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To the Greek Parliament and
the Council of Ministers

The present Interim Report on Monetary Policy is
submitted to the Greek Parliament and the Council
of Ministers, as required by the Statute of the Bank
of Greece. The Report examines and assesses eco-
nomic developments in the euro area and Greece
during the year in course, the third year of
Greece'’s full EMU membership and implementa-

tion of the Eurosystem’s single monetary policy.

The main points of the Report are summarised in
Chapter I. Chapter Il discusses monetary develop-
ments, inflation and economic activity develop-
ments and prospects in the euro area, as well as
the international economic environment; these
elements help explain the monetary policy deci-
sions taken by the European Central Bank in
2003, which directly affect the Greek economy.

Chapter Il analyses the determinants of and the
outlook for Greek inflation, as well as its differen-
tial with the euro area average. The developments
and prospects for economic activity and employ-
ment, as well as for the balance of payments in
2003, are also examined in detail. Developments
in the Greek money, credit and capital markets

are analysed in Chapter IV.

With a view to providing full information to
Parliament and the Council of Ministers, the Report
also discusses special issues, such as the evolution
of Greece’s financial system over the past decade,
the alternative methods of measuring the fiscal
deficit and its developments, the management of
foreign reserves and other Bank of Greece assets,
as well as the TARGET payment system and the

impact of its operation on the Bank’s balance sheet.

Athens, October 2003
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The general conclusion of this Report concerning the
Greek economy is positive. It is estimated that gross
domestic product will grow by 4% this year, com-
pared with 0.5% in the euro area, indicating further
progress towards real convergence. Employment
growth has been faster this year than in 2002, while
the rate of unemployment continues to decline.
Inflation has gradually decelerated in the course of
2003 and on average for the entire year CPI inflation

is expected to be slightly smaller than in 2002.

In spite of this improved economic performance,
Greece still has a marked inflation differential with
the euro area average. The unemployment rate,
though on the decline, remains high, as is also the
case in the euro area, while the current account
deficit as a percentage of GDP exceeds 6% for the
fourth year in a row. Finally, the public debt-to-
GDP ratio, though estimated to have markedly
decreased this year, remains one of the highest in

the European Union.

These problems reflect weaknesses of the Greek
economy that will require further structural
reforms and continued efforts towards fiscal con-
solidation. Achieving and sustaining price stability
will also require that the social partners make
their own contribution by implementing prudent
pricing policies and containing real wage
increases so that the latter are close to productiv-
ity growth. Such measures would help protect the
purchasing power of wages, strengthen competi-
tiveness and reduce unemployment to tolerable
levels. These issues are examined in detail in the

fifth and final chapter of this Report.

Nicholas C. Garganas

Governor
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[. Summary
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Greece is already in its third year of euro area par-
ticipation. The primary objective of the Euro-
system’s single monetary policy, implemented in
Greece since 2001, is to maintain price stability in
the euro area as a whole over the medium term.
After thoroughly evaluating its monetary policy
strategy in May 2003, the Governing Council of
the European Central Bank (ECB) clarified that it
aims to maintain inflation rates below, but close

to, 2% over the medium term.

In the euro area, the ECB further relaxed its mon-
etary policy in 2003, taking due account of the
gradual easing of inflationary pressures and the
sluggish growth of economic activity. After being
lowered by 50 basis points in December 2002,
ECB key interest rates were further reduced in

March and June by a cumulative 75 basis points.’

In the first half of 2003, the interest rates in the
single money market of the euro area pursued the
downward course that had begun in May 2002.
From July onwards however, this course came to
a halt and interest rates on longer maturities,
though remaining low, even increased slightly.
Similarly, the downward trend in bond yields in
the first half of 2003 was reversed after mid-June,
reflecting an improvement in expectations for
economic recovery and a shift in investors’ pref-
erence (from mid-March onwards) to the stock
markets, although a new decline in bond yields
was recorded in September. Finally, short- and
long-term interest rates on both lending and
deposits continued to fall through August, with
the exception of some lending rates that rose in
that month. It is not unusual for money market
interest rate and bond yield developments to

affect retail bank rates with a certain time lag.

1 On 6 June, the minimum bid rate on the main refinancing oper-
ations and the interest rates on the marginal lending facility and
the deposit facility were lowered to 2%, 3% and 1% respectively.
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The growth rate of euro area M3 has picked up in
the course of the year and at roughly 8% remains
significantly higher than the reference value of
4.5% set by the ECB. This strong M3 growth
reflects both the low opportunity costs of holding
money and shifts towards more liquid assets in an
environment of heightened uncertainty. This
behaviour on the part of investors was prompted
by international geopolitical developments and
did not completely change after the end of the
conflict in Iraq. Considering the subdued eco-
nomic activity in the euro area, the Governing
Council of the ECB judges that current monetary

developments do not signal risks to price stability.

Regarding monetary developments in Greece, the
main components of its contribution to euro area
M32? (i.e. deposits, repurchase agreements —
repos— and holdings of money market fund
units) displayed divergent trends in the course of
the first eight months of 2003. On an aggregate
basis, however, over the entire period in question,
they increased at significantly slower rates than
the euro area average. More specifically, the
annual growth of deposits was weak in the first
months, but then picked up. Repo holdings con-
tinued to decline during the period under review.
In contrast, holdings of money market fund units
registered a very strong growth.

Against the background of low interest rates,
these developments have prompted shifts towards
higher-yield instruments, such as longer-term
deposits (especially deposits with an agreed
maturity of up to 2 years) that offer higher returns
than savings deposits, as well as towards money
market fund units. It has been observed that in
periods of stock exchange uncertainty (such as
the one experienced in the first months of 2003)
savers tend to prefer money market fund units.
Meanwhile, the continued decline in repo hold-

ings is also linked to the reinstatement of taxation

12

on their yields (at a rate of 7%) as from January
2002.

