending? investment plans, the attrac-
tion of new investment and the regulation of
various spatial issues. A legislative intervention
is expected soon, according to the statements
of the Minister of Development (press inter-
views 10 February 2009 and 19 March 2009),
also for business investment in aeolic parks,
where similar issues impede the implementa-
tion of many important investment plans.

The development of green entrepreneurship,
which of course, does not involve only energy
production using RES, is supported by a num-
ber of public initiatives, many of which fall
under NSRF 2007-2013.% These include the
programmes “Green Enterprise” (Prasini
Epiheirisi),”” “Saving Energy” (Exikonomo)
for local authoritis?, the programme for the
replacement or withdrawal of old energy-con-
suming house appliances, as well as the pilot
programme for the “green island” (Ai-
Stratis), where energy consumption will be
exclusively covered by RES. Furthermore,
the implementation of measures for the
reduction of energy consumption of buildings

23 According to press clippings (see Naftemporiki, 11 July 2008 and
10 January 2009), the planned investments in Greece by large inter-
national private groups —before the financial crisis— amounted
to €3.2 billion. Moreover, “PPC Renewables” (a subsidiary of DEI)
is planning relevant investments of €2 billion by 2014.

24 The vivid interest for investment in renewables, in conjunction with
the accumulation of pending cases (related to DEI network con-
nection and security, as well as the spatial and other environmen-
tal arrangements) and the heavy work load for the evaluation of
applications by the Regulatory Authority for Energy (RAE) had
led to a temporary suspension of the submission of applications
(Ministerial Decision, 24 March 2008) and a slowdown in the real-
isation of investment plans.

25 According to an ICAP survey for the RES energy generation indus-
try (Naftemporiki, 1 April 2009), the main inhibitor in the faster
development of the RES industry is deemed to be the low degree
of investment materialisation, which is attributed to the complex
and time-consuming licensing procedure.

26 According to the Commissioner for Regional Policy issues, Mrs
Hiibner, green economy investment for the period 2007-2013 will
amount to €105 billion, while the corresponding Greek participa-
tion will come to about €5.5 billion (statements in the Greek press,
14 March 2009).

27 This is the sub-programme of the programme “Epixeiro 20097,
which subsidises, for the first time to such an extent, businesses
implementing environmental-friendly actions. It is expected to start
in the first half of 2009.

28 This is an energy-saving programme in all public buildings, at least
for municipalities with population of more than 10,000 inhabitants.
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(Law 3661/2008) is considered particularly
important both because it is expected that
they will help limit energy waste in the
medium term and because they may con-
tribute to the creation of jobs in technical
professions and the development of relevant
entrepreneurial action.? It is equally impor-
tant to achieve greater progress in the recycling
sector, which involves the prevention of waste
generation, the reuse and recycling of mate-
rials, waste to energy solutions, as well as the
safe final disposal in organised landfill sites.
The basic legal regulations are included in
Law 2939/2001 and in a number of presiden-
tial decrees and ministerial decisions issued
by virtue of this law. According to data of the
Ministry for the Environment, Physical Plan-
ning and Public Works, recycled household
waste came to 25% in 2008, from 6% in 2004;
it is, however, evident that it remains relatively
low. Faster progress is also necessary as
regards energy-saving due to recycling, which
in 2008 came to 2,600,000 GJ (it was below
500,000 GJ in 2004), and CO, emissions
reduction owing to recycling, which in 2008
amounted to 360,000 tonnes (from 87,500 in
2004). Also in this sector, there is much that
can be done by local authorities and private
enterprises.

In order to multiply business initiatives
related to environmentally friendly products
and services, funding is of crucial importance,
particularly at the early stages of the invest-
ment. Given that the market for venture
capital (“business angels” etc.) is not devel-
oped in Greece —besides, their develop-
ment would be exceptionally difficult
under the current conditions — the evolution
of financing will mainly depend on the ability
of credit institutions to choose and support
appropriate green entrepreneurial opportu-
nities. Already, on the occasion of the pho-
tovoltaic stations programme, many com-
mercial banks plan to fund various initia-
tives, extending from the production of
energy using RES to the replacement of
conventional transport or production equip-
ment with green technology.

Annual
1) Report
0JoH 2008

4 THE ENERGY SECTOR IN GREECE

4.1 ELECTRIC POWER GENERATION AND
CONSUMPTION IN GREECE

Electric power generation in Greece from 1960
onwards has been mainly based on the exploita-
tion of domestic sources, namely lignite and, to
a lesser extent, water. According to Eurostat
data, in 1990 lignite-fired plants covered 71.5%
of total net energy production,*® hydroelectric
plants 6.2%, while the rest came from petrol
terminals, a large part of which cover to date
the needs of non-interconnected islands.

The introduction of the use of natural gas in the
Greek energy system since 1997 and the gradual
—very slow in the beginning — development of
RES mainly since 1994 led to the change in the
structure of electric power generation. Thus, in
2006 total net production amounted to 56.5
TWh, from 32.1 TWh in 1990 (and corre-
sponded to total installed capacity of 13.6 GW,
compared to 8.5 GW in 1990), from which
52.5% came from lignite-fired stations, 17.3%
from natural gas terminals, 15.6% from oil ter-
minals, while 11.4% of total net production
came from hydroelectric stations and 3% from
renewable sources (see Chart X.1). In the
1990-2006 period, total net electric power gen-
eration increased at an average annual rate of
3.6%. However, the growth rate declined since
2001 (with the exception of 2003), and as a
result during the triennium 2004-2006 elec-
tricity production increased at an average
annual rate of 1.3% (see Chart X.2).

In the 1990-2006 period the demand for elec-
tric power in Greece by end consumers
increased at higher rates (3.9% on annual aver-
age). Demand by the household sector (4.3%)
and the services sector (7.5%), regarding
mainly the use for commercial activity, grew at

29 According to WWF-Greece, the implementation of Directive
2002/91/EC on energy consumption in buildings is expected to cre-
ate 530,000 new jobs in the EU.

30 Net electric power generation is equal to total electric power gen-
eration minus electric power inland consumption which is the result
of the generation process.



Chart X.I Electricity production by source in
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a faster average annual rate, while demand by
industry increased at a lower rate (1%). Thus,
in 2006 the households and services repre-
sented 33.7% and 33.8% respectively of final
consumption (see Chart X.3). By contrast, the
share of industry in final consumption was lim-
ited to 27% in 2006 (from 42.5% in 1990), while
the share of the agricultural sector remained
small (5.2% in 2006, from 5.5% in 1990).

After 2000, the divergence between energy pro-
duced and energy required led to the increase in
the share of imports in the electric power system
of Greece, which became stronger in the 2004-
2006 period (see Chart X.2), with net imports
increasing at an average annual rate of 26.2%.

The penetration of net electric power
imports in the energy balance of Greece con-
tinued also in 2007 (they increased by 3.6%)
and was particularly intensified in 2008 (when
imports increased by 28.6%). As shown by
HTSO (Hellenic Transmission System Opera-
tor) data, total demand in the interconnected
Greek system’! increased in 2007 by 4%,
together with a proportionate increase in net
production. In 2008 the rise in total demand
was smaller (+0.6%) and was covered mainly
by imports, while net production was reduced
(-1.7%), mainly owing to the decline in the
production by lignite and hydroelectric sta-
tions.?> However, in 2008 the production by
RES and SITHIA% plants (including photo-
voltaic stations) in the interconnected system
increased considerably (+26.1%) and came to
2,203 GWh (compared with 1,747 GWh in
2007 and 1,521 GWh in 2006), which led to a
further increase in their share in electric
power generation.**

31 HTSO - according to the institutional framework of the deregu-
lated electric power market — is responsible for the interconnected
system serving mainland Greece and certain interconnected islands.

32 Besides, on the basis of HTSO data, electric power generation in
the interconnected system continued to fall (-4.9%) between Jan-
uary and February 2009, while demand recorded an even larger
drop in the same period (-5.9%).

33 “High Efficiency Cogeneration of Electricity and Heat” (or Com-
bined Head and Power — CHP) stations.

34 At the same time, the installed power capacity of RES and SITHIA
plants along with the photovoltaic systems in the interconnected
system amounted to 1,098 MW in 2008 from 880 MW in 2007 and

768 MW in 2006.
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Chart X.3 Electricity consumption by sector in

industry
agriculture
services!
Il houscholds
5%
27%
34% /

g

34%
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1 Includes trade, transport and public buildings.

On the basis of the Council for National Energy
Strategy (SEES)* report for 2008 (Measures
and means for a sustainable and competitive
energy policy), the demand for electric power
in the interconnected system is expected to
increase in the 2010-2020 period at an average
annual rate of 2.7% (if energy saving measures
are implemented, the average rate could be
limited to 1.7% during the same period).*

On the basis of the European Union policy for
energy and climate change, targets have been
set —as already mentioned — regarding the
reduction of greenhouse gas emissions, as well
as the further penetration of renewable sources
in the internal energy market.”” Given, how-
ever, that the electric power sector in Greece
is accountable for 38.4% of CO, emissions
(2006 data), the differentiation of the fuel mix-
ture currently used becomes imperative so as to
cover the increase in demand by 2020.

In the 2008 SEES report it is ascertained that
the national energy policy targets can be
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achieved with the use of: (a) lignite-fired
plants, but in a smaller percentage, (b) nat-
ural gas plants, in a percentage proportion-
ate to fuel imports on the basis of long-term
contracts, (c) large hydroelectric stations,
(d) aeolic and other renewable sources and
(e) certain new technology coal plants. Nev-
ertheless, on the basis of the recent statements
of the Minister of Development on the new
National Energy Strategy of the Ministry of
Development,*® investment programmes in coal
are cancelled, while natural gas and renewable
energy sources will play the primary role in the
energy mixture of Greece. At the same time,
priority is given to international energy inter-
connections (natural gas pipelines and the Bur-
gas-Alexandroupoli oil pipeline),* as well as in

35 The Council for National Energy Strategy (SEES) was established
by Law 3438/2006; it comes under the Ministry of Development and
constitutes a body making proposals to the government and par-
ticularly to the Minister of Development on issues regarding the
long-term planning of Greece’s energy policy.

36 Because of the increased uncertainty due to the financial crisis,
SEES has recently announced that it postpones the publication of
its 2009 Report on long-term energy planning (which may include
revised forecasts) for September 2009.

37 Greece must cut down the rise in greenhouse gas emissions by 25%
in the 2008-2012 period compared to 1990 levels, with an aim to attain
its Kyoto Protocol targets. Furthermore, by virtue of Directive
77/2001, the national target set for Greece is to increase the share of
electricity produced by RES in the gross electric power consumption
to 20.1% by 2010. Moreover, on the basis of the new European pol-
icy for energy and climate change adopted by the European Coun-
cil in the past two years, Greece should reduce its greenhouse gas
emissions by 4% compared to 2005 (for industries not participating
in the emissions trading system), while the participation of renewable
sources in total energy consumption must rise to 18% by 2020 (cor-
responding to a share of 30-35% in gross electric power consumption).

38 10 February 2009.

39 The Ministry of Development is planning the establishment of a com-
pany for the South Stream pipeline in 2009, following the signature
of amemorandum of cooperation between the Greek and the Russ-
ian government in April 2008. Also, in June 2008 the establishment
act of the company “IGI Poseidon” was signed, which will construct
and develop the Greece-Italy submarine natural gas pipeline. The
construction of the pipeline, which forms part of the greater Turkey-
Greece-Italy pipelines system, is expected to start in 2009 and the
system will be put into operation in 2012. It is noted that the EU has
approved the exception of third party access to the project for 25
years, in the course of which DEPA (the Public Gas Corporation)
and the Italian company Edison will have exclusive exploitation
rights. As concerns the fuel, Greece and Italy have already embarked
upon deliberations with countries of the Caspian region and par-
ticularly with Azerbaijan. Furthermore, as regards the Burgas-
Alexandroupolis pipeline, the Ministry of Development is planning
the sanctioning of the agreement governing the passing through of
the pipeline by the Parliament by June 2009, following the signature
(on 18 January 2008) of the agreement for the establishment of the
international company that has undertaken its construction and oper-
ation. It should be reminded that Russian companies participate in
the company by 51% and Greek and Bulgarian companies by 49%
equally. The commencement of the construction of the project has
been set for June 2010 and is expected to upgrade Greece’s position
in the energy map, securing advantages related to energy security,
the attraction of investment and the creation of jobs.



negotiations with Russia for the supply of nat-
ural gas from 2016 onwards. Moreover, further
expansion of natural gas pipelines in Greece is
being promoted, as well as the acceleration of
the interconnection of the Cyclades with the
national network. Regarding the promotion of
RES, the Ministry of Development is tabling
a new bill, which will lay emphasis on aeolic
parks.

4.2 ENERGY AND PROTECTION OF THE
ENVIRONMENT IN GREECE

As mentioned above, the largest percentage of
greenhouse gas emissions in Greece (79% in
2006 — see Table X.1) comes from the energy
sector, and this holds true for both the side of
production and the side of consumption. The
most polluting activities related to the use of
energy are electric power generation, transport
and household activities (such as house heat-
ing and the use of private passenger cars).

It is worth noting that the production of energy,
which mainly involves electric power generation,
contributes to total greenhouse gas emissions
almost as much as all the other sectors of the
economy together, which, however, consume
the largest part (about 95%) of total gross
domestic energy consumption. This, however,
does not seem to be the case in the other EU-
15 countries. The difference may be due to the
fact that electric power generation with the use
of lignite is a considerably more polluting activ-
ity than power generation from other raw
materials in other countries.

4.3 ENERGY INTENSITY OF THE GREEK
ECONOMY*

Energy consumption is directly associated with
a country’s energy intensity, namely the extent
to which energy is used effectively in the pro-
duction process. Energy intensity is defined as
the ratio of gross inland energy consumption*!
to GDP. Lower energy intensity implies higher
effectiveness in the use of energy for each unit
of output, i.e. output increases faster that
energy consumption. Respectively, oil intensity

is defined as the ratio of gross domestic oil con-
sumption to GDP.

In the 1995-2006 period Greece became more
effective by 14.9% as regards energy use and
15% as regards the use of oil for each unit of
output. The euro area became more effective
by 9.6% and 17% respectively. Compared to the
euro area as a whole Greece remains more
energy-consuming (this difference has been
reduced, from 12.5% in 1995 to 6% in 2006) and
oil-consuming (this difference has been
increased, from 50% in 1995 to 54% in 2006) in
all branches of economic activity.