The annual growth of total credit extended to the
economy by Monetary Financial Institutions (MFls,
i.e. banks and money market funds) decelerated
in the first eight months of 2003 (August 2003:
5.1%, fourth quarter of 2002: 7.1%), reflecting a
steep fall in MFI credit to general government
(August 2003: —13.4%, last quarter of 2002: —5.2%),
which was only partly offset by faster credit
expansion to enterprises and households (August
2003: 18.7%, fourth quarter of 2002: 18.3%).
More specifically, credit expansion to enterprises
accelerated (August 2003: 14.0%, fourth quarter
of 2002: 11.4%), while a slowdown was recorded
in credit expansion to households (August 2003:
27.3%, fourth quarter of 2002: 33.1%).

The sectoral breakdown of credit to enterprises
shows that credit expansion to industry, agricul-
ture, shipping, tourism and —especially— “other”
sectors picked up, whereas credit expansion to
trade and non-bank financial institutions slowed.
With regard to households, the deceleration of
credit growth is mainly attributed to a significant
slowdown in the annual growth of housing loans,
which nonetheless remains relatively high. The
strong growth of housing credit reflects the fact
that the total outstanding balance of housing loans
is still comparatively low in Greece and accounted
for 15% of GDP at end-2002 (compared with 31%
in the euro area). Finally, the annual rate of increase
in consumer loans came to 23.1% in August 2003,
down from 27.4% in the fourth quarter of 2002.

Most retail bank rates declined further in the first

eight months of 2003, in step with the general

2 For reasons detailed in Chapter IV.1, Greek M3 developments
will from now on only be analysed in terms of their basic compo-
nents (excluding currency in circulation).

MONETARY POLICY, INTERIM REPORT 2003



downward trend of money market rates in the
euro area. The last five years have seen a signifi-
cant reduction in both lending and deposit rates,
as well as in the interest rate spread. Apart from
the reduction in key interest rates (by the Bank of
Greece prior to Greece’s euro area entry, and by
the ECB from that point onwards), other factors
—such as keener competition between banks and
the cutdown in their operating costs— had a sig-
nificant impact on the course of interest rates.
These factors, combined with (i) the abolition or
cuts in certain taxes and levies charged on bank-
ing transactions and (ii) the harmonisation of
Bank of Greece reserve requirements with those
of the Eurosystem, have substantially reduced the
lending and deposit rate spread. More specifi-
cally, the spread between the average rate on new
bank lending and the average deposit rate
decreased by 3.2 percentage points between
December 1998 and August 2003.

In line with developments in their euro area coun-
terparts, the yields of Greek government bonds fol-
lowed a broadly declining path between mid-May
2002 and mid-June 2003, at which time they
reached historically low levels, before rebounding
markedly until September. Underlying these devel-
opments were, at first, the uncertainty about the
recovery of the world economy and the heighten-
ing of geopolitical tensions with the first military
operations in Iraq. Later on, however, the unwind-
ing of these tensions and the more optimistic out-
look for the US economy and corporate profitabil-
ity shifted investors’ attention to the stock markets
and dampened the demand for government bonds.
Transactions in the secondary market for govern-
ment securities rose to higher levels in the first
three quarters of 2003 than in the corresponding
period of 2002. The primary market for Greek gov-
ernment paper was marked by an increase in funds
raised and a slight shift from maturities of 7 years

or more to maturities of 5 years or less.
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Equity prices on the Greek stock market, after
declining in the first quarter of 2003, rebounded
appreciably in the next two quarters. Similar was
the course of share prices on US and euro area
stock markets, as a result of the aforementioned
developments. Furthermore, the domestic stock
market was affected positively by the improved
profitability of Greek corporations listed on the
Athens Stock Exchange (ASE) during the first half
of 2003. In addition, stock market trading vol-
umes and the amounts of funds raised by enter-
prises on the ASE increased significantly in the
first three quarters of 2003, after a continuous

decline in recent years.

The latest macroeconomic data confirm earlier
forecasts of a slow recovery of the world economy
in the first half of 2003. Meanwhile, there are indi-
cations that the growth rate is picking up in the
second half of the year. Concern about geopoliti-
cal tensions has eased, but other factors, such as
the rising current account and budget deficits in
the US, are a source of uncertainty. On the other
hand, oil prices, after increasing sharply in the first
quarter of 2003 on account of geopolitical ten-
sions, decreased in the second and the third quar-
ter, but began to escalate again in September.
Share prices also increased significantly in the sec-
ond and the third quarter, while confidence indi-
cators appear to have improved in recent months.
These developments are expected to have a posi-
tive impact on private consumption growth, which
in turn will support faster economic growth. As a
result, world GDP —according to the International
Monetary Fund— is expected to rise by 3.2% in
2003 (compared with 3.0% in 2002), i.e. at a lower
rate than the average of 3.9% recorded over the
1995-2000 period. Turning to the advanced
economies, the GDP of the United States is rising

at a relatively fast pace, while the Japanese eco-
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nomy is showing signs of recovery. The emerging
Asian economies are the fastest growing world-
wide. In any case, the volume of world trade in
goods and services is estimated to have been
increasing at a relatively slow pace (2.9% in 2003,
compared with 3.2% in 2002 and roughly 8% on
average over the 1995-2000 period).

In the euro area, economic activity remained very
subdued, with the quarterly rate of change in GDP
standing at zero in the first quarter and -0.1% in
the second quarter of this year. However, uncer-
tainty has eased somewhat, real disposable
income is expected to increase (based on fore-
casts of a further deceleration of inflation from the
end of the year onwards) and financing conditions
remain favourable. Economic activity is thus antic-
ipated to gradually recover in the second half of
2003, while the average rate of GDP growth over
2003 as a whole is projected to come to roughly
0.5%. The annual rate of HICP inflation in the euro
area is forecast to stand at about 2% over 2003 as
a whole and to decrease further in 2004, provided
that import prices develop favourably. Meanwhile,
the slight acceleration in wage growth is expected
to be offset by a recovery in productivity. The pro-
longed economic slowdown and, in some instances,
tax reductions should cause the fiscal deficits of a
number of euro area countries to widen consider-
ably and deviate from the targets set in their
respective stability programmes. For the euro area
as a whole, the general government deficit is now
expected to approach 3% of GDP in 2003, even
though the “structural” (cyclically adjusted) deficit
is expected to recede slightly to 1.7% (from 2.0%
of GDP in 2002, according to recent estimates by
the International Monetary Fund).

Turning to the Greek economy, according to the
latest Bank of Greece estimates, GDP is projected
to increase by 4.0% in 2003, i.e. slightly faster
than in 2002 (3.8%). Similar projections have

14

been made by the International Monetary Fund
and by the Ministry of Economy and Finance in
the draft 2004 budget. Based on these projec-
tions, the growth rate of the Greek economy
should be the highest in the EU-15 and the sec-
ond highest of the 30 OECD countries. The fac-
tors underlying the rise in GDP are the strong
growth of private consumption, private and pub-
lic investment, housing investment and invest-
ment by the general government sector, as well as
the recovery of goods exports.

More specifically, private consumption growth is
supported by the rise in real disposable income of
households, and is also associated with the high
growth rate of consumer loans and the favourable
impact of the increase in the market value of house-
hold assets. The rise in investment reflects the
sharp increase in disbursements from the Public
Investment Budget (largely due to the acceleration
of large public projects, especially those related to
the Athens Olympic Games), the significant
increase in private residential investment (also
underpinned by strong credit expansion), as well as
the considerable growth of business investment (by
both public enterprises and enterprises involved in
activities related to the Olympic Games). On the
other hand, the change in the real external balance
on a national accounts basis is once again expected
to have a negative contribution to GDP growth in
2003, considering that the recovery in goods
exports has been accompanied by a recovery in
goods imports,® while the increase in exports of
transport services (mainly shipping) is offset by a
fall in travel service exports (i.e. by a drop in both

foreign tourist arrivals and related receipts).

Moreover, employment developments have defi-

3 Although imports of services (mainly travel expenditure abroad
by Greek residents) are falling, the combined total of goods imports
and imports of services is rising (after decreasing in 2002).
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nitely been more favourable this year than in
2002, and the unemployment rate continues to
fall. It is particularly worth noting that the increase
in jobs by 82,000 (in the first half of 2003 over the
first half of 2002) reflects both a reduction in the
number of unemployed by 35,000 and the entry
of 47,000 persons into the labour force.

Inflation in Greece gradually slowed in the course
of 2003, and its differential with the euro area rate
has begun to decrease. The decline in core infla-
tion was even greater. As estimated, the year-on-
year rate of increase in the Harmonised Index of
Consumer Prices (HICP) and in the Consumer
Price Index (CPI) will decrease further to roughly
3.2% in the last quarter of 2003 (compared with
3.8% for the HICP and 3.6% for the CPI in the last
quarter of 2002). For the whole of 2003, the aver-
age rate of increase in both the HICP and the CPI
is expected to fall to about 3.5%, i.e. to slightly
below last year’s levels (HICP: 3.9%, CPI: 3.6%).

Average annual CPI inflation during the first eight
months of 2003 remained unchanged over the
same period of 2002. The favourable effects of
both the decline in core inflation and the slower
increase in fresh fruit and vegetable prices were
offset by the adverse effect of the fuel price rise.
This adverse effect would in fact have been
greater, had the appreciation of the euro not con-
tained the impact of the crude oil price hike in US
dollars. The decline in core inflation reflects both
the appreciation of the euro, which helps contain
imported inflation, and a slowdown in unit labour

cost growth in the business sector to below 2%.

The fact that inflation in Greece remains relatively
high, despite the deceleration in core inflation, is
attributed to inadequate competition in certain
markets (which do not function efficiently) and to
macroeconomic factors. First of all, excess demand

in markets that do not operate efficiently causes
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prices to increase more than would normally have
been justified by cost factor developments, thus
leading to a widening in operating profit margins
(as has been observed in certain sectors of eco-
nomic activity this year). Furthermore, unit labour
cost growth, though on the decline for the eco-
nomy as a whole, still exceeds the level consid-
ered consistent with price stability (i.e. a rate of
inflation below but close to 2%). Generally speak-
ing, the differential between Greek and euro area
inflation (which, as mentioned above, has been
declining so far this year) is associated with the
Greek economy’s real convergence process,* its
different cyclical position and the lag in the condi-
tions of functioning of its goods and services mar-
kets vis-a-vis the euro area, as well as with other

factors detailed in Chapter II1.2.

The adoption of the single currency has brought
about radical and irrevocable changes in the mon-
etary policy framework and the conditions under
which monetary policy is conducted. It has thus
had a decisive impact on the functioning and per-
formance of the Greek economy, which in recent
years has achieved a high degree of macroeco-
nomic stability. While the prospects for real con-
vergence are significantly enhanced by the adop-
tion of the euro and the resulting monetary and
exchange rate stability, the sustainability of strong
growth in the long run will depend importantly on
efforts at the national level to implement an
appropriate economic policy that will complete
fiscal consolidation and bring about a steady
improvement in both productivity and the inter-
national competitiveness of the economy. Another

primary objective must be the achievement and

4 As implied by recent studies, the “Balassa-Samuelson effect”
accounts for about half of the inflation differential between Greece
and the euro area in 2002 and 2003.
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maintenance of price stability in Greece, which,
as shown by developments over the last three
years, cannot be ensured solely via the imple-
mentation of the single monetary policy. This pol-
icy aims to achieve a rate of inflation slightly
below, but close to, 2% in the medium term in the
euro area as a whole and not in individual coun-
tries; this, combined with the zero economic
growth currently observed in the euro area as a
whole, has led to a decline in nominal interest
rates. Given Greece’s higher rate of inflation, this
decline means that monetary conditions have
become markedly relaxed. The stance of mone-
tary policy, as far as Greece in concerned, has

thus become highly expansionary.