For each industrial output unit, Greece con-
sumes 47% more energy and 319% more oil
than the euro area, in agriculture 24% more
energy and 56% more oil and in transport 12%
more energy and 14% more oil. Finally, 5%
more energy but 109% more oil is required for
each unit of output in the sector of households
and services (see Chart X.4).

The share of oil products in total energy con-
sumption has remained unchanged in Greece
since 1990, while it has been reduced in the
euro area and EU-27. This development sug-
gests that in Greece the substitution of oil prod-
ucts by other forms of energy, such as natural
gas, electric power”? and RES, proceeds very
slowly and remains very low. In 1990-2006 oil
products accounted for about 58% of gross
inland energy consumption in Greece, the
third highest among EU-27, while this share
for industry, households and agriculture was
considerably higher in comparison with EU-27
and the euro area.

The extra quantity of energy Greece required
in relation to the euro area for the production

40 See also Monetary Policy-Interim Report 2008, October 2008,
Annex II to Chapter V, pp. 93-96.

41 Gross inland consumption or “primary energy supply” represents
the quantity of energy consumed within a geographical entity. It
is calculated as follows: Primary production + recovered products
+ total imports + variations of stocks + total exports + bunkers
(i.e. quantities delivered to sea-going vessels). The measurement
unit is the tonne of oil equivalent (TOE).

42 It is noted that the main hydroelectric and lignite plants in Greece

were constructed before 1990.
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Chart X.4 Energy intensity by sector in Greece

and the euro area
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Source: Bank of Greece (calculations based on Eurostat data).

of one unit of output is exclusively oil. Of the
extra oil quantity used, 4.4% in industry, 15%
in transport, 30% in agriculture and 81% in
households covers the lack of supply or
reduced demand for other forms of energy,
while the remaining extra oil is the result of the
ineffective use of oil or of structural factors. A
particular feature of Greece is that households
and services have gradually increased the use
of oil per unit of output,* unlike the euro area
and EU-27, which have reduced it.

The needs for energy and oil as well as con-
sumers’ energy behaviour vary among countries
due to economic, social and other characteris-
tics, such as climate conditions, kilometric dis-
tances, the abundance of energy resources and
infrastructure. Energy prices, the structural
characteristics of the economy and the imple-
mentation of policies encouraging a more effec-
tive use of energy are of equal importance.

In many countries, the increase in the share of
services in total GDP against the respective
share of industry, the modernisation of pro-
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duction processes in industry, the turn to other
forms of energy, better thermal insulation of
buildings and the turn from heating oil to nat-
ural gas and the promotion of low fuel-con-
sumption or hybrid vehicles have in recent years
contributed to the reduction of energy and oil
intensity. Furthermore, many countries have
adopted policies which encourage energy saving
and lower use of oil, such as increased compe-
tition through the deregulation of the energy
market, lower subsidies or higher fuel tax, sub-
sidies for biofuels and research on new more
energy-efficient technologies.

There is plenty of room for further reduction in
energy and particularly oil intensity in Greece,
as the penetration of natural gas in end con-
sumers is still very limited in comparison with the
European standards, while, at the same time, the
percentage of primary energy production using
RES remains very low. Moreover, the chal-
lenges from the continuing increase in the
number of means of transport, particularly pri-
vate passenger cars,* and the demand for road
transport as well as passenger and freight air
transport are also important.

4.4 ENERGY DEPENDENCE OF THE GREEK
ECONOMY*

A country’s energy dependence, i.e. the ratio
of net energy imports to total gross inland
energy consumption, has changed at around
the same average annual rate as that of the
euro area as a whole. However, oil dependence
has increased at the highest average annual
rate among euro area countries (see Chart
X.5). By contrast, in countries comparable with
Greece, such as Portugal and Ireland, oil
dependence was reduced in the 1990-2006
period. Greece’s energy dependence amounted
to 67% and oil dependence to 98% on average
in the 1990-2006 period. The expected increase

43 Services or goods destined for own use are calculated as household
output.

44 International Energy Agency, Worldwide Trends in Energy Use
and Efficiency, 2008, pp. 60, 62 and 64.

45 See also Monetary Policy-Interim Report 2008, October 2008,
Annex II to Chapter V, pp. 93-96.



Chart X.5 Energy and oil intensity and dependence in the EU-27, the euro area and Greece
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in the penetration of natural gas in Greece is
estimated to limit the use of oil products, with-
out, however, reducing fuel dependence, as nat-
ural gas is also imported. The substitution of oil
for domestic energy sources, such as RES, could
gradually reduce Greece’s energy dependence.

5 LEGAL FRAMEWORK AND COMPETITION
CONDITIONS IN THE GREEK ENERGY MARKET
- INVESTMENT PROSPECTS

5.1 LEGAL FRAMEWORK

The deregulation of the electricity market in
Greece formally started in February 2001 by
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Law 2773/1999, which aimed at aligning the
Greek legislation with Directive 1996/92/EC
(for the establishment of common rules for the
internal market in electricity in the European
Union).

Over time the institutional framework was sup-
plemented and amended by the provisions of
other laws, among which the most important
were Law 3175/2003 and Law 3426/2005
“accelerating the process of deregulation in the
electricity market”. At the same time, the insti-
tutional framework was aligned with the rules
of Directive 2003/54/EC.

On the basis of the institutional framework as
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it was finally set by virtue of Law 3426/2005, the
electricity market has been fully deregulated as
of 1 July 2007, with the recognition of the con-
sumers’ right to choose their electricity sup-
plier.*s At the same time, the role of institu-
tional bodies has been enhanced as the HTSO
(Hellenic Transmission System Operator) will
be exclusively responsible for the develop-
ment and maintenance of the transfer system
(i.e. the high voltage network), as well as for
the operation of the new electricity market.*’
The institutional framework in force also pro-
vides for the distinction between distribution
network management activities (for average
and high voltage) and network ownership
activities.*s

As regards the regulatory framework, an
important step towards the operation of the
deregulated electricity market is the new Grid
Control and Power Exchange Code for Elec-
tricity (KDSSHE), issued in 2005 and further
amended in 2006. However, the new code will
be fully implemented in 2009, as the transition
to the new market model was not directly fea-
sible, because its operation rules were complex
and participants could not easily assimilate
them.® Besides, the Grid Code has also been
brought to public consultation and the same
applies for the new Supply Code. As soon as
these codes are put into force, the access of
electricity suppliers to the distribution net-
work (low and average voltage) will be facili-
tated.

The deregulation of the electricity market car-
ried along the deregulation in the natural gas
market, given that over 70% of the fuel is con-
sumed by electric power producers. The natu-
ral gas market was initially “opened up” by
virtue of Law 3175/2003 (as of 1 July 2005) for
electric power producers consuming over 25
million cubic metres of natural gas on an
annual basis. Following the adoption of Law
3248/2005 for the deregulation of the natural
gas market, which set the framework for the
transposition of Directive 2003/55/EC into
national law, the free choice of supplier was
extended to all authorised electricity and heat
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production-cogeneration suppliers with an
annual demand over 100 MWh.>

The legislative framework for granting licenses
to electricity generation plants using renewable
energy sources (RES) and to High Efficiency
Cogeneration of Electricity and Heat
(SITHIA) plants was regularised by Law
3468/2006. The law provisions led to a consid-
erable simplification and acceleration of the
licensing processes for the relevant projects so
as to safeguard their materialisation. Moreover,
this law aimed at the alignment of the Greek
legislation with Community Directive 2001/77
and its adaptation to the aforementioned com-
mitments arising from the Kyoto Protocol
regarding the RES share in electricity produc-
tion. As regards the promotion of cogeneration
of two or more useful forms of energy, the insti-
tutional framework was further supplemented
with the provisions of Law 3734/2009, thus fully
aligning with Directive 2004/8/EC. The new law
also includes provisions by which the regime
governing the foundation and operation of pho-
tovoltaic stations initially established by Law
3468/2006 is finalised.

5.2 COMPETITION IN THE ENERGY MARKET -
INVESTMENT PROSPECTS

Private individuals’ interest in the materialisa-
tion of investments in electricity production has

46 This law does not apply for consumers of micro-isolated networks
in non-interconnected islands.

47 PPC reserves the right for exclusive ownership of the transmission
grid’s fixed assets. Besides PPC, other companies are eligible to be
granted licenses for the construction and management of electricity
transmission lines, so that they can directly supply their plants, sub-
sidiaries and customers.

48 PPC reserves the right for the exclusive ownership of the distri-
bution network, while the operation of the distribution network has
been undertaken by a new company, under the name “Distribution
Network Operator”, which is a 100% subsidiary of PPC.

49 The new market established on the basis of the new Code consists
of two parts: (a) the daily wholesale energy market, in which trans-
actions are conducted on total electricity produced and consumed
in the territory (i.e. domestic producers and importers offer elec-
tricity and are remunerated therefor, while suppliers and exporters
absorb it) and (b) the long-term capacity reliability market, in which
producers are paid for the maintenance of their plants in opera-
tional alertness and which aims at reducing producers’ business risk,
to ensure the possibility of installation and operation of new plants.

50 Since November 2008 these include non-household customers
located in areas outside the jurisdiction of the Gas Supply Com-
panies (EPA), while as from November 2009 the market will be
opened up for household customers, except those who fall under
the jurisdiction of EPA.



Table X.4 Electricity production licences issued between | February 2001 and 12 January
2009, by plant type

Plant type

1. Renewables
1.1 Wind power
1.2 Small hydroelectric
1.3 Biomass — geothermal
1.4 Photovoltaic

2. Combined heat and power

W

. Large hydroelectric
4. Large thermoelectric

4.1 Large private thermoelectric
5. Other

6. Total

Number Power (MW)
857 7,739.1
501 6,858.8
277 670.1

17 84.5
62 125.7

31 430.9

1 60.0

21 6,976.2
14 5,476.0
134 1,682.1
1,044 16,888.3

Source: Regulatory Authority for Energy (RAE), registry of electricity production licences.

been vivid since the beginning of the formal
deregulation of the electricity market by virtue
of Law 2773/1999. According to RAE data,
from February 2001 until January 2009 1,044
power generation licences had been issued, for
plants with a total capacity of 16,888 MW (see
Table X.4). Of these, the highest share (46%)
concerns licenses for RES stations (mainly
wind power generation plants: 40.6%), while
an important percentage is covered by
licences for large thermoelectric stations
(41.3%).

Specifically, as regards thermoelectric stations,
14 out of the 21 licences issued, are for private
stations with a total power of 5,476 MW.

However, the licensed investment plans have
not proceeded as scheduled. This is associated
with delays both in establishing the regulatory
framework for the operation of the deregulated
market as well as in the conduct of tenders (by
the System Operator - HTSO) between inde-
pendent producers for the conclusion of capac-
ity availability contracts provided for by law.
Thus, after a two-year procedure the first ten-
der was completed in July 2008 (it had been
announced in December 2006): it concerned
the construction of a natural gas plant of 447

MW, which is expected to be put to commer-
cial operation at end-2010.3!

However, irrespective of tender procedures,
there are two plants currently operating — besides
PPC, which remains dominant in electricity pro-
duction and supply — and one large private heat-
ing and electricity cogeneration plant has also been
put into trial operation since summer 2008. As a
result the total installed capacity of private plants
amounts to 884 MW 52

Besides, in the past two years, there has been
strong mobility by energy groups eager to con-
clude agreements with international energy
agents for the creation of joint ventures, so that
they can secure their participation in the inter-

51 The tender was awarded to ENELCO S.A. According to law, the
commencement of operation of the new plant is set in 27 months
from the date at which the contracts were signed (15 July 2008)
between HTSO and ENELCO S.A., while the capacity of the new
plant will be bought by the Operator at a pre-fixed price for 12
years. It should be recalled that the tender procedure for 900 MW
power supply contracts had originally been introduced by Law
3175/2003, which provided that the incorporation to the capacity
credit system would be completed by 2007. However, owing to the
delay in the materialisation of private electricity production proj-
ects, the deadline was extended to 2012.

52 This is the Gas Turbin plant “HERON I” (160 MW) of “HERON
Thermoelectric SA”, which has been operating since 2004 in order
to secure spare power, the “Energiaki Thessalonikis” plant of Hel-
lenic Petroleum (ELPE - 390 MW), which was set in operation in
2006, as well as the new cogeneration plant of Endesa Hellas (334

MW).
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nal electricity production and trade. Three
new combined cycle plants for electricity pro-
duction powered by natural gas with total power
of about 1300 MW are already under construc-
tion. They belong to three large private groups
and are expected to be incorporated into the sys-
tem in 2010.%*

At the same time, PPC is implementing a €4
billion worth programme, for the gradual
replacement of its obsolete and polluting facil-
ities with new modern technology thermal
plants which will be more environment-
friendly.”> Furthermore, the Corporation’s new
investment programme, which will be concluded
by 2014, also envisages the materialisation of
new projects involving renewable energy
sources, with total capacity of 950 MW, worth
€2 billion.

The materialisation of investment in new
modern and clean technology stations in the
sector of electricity production, both on
behalf of private groups and the PPC is
expected to enhance the adequacy of electric
power in the forthcoming years and also con-
tribute to the reduction of emissions of con-
ventional pollutants, thus helping in the ful-
filment of Greece’s obligations.>

Finally, it is worth noting that in the past two
years, private individuals show more interest in
the supply of electricity. Thus, according to
RAE, 50 licences for the supply of a total of
21,284 MW had been granted by January 2009,
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49 of which (9,784MW) concern independent
suppliers. Furthermore, private suppliers have
recently turned to major commercial consumers,
as PPC bills for this category of customers (aver-
age voltage bills) leave room for lucrative activ-
ity on behalf of other “players” in the market.”’
Besides, the finalisation of the regulatory
framework, when the Grid Code is put into
force, is expected to facilitate private suppliers’
access also to household consumers.

53 In this context an important development in the area of electric
power is the establishment of the company “Elpedison”, between
ELPE and the Italian Edison, on the basis of the agreement signed
by the two groups in July 2008, aimed at creating electricity pro-
duction plants of 2000 MW. Similar moves were also made by other
groups, such as the one signed between the “GEK Terna” group
with the Gaz de France-Suez (18 December 2008) which provides
for the participation of the second by 50% in the share capital of
“HERON Thermoelectric”. Moreover, on 31 March 2009 the Euro-
pean Commission approved the creation of a joint venture between
the Mytilinaios and Motor Oil groups for energy production (it con-
cerns the construction of an electricity production station with a
capacity of 396 MW).

54 This is a plant of 435 MW of “HERON Thermoelectric”, a plant
of 412 MW of Endesa Hellas and a plant of 421 MW of Edison.

55 It is noted that originally, as provided for by Law 3175/2003, the
PPC may renew and replace obsolete facilities of a capacity of up
to 1600 MW. However, on the basis of the recent law 3734/2009
(article 33), the PPC may proceed to the replacement of its old
plants with new modern technology plants, without capacity limi-
tations. The programme also includes the construction of a com-
bined cycle plant in Aliveri (427MW), as well as another thermo-
electric plant in Meliti, Florina (420 MW), powered by lignite and
the possibility of providing thermal energy for teleheating. More-
over, the works for the construction of 5 hydroelectric stations with
total capacity of 725 MW are almost completed.

56 As regards power adequacy for 2009, it is noted that demand
requirements will be met by the existing PPC plants and private
plants already in operation, as no new plants will be incorporated
in the system. However, it is estimated that there will not be seri-
ous problems in meeting demand requirements, as a result of the
lower consumption observed (mainly in the industrial sector), but
also of the increase in water reserves for the operation of hydro-
electric plants.

57 Thus, six new Greek and foreign companies operating in the elec-
tricity sector have already signed electricity supply contracts with
large supermarket chains and retail stores.
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BALANCE SHEET AS AT 31 DECEMBER 2008

EIGHTY FIRST YEAR

(in euro)

ASSETS 31.12.2008 31.12.2007
1. Gold and gold receivables 2,924,754,323 2,654,573,188
2. Claims on non-euro area residents denominated in foreign currency 301,602,543 439,077,917

2.1 Receivables from the IMF 138,800,294 82,587,355
2.2 Balances with banks and security investments, external loans and
other external assets 162,802,249 356,490,562
3. Claims on euro area residents denominated in foreign currency 2,473,540,378 700,755,139
3.1 General government 265,422,923 283,313,841
3.2 Other claims 2,208,117,455 417,441,298
4. Claims on non-euro area residents denominated in euro 830,949,273 1,002,378,668
4.1 Balances with banks, security investments and loans 830,949,273 1,002,378,668
4.2 Claims arising from the credit facility under ERM IT 0 0
5. Lending to euro area credit institutions related to monetary
policy operations denominated in euro 38,354,900,000 8,727,274,500
5.1 Main refinancing operations 22,765,300,000 6,759,000,000
5.2 Longer-term refinancing operations 15,584,000,000 1,968,274,500
5.3 Marginal lending facility 5,600,000 0
6. Other claims on euro area credit institutions denominated in euro 76,778,839 232,122,255
7. Securities of euro area residents denominated in euro 14,529,148,987 17,006,126,881
8. General government long term debt denominated in euro 7,777,980,635 8,231,573,922
9. Intra-Eurosystem claims 1,483,347,572 1,443,521,602
9.1 Participating interest in the ECB 390,454,407 390,235,477
9.2 Claims equivalent to the transfer of foreign reserves to the ECB 1,046,595,328 1,046,595,328
9.3 Claims related to promissory notes backing the issuance of ECB
debt certificates 0 0
9.4 Claims related to the allocation of euro banknotes within the
Eurosystem (net) 0 0
9.5 Net claims related to transactions with the ESCB (TARGET?2) 0 0
9.6  Other claims within the Eurosystem (net) 46,297,837 6,690,797
10. Items in course of settlement 623,195 3,352,187
11. Other assets 2,166,856,607 2,138,966,098
11.1 Coins 44,783,716 50,594,774
11.2 Tangible and intangible fixed assets 804,157,896 822,814,486
11.3 Other financial assets 29,013,836 28,863,993
11.4 Accruals and prepaid expenses 713,208,538 710,243,489
11.5 Sundry 575,692,621 526,449,356

TOTAL ASSETS 70,920,482,352 42,579,722,357

OFF-BALANCE-SHEET ITEMS 31.12.2008 31.12.2007
1. Investments in Greek government securities relating to the management

of the “Common capital of legal persons in public law and social security funds”
according to Law 2469/97 19,345,001,939 19,361,048,419
2. Investments in Greek government securities and other securities relating to
the management and custody of funds of public entities, social security funds
and private agents 7,726,244,396 13,474,822,865
3. Other off-balance-sheet items 54,996,031,085 13,461,812,780
TOTAL OFF-BALANCE-SHEET ITEMS 82,067,277,420 46,297,684,064

Notes:

1 Under Article 544 of the Bank's Statute, the financial statements of the Bank of Greece are drawn up in accordance with the accounting princi-
ples and rules established by the European Central Bank (ECB) and applying to all the members of the European System of Central Banks (ESCB).
2 The Bank’s key for subscription to the ECB’s capital fully paid up by the 15 national central banks of the Eurosystem is 2.60674%.

3 Claims/liabilities denominated in euro or foreign currency are broken down into claims on/liabilities to euro area residents and non-euro area
residents.

4 Account balances related to monetary policy operations are shown under distinct items.

5 Gold has been valued at the price provided by the ECB as at 31 December 2008 (€621.542 per fine oz., compared with €568.236 as at 31 Decem-
ber 2007).
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(in euro)

LIABILITIES 31.12.2008 31.12.2007
1. Banknotes in circulation 18,291,344,500 16,269,736,665
2. Liabilities to euro area credit institutions related to monetary policy
operations denominated in euro 7,793,859,079 7,107,978,508
2.1 Current accounts (covering the minimum reserve system) 4,930,859,079 6,602,978,508
2.2 Deposit facility 2,863,000,000 5,000,000
2.3  Fixed term deposits 0 500,000,000
3. Other liabilities to euro area credit institutions denominated in euro 0 33,400,000
4. Liabilities to other euro area residents denominated in euro 1,597,505,489 1,215,526,026
4.1 General government 1,520,711,578 1,159,332,273
4.2 Other liabilities 76,793,911 56,193,753
5. Liabilities to non-euro area residents denominated in euro 803,627,501 838,556,609
6. Liabilities to euro area residents denominated in foreign currency 103,335,707 81,162,206
7. Liabilities to non-euro area residents denominated in foreign currency 78,796,254 102,325,450
7.1 Deposits and other liabilities 78,796,254 102,325,450
7.2 Liabilities arising from the credit facility under ERM I1 0 0
8, Counterpart of special drawing rights allocated by the IMF 114,395,563 111,207,295
9. Intra-Eurosystem liabilities 37,833,037,850 13,195,830,237
9.1 Liabilities related to promissory notes backing the issuance of

ECB debt certificates 0 0

9.2 Liabilities related to the allocation of euro banknotes within the
Eurosystem (net) 2,484,729,740 2,399,261,590
9.3 Net liabilities related to transactions with the ESCB (TARGET?2) 35,348,308,110 10,796,568,647
9.4  Other liabilities within the Eurosystem (net) 0 0
10. Items in course of settlement 25,895,521 43,934,772
11. Other liabilities 728,834,622 666,204,432
11.1 Accruals and income collected in advance 114,275,189 70,402,997
11.2 Sundry 614,559,433 595,801,435

12. Provisions 1,506,799,733 1,173,625,858

13. Revaluation accounts 1,249,112,781 965,418,437

14. Capital and reserves 793,937,752 774,815,862

14.1 Capital 111,243,362 88,994,690
14.2 Ordinary reserve 111,243,362 88,994,690
14.3 Extraordinary reserve 55,000,000 55,000,000
14.4 Special reserve from the revaluation of land and buildings 516,175,995 541,550,688
14.5 Special reserve from the acquisition (free) of fixed assets 275,033 275,794
TOTAL LIABILITIES 70,920,482,352 42,579,722,357

6 Balance sheet items denominated in foreign currency have been converted into euro using the euro foreign exchange reference rates of the ECB as
at 31 December 2008.

7 Marketable debt securities are valued at the mid-market prices of 31 December 2008, with the exception of debt securities held to maturity which
are valued at amortised cost. These latter securities, in line with the revised accounting policy applied by the ECB, are as of 31 December 2008 reclas-
sified from “other assets” to the appropriate asset item, depending on the currency denomination and the origin of the issuer. Accordingly, an amount
of €7.3 billion corresponding to debt securities held to maturity was transferred to asset item 7 “Securities of euro area residents denominated in euro”.
8 Fixed assets are valued at cost, with the exception of land and buildings which are valued at market prices determined by independent appraisers,
less depreciation.

9 From 2005 onwards, depreciation of fixed assets and banknote production costs is calculated at a rate of 2.5% and 20% respectively, over the expected
life of buildings (40 years) and banknotes (5 years on average).

10 Provisions for the year 2008 include an amount of €149.5 million against counterparty risks related to the Eurosystem’s monetary policy opera-
tions.

11 By virtue of Cabinet Act No. 8/10 June 2008, the Bank’s share capital was increased by €22,248,671.20. This amount reflects part of the surplus
value arising from real estate revaluation in 2004 and 2007. The share capital increase was effected by the issuance of 3,972,977 new bonus shares of
a par value of €5.60 each, which were allotted to current shareholders in a proportion of one new share for every four existing shares. The ordinary
reserve was increased by the same amount, drawn from the profit for the year 2008, so as to remain equal to the share capital, in compliance with Arti-
cles 10 and 71 of the Bank’s Statute.

12 Certain items of the balance sheet and the profit and loss account for the year 2007 have been reclassified to ensure comparability with the respec-

tive items of the year 2008.
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PROFIT AND LOSS ACCOUNT FOR THE YEAR 2008

(in euro)
2008 2007
1. Net interest income 706,174,175 540,872,459
1.1 Interest income 1,656,126,765 1,195,032,737
1.2 Interest expense -949,952,590 -654,160,278
2. Net result of financial operations, write-downs and risk provisions 36,999,655 104,237,125
2.1 Realised gains arising from financial operations 36,999,655 119,570,378
2.2 Write-downs on financial assets and positions -11,923,222 -43,333,253
2.3 Transfer from provisions for foreign exchange rate and price risks 11,923,222 28,000,000
3. Net income from fees and commissions 144,003,938 131,739,075
3.1 Fees and commissions income 145,510,199 132,948,968
3.2 Fees and commissions expense -1,506,261 -1,209,893
4. Income from equity shares and participating interests 38,150,051 3,383,702
5. Net result of pooling of monetary income -134,653,569 6,690,797
6. Other income 32,872,186 38,574,547
Total net income 823,546,436 825,497,705
7. Staff costs and pensions -311,187,990 -291,754,246
8. Administrative and other expenses -47,320,801 -58,143,853
9. Depreciation of tangible and intangible fixed assets -42,567,026 -42,786,390
10. Provisions -197,386,378 -148,129,355
Total expenses -598,462,195 -540,813,844
PROFIT FOR THE YEAR 225,084,241 284,683,861

Note: Item 5 “Net result of pooling of monetary income” includes an amount of €149,522,606 regarding the establishment of the provision against
counterparty risks in the Eurosystem’s monetary policy operations.

DISTRIBUTION OF NET PROFIT

(Article 71 of the Statute)

(in euro)
2008 2007
Dividend €0.67 per share on 19,864,886 shares 13,309,473 10,647,579
Ordinary reserve 22,248,672 -
Extraordinary reserve - 36,000,000
Additional dividend €1.73 per share on 19,864,886 shares* 34,366,253 40,206,530
Tax payment on dividends (Law 3296/2004, Article 6) 15,891,909 16,951,370
To the Government 139,267,934 180,878,382
225,084,241 284,683,861

*  The total dividend for the financial year 2008 amounts to €2.40 per share, compared with €2.56 per share (adjusted to the new number of shares)

in 2007. Dividends are subject to withholding tax of 10%, in accordance with Article 18 of Law 3697/2008.

Athens, 11 March 2009

THE GOVERNOR THE DIRECTOR OF THE ACCOUNTS DEPARTMENT

GEORGE A. PROVOPOULOS DIMITRIOS E. MATSIMANIS
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INDEPENDENT AUDITOR'S REPORT

To the Shareholders of the BANK OF GREECE S.A.

Report on the Financial Statements

We have audited the accompanying financial statements of the BANK OF GREECE S.A. (‘the
Bank’), which comprise the balance sheet as at December 31, 2008, the income statement, and the state-
ment of profit distribution for the period then ended.

Management’s Responsibility for the Financial Statements: Management is responsible for the
preparation and fair presentation of these financial statements in accordance with the accounting prin-
ciples prescribed by the European Central Bank (ECB) as adopted by the Bank in Article 54A of its Arti-
cles of Incorporation and the Accounting Standards prescribed by Greek legislation. This responsibil-
ity includes: designing, implementing and maintaining internal control relevant to the preparation and
fair presentation of financial statements that are free from material misstatement, whether due to fraud
or error; selecting and applying appropriate accounting policies; and making accounting estimates that
are reasonable in the circumstances.

Auditor’s Responsibility: Our responsibility is to express an opinion on these financial statements
based on our audit. Except as in the paragraph below, we conducted our audit in accordance with the Greek
Auditing Standards, which are based on International Standards of Auditing. Those standards require that
we comply with ethical requirements and plan and perform the audit to obtain reasonable assurance whether
the financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures
in the financial statements. The procedures selected depend on the auditor’s judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control relevant to the entity’s
preparation and fair presentation of the financial statements in order to design audit procedures that
are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness
of the entity’s internal control. An audit also includes evaluating the appropriateness of accounting poli-
cies used and the reasonableness of accounting estimates made by management, as well as evaluating
the overall presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinion.

The balance sheet caption “Provisions” includes provision for pensions, other liabilities to employee funds
and other general risks amounting to €1,188 million as at December 31, 2008 (December 31, 2007: €1.003
million) which are not supported by an analysis of its method of calculation and, consequently, we are
unable to satisfy ourselves as to the reasonableness of such provision.

Opinion: In our opinion, except for the effects of such adjustments, if any, as might have been
determined to be necessary had we been able to satisfy ourselves as to the provisions referred to above,
the aforementioned financial statements present fairly, in all material respects, the financial position
of the BANK OF GREECE S.A. as of December 31, 2008, and of its financial performance for the year
then ended in accordance with the accounting principles prescribed by the European Central Bank as
adopted by the Bank in Article 54A of its Articles of Incorporation and the Accounting Standards pre-
scribed by Greek legislation.

Report on Other Legal Requirements: We confirm that the information given in the General
Council Report is consistent with the accompanying financial statements.