So long as monetary conditions in Greece remain
relaxed and no interest rate or exchange rate pol-
icy can be conducted at a national level, it can be
safely concluded that the other economic policy-
mix components will have to be resorted to in
order to achieve fundamental objectives. More
specifically, the other policy-mix components
must be activated in such a way as to eliminate
the Greek inflation differential and prevent further
losses in price competitiveness and the ensuing
adverse repercussions on employment and
growth. In the meantime, higher productivity
growth and a substantial improvement in compet-

itiveness must also be achieved.

Fiscal policy is essentially the only macroeco-
nomic policy instrument available at a national
level in the euro area. The latest available data for
2003 show that Greece’s fiscal policy stance was
more relaxed than the target set in the Updated
Stability and Growth Programme of December
2002.° Given the inevitable relaxation of monetary
conditions mentioned above, fiscal policy must be
tightened rather than relaxed. Continued fiscal
consolidation efforts can and must be geared to

containing inflationary pressures, as a means of

16

achieving and maintaining price stability. Mean-
while, the rise in public saving that will arise from
the reduction in the fiscal deficit will help reduce

the current account deficit.

Under the Stability and Growth Pact, which pro-
vides the framework for the conduct of fiscal pol-
icy in EU countries, the general government bud-
get must be close to balance or in surplus in the
medium term. Such an accomplishment would
require sustaining high primary surpluses in
upcoming years, by controlling primary expendi-
ture and curbing tax evasion. This will help speed
up the decrease in general government debt,
which remains very high and burdens the eco-
nomy, and meet the additional public expenditure
that will be required in the future to finance the
social security system (considering the fiscal
implications of the anticipated ageing of the pop-
ulation). Furthermore, the achievement —in the
medium term— of a budgetary position close to
balance or in surplus would enable fiscal auto-
matic stabilisers to operate fully, symmetrically
and without undesirable side-effects throughout
the economic cycle, thereby allowing fiscal policy
to deal in the short run with the effects of cyclical
disturbances.

The government intends to pursue its fiscal con-
solidation effort in 2004. However, as substantial
economic demands are being put forward by var-
ious social groups and general elections are to be
held in 2004, it would be useful at this stage to
recall that in the 1990s the efforts towards nomi-
nal convergence succeeded in significantly reduc-
ing the economic impact of the so-called electoral
or political cycle; thus, they helped establish con-
ditions of macroeconomic stability and con-

tributed to the growth performance in the last few

5 See Chapter V and Box 5 in particular.

MONETARY POLICY, INTERIM REPORT 2003



years. Failure to safeguard this gain would under-
mine the credibility of economic policy and adver-
sely affect economic expectations, with negative

consequences for the future of the economy.

The structural reform effort must also be pursued
at a vigorous pace in order to further enhance
flexibility in product, labour and capital markets,
boost competition and reduce administrative bar-
riers. All these factors would ultimately serve to
increase productivity, secure conditions of price

stability, improve the country’s international com-
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petitiveness and, thereby, help sustain high rates

of output and employment growth.

Finally, by implementing prudent pricing policies
and containing real wage increases so that they
are close to productivity growth, the social part-
ners can help achieve and maintain price stability
and thereby help protect the purchasing power of
wages, strengthen competitiveness, reduce unem-
ployment and contribute to faster and steady
increase of real incomes.
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II. Macroeconomic
and monetary
developments in the
euro area and the
single monetary policy
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1. The international economic environment’

1.1 Overview and developments by main

economic regions

Recent macroeconomic data confirm earlier expec-
tations of a subdued recovery in the global eco-
nomy in the first half of 2003. At the same time,
there are some indications of a pick up of growth
for the second half of the year. While geopolitical
concerns have declined, other factors, including
concerns about the growing twin deficits in the

United States, have contributed to uncertainty.

Investment performance has been generally weak
in the first half of 2003, despite some indications of
recovery in private investment, mostly in the
United States. The ongoing correction of imbal-
ances accumulated during the previous cyclical
expansion, including significant overcapacity and
over-leveraging, is expected —along with the after-
math of the bursting of the stock-market bubble—
to continue to affect investment in the short term.

There have been, however, some favourable
developments. In addition to the decline in
geopolitical tensions, oil prices —after rising
sharply in the first quarter of 2003 — fell during
the next two quarters before starting to rise again
in late September. Equity prices rose considerably
during the second and the third quarter of the
year. At the same time, confidence indicators
have shown some signs of improvement in recent
months. These developments should support a
rise in consumer spending, which should in turn

underpin the acceleration of economic growth. In

1 The following analysis is derived from developments recorded
until the start of October 2003, assessments by the Bank of
Greece and forecasts by international institutions, particularly the
latest projections of the IMF (World Economic Outlook, Septem-
ber 2003).
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the light of the above factors, world real GDP is
expected to grow by 3.2% in 2003, i.e. at a rate
slightly higher than in 2002 (3.0%) but below the
average of the 1990-2000 period (3.9%).2

Although economic activity in the advanced eco-
nomies remained rather subdued in 2003 (GDP is
expected to grow by 1.8%, i.e. as fast as in 2002),
inflation is projected to pick up slightly, broadly
remaining however at low levels (1.8%, compared
with 1.5% in 2002). Oil price hikes in early 2003,
related mainly to the Iraq crisis, moderated in the
following quarters and did not have a substantial
impact on consumer prices and wages. Never-
theless, oil prices in dollar terms remain above
their 2002 average level as a result of develop-
ments in world oil supply and ongoing global eco-
nomic recovery. Some countries in Asia have
experienced declines in the overall price level. In
certain cases, as in China, these were rather
benign —as they occurred alongside productivity
and output growth— and are expected to be
short-lived. In the case of Japan, however, price
declines have been associated with the continuing

20

economic weakness and proved much more per-

sistent.