Athens, 11 March 2009

The Certified Auditors - Accountants

Christos Glavanis Despina Xenaki Ernst & Young (Hellas) S.A.
(Registration no 10 371) (Registration no 14 161) Certified Auditors Accountants
11th kIm National Road Athens Lamia (Registration no 107)
144 51 Metamorphosi Attiki El] ERNST & YOUNG
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REPORT OF THE GENERAL COUNCIL TO
THE GENERAL MEETING OF SHAREHOLDERS

ANNUAL ACCOUNTS OF THE BANK OF GREECE
FOR THE YEAR 2008

ACCOUNTING POLICIES

General principles regarding the preparation of the Bank’s accounts

The annual accounts of the Bank of Greece, under Article 54A of its Statute, are prepared in
accordance with the accounting rules and principles applicable to the European System of Cen-
tral Banks, as set out by the European Central Bank (ECB) in its Guideline ECB/2006/16 of 10
November 2006.

These rules and practices, although based on internationally accepted accounting standards, have
been adjusted to reflect the specific status of the national central banks (NCBs) of the Eurosys-
tem.

Any issues that are not covered by the aforementioned rules or ECB guidelines or are governed
by non-mandatory provisions are to be treated either in accordance with the ECB recommen-
dations or in accordance with the Bank’s Statute and Law 2190/1920 on sociétés anonymes.

Main accounting principles
The main accounting principles that apply to the Eurosystem (i.e. the ECB and the euro area
NCBs, including the Bank of Greece) are the following:

® Transparency: accounting and financial reporting must reflect the Bank’s real financial situ-
ation.

® Prudence: Unrealised valuation gains on financial instruments in foreign currency and secu-
rities are not recognised as income in the Profit and Loss Account, but are transferred directly
to revaluation accounts. By contrast, unrealised valuation losses at the year-end in excess of pre-
vious unrealised valuation gains are recognised as expenses and are taken to the Profit and Loss
account.

® Post-balance-sheet events: Assets and liabilities are adjusted for events that occurred between
the annual balance sheet date and the date on which the financial statements were approved, if
such events affect the condition of assets or liabilities on the balance sheet date.

® Materiality and non-deviation from accounting rules.

® Going concern basis: Accounts are prepared on a going concern basis.

® The accruals principle: Income and expenses are recognised in the accounting period in which
they were earned or incurred and not in the period in which they were received or paid.

® Consistency and comparability: The criteria for balance sheet valuation and income recognition
are applied consistently to ensure comparability of data in financial statements.

Accounting approaches
® Financial transactions denominated in euro are recorded on settlement date in accordance with
the cash/settlement approach.

® Foreign exchange transactions, financial instruments denominated in foreign currency and
related accruals are recorded using the economic approach, according to which:
Annual.
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— Transactions are recorded on off-balance sheet accounts on trade date.

— On settlement date, the off-balance sheet booking entries are reversed, and the transactions are
booked on balance sheet accounts.

— Using the economic approach, the foreign currency positions, realised gains and losses aris-
ing from net sales, and the calculation of average cost are affected on trade date.

® Interest, premium or discount accrued related to financial instruments denominated in for-
eign currency is calculated and booked on a daily basis.

Balance sheet valuation rules

® Assets and liabilities in foreign currency and gold are converted into euro at the exchange rate
prevailing on the balance sheet date, as derived from the ECB’s daily quotation of reference
exchange rates.

® Income and expenses are converted into euro at the exchange rate prevailing at the trade date.

® No distinction is made between the price and currency revaluation differences for gold. Instead,
a single gold valuation is accounted for on the basis of the price in euro per fine ounce of gold,
which is derived from the exchange rate of the euro against the US dollar on the balance sheet date.

® The revaluation of foreign exchange assets and liabilities, including on-balance-sheet and off-
balance-sheet instruments, is performed on a currency-by-currency basis.

® Marketable debt securities recorded under asset items 2.2, 3.2, 4.1 and 7 are valued at the aver-
age market prices prevailing at the Balance Sheet date on the basis of their ISIN code; for the
financial year ending on 31 December 2008, the average market prices of 31 December 2008 were
used.

® Debt securities held to maturity and various holdings are valued at amortised cost.

Income recognition

® Realised gains and losses arising from the sale of foreign exchange, gold and securities are taken
to the Profit and Loss Account. Such realised gains and losses are calculated using the average
cost of the respective asset at the date when they are realised.

® Unrealised gains (revaluation gains) are not recognised as income, but are transferred directly
to revaluation accounts.

® Unrealised losses (revaluation losses), when in excess of previous revaluation gains registered
in the corresponding revaluation account, are taken at year-end to the Profit and Loss Account
and are not netted against new revaluation gains in subsequent years. Unrealised losses in any
one security, in any one currency or in gold holdings are not netted against unrealised gains in
other securities, currencies or gold. The average cost of a financial asset giving rise to unrealised
loss at year-end shall be valued at the end-year foreign exchange rate or market price.

® Premiums or discounts arising on purchased securities are calculated and presented as part
of interest income and are amortised over the remaining life of the assets.
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Off-balance sheet instruments
Foreign exchange forward transactions are included in the net foreign currency position for the
purpose of calculating foreign exchange gains and losses.

Banknotes in circulation
The ECB and the 15 euro area NCBs, which together comprise the Eurosystem, issue euro bank-
notes.!

The ECB has been allocated a share of 8% in the total value of euro banknotes in circulation,
while the remaining 92% is allocated to the NCBs. The total value of euro banknotes in circu-
lation is allocated to the Eurosystem central banks on the last working day of each month accord-
ing to their banknote allocation keys.?

The share of banknotes in circulation that has been allocated to the Bank of Greece is disclosed
under the Balance Sheet liability item 1 “Banknotes in circulation”.

The difference between the value of euro banknotes allocated to each NCB according to its bank-
note allocation key and the value of euro banknotes that the NCB actually puts into circulation
produces “Intra-Eurosystem claims/liabilities”. These interest-bearing claims or liabilities® are
disclosed under the sub-item “Net claims/liabilities related to the allocation of euro banknotes
within the Eurosystem”.

For financial years 2002 to 2007, “intra-Eurosystem claims” and “intra-Eurosystem liabilities”
arising from the allocation of euro banknotes are adjusted in order to avoid sharp fluctuations
in the monetary income of NCBs relative to previous years.

The amounts of these adjustments were calculated taking into account the differences between
the average value of banknotes in circulation of each NCB during the period from 1 July 1999
to 30 June 2001 and the average value of banknotes that would have been allocated to them dur-
ing the same period in accordance with the ECB’s capital key.

The small further adjustments of balances in 2008 reflect changes in the balances of NCBs join-
ing the Eurosystem, which affect those of the participating NCBs.

Interest income and interest expenses on these claims/liabilities are netted in the ECB accounts
and are disclosed in the Profit and Loss Account of each NCB under “Net interest income”.

The Governing Council of the ECB has decided that the income from the ECB’s share (8%) in
the total value of euro banknotes in circulation issued on its behalf (seigniorage) will be recog-
nised on the NCBs’ balance sheets in the same financial year it accrues and will be distributed
to the NCBs on the second working day of the following year, in the form of an interim distri-
bution.? This income shall be due in full, unless the ECB’s net profit for the year is less that its
income earned on euro banknotes in circulation and also subject to any decision of the Governing

—_

ECB Decisions of 6 December 2001, 18 December 2003 and 22 April 2004 on the issue of euro banknotes.

2 “Banknote allocation key” means the percentages that result from taking into account the ECB’s share (8%) in the total euro banknote issue
and applying the subsequent capital key to the NCB’s share in the total.

3 ECB Decision of 6 December 2001 on the allocation of monetary income of the national central banks of participating Member States from
the financial year 2002 (ECB/2001/16, amended by ECB Decision ECB/2003/22 of 18 December 2003 and ECB/2006/7 of 19 May 2006).

4 ECB Decision of 17 November 2005 (ECB/2005/11) on the distribution of the income of the European Central Bank on euro banknotes in

circulation to the national central banks of the participating Member States.
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Council in respect of expenses incurred by the ECB in connection with the issue and handling
of euro banknotes.

For the year 2008, the Governing Council of the ECB decided that €1,024.8 million of its total
income (€2,230.5 million) earned from the ECB’s share in total banknotes in circulation would
be retained and set aside in the provision against foreign exchange rate, interest rate and gold
price risks. The remaining €1,205.7 million was allocated to participating NCBs according to their
subscription key to the ECB capital.
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NOTES ON THE BALANCE SHEET

ASSETS

1. Gold and gold receivables

Holdings and receivables in 31.12.2008 31.12.2007 Change
standard gold

Volume in fine troy ounces (thousands) 4,706 4,673 33
Volume in tonnes 146.4 145.3 1.1
Value (€ million) 2,924.8 2,654.6 270.2

The amounts reported above comprise the Bank’s gold holdings (3,618 thousand ounces) and
gold receivables from the Greek State (986 thousand ounces) corresponding to Greece’s par-
ticipation in the IMF (the gold component of Greece’s quota has been paid by the Bank of Greece
on behalf of the Greek State), as well as scrap gold and gold coins for melting (102 thousand
ounces). The largest part of gold holdings is kept in banks abroad.

The increase by 33 thousand ounces in the volume of gold holdings and receivables reflects pur-
chases of gold from private individuals, while the significant €270.2 million increase in the value
of gold in euro is mainly due to the appreciation of the euro in 2008.

The total amount arising from the increase in the price of gold (value as at 31 December 2008
compared with the average acquisition cost — unrealised profit) came to €1,209.8 million and is
disclosed under liability item 13 “Revaluation accounts”. This sum will serve as a buffer against
any losses from gold price movements in the future.

Gold has been valued at its euro price per fine troy ounce as at year-end according to the ECB’s
reference exchange rate, i.e. €621.542 on 31 December 2008 compared with €568.236 on 31
December 2007. This price was derived from the USD price of gold quoted on the London mar-
ket on 31 December 2008 and the euro/USD exchange rate on that same date.

2. Claims on non-euro area residents denominated in foreign currency

This item consists of: receivables from the IMF (in SDRs); balances on correspondent accounts;
time deposits with banks abroad; securities holdings; and the value of non-euro banknotes held
in the Bank’s vaults.

2.1 Receivables from the IMF
These arise from Greece’s participation in the IMF and include the following:

Specifically, they include:
— The Bank’s holdings of special drawing rights (SDRs);
—The SDR component of Greece’s quota in the IMF. This has been financed by the Bank, which

is entrusted with the management of the relevant assets. The euro component of Greece’s quota
in the IMF, amounting to €795 million, is disclosed under liability item 5 “Liabilities to non-euro
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area residents denominated in euro”. Greece’s overall quota amounts to SDR 823 million and
must remain unchanged (i.e. the euro component and the SDR component must always add up
to SDR 823 million).

Receivables from the IMF 31.12.2008 31.12.2007 Change
(in millions) SDRs € SDRs € SDRs €

Greece’s SDR quota

SDR holdings 104.7 115.7 54.0 58.1 50.7 57.6
Special non-interest-bearing 15.5 17.1 17.4 18.7 -1.9 -1.6
deposit in SDRs 5.4 6.0 5.4 5.8 0 0.2
Total 125.6 138.8 76.8 82.6 48.8 56.2

The increase in SDRs reported above was solely due to a shift in the composition of the quota,
following an increase in Greece’s SDR component that reflected amounts collected by the Bank
from third countries in line with IMF instructions. This necessitated a commensurate decrease
in the euro component, in order to restore the overall Greek quota to the stable level of SDR
823 million.

The increase in the amount in euro was, apart from the reason mentioned above, also due to the
depreciation of the euro against the SDR in 2008.

The above receivables from the IMF were valued at the SDR/euro exchange rate as at 31 Decem-
ber 2008, based on the ECB’s reference exchange rates, i.e. 1 SDR = €1.048, compared with
€1.074 as at 31 December 2007.

2.2 Balances with banks and security investments, external loans and other external assets
This item consists of claims on non-euro area residents denominated in foreign currency, e.g.
deposits (mainly time deposits), debt securities and non-euro banknotes.

Asset category 31.12.2008 31.12.2007 Change
(in € millions)

Time deposits with foreign banks 63.9 109.4 -45.5

Current account balances with foreign
correspondents 48.0 18.4 29.6

Marketable debt securities (bonds,

Treasury bills, commercial paper) 10.8 196.1 -185.3
Cash holdings of foreign currency 40.1 32.6 7.5
Total 162.8 356.5 -193.7
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The largest part of these assets as at 31 December 2008 is denominated in US dollars.

3. Claims on euro area residents denominated in foreign currency

This item consists of claims on general government that stem from long-term loans, time deposits
with correspondent banks in other euro area countries, holdings of marketable securities (com-
mercial paper) and claims arising from the Bank’s reverse transactions with domestic credit insti-
tutions.

3.1 Claims on general government
These claims include:

— a long-term loan of GBP 75 million, concluded on 6 September 1985 with foreign banks on
behalf of the Greek State. The corresponding liability of the Bank to foreign banks is disclosed
under liability item 7.1 “Deposits and other liabilities”;

—loans in SDRs granted to the Greek State to finance its participation in the IMF, relating to
the SDR component of Greece’s quota;

—loans in USD and gold-linked loans to the Greek State to finance its participation in interna-
tional organisations.

These claims amounted to €265.4 million on 31 December 2008, up from €283.3 million on 31
December 2007. The €17.9 million decrease stems from the appreciation in 2008 of the euro
against the pound sterling.

3.2 Other claims

This sub-item consists primarily of claims on domestic credit institutions, arising from a US dol-
lar liquidity-providing reverse operation conducted in the context of the Term Auction Facility,
following an agreement between the ECB and the Federal Reserve.

Under this agreement, the Federal Reserve System made US dollars available to the ECB through
a temporary reciprocal currency arrangement (swap line) in order to provide short-term liquidity,
in US dollars, to Eurosystem counterparties.

In turn, the ECB conducted swap operations with the Eurosystem NCBs, which used these
funds to conduct liquidity-providing operations with Eurosystem counterparties (credit insti-
tutions).

These operations generated non-interest bearing balances within the Eurosystem between the
ECB and the NCBs. For the Bank of Greece, the corresponding balance is included in the over-
all balance of the TARGET?2 account (liability item 9.3 “Net liabilities related to transactions
with the ESCB-TARGET?2”).