Economic policy in most advanced economies
continued to be accommodative in 2003. Central
banks in the euro area and the United States each
cut their interest rates on several occasions (see
Chart 1). On 25 June, the US federal funds rate
was further reduced by 25 basis points to reach
1%, a forty-five year low. In the euro area, the ECB
eased its monetary policy by a cumulative reduc-
tion of 125 basis points in its key rates, to 2%,
between early December 2002 and June 2003.
Fiscal deficits are expected to increase signifi-
cantly in the United States, and to a lesser extent
in the euro area, reflecting notably growing
deficits in the larger euro area economies. Long-
term bond yields started rising in June in the

United States, the euro area and other advanced

2 The rate of change in world GDP is calculated as a weighted
average of the changes in GDP in individual countries, with
weights based on the purchasing power parities of each country’s
currency.
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economies, reversing a long downward trend.
Larger increases in US long-term interest rates
reflect that country’s comparatively better pro-
spects for recovery, as well as the strong sales of
US government bonds in the financial markets, a
trend expected to continue given the huge US
budget deficits. In September, long-term interest
rates declined worldwide, reflecting the continu-
ing uncertainty as to the strength of economic

recovery.

According to recent data, the US economy
appears to be recovering at a relatively quick
pace. Real GDP growth was below potential dur-
ing recent quarters (in the first quarter of 2003
GDP increased at an annualised rate of 1.4%, i.e.
the same as in the last quarter of 2002), while in
the second quarter of 2003 GDP growth picked
up to 3.3%.*> Main contributions to GDP growth
were private consumption, federal government
expenditure and an upturn in business invest-
ment. In particular, defence expenses, related
mainly to the war in Iraqg, increased spectacularly
in the second quarter (at an annualised rate of
46%). In contrast, increased imports due to the
economy’s recovery had a dampening effect on
GDP growth, which, according to the latest fore-
casts, is expected to be 2.6% in 2003, compared
with 2.4% in the previous year.

While recent economic indicators provide posi-
tive signals regarding the prospects of the US
economy, the rise in long-term rates since mid-
June, as well as recent labour market develop-
ments, contribute to uncertainty as regards the
quick return to GDP growth rates close to poten-
tial.* The June employment report indicated con-
tinuing labour market slack: the unemployment
rate was 6.4%, i.e. at a nine-year high. In the fol-
lowing months the unemployment rate fell
slightly and came to 6.1% in August. In

September, after seven months of continuous
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decline, employment recorded a slight increase
but the unemployment rate remained at 6.1%.
Capacity utilisation in industry increased some-
what in July and August (74.6%), but remained at

low levels (average in the last 30 years: 81.3%).

The depreciation of the dollar during the first half
of 2003, if maintained, will have a positive impact
on economic activity, albeit with a lag, i.e. espe-
cially during 2004. The current account deficit as
a percentage of GDP is expected to reach 5.1% in
2003, from 4.6% in 2002. Annual CPI inflation is
expected to increase from 1.6% in 2002 to 2.1%
in 2003. This slight acceleration is attributable to
the combined effect of the depreciating dollar and

the expected strengthening of economic activity.

In the first four months of 2003, the fiscal deficit
was more than three times higher that in the same
period of 2002. At the end of May, the Congress
approved a fiscal package of $350 billion over the
next 10 years, expected to provide a fiscal stimu-
lus of around 0.7% of GDP in 2003 and 1.5% in
2004. In 2003, the fiscal deficit is expected to
increase to 6.0% of GDP, up from 3.8% in 2002
and only 0.7% in 2001.

In Japan, economic activity shows signs of recov-
ery since the second half of 2002. GDP growth in
the first quarter of 2003 was 0.3% over the previ-
ous quarter, while in the second quarter it is esti-
mated to have accelerated to 1.0%. This rate is
expected to build up to 2.0% in 2003 from 0.2%

3 The quarter-on-quarter rate of GDP growth is calculated in the
United States differently than in Europe and Japan. In the United
States, the announced quarterly change corresponds to the annu-
alised percentage change between two consecutive quarters. The
US rate of growth comparable to the data published by other
economies was 0.4% and 0.8% for the first and the second quar-
ter of 2003, respectively (over the previous quarter).

4 The rise in long-term interest rates, although not particularly
significant in itself, may have an adverse effect on activities sensi-
tive to interest rate changes, particularly in the current conjunc-
ture of high household and business indebtedness.
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in 2002. This more positive outlook is linked to
improved economic performance in Japan’s
export markets, i.e. mainly the United States and
countries of east Asia, as well as to strong domes-
tic demand. Positive developments include a
recent decline in downside risks to demand from
the Asian region as the spread of the SARS disease
seems to have been brought under control. Also,
industrial production has rebounded in 2003. In
late September, the Nikkei share price index was
34% higher than its end-April trough (the lowest
since the early 1980s), while Japanese govern-
ment bond vyields started to increase in June.
Although these developments may be mirroring
improving fundamentals, some important elements
of uncertainty remain. Deflation is forecast to con-
tinue in the forthcoming year, while the reform of
the banking sector advances at a slow pace. The
fiscal deficit is expected to remain high (7.4% of
GDP compared with 7.5% in 2002), while gross
public debt should continue to rise, hovering at
very high levels (167% of GDP in 2003, from
158% in 2002).

In the United Kingdom, real GDP growth was
0.2% in the first quarter of 2003, on the previous
quarter, compared with 0.5% in the last quarter of
2002. In the second quarter of the year, GDP
increased by 0.6%, underpinned mainly by strong
increases in both household spending and invest-
ment (0.7% and 1.2%, respectively, over the pre-
vious quarter). GDP growth may speed up slightly
in 2003 relative to 2002 (1.8% according to
revised data). The unemployment rate is expected
to remain stable in 2003, at around 5.0%. HICP
inflation should be slightly below 2%. The Bank of
England, for the first time in more than 15
months, cut the repo interest rate by 25 basis
points to 3.75% on 6 February and by another 25
basis points on 10 July 2003. A widening of the
fiscal deficit is forecast for 2003, to 2.5% of GDP,
up from 1.5% in 2002.
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Growth in Acceding Countries was relatively
robust in the first months of 2003, underpinned
mainly by domestic demand in some countries
(e.g. Hungary, the Czech Republic) and foreign
demand in others (e.g. Slovakia, Poland). Foreign
direct investment inflows —which in most Acceding
Countries accounted for 3%-5% of GDP annually
in the last two years — contributed largely to eco-
nomic growth in these countries. Average AC-125
GDP growth is expected to accelerate to 3.3% this
year, from 2.9% in 2002, in parallel with a decline

in inflation.

The Asian emerging economies despite the effects
of the spread of the SARS virus, remain the
world’s best growth performers in 2003. China’s
GDP increased at an annual rate of 8.2% in the
first half of 2003, driven by the strong growth in
exports and fixed investment. According to the
IMF, China’s GDP is expected to increase in 2003
at a rate of 7.5%, compared with 8% in 2002,
while more recent data support an even better
prospect. The economic outlook for the emerging
economies of Latin America has improved this
year, following a poor performance in 2002,
which turned out to be the worst year since the
financial crises of 1982-83. GDP growth in the
area stems from strong export growth, following
large real currency depreciations in these coun-
tries in 2002, as well as from gradually improving

external financing conditions.

1.2 International trade and commodity prices

In 2003, the world trade volume in goods and ser-
vices is projected to grow at a relatively low rate of
2.9%, compared with 3.2% in 2002 and approxi-
mately 8% on average in the 1995-2000 period. In

5 Including, in addition to the 10 countries admitted to the EU,
Bulgaria and Romania, which are scheduled for admission in 2007
provided that they meet the agreed conditions at the time.
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advanced economies and countries in transition,
import growth is accelerating and export growth is
decelerating, whereas in developing economies
both rates of import and export growth are slow-

ing down, remaining however at high levels.

The spike recorded in oil prices during the first
quarter of the year (average crude oil prices
increased by 25.4% compared with their 2002
average), mainly attributable to the uncertainties
concerning the war in Iraq and the disruption of
world oil supply due to the strikes in Venezuela,
was subsequently reversed. Average world crude
oil spot prices (Brent) fell to $26.5 per barrel in the
second quarter, from $31.3 in the first quarter.
However, in September 2003, oil supply from Iraq
had not yet fully returned to previous levels, and
prices remained relatively high. Oil prices may
continue to be volatile in the short term, as long as
oil supply from lIraq is not fully restored, and oil
supplies from Nigeria (the world’s 7th largest pro-
ducer) are not fully normalised. It is also noted that
following OPEC’s decision (on 23 September
2003) to cut down oil production, prices started to
increase again. Prospects regarding world eco-
nomic growth and oil supply from non-OPEC pro-
ducers are key determinants of medium-term
developments in oil prices. For 2003, crude oil
spot prices are expected to increase to $28.5 per

barrel on average, from $25.0 in 2002.

Prices of non-fuel commodities (in US dollars)are
also expected to increase in 2003, by approxi-
mately 5% compared with the previous year. Due
to high uncertainty in world markets, the demand
for gold increased constantly throughout 2002
and the first quarter of 2003. Its price rose to
$352 per fine ounce in the first quarter of 2003,
from $310 on average in 2002, and, after falling
only slightly in April, it picked up again. In late
September, the price of gold peaked at a seven-

year high of more than $380 per fine ounce.
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1.3 International financial markets

In global financial markets, investor confidence
has been improving from the second quarter
onwards. In global bond markets, the previous
declining trend of long-term bond yields has been
reversed. After reaching an historical low in mid-
June, long-term bond vyields started to increase
again as investors continued to shift from fixed-
income securities to equities and positive
prospects regarding world economic recovery
seemed to consolidate. From mid-June to late
August, ten-year government bond yields increased
by approximately 135 basis points in the United
States, by 70 basis points in the euro area and by
100 basis points in Japan, to stand at 4.44%,
4.23% and 1.46% respectively. Thus, the differen-
tial between the US and the euro area yields,
which had been negative for 19 months up to July
2003, became positive and stood at 21 basis
points at the end of August. During September
however, as US bond yields declined faster, this
positive differential tended to be eliminated. It
should be noted that, despite their rise in recent
months, long-term rates remain lower than their
2002 averages of 4.92%, 4.60% and 1.76% for the
ten-year bonds in euro, US dollars and vyen,

respectively.

Although some macroeconomic data continued to
weigh adversely on equity prices during the first
half of the year, the general attitude of investors,
which turned positive after the decline in geopo-
litical tensions related to the crisis in Iraq, con-
tributed to a rise in equity prices. Better than
expected corporate profitability in the first quar-
ter, as well as better sales forecasts for the rest of
the year, boosted world stock markets during the
second and the third quarter of 2003.