This item also includes foreign currency time deposits with euro area correspondents, as well
as holdings of marketable securities denominated in foreign currency issued by euro area res-
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Categories of claims 31.12.2008 31.12.2007 Change
(in € millions)

Reverse transactions with domestic

credit institutions 2,170.7 96.3 2,074.4
Time deposits 8.7 216.5 -207.8
Marketable debt securities

(bonds, commercial paper) 28.7 104.6 -75.9
Total 2,208.1 417.4 1,790.7

4. Claims on non-euro area residents denominated in euro

4.1 Balances with banks, security investments and loans
This item includes holdings of euro-denominated bonds issued by non-euro area residents as of
31 December 2008.

Categories of claims 31.12.2008 31.12.2007 Change
(in € millions)

Marketable debt securities

Bonds 830.6 459.5 371.1
Treasury bills 0 438.2 -438.2
Current account balances with

foreign correspondents 0.3 0.2 0.1
Time deposits 0 104.5 -104.5
Total 830.9 1,002.4 -171.5

5. Lending to euro area credit institutions related to monetary policy operations, denominated
in euro

This item consists of outstanding balances of lending to credit institutions in Greece mainly against
collateral of Greek government securities and securities issued by other euro area countries, in
the context of the single monetary policy.

Liquidity is chiefly provided through main refinancing operations (with a maturity of one week)
and longer-term refinancing operations (with a maturity of three or six months), against eligi-
ble collateral (marketable debt securities and other assets).

— Main refinancing operations (MROs) are liquidity-providing open market operations conducted
by the Eurosystem in the form of reverse operations executed through weekly standard tenders
with a maturity of one week.
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— Longer-term refinancing operations (LTROs) are liquidity-providing open market operations
conducted by the Eurosystem in the form of reverse operations executed through monthly stan-
dard tenders with a maturity of three or six months.

Operations 31.12.2008 31.12.2007 Change
(in € millions)

MROs

(maturity of 7 days) 22,765.3 6,759.0 16,006.3
LTROs

(maturity of 3 or 6 months) 15,584.0 1,968.3 13,615.7
Marginal lending facility 5.6 0 5.6
Total 38,354.9 8,727.3 29,627.6

The average level of these operations during 2008 came to €12,402 million compared with €4,653
million during 2007.

This substantial change is due to Eurosystem interventions in the money market, especially in
the last quarter of 2008, aimed at restoring financial stability.

In this context, the Bank of Greece, as a member of the Eurosystem, provided the necessary liq-
uidity to domestic credit institutions against adequate collateral.

6. Other claims on euro area credit institutions denominated in euro

This item mainly includes current account balances with correspondent banks, as well as time
deposits.

These claims came to €76.8 million on 31 December 2008, down from €232.1 million on 31
December 2007. The decrease was due to a substitution of marketable debt securities for time
deposits.

7. Securities of euro area residents denominated in euro

This item represents the Bank’s trading and held-to-maturity portfolios of euro-denominated
bonds, Treasury bills and commercial paper issued by euro area residents other than the Greek
government, as well as Greek government bonds.

According to the revised accounting policy applied by the ECB as from 31 December 2008, debt

securities to be held to maturity are reclassified from the balance sheet item "Other financial
assets" to the appropriate asset item depending on the currency of denomination (euro or for-
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Type of securities 31.12.2008 31.12.2007 Change

(in € millions)

Marketable debt securities issued
by euro area governments other than
held to maturity

Bonds 1,382.6 4,742.6 -3,360.0
Treasury bills 4,850.1 5,147.6 -297.5
Commercial paper 921.5 661.3 260.2
Zero-coupon bonds 49.6 55.2 -5.6
Total 7,203.8 10,606.7 -3,402.9

Held to maturity marketable debt

securities

Greek government bonds 2,809.0 3,032.6 -223.6
Bonds issued by other euro area

governments 4,516.3 3,366.8 1,149.5
Total 7,325.3 6,399.4 925.9
Grand total 14,529.1 17,006.1 -2,477.0

In this context, debt securities that the Bank intends to hold to maturity were transferred on 31
December 2008 from "Other financial assets” to this asset item and will continue to be valued
at amortised cost. In order to ensure comparability between the two financial years, the 2007 fig-
ures have been revised accordingly.

8. General government long-term debt denominated in euro

This item consists of the long-term loans in euro extended by the Bank to the Greek State up to
31 December 1993 and, more specifically:

— interest-bearing loans extended to the Greek State up to 31 December 1993;

— interest-bearing loans extended by the Bank of Greece to the Greek State on 31 December 1993,
in settlement of the balance of the account “Exchange rate valuation differences — Law 1083/80”;

— interest-free loans in euro extended by the Bank to the Greek State for the purpose of financ-
ing its euro-denominated participation in the IMF. The amount of this participation, which is
deposited by the IMF with the Bank, is disclosed under liability item 5 “Liabilities to non-euro
area residents denominated in euro”.

Outstanding balance as at 31.12.2008 .......... ... iiiiiiinneeeennn. € 7,778.0 million
Outstanding balance as at 31.12.2007 ...ttt iiiiinnneeeennn. € 8,231.6 million
Decrease € 453.6 million

The decrease stems from the gradual repayment of interest-bearing loans.
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9. Intra-Eurosystem claims

9.1 Participation in the capital and reserve assets of the ECB
The table below shows the items related to the ECB capital and the Bank’s participation therein.

As at 31.12.2008 (%) (in € millions)

ECB’s subscribed capital
(applying to all 27 EU Member States) 5,760.7

Bank of Greece’s key for subscription to
the ECB’s capital (capital key) 1.8168

ECB capital paid up by the 15 Eurosystem
NCBs 4,015.0

Weighting of the Bank of Greece in the
subscribed capital key 2.60674

Bank of Greece’s share in the subscribed capital 104.7

Bank of Greece’s contribution to the ECB’s
reserves 285.8

Bank of Greece’s total contribution to ECB’s
capital and reserves as at 31.12.2008 390.5

According to Article 28 of the Statute of the European System of Central Banks (ESCB), the
national central banks of the ESCB are the sole subscribers to and holders of the capital of the
ECB.

The subscription to the ECB’s capital is based on a key assigned to each NCB and is equal to
the sum of 50% of the share of its respective Member State in the gross domestic product of
the European Union and 50% of the share of its respective Member State in the population of
the European Union (Article 29.1 of the ESCB Statute).

On 31 December 2008, the participation of the Bank of Greece in the capital, together with its con-
tribution to the reserves and the equivalent provisions of the ECB, amounted to €390.5 million.

The share of the Bank of Greece in the ECB’s capital is €104.7 million and has been paid up in
full. It corresponds to 1.8168% (capital key) of the ECB’s total subscribed capital (27 NCBs of
the ESCB), which amounts to €5,760.7 million and to 2.60674% (capital key weighting) of the
ECB capital paid up by the 15 NCBs of the Eurosystem, which after the adjustments of 2008
amounts to €4,015 million.

The remaining amount (€285.8 million) relates to the Bank’s contribution to the reserves and
provisions of the ECB. This contribution was paid up upon the entry of the Bank of Greece into
the ESCB on 1 January 2001.

Under Article 29.3 of the Statute of the ESCB, the NCBs’ keys for subscription to the ECB cap-
ital are adjusted every five years after the establishment of the ESCB. Also, according to Arti-
cle 49.3 of the ESCB Statute, the ECB’s subscribed capital is automatically increased when a new
Member State joins the EU and its NCB joins the ESCB.
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On 1 January 2008, after Cyprus and Malta adopted the euro as their national currency and their
central banks joined the Eurosystem, the Bank of Greece’s key for subscription to the ECB’s cap-
ital changed from 2.61375 % to 2.60674 % and the weighting of the Bank of Greece in the ECB’s
capital key was adjusted from 2.4045 % to 2.398 %. The Bank’s share in the capital and the
reserves of the ECB did not change.

9.2 Claims equivalent to the transfer of foreign reserves to the ECB

As at 31.12.2008 (%) (in € millions)

Total foreign reserve assets transferred to the ECB
by the 15 NCBs of the Eurosystem 40,149.6

Bank of Greece’s subscribed capital key 2.60674

Claims of the Bank of Greece on 31.12.2008
arising from the transfer of foreign reserve assets
to the ECB 1,046.6

These claims stem from the transfer of foreign reserve assets to the ECB, in accordance with the
provision of the Accession Agreement (Article 30 of the Statute of the ESCB).

Out of the said foreign reserve assets, determined on the basis of the Bank’s share in the paid-
up capital of the ECB, 85% were transferred in the form of assets denominated in USD and JPY
and 15% in the form of gold.

These claims are expressed in euro, taking into account the exchange rates prevailing at the time
of transfer, and are remunerated at the latest available marginal rate for the Eurosystem’s MROs
(adjusted to reflect a zero return on the gold component).

9.6 Other claims within the Eurosystem (net)

This item, amounting to €46.3 million, comprises:

— €14.9 million corresponding to the balance between the monetary income of €702.6 million
accrued to the Bank during 2008 and the monetary income of €717.5 million allocated to the Bank

according to its share in the paid-up capital of the ECB;

— €31.4 million corresponding to the income accrued to the Bank from the distribution of part
of the ECB’s seigniorage income.

These claims were recorded as accruals in financial year 2008 and were collected in January
2009.

10. Items in course of settlement
These include balances, in the course of settlement, of various intermediate accounts, which serve

to monitor: receivable cheques issued by banks abroad, cheques settled through clearing offices
and transactions between Bank of Greece branches.
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Outstanding balance as at 31.12.2008 .......... ... ...ttt . € 0.6 million
Outstanding balance as at 31.12.2007 . ....... ... .ot . € 3.3 million
Decrease € 2.7 million

11. Other assets
11.1 Coins
This item represents the value of coins issued by the 15 euro area countries and held by the Bank

of Greece on the Balance Sheet date.

Coins put in circulation by the Bank of Greece are recorded in a special account of the Greek
State, included in liability item 4.1 “General government”.

Outstanding balance as at 31.12.2008 ....... ... ... ... .. ... ... € 44.8 millions
Outstanding balance as at 31.12.2007 ...ttt iiiiinneeeennn. € 50.6 millions
Decrease € 5.8 millions

11.2 Tangible and intangible fixed assets

Fixed assets comprise: real estate (land, buildings and fixtures, buildings under construction),
furniture, machinery, hardware and software and the production cost of euro banknotes. Fixed
assets other than real estate, which is valued at market prices determined by independent asses-
sors, are valued at acquisition cost.

The value of fixed assets as at 31 December 2008 is reported less accumulated depreciation.

Depreciation is calculated on a straight-line basis over the expected lifetime of the asset.

Undepreciated value of fixed assets

Asset category: 31.12.2008 31.12.2007 Change Depreciation

(in € millions) rate (%)
Land 503.2 506.4 -3.2 0
Buildings and fixtures 209.0 207.6 1.4 2.5
Buildings under construction 10.3 7.1 3.2 0
Other equipment 34.1 39.5 -5.4 8-24

Capitalised expenses

(software costs, etc.) 1.3 3.7 2.4 20-24
Banknote production costs 46.3 58.5 -12.2 20
Total 804.2 822.8 -18.6
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11.3 Other financial assets

This item includes the Bank’s holdings in DIAS Interbanking Systems SA, the Hellenic Deposit
and Investment Guarantee Fund (TEKE), the Hellenic Exchanges Holding SA, SWIFT, as well
as in the Bank for International Settlements (BIS), denominated in SDRs.

These assets, valued at acquisition cost, came to €29 million on 31 December 2008.

Until financial year 2007, this item also included debt securities held to maturity. As from 31
December 2008, after the Eurosystem revised its disclosure policy for securities transactions with
aview to enhancing further the transparency of the financial statements, such debt securities are
classified under the appropriate asset items, depending on the currency of denomination (euro
or foreign currency) and the origin of the issuer (euro area resident or non-euro area resident).
In this context, an amount of €7.3 billion representing debt securities held to maturity was trans-
ferred to asset item 7, "Securities of euro area residents denominated in euro".

11.4 Accruals and prepaid expenses

This item includes accrued interest on securities, written-off premia on securities and also inter-
est and other income accrued but not collected by 31 December 2008. The other income accrued
is to be collected in the current financial year and relates mainly to interest income on lending,
securities holdings and deposits with banks, as well as to interest income on the claim corre-
sponding to the transfer of foreign reserve assets to the ECB. Also included is the value of
drachma banknotes, estimated at €247.5 million, which had not been exchanged for euro ban-
knotes by 31 December 2008 and are treated as accruals.

Outstanding balance as at 31.12.2008 .......... ... ..., € 713.2 million
Outstanding balance as at 31.12.2007 .......... ... ..o, € 710.2 million
Increase € 3.0 million

11.5 Sundry

This item primarily consists of balances on the Bank’s suspense debit accounts and the outstanding
balances of loans to the Bank’s personnel.

Outstanding balance as at 31.12.2008 .......... ... ..ot € 575.7 million
Outstanding balance as at 31.12.2007 .......... ... ..., € 526.4 million
Increase € 49.3 million

This change is due to an increase in the balances of suspense debit accounts and of loans to the
Bank’s personnel.
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LIABILITIES

1. Banknotes in circulation

Outstanding balance as at 31.12.2008 ............coiiiiiiiiineeeennn.
Outstanding balance as at 31.12.2007 ...ttt iiiinneeeennn.

This item consists of the Bank’s share in total euro banknotes in circulation, calculated on the
basis of the banknote allocation key (2.398%). The change resulted from the rise in total euro
banknotes in circulation both inside and outside the euro area, to €762.8 billion as at 31 Decem-
ber 2008, compared with €676.6 billion as at 31 December 2007 (see “Banknotes in circulation”

under “Accounting policies™).

€ 18,291.3 million
€ 16,269.7 million

Increase

€ 2,021.6 million

The average value of euro banknotes put into circulation by the Bank of Greece on the basis of
the banknote allocation key rose to €16.5 billion during 2008, from €15.1 billion in 2007.

31.12.2008 31.12.2007 Change
(in € millions)
Value of euro banknotes put into circulation
by the Bank 20,776.0 18,669.0 2,107.0
Less:
— Liability resulting from the ECB’s share
in the total euro banknote issue (8% of the
total value of euro banknotes in circulation) -1,590.7° -1,414.9 -175.8
— Liability resulting from the allocation
of euro banknotes within the Eurosystem -894.0° -984.4 90.4
Value of euro banknotes in circulation
based on the banknote allocation key of
the Bank of Greece 18,291.3 16,269.7 2,021.6

5 Recorded under liability item 9.2 “Net liabilities related to the allocation of euro banknotes within the Eurosystem”.

2. Liabilities in euro to euro area credit institutions related to monetary policy operations

2.1 Current accounts (including minimum reserve holdings)

These accounts include credit institutions’ reserve holdings with the Bank of Greece, which can

also be used as settlement accounts for transactions with the central bank.
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Outstanding balance as at 31.12.2008 .......... ... .. it . € 4,930.9 million
Outstanding balance as at 31.12.2007 ............ooiiiiiiiiinnneenn. € 6,603.0 million
Decrease € 1,672.1 million

The average balance on these accounts in 2008 amounted to €4.9 billion, compared with €4.1
billion in 2007.

2.2 Deposit facility

This relates to the deposit facility offered by the Eurosystem to credit institutions, in the con-
text of the implementation of the single monetary policy in the euro area.

In more detail, it consists of overnight deposits placed by credit institutions with the Bank of
Greece at a pre-specified interest rate.

Outstanding balance as at 31.12.2008 ............... ... ... ... .. ... € 2,863.0 million
Outstanding balance as at 31.12.2007 ...........uiiiiiiiiinneeeennn. € 5.0 million
Increase € 2,858.0 million

2.3 Fixed-term deposits

The collection of fixed-term deposits is one type of open market operation conducted by the
Eurosystem through fixed rate tenders for fine-tuning purposes in order to absorb liquidity in
the market. No deposits of this type existed as at 31 December 2008.

3. Other liabilities to euro area credit institutions denominated in euro

These are non-interest-bearing, fixed-term deposits by credit institutions as a result of sanctions
for infringements of credit rules. No deposits of this type existed as at 31 December 2008.

4. Liabilities to other euro area residents denominated in euro
4.1 General government

This item comprises deposits by the Greek State (central government), public entities and the
Deposits and Loans Fund.

Outstanding balance as at 31.12.2008 .......... ... ..., € 1,520.7 million
Outstanding balance as at 31.12.2007 ...........iiiiiiiiinneeeennn. € 1,159.3 million
Increase € 361.4 million

The average balance of these deposits in 2008 amounted to €3.6 billion, compared with €1.5 bil-
lion in 2007.

4.2 Other liabilities

This sub-item records the balances of non-interest bearing deposits held by various entities

Outstanding balance as at 31.12.2008 . ....... ... ... i . € 76.8 million
Outstanding balance as at 31.12.2007 ........... ... ..o, € 56.2 million
Increase € 20.6 million

Annual

Report
2008



5. Liabilities to non-euro area residents denominated in euro

Outstanding balance as at 31.12.2008 .......... ... ... it . € 803.6 million
Outstanding balance as at 31.12.2007 ........ ...t . € 838.6 million
Decrease € 35.0 million

This item includes deposits by various entities.

The bulk of these liabilities (€795 million) consists of a deposit account in euro held by the IMF
with the Bank and corresponding to Greece’s euro-denominated participation (quota) in the IMF.
Through this account, the Bank effects financial transactions with third countries, according to
IMF instructions.

The observed decrease reflects payments by the Bank to third countries, following IMF instruc-
tions, and was largely offset by an (upward) valuation adjustment as a result of the appreciation
of the SDR vis-a-vis the euro in 2008 (see note to asset item 2.1).

6. Liabilities to euro area residents denominated in foreign currency

These liabilities mainly stem from interest-bearing deposits by public entities, denominated in for-
eign currency.

Outstanding balance as at 31.12.2008 ........... ...ttt € 103.3 million
Outstanding balance as at 31.12.2007 ............ooiiiiiiiiinnneenn.. € 81.2 million
Increase € 22.1 million

7. Liabilities to non-euro area residents denominated in foreign currency

7.1 Deposits and other liabilities

The largest component of this sub-item is the long-term loan of GBP 75 million raised on behalf
of and assigned to the Greek State on 6 September 1985. The corresponding claim on the Greek
State is disclosed under asset sub-item 3.1 “General government”.

Outstanding balance as at 31.12.2008 ...........ooiiiiiiiiinneeeennn. € 78.8 million
Outstanding balance as at 31.12.2007 ..........uuiieiiiiinneeeennn. € 102.3 million
Decrease € 23.5 million

The decrease is due to a valuation adjustment as a result of the appreciation on 31 December
2008 of the euro vis-a-vis the pound sterling.

8. Counterpart of special drawing rights allocated by the IMF

This item comprises the Bank’s liabilities to the IMF stemming from the cumulative allocation
of special drawing rights (SDR 103.5 million) to Greece between 1970 and 1981.

Outstanding balance as at 31.12.2008 ....... ... ... ... ... ... ... ... € 114.4 million
Outstanding balance as at 31.12.2007 ...ttt € 111.2 million
Increase € 3.2 million
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The increase in the amount of these interest-bearing liabilities, when expressed in euro terms,
is solely due to valuation effects, i.e. the depreciation of the euro against the SDR.

9. Intra-Eurosystem liabilities
9.2 Net liabilities related to the allocation of euro banknotes within the Eurosystem

This item shows liabilities that stem from the allocation of euro banknotes within the Eurosys-
tem (see “Banknotes in circulation” under “Accounting Policies”).

Outstanding balance as at 31.12.2008 .......... ..ot iiiiiiinneeeennn. € 2,484.7 million
Outstanding balance as at 31.12.2007 ......... .. ..ot .. € 2,399.3 million
Increase € 85.4 million

The balance as at 31 December 2008 is broken down as follows:

—€1,590.7 million refer to the value of euro banknotes issued by the Bank of Greece on behalf of
the ECB (8% of the total value of banknotes in circulation are issued on behalf of the ECB). The
Bank’s share in this amount is calculated in proportion to its share in the subscribed capital of the
ECB. This amount was €175.8 million higher than on 31 December 2007 (€1,414.9 million), due to

the general increase in euro banknotes in circulation.

— €894 million represent an adjustment (reduction) in the amount of euro banknotes that the
Bank has actually put in circulation. The purpose of this adjustment is to equalise the bank’s share
in total euro banknotes in circulation (liability item 1) with its banknote allocation key.

The average balance of these liabilities during 2008 came to €1,462 million, from €1.570 mil-
lion in 2007.

9.3 Net liabilities related to transactions with the ESCB (TARGET?2)

These are net liabilities to the ECB, stemming from the Bank’s cross-border transactions with
the other national central banks of the Eurosystem, the ECB and the non-euro area EU NCBs
that participate in the TARGET?2 system.

TARGET?2 account, year-end balances

31.12.2002 31.12.2003 31.12.2004 31.12.2005 31.12.2006 31.12.2007 31.12.2008

(in € millions)

17,411.2 15,353.1 6,545.9 7,216.8 8,183.5 10,796.6 35,348.3

The €24.6 billion increase observed year-on-year as at 31 December 2008 was largely due to the
increased liquidity that the Bank provided to credit institutions during 2008 in the context of the
single monetary policy; the largest part of this liquidity was transferred abroad by credit insti-
tutions through the TARGET?2 system.
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TARGET?2 account, average annual balances

2002 2003 2004 2005 2006 2007 2008

(in € millions)

13,872.0 16,331.9 13,363.3 12,019.0 11,762.0 9,298.0 14,650.0

The creation of these liabilities in 2001 and their continuous increase through to 2003 reflect out-
flows of excess liquidity from domestic credit institutions to other EU countries. This excess liquid-
ity resulted from the gradual release of credit institutions’ reserve holdings (in euro and foreign cur-
rency) with the Bank of Greece when Greece joined EMU on 1 January 2001 and became subject
to the single monetary policy of the Eurosystem.

This change has had no effect on the Bank’s financial results, since the amount of interest paid
by the Bank to the ECB in respect of these liabilities has replaced the interest paid until 2001

to domestic credit institutions as remuneration of their reserve holdings.

In the years 2004-2007 these liabilities gradually decreased, while banknotes in circulation
increased, reflecting capital inflows aimed at meeting credit institutions’ increased funding needs
in the face of strong demand for credit by households (housing and consumer loans) and non-

financial corporations.

The reversal of the trend during 2008, which resulted in a significant increase in the balance, is
due to the transfer abroad of the bulk of liquidity provided to credit institutions in the context
of the implementation of the single monetary policy of the Eurosystem.

10. Items in course of settlement

This item mainly consists of the float of cheques and payment orders whose settlement is pend-
ing, totalling €25.9 million as at 31 December 2008 (31 December 2007: €43.9 million).

11. Other liabilities

11.1 Accruals and income collected in advance

This sub-item represents interest expenses accrued up to 31 December 2008 and other expenses.
Such expenses shall be paid within the new financial year and mainly involve tax on interest income
from Greek State bonds and various categories of interest payable (on the outstanding balance
of the TARGET?2 account, on credit institutions’ reserve holdings and on other liabilities).

Outstanding balance as at 31.12.2008 ........ ... ... it . € 114.3 million
Outstanding balance as at 31.12.2007 ..............oiiiiiiiiineeeennn. € 70.4 million
Increase € 43.9 million
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11.2 Sundry

This sub-item comprises: the distributable profit for the year; tax on dividends; other taxes to
be paid; the Bank’s liability towards the Greek State regarding Greece’s SDR-denominated par-
ticipation in the IMF (the corresponding claim of the Bank on the IMF is recorded under asset
item 2.1 “Receivables from the IMF”); and the balances of credit suspense accounts and other
accounts on behalf of third parties (suppliers, etc.).

Also included, as from 2 January 2003, is the equivalent of drachma banknotes not withdrawn
from circulation (deadline for exchanging drachma for euro banknotes: 1 March 2012).

Sundry liabilities 31.12.2008 31.12.2007 Change
(in € millions)

Dividends to be distributed 47.7 50.9 -3.2
Tax on dividends 15.9 17.0 -1.1
Profit to be transferred to the Greek State 139.3 180.9 -41.6
Value of drachma banknotes in circulation 247.5 251.4 -3.9

Liability to the Greek State (Greece’s SDR-

denominated participation in the IMF) 115.7 58.0 57.7
Other liabilities 48.5 37.6 10.9
Total 614.6 595.8 18.8

12. Provisions

Category of provisions 31.12.2008 31.12.2007 Change
(in € millions)

Provision for general risks under
Article 71 of the Statute 148.0 50.3 97.7

Special provision against risks from the
Eurosystem’s monetary policy operations 149.5 0.0 149.5

Provision for future obligations of the Bank

to its personnel insurance funds 1,081.5 1,002.9 78.6
Other provisions for doubtful claims 127.8 120.4 7.4
Total 1,506.8 1,173.6 333.2

— The provision of €148 million, set up under Article 71 of the Statute, is aimed at covering credit
risk associated with doubtful claims and liabilities, possible general risks and the risk of asset
depreciation (foreign exchange rate, interest rate and gold price risks).
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— The special provision against risks from Eurosystem monetary policy operations was established
in 2008 following a decision by the Governing Council of the ECB.

— The provision for future obligations to the Bank’s personnel insurance funds amounted to
€1,081.5.

— The category “Other provisions for doubtful claims” was aimed at covering special cases of
doubtful claims.

13. Revaluation accounts

In accordance with the accounting principles set out by the European Central Bank for the
NCBs of the European System of Central Banks, especially the principle of prudence, unre-
alised valuation gains on gold, financial instruments in foreign currency and securities are
not recognised as income in the Profit and Loss Account but are transferred directly to reval-
uation accounts (functioning as reserves for these particular assets only). By contrast, unre-
alised valuation losses at year-end are recognised as expenditure and are taken to the Profit
and Loss Account (see “Income recognition” under “Accounting policies”).

Valuation at end-2008 produced unrealised gains of €1,249.1 million (almost exclusively stem-
ming from gold, see breakdown below), which were transferred to the corresponding revalua-
tion accounts.

Unrealised valuation gains 31.12.2008 31.12.2007 Change
(in € millions)

—on foreign currency instruments 2.4 0 2.4
—on securities 36.9 4.1 32.8
—on gold 1,209.8 961.3 248.5
Total 1,249.1 965.4 283.7

Unrealised losses of €11.9 million, as a result of the valuation made on 31 December 2008, were
taken to the Profit and Loss Account.

14. Capital and reserves

On 31 December 2008 the Bank’s own funds amounted to €793.9 million, against €774.8 mil-
lion on 31 December 2007.

In more detail, the composition of the Bank’s own funds as at 31 December 2008 is as fol-
lows:

14.1 Capital

The Bank’s capital, following the increases effected by virtue of Legislative Decrees 413/1970
and 889/1971, Laws 542/1977 and 1249/1982, Ministerial Decision E.2665/1988, Law 2065/1992,
Ministerial Decision 1281/30 October 1996 and Cabinet Acts No. 8/4 February 2000, 32/23 May
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2002, 17/4 July 2005 and 8/10 June 2008, has reached €111,243,362 divided into 19,864,886
shares of a par value of €5.60 each.

In 2008 the Bank’s share capital was increased by €22,248,671, with the capitalisation of part of
real estate revaluation gains.

The increase was effected by the issuance of 3,972,977 new bonus shares of a par value of €5.60
each, which were allotted to current shareholders in a proportion of one new share for every four
existing shares.

14.2 Ordinary reserve

The Bank’s ordinary reserve amounts to €111,243,362. After the latest increase in the Bank’s
share capital by €22,248,671, the ordinary reserve was increased by the same amount, in accor-
dance with Articles 10 and 71 of the Statute, so as to remain equal to the share capital. The
amount of €22,248,671 was transferred from the profits for the year 2008.

14.3 Extraordinary reserve

An extraordinary reserve of €55,000,000 was created out of the profits for the years 2006 and
2007.

14.4 Special reserve from the revaluation of land and buildings

This special reserve was established during financial year 2004 with the capital gains from the
restatement of land and buildings at fair (market) value (as determined by an independent asses-
sor). At that time, it amounted to €492,267,534.

In 2005, an amount of €22,248,671 from the special reserve was capitalised through the issuance
of 3,972,977 new bonus shares of a par value of €5.60 each, which were allotted to current share-
holders, in a proportion of one new share for every three existing shares.

In financial year 2007, the Bank’s land and buildings were revalued (at fair value) by independent
assessors. The resulting revaluation gains of €71,531,825 were transferred to the above special
reserve, which came to €541,550,688.

In financial year 2008, an amount of €22,248,671 from the special reserve was capitalised through
the issuance of 3,972,977 bonus shares of a par value of €5.60 each, which were allocated to cur-

rent shareholders in a proportion of one new share for every four existing shares.

Moreover, realised revaluation gains of €3,126,022 (value of real estate sold) were transferred
to the profit for 2008.