From the end of December 2002 to the end of
September 2003, the US Standard & Poor’s 500
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index gained 13.2%, while the Japanese Nikkei
225 index rose by 19.1%. In the same period, the
euro area Dow Jones Euro STOXX broad index
also recorded an increase, albeit lower (4.1%).
However, these movements up to late September
2003 represent significant increases from the
year-lows of mid-March (late April for Japan), i.e.
24%, 34% and 30%, respectively, for these

indices.

In the foreign exchange markets, the euro appre-
ciated against all major currencies during the first
half of 2003. However, in the June-August period,
it gave back part of its earlier gains. In effective
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terms, the euro appreciated in 2003, for the third
consecutive year. In September, the effective
exchange rate of the euro was 11.3% higher than
the 2002 average and 20.6% over its historically
low levels (recorded in 2000). The appreciation of
the euro largely reflects the weakening of the US
dollar, which is mainly attributable to the huge
current account deficit in the United States. It also
reflects developments in the exchange rates of US
dollar-pegged currencies of countries in South-
Eastern Asia, despite the sizeable and increasing
current account surpluses and considerably high
reserve assets in these countries. The exchange

rate of the euro against the US dollar peaked in
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late May at 1.19 USD/euro, only to fall back later
on and stand at 1.08 USD/euro in early Septem-
ber (see Chart 2). However, during September the
euro started to gain ground again and at the end
of the month came to 1.17 USD/euro. The
September average (of 1.12 USD/euro) corre-
sponds to an appreciation of the euro by 19% over
2002 and by 32% over the lowest level observed
in June 2001. During the first half of 2003, the
euro continued to strengthen against the Japanese
yen as well. Thereafter, the improved economic
climate in Japan allowed the yen to reverse part of
its losses during the next three months. The
September average (of 128.9 yen/euro) marks a
9.2% appreciation of the euro against the yen
compared with the 2002 average level. The pound
sterling depreciated against the euro, particularly
during the first five months of 2003. In
September, its parity against the euro was 9.8%
lower than in 2002.

2. Macroeconomic developments and
prospects in the euro area

2.1 Inflation

After reaching its highest level for the year (2.4%)
in February and March, HICP inflation declined in
the following months, to 1.9% in May, mainly as
a result of lower prices in energy and services. In
the next few months, the rate of increase in the
HICP remained close to 2% (September: 2.1%),
reflecting changes in energy and seasonal food

prices.

Annual inflation in the euro area is expected to
stand around 2% for 2003 as a whole and to
decelerate further in 2004. This prospect is based
on the assumption of favourable import prices —
reflecting, among other things, the appreciation of

the euro. Slightly faster wage growth is expected
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to be offset by a pick up in productivity growth,

resulting in some moderation of unit labour costs.

Although inflation in the euro area as a whole is
declining, there still remain significant diversities
across euro area countries. According to the latest
IMF forecasts, HICP inflation for 2003 is expected
to range between 1.0% (in Germany) and 4.0% (in

Ireland).
2.2 Economic activity

Economic activity in the euro area remained very
weak in the first quarter of 2003, with quarterly
real GDP growth estimated at 0.0%, unchanged
from the last quarter of 2002. In the second quar-
ter, the GDP rate of change was slightly negative
(-0.1% over the previous quarter). In fact, accord-
ing to Eurostat data, in Germany, Italy and the
Netherlands, GDP decreased for a second con-

secutive quarter.

However, a number of factors that have been
weighing unfavourably on growth have already
shown signs of improvement: uncertainties have
partly dissipated, inflation is forecast to decelerate
further after the end of the year (thus an increase
in real disposable income can be expected) and
financing conditions have become more accom-
modative following the recent monetary policy
decisions of the ECB. Overall, expectations are
still for a modest rebound of activity in the second
half of 2003, with the average real GDP growth
rate in 2003 expected to stand close to 0.5%.
Apart from a strong contribution from stock build-
ing, growth in the first quarter was mainly driven
by private consumption, while total investment
recorded a contraction of 1.2% on the previous
quarter. With the exception of some stabilisation
during the third and the fourth quarter of 2002,
investment has been consistently falling since

2001. Recent information on current macroeco-
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nomic developments in the euro area suggests a
slight improvement of the economic environment
in the second half of 2003, which supports fore-
casts of quarterly growth between 0.0% and 0.4%
for the third quarter and an acceleration to
between 0.2% and 0.6% for the fourth quarter.®
For 2004, the rate of increase of real GDP is fore-

cast to liven up to approximately 2%.

The stronger euro and lower interest rates suggest
a higher contribution to growth from domestic
rather than foreign demand. Private consumption
remains relatively resilient and will benefit from
the expected deceleration in inflation. Moreover,
corporate balance sheets have stabilised, although
corporate adjustment has probably not fully run its
course. Slow cyclical adjustment in the labour mar-
ket has adversely affected productivity and profit
margins. The recent weakening of the contribution
of external trade to economic activity underlines
the importance of policies geared to reinforcing

domestic sources of growth in the euro area.

The ECB eased its monetary policy through a cumu-
lative reduction of its key interest rates by 125 basis
points to 2% between early December 2002 and
June 2003. With short-term interest rates now at
historical lows, monetary policy should support
growth without posing any risk to price stability.
Overall, fiscal policy has been supportive to eco-
nomic activity, mainly through the free play of auto-
matic stabilisers. A notable country-specific devel-
opment was the announcement by the German
government that tax cuts totalling 22 billion and
corresponding to 1% of GDP will be implemented
in 2004 instead of 2005 as initially planned.