14.5 Special reserve from assets transferred gratis to the Bank

This special reserve amounts to €275,033 and represents the value of fixed assets (mostly build-
ings) transferred gratis to the Bank.
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OFF-BALANCE SHEET (MEMORANDUM) ITEMS

31.12.2008 31.12.2007 Change
(in € millions)

— Greek government securities
management of the “Common fund of
public entities and social security organisations”
under Law 2469/97) 19,345.0 19,361.1 -16.1

— Greek government securities and
other debt securities (management and
safe custody on behalf of public entities,
social security organisations and

private-sector agents) 7,726.3 13,474.8 -5,748.5
— Other off-balance sheet accounts™ 54,996.0 13,461.8 41,534.2
Total 82,067.3 46,297.7 35,769.6

* These accounts reflect:

— eligible assets (marketable debt instruments, other assets) provided by domestic credit institutions to the Bank of Greece as col-
lateral in Eurosystem credit operations and in the context of domestic interbank payments. An increase in this sub-item was the main
factor behind the observed substantial increase in the item "Other off-balance-sheet accounts";

— swap transactions related to the Bank’s portfolios;

— documentary credits to be executed, third-party guarantees of good performance, coins in storage at the Bank, etc.;

— forward liabilities to the ECB, to be settled after 31.12.2008, in connection with the US dollar Term Auction Facility. Under this
programme, US dollars were provided by the Federal Reserve to the ECB by means of a temporary reciprocal currency arrangement
(swap line), with the aim of offering short-term US dollar funding to Eurosystem counterparties (see note on Assets item 3.2 “Other
claims”).These operations generated non-interest bearing balances within the Eurosystem between the ECB and the NCBs. For the Bank
of Greece, the corresponding balance is included in the overall balance of the TARGET?2 account (liability item 9.3 “Net liabilities related
to transactions with the ESCB-TARGET2"”);

— forward claims in the framework of the above agreement, resulting from swap transactions with domestic credit institutions;

— forward liabilities to the ECB and forward claims on domestic credit institutions, which arose in connection with the provision of
Swiss franc liquidity to Eurosystem counterparties. Through swap operations with Eurosystem NCBs, the Swiss National Bank provided
the ECB with Swiss francs. The ECB simultaneously entered into back-to-back swap transactions with euro area NCBs, which used the
resulting funds to conduct Swiss franc liquidity-providing operations with Eurosystem counterparties in the form of swap transactions.
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GENERAL NOTES ON THE PROFIT AND LOSS
ACCOUNT FOR 2008

The Bank’s net profits in 2008 amounted to €225.1 million, compared with €284.7 million in
2007, having fallen by 20.9%.

The decrease in net profit resulted mainly from increased provisioning against risks related
to the Eurosystem’s monetary policy operations during the year 2008, as well as against future
risks and other liabilities of the Bank.

In addition, an amount of €22.2 million was transferred from 2008 profits to the ordinary
reserve, bringing it to €111.2 million, equal to the share capital of the Bank, as required by
Articles 10 and 71 of its Statute.

ANALYSIS OF THE PROFIT AND LOSS ACCOUNT FOR 20038
INCOME

® The Bank’s total net income in 2008 was slightly lower than in the previous financial year (hav-
ing decreased by 0.2% to €823.5 million, from €825.5 million in 2007).

This result was solely due to the establishment of a new special provision against risks related
to the Eurosystem’s monetary policy operations, whereas income from the Bank’s main sources
increased significantly in 2008.

The special provision was established following a decision by the Governing Council of the ECB,
given the exceptionally adverse conditions which prevailed in the money market during 2008 and
which affected also the Eurosystem’s liquidity-providing monetary policy operations.

In this context, the Governing Council of the ECB, in line with the general accounting princi-
ple of prudence, deemed it appropriate to establish a provision totalling €5,736 million as a buffer
against counterparty risks in monetary policy operations.

In accordance with the Statute of the European System of Central Banks (ESCB) and of the ECB,
this provision will be funded by all the national central banks of the participating Member States
in proportion to their subscribed shares in the capital of the ECB.

Accordingly, the Bank of Greece established a provision of €149.5 million, which affected
negatively the net result of pooling and reallocation of monetary income within the Eurosys-
tem.

Developments in individual income categories:

® Net interest income amounted to €706.2 million, having increased by 30.6% from €540.9 mil-
lion in 2007, as a consequence of the high returns on the Bank’s portfolios.

® Net income from fees and commissions rose by 9.3% to €144.0 million, compared to €131.7
million in 2007. This income mainly concerns commissions received by the Bank from the
Greek State for transactions conducted on the latter’s behalf, as well as commissions from
the management of the Common Capital of Legal Persons in Public Law and Social Secu-

rity Funds.
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® Income from equity shares and participating interests increased by €34.8 million to €38.2 million,
from €3.4 million in 2007. An important inflow under this item was the payment by the Euro-
pean Central Bank of €34.5 million, corresponding to the Bank’s allotted share of the ECB’s
seigniorage income and net profit.

® The net result of financial operations, write-downs and risk provisions fell by €67.3 million to €37
million, from €104.3 million in 2007. Results in 2007 had benefited from net realised gains of
€93.4 million from swap operations, with which a special provision was created. It should be noted
that 2008 saw higher realised gains from foreign exchange operations and debt securities and sig-
nificantly lower portfolio valuation losses as at year-end relative to 2007, despite the adverse inter-
national financial market environment.

® Finally, other income, mainly comprising income from the activities of the Banknote Printing
Works (IETA), amounted to €32.9 million, compared with €38.6 million in 2007.
EXPENSES

Total expenses (excluding the provision against counterparty risks in the Eurosystem’s monetary
policy operations) increased by 10.7% to €598.5 million in 2008, from €540.8 million in 2007.

This development was mainly due to an increase in provisions against future risks and other lia-
bilities of the Bank.

Specifically:

® Other provisions (further to the aforementioned Eurosystem-related provision) set aside dur-
ing the financial year 2008 rose to €197.4 million, from €148.1 million in 2007 (increased by
33.3%). The largest part of the amount of €197.4 million relates to a provision against future
counterparty risks arising from the conduct of Eurosystem monetary policy operations.

® Operating expenses excluding provisions (staff costs, pensions, administrative and other expenses,

depreciation) increased by only 2.1% to €401.1 million, from €392.7 million in 2007. The respec-
tive increase for the previous year was 9.5%.

Annual
Report
2008



DETAILED

INCOME AND EXPENSE STATEMENT

NET OPERATING INCOME (in euro)

2008 2007

1. NET INTEREST INCOME 706,174,175 540,872,459
1.1 Interest income 1,656,126,765 1,195,032,737
a. Interest on lending to credit institutions

related to monetary policy operations 508,098,689 188,544,374
b. Interest on securities and deposits with

non-resident credit institutions 632,885,968 517,820,392
c. Interest on Greek government debt securities 132,250,421 145,621,771
d. Remuneration of long-term euro-denominated

claims arising from the transfer of foreign

exchange reserves to the ECB 36,504,242 35,456,978
e. Interest on long-term claims against the

Greek State 341,697,820 302,331,036
f. Interest on deposits and SDR holdings with

the IMF 1,114,672 2,090,874
g. Interest on loans to the personnel of the

Bank of Greece 3,455,013 3,126,747
h. Other interest income 119,940 40,565
1.2 Interest expense -949,952,590 -654,160,278
a. Interest and expenses on intra-ESCB balances

(TARGET2) -545,219,686  -369,671,588
b. Interest on net liabilities related to the allocation

of euro banknotes within the Eurosystem -59,924,649 -62,396,937
c. Interest on banks’ current accounts in the

context of monetary policy operations

(including minimum reserves) -203,895,586 -166,076,828
d. Interest on deposits by the Greek State -134,362,811 -47,383,741
e. Interest on foreign exchange deposits by public

entities -3,455,963 -3,916,693
f. Interest on the allocations of SDRs -2,866,817 -4,701,903
g. Other interest expense -227,078 -12,588
2. NET RESULT OF FINANCIAL OPERATIONS,

WRITE-DOWNS AND RISK PROVISIONS 36,999,655 104,237,125
3. NET INCOME FROM FEES AND COMMISSIONS 144,003,938 131,739,075
4. INCOME FROM EQUITY SHARES AND

PARTICIPATING INTERESTS 38,150,051 3,383,702
5. NET RESULT OF POOLING OF MONETARY

INCOME -134,653,569 6,690,797
6. OTHER INCOME 32,872,186 38,574,547

TOTAL NET INCOME 823,546,436 825,497,705
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NOTES ON NET OPERATING INCOME ACCOUNTS

The Bank’s net operating income was slightly lower in 2008, falling by 0.2% to €823.5 million,
from €825.5 million in 2007.

This result was due to the establishment of a new special provision of €149.5 million against risks
related to the Eurosystem’s monetary policy operations, whereas income from the Bank’s main
sources increased significantly in 2008.

In greater detail:

1. Net interest income

Net interest income (interest income less interest expense) increased by 30.6% to €706.2 mil-
lion, from €540.9 million in the previous financial year. This change was due to the high yields
on the Bank’s portfolios.

The individual categories of interest are as follows:

1.1 Interest income
Interest income increased by 38.6% to €1.7 billion, from €1.2 billion in 2007.

Specifically:
a) Interest on lending to credit institutions related to monetary policy operations

This refers to the financing of domestic credit institutions through the liquidity-providing open
market operations conducted by the Eurosystem in the context of the single monetary policy of
the euro area.

In 2008, this category more than doubled, to €508.1 million from €188.5 million in 2007. This
mainly reflects the enhanced provision of liquidity to credit institutions, particularly during the
last three months of 2008, in order to meet credit institutions’ increased liquidity needs in the
context of the financial crisis.

The interest rate on Eurosystem main refinancing operations averaged 4.036% in 2008, compared
with 3.931% in 2007.

Interest on lending to credit institutions 2008 2007 Change
(in € millions)

—main refinancing operations (MROs) 239.1 100.6 138.5
—longer-term refinancing operations (LTROs) 267.3 87.7 179.6
—fine-tuning reverse operations 0.9 0.2 0.7
—marginal lending facility 0.8 0 0.8
Total 508.1 188.5 319.6
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b) Interest on securities and deposits with non-resident credit institutions

This includes interest on securities and deposits in euro and in foreign currency with credit insti-
tutions both within and outside the euro area.

Interest by type of asset 2008 2007 Change
(in € millions)

— on securities 620.9 462.0 158.9

—on time deposits and current accounts 12.0 55.8 -43.8

Total 632.9 517.8 115.1

c) Interest on Greek government debt securities

Interest on the Bank’s holdings of Greek government securities dropped by €13.3 million against
the previous financial year (2008: €132.3 million, 2007: €145.6 million). The total value of hold-
ings came to €2.9 billion as at 31 December 2008, from €3.1 billion as at 31 December 2007.

d) Remuneration of long-term euro-denominated claims arising from the transter of foreign
reserve assets to the ECB

This refers to interest on the Bank’s euro-denominated claim against the ECB with respect to the
foreign reserve assets transferred to the ECB, in accordance with Article 30 of the Statute of the ESCB.
This claim is remunerated at 85% of the latest marginal MRO rate. This item rose by €1 million in
2008 to €36.5 million (2007: €35.5 million), exclusively on account of the increase in the MRO rate.

e) Interest on long-term claims against the Greek State

This refers to interest on loans granted by the Bank of Greece to the Greek State up to 31 Decem-
ber 1993.

This interest income rose to €341.7 million in 2008, from €302.3 million in 2007 (+€39.4 mil-
lion), owing to the increase in the Libor and Libid rates applicable on all loans granted to the
Greek State and resulting from the conversion of the debit balances of the account “Foreign
exchange rate valuation differences under Law 1083/80” (12-month Libor and Libid rates). The
increase in this category of interest more than offset the decline in overall interest payments
by the Greek State caused by gradual debt repayment.

f) Interest on deposits and SDR holdings with the IMF

This item comprises interest on Greece’s participation in the IMF and on the Bank’s SDR hold-
ings with the IMF. This category of interest income dropped by €1 million to €1.1 million (2007:
€2.1 million).

This change was the result of the significant decline in the SDR interest rate, which was partly
offset by an increase in Greece’s SDR-denominated quota in the IMF (accompanied by a com-
mensurate decrease in the euro-denominated component).
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g) Interest on loans to the personnel of the Bank of Greece

Interest on loans (for house purchase or personal loans) granted by the Bank of Greece to mem-
bers of its staff increased by €0.4 million (2008: €3.5 million, 2007: €3.1 million).

h) Other interest income
Other interest income totalled €119,940, compared with €40,565 in 2007.

1.2 Interest expense
Interest expense increased by 45.2% to €950 million, from €654.2 million in 2007.

In greater detail:

a) Interest and expenses on intra-ESCB balances (TARGET2)

Interest and expenses on the TARGET2 account (in € millions)

2001 2002 2003 2004 2005 2006 2007 2008

320.9 458.9 384.8 273.4 252.1 333.5 369.7 545.2

The above interest and expenses are calculated on the basis of the daily balances of the account
dedicated to the transactions of the Bank of Greece with the ECB and other ESCB NCBs within
the TARGET?2 system.

In the first two years after the Bank joined the ESCB (2001 and 2002), this interest rose signif-
icantly, due to the transfer of excess liquidity from domestic credit institutions to other EU coun-
tries, while gradual declines were observed from 2003 to 2005. In 2003 the decline was exclusively
due to the lower interest rate (marginal MRO rate), while the average annual balance of the
account increased.

The continued declines of 2004 and 2005 reflected lower balances on the TARGET?2 account,
in the absence of significant changes in the interest rate over the same period (the interest rate
increase of 6 December 2005, from 2% to 2.25%, had a negligible impact).

The rise in 2006 and 2007 was due exclusively to the higher MRO rate, while the average bal-
ance on the account stood at lower levels (2005: 12.0 billion, 2006: €11.8 billion, 2007: €9.3 bil-
lion).

In 2008, especially in the last quarter in view of the financial crisis, the volume of liquidity pro-
vided to credit institutions through main and longer-term refinancing operations increased sub-
stantially. The largest part of this liquidity was transferred by domestic credit institutions to
other EU countries through the TARGET2 account. However, the TARGET2-related inter-
est expense was fully offset by an equal amount of interest income from the Bank’s liquidity-
providing operations with credit institutions, therefore there was no impact on the Bank’s finan-
cial results.
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The average balance of the account was €14.7 billion in 2008 compared with €9.3 billion in 2007.

It should be noted that this interest expense replaced the interest paid by the Bank until 2001
to domestic credit institutions on their required reserve holdings.

b) Interest on net liabilities related to the allocation of euro banknotes within the Eurosystem

This interest expense registered a fall of €2.5 million (2008: €59.9 million, 2007: €62.4 million),
as a result of a decrease in the average level of these liabilities, relative to the previous finan-
cial year (2008: €1.5 billion, 2007: €1.6 billion).

This interest expense is calculated on the basis of:

— the Bank’s liability corresponding to the ECB’s share in the euro banknote issue (a share of
8% of the total value of euro banknotes in circulation is allocated to the ECB);

—the intra-Eurosystem claim/liability corresponding to the value of euro banknotes put into cir-
culation by the Bank of Greece, adjusted to ensure that the Bank’s share in total euro banknotes
in circulation (after the deduction of the 8% share allocated to the ECB) is equal to its banknote
allocation key;

— the amount of adjustment. Since 2002, intra-Eurosystem balances related to the allocation of
euro banknotes have been adjusted in order to avoid sharp fluctuations in the monetary income
of Eurosystem NCBs (see section “Banknotes in circulation” under “Accounting Policies”, as well
as the note on liability item 9.2).

c¢) Interest on banks’ current accounts in the context of monetary policy operations (including
minimum reserves)

This mainly concerns interest paid on banks’ minimum reserves, in the context of monetary pol-
icy conduct in the euro area countries.

This item rose by €37.8 million in 2008 compared with the previous year (2008: €203.9 million,
2007: €166.1 million), a development which is attributed mainly to the increase in the level of
reserve holdings (2008: €4.9 billion, 2007: €4.1 billion).

d) Interest on deposits by the Greek State

Interest on deposits by the Greek State rose by a considerable €87 million, to €134.4 million (2007:
€47.4 million). This change mainly stemmed from the remuneration of time deposits held by the
Greek State with the Bank of Greece during 2008, following the revision of the relevant agreement
between the Bank and the Greek State: according to the revision, as from 29 January 2008, daily
balances of more than €2 billion in government deposit accounts with the Bank of Greece are con-
verted to time deposits.

The average daily level of total deposits of the Greek State with the Bank was €3.4 billion in 2008,
compared with €1.2 billion in 2007, remunerated at an average interest rate of 4.02%, compared

with 3.95% in 2007.
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It should be noted that the interest paid on the Greek State’s time deposits was offset by a corre-
sponding decline in the interest paid on the balance of the TARGET?2 account.

e) Interest on foreign exchange deposits by public entities

This category of interest expense decreased by €0.5 million (2008: €3.4 million, 2007: €3.9 mil-
lion), mainly due to lower US dollar interest rates.

f) Interest on the allocation of SDRs

Interest on the Bank’s liabilities from the allocation of IMF special drawing rights (SDRs)
decreased by €1.8 million (2008: €2.9 million, 2007: €4.7 million), due to a drop in SDR inter-
est rates.

g) Other interest expense

This category of interest expense came to €227,078, from €12,588 in 2007.

2. Net result of financial operations, write-downs and risk provisions

The net result from financial operations in 2008 declined by €67.3 million to €37.0 million, from

€104.3 million in 2007.

A detailed breakdown is provided below.

2.1 Realised gains from financial 2008 2007 Change
operations (in € millions)

—foreign exchange operations 12.3 9.0 3.3
—transactions in securities 26.0 7.6 18.4
—swap operations 0 93.4 -93.4
—foreign exchange valuation differences

due to changes in the €/SDR parity -6.6 9.4 -16.0
—purchases and sales of gold coins 5.3 0.2 5.1
Total 37.0 119.6 -82.6

2.2 Write-downs of financial assets
and positions (unrealised losses)

—from the valuation of foreign exchange -11.7 -30.9 19.2
—from the valuation of securities -0.2 -12.4 12.2
Total -11.9 -43.3 31.4
2.3 Transfer from provisions for

exchange rate and price risks 11.9 28.0 -16.1
Grand total 37.0 104.3 -67.3
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As shown in the table, the significant decrease of €67.3 million in the net result from financial
transactions was exclusively due to the non-realisation of gains from swap operations in 2008,
although this development was partly offset by higher realised gains from transactions in secu-
rities and foreign exchange operations.

Gains from transactions in securities increased by €18.4 million, and gains from foreign exchange
operations by €3.3 million. The change in the €/SDR parity gave rise to a loss of €6.6 million
in 2008, compared with gains of €9.4 million in 2007.

Finally, the 2008 results include unrealised losses of €11.9 million (2007: €43.3 million)
from the year-end valuation of foreign exchange and securities, as a result of the appreci-
ation of the euro, most notably against the pound sterling, the Canadian dollar and the Aus-
tralian dollar. These losses were fully covered by the special provision established for this
purpose.

3. Net income from fees and commissions
Net income from fees and commissions grew by €9.3 million in 2008 to €144 million, from €131.7

million in 2007.

A breakdown is provided below.

Net income from fees and commissions 2008 2007 Change
(in € millions)

3.1 Income from fees and commissions
—management of Greek government

securities 33.6 32.8 0.8

—payments and receipts on behalf of
the Greek State 73.7 36.3 10.4

—management of the “Common Fund”

(surpluses of public entities and social security

organisations) under Law 2469/1997 30.5 29.1 1.4
—other 7.7 7.7 0
Total 145.5 132.9 12.6
3.2 Expenditure for fees and commissions -1.5 -1.2 -0.3

Total net income from fees and
commissions 144.0 131.7 12.3

4. Income from equity shares and participating interests
Income from equity shares and participating interests increased by €34.8 million to €38.2 mil-
lion in 2008, from €3.4 million in 2007.
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Income from equity shares and 2008 2007 Change
participating interests (in € millions)
—from the distribution of part of the ECB’s

seignorage income 31.4 0 31.4
—from the distribution of the ECB’s net profits 3.1 - 3.1
—other income from equity shares and

participating interests 3.7 34 0.3
Total 38.2 34 34.8

Income from the ECB

® The Bank received an amount of €31.4 million from the distribution of part of the income
earned by the ECB on its share (8%) of total euro banknotes in circulation (the ECB’s seignor-
age). Of this total income, amounting to €2,230.5 million in 2008, €1,205.7 were distributed to
the NCBs, while the remainder (€1.024.8) was transferred to the provision for foreign exchange

rate, interest rate and gold price risks.

® [n addition, the Bank received an amount of €3.1 million from the distribution of the remain-

ing balance (€116.6 million) of the ECB’s profit for 2008.

Other income from equity shares and participating interests

This income, amounting to €3.7 million, corresponds to deferred payments of dividends for finan-
cial year 2007 in respect of the Bank’s participating interests in: the Bank for International Set-

tlements (BIS), DIAS Interbank Systems SA and Hellenic Exchanges SA.

5. Net result of pooling of monetary income

2008 2007 Change
(in € millions)
—Income from the reallocation of the
Eurosystem monetary income 14.9 6.7 8.2
—Provision against risks from Eurosystem
monetary policy operations -149.5 0 -149.5
Total -134.6 6.7 -141.3

As shown in the table, the net result from the reallocation of monetary income showed a nega-

tive change, thus turning out at €-134.6 million.

This development was due to a €149.5 million provision against risks arising from the Eurosys-

tem’s monetary policy operations in 2008.

In greater detail:
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Income from the reallocation of the Eurosystem monetary income
Monetary income is the income accruing to the euro area NCBs in the performance of the
Eurosystem’s monetary policy function.

The amount of each NCB’s monetary income is equal to its annual income derived from its assets
held against the "liability base".

The liability base consists of the following liability items:
® banknotes in circulation;

® deposit liabilities to euro area credit institutions in euro, related to monetary policy opera-
tions;

e net intra-Eurosystem liabilities related to transactions with the ESCB (TARGET?2);
® net intra-Eurosystem liabilities related to the allocation of euro banknotes.

Any interest paid by an NCB on items included in the liability base is deducted from the mon-
etary income of that NCB.

The assets that are held against the liability base (“earmarkable assets”) are the following:

® lending to euro area credit institutions related to monetary policy operations denominated in
euro;

® intra-Eurosystem claims equivalent to the transfer of foreign reserves other than gold to the
ECB;

® net intra-Eurosystem claims resulting from TARGET?2 transactions;
® net intra-Eurosystem claims on euro banknotes;

® gold, including claims in respect of gold transferred to the ECB, in an amount permitting each
NCB to earmark a proportion of its gold that corresponds to the application of its share in the
subscribed capital key to the total amount of gold earmarked by all NCBs. Gold is deemed to
generate no income.

Where the value of an NCB’s earmarkable assets exceeds or falls short of the value of its liabil-
ity base, the return on the difference is calculated daily on the basis of the latest available mar-
ginal rate of the Eurosystem main refinancing operations.

At the end of each financial year, the monetary income pooled by the Eurosystem is reallocated
to the NCBs in proportion to their paid-up shares in the capital of the ECB.

The positive difference (€14.9 million) between the monetary income accrued to the Bank of
Greece in 2008 (€702.6 million) and the amount to be allocated to it (€717.5 million) in pro-
portion to its paid-up share in the ECB’s capital is the Bank’s net income from the pooling and

reallocation of the Eurosystem monetary income.
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The above method for allocating monetary income was established by Decision 22/2007 of the
Governing Council of the ECB.

Provision against counterparty risks from Eurosystem monetary policy operations

The €149.5 million provision against risks arising from the Eurosystem’s monetary policy oper-
ations was established following a decision by the Governing Council of the ECB, in view of the
exceptionally adverse conditions which prevailed in the money market in 2008 and affected the
liquidity-providing monetary policy operations of the Eurosystem.

In this context, the Governing Council of the ECB decided that, as a matter of prudence, the NCBs
should establish their respective shares of an appropriate provision totalling €5,736 million in
their annual accounts for 2008 as a buffer against risks arising from the monetary policy opera-
tions conducted in 2008.

In accordance with the Statute of the European System of Central Banks (ESCB) and of the ECB,
this provision will be funded by all the national central banks of the participating Member States
in proportion to their subscribed shares in the capital of the ECB.

Accordingly, the Bank of Greece established a provision of €149.5 million, which affected neg-
atively the net result of pooling and reallocation of monetary income within the Eurosystem.

6. Other income
Other income decreased by €5.7 million to €32.9 million, compared with €38.6 million in 2007.

This change was mainly due to the reduced revenue from the activities of the Banknote Print-
ing Works (IETA) of the Bank of Greece, which account for the bulk of the "other income" cat-
egory (€27.3 million). In 2008, both the production of euro banknotes and IETA’s income from
the printing of passports declined.

Other income also includes the gains from the sale of real property, i.e. the buildings housing
the Drama and Patras branches (€3.8 million), as well as smaller amounts representing income
from the sale of obsolete equipment, accreditation fees, cashier surpluses, etc.
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OPERATING COSTS, DEPRECIATION AND PROVISIONS
2008 2007
(in euro)

STAFF COSTS AND PENSIONS 311,187,990 291,754,246
ADMINISTRATIVE AND OTHER EXPENSES 47,320,801 58,143,853
DEPRECIATION OF TANGIBLE AND
INTANGIBLE FIXED ASSETS 42,567,026 42,786,390
TOTAL EXPENSES BEFORE PROVISIONS 401,075,817 392,684,489
PROVISIONS 197,386,378 148,129,355
TOTAL EXPENSES 598,462,195 540,813,844
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NOTES ON THE EXPENDITURE ACCOUNTS

Expenditure in 2008 (apart from the provision against risks from Eurosystem monetary policy oper-
ations, which is included in the net result from the pooling and reallocation of monetary income)
grew by 10.7% to €598.5 million, from €540.8 million in 2007.

This development was mainly due to increased provisions against future risks and liabilities.
In greater detail:

® Qutlays for staff costs and pensions increased by 6.6% to €311.2 million, from €291.8 million in
2007.

® Administrative and other expenses decreased by 18.6%, to €47.3 million, from €58.1 million in
2007. These expenses include the expenditure of the Banknote Printing Works (IETA) for raw
materials, the cost of building repair and maintenance, the procurement of computer hardware
and other equipment, insurance premiums, charitable donations, overhead costs, etc.

The decrease reflected the reduced consumption of raw materials by IETA due to the downsized
production and a base effect associated with non-recurring expenditure in the previous finan-
cial year. Regular administrative and other expenses were at broadly the same levels as in 2007.

® Depreciation was broadly unchanged from 2007, at €42.6 million, and for the most part con-
cerned depreciation of previous years’ banknote production costs.

It should be noted that the annual depreciation of the Bank’s buildings is calculated at a rate of
2.5% on the basis of the buildings’ estimated lifetime (40 years), while the annual depreciation
of the banknote production costs is calculated at a rate of 20% over the average lifetime of bank-
notes (5 years).

® Other provisions (apart from the provision for risks arising from Eurosystem monetary policy
operations conducted in 2008) amounted to €197.4 million in 2008, compared with €148.1 mil-
lion in the previous year (i.e. a 33.3% increase). The bulk of this amount represents a provision
against future counterparty risks in Eurosystem monetary policy operations.
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NET PROFIT

Net profit amounted to €225.1 million in 2008, having decreased by 20.9% from €284.7 million
in 2007.

DISTRIBUTION OF NET PROFIT

(Article 71 of the Statute)

The General Council proposes to the General Meeting of Shareholders that the net profit be dis-
tributed as follows:

2008 2007
(in euro)

Dividend of €0.67 per share on 19,864,886 shares ....... 13,309,473 10,647,579
Ordinary r€SEIVE .« vt v ettt et e e e e eee e 22,248,672 -
Extraordinary reserve . ...........oiiiiiiiiiiiin. - 36,000,000
Additional dividend, €1,73 per share
on 19,864,886 shares™ .......... ... . ... .. .. . ... ... .. 34,366,253 40,206,530
Tax on dividends (Article 6 of Law 3296/2004) .......... 15,891,909 16,951,370
To the government .......... ... ... . ... 139,267,934 180,878,382

225,084,241 284,683,861

* Total dividend in 2008 is €2.40 per share, compared with €2.56 per share (adjusted to the new number of shares) in 2007. Dividends
are subject to withholding tax of 10%, in accordance with Article 18 of Law 3697/2008.

Athens, 11 March 2009

For the General Council
THE CHAIRMAN

GEORGE A. PROVOPOULOS
GOVERNOR OF THE BANK OF GREECE
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