The spring forecasts of international organisations
regarding economic growth in 2003 are already
being revised downwards for most euro area
countries. According to the latest IMF forecasts
(September 2003), Greece and Spain are expected
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to be best performers with regard to real GDP
growth in 2003 (rates of 4.0% and 2.2% respec-
tively), while negative rates of change are pro-
jected for Portugal and the Netherlands (-0.8%
and —0.2% respectively). The German economy is

expected to stagnate.
2.3 Labour markets

In the euro area, employment remained
unchanged during the first two quarters of 2003.
According to the European Commission’s sur-
veys, employment growth prospects appear more
favourable in the services sector. Nevertheless,
according to the same surveys, employment
expectations until September did not signal any
significant change in underlying labour market
trends. The unemployment rate in the euro area
has been on an upward trend since mid-2001 and
saw a further deterioration in the second quarter
of 2003 (from 8.7% to 8.8%). In the European
Commission’s spring 2003 forecasts, the unem-
ployment rate for the year as a whole was
expected to stand at 8.8%; however, given current
weak growth, the risks of a stronger deterioration

of labour market conditions remain.

2.4 Fiscal developments

The prolonged economic slowdown and, in some
cases, tax reductions are expected to result in a sig-
nificant widening of fiscal deficits in several euro
area countries compared to those targeted in their
stability programmes. In many countries, the size
of the emerging shortfall calls into doubt targets for
2004. According to the Commission’s spring fore-

casts, the average general government deficit in the

6 The European Commission’s latest indicator-based forecast for
GDP growth in the euro area in the third and the fourth quarter of
2003 (9 October 2003) suggests that the average annual growth
in 2003 will be between 0.2% and 0.5%.
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euro area was expected to rise to 2.5% of GDP this
year (compared with 1.8% of GDP projected in the
stability programmes of the Member States), up
from 2.2% of GDP in 2002 and 1.6% in 2001. The
cyclically adjusted general government deficit was
also forecast to be higher, by 0.7 percentage points
of GDP, compared with that projected in stability
programmes.” However, the cyclically adjusted pri-
mary surplus of general government was expected

to remain practically unchanged in 2003.

The latest available information on the implemen-
tation of the budgets tends to confirm that the
budgetary outcome for most Member States, as
well as for the euro area as a whole, might turn out
to be worse than that projected last spring. For the
euro area, the general government deficit is now
expected to come close to 3% of GDP in 2003,
although, according to recent IMF estimates, the
“structural” (cyclically adjusted) deficit will shrink
to 1.7% of GDP, from 2.0% in 2002. Of particular
concern are, on the one hand, the ongoing deteri-
oration of the budgetary situation in Germany,
where the deficit in 2003 might edge closer to 4%
of GDP despite the adjustment undertaken, and,
on the other hand, the situation in France, where
the government already announced that the gen-
eral government deficit in 2003 is expected to

reach 4% of GDP. For Germany, Portugal and

France, the excessive deficit procedure has been
activated and the ECOFIN Council has recom-
mended that these countries correct their exces-
sive deficits. In 2003, the government debt-to-
GDP ratio is estimated to be over 60%?2 in Austria,
Belgium, Germany, Greece, France, and Italy. The
government debt ratio of Belgium, Greece and
Italy would remain this year above 100% of GDP.
It is noted that the recently adopted Broad
Economic Policy Guidelines urge Member States
to maintain budgetary positions close to balance
or in surplus over the economic cycle and to

advance implementation of structural reforms.

3. Monetary developments
3.1 The monetary policy of the ECB

The primary objective of the European Central
Bank (ECB) is the maintenance of price stability
over the medium term. The ECB’s Governing
Council completed in May the assessment of its
monetary policy strategy; all relevant conclusions

and clarifications are presented in Box 1.

7 European Commission, DG ECFIN, Quarterly Report on the Euro
Area, 2 July 2003.

8 Reference value according to the Maastricht criteria for entry
into EMU.

BOX 1

Assessment of the monetary policy strategy of the ECB

The monetary policy strategy of the ECB is geared
towards maintaining price stability in the euro area and
based on an analytical framework wherefrom the
Eurosystem’s monetary policy decisions stem. In addi-
tion, this analytical framework facilitates the communi-
cation of the ECB with the wider public.

On 8 May 2003, the Governing Council of the ECB

completed a thorough assessment of its monetary pol-
icy strategy, which was deemed generally successful.
Through this process, the basic elements of this strat-
egy were reconfirmed, as well as further clarified.

The basic elements of the monetary policy strategy which
was originally announced in October 1998were a quan-
titative definition of price stability (a year-on-year o
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O increase in the Harmonised Index of Consumer
Prices —HICP— for the euro area of below 2% in the
medium term) and two “pillars” (i.e. two analytical
approaches complementary to each other) for the
assessment of risks to price stability. The first pillar
referred to monetary analysis, especially in terms of the
rate of change in broad money, as well as credit devel-
opments. The second pillar involved an assessment of
the price outlook in the light of —in addition to mone-
tary aggregates— a wide range of economic variables,
such as money and capital market interest rates, the
exchange rate, indicators of real economic activity and
fiscal policy, as well as various other measures of costs
and prices.

The clarifications made by the Governing Council of
the ECB referred to both the definition of price stability
and the two pillars.

Quantitative definition of price stability

The Governing Council clarified that it aims to maintain
inflation rates at levels below but close to 2% over the
medium term, which means that extremely low levels
of inflation are to be avoided.

As is well known, high inflation hampers economic
growth and thus entails considerable social costs, mainly
because it erodes the efficiency of the price system,
aggravates potential distortions caused by the tax sys-
tem, and increases the risk premia incorporated in
interest rates. On the other hand, a low but positive
rate of inflation (as opposed to zero inflation) offers a
number of advantages, as it:

(i) provides a safety margin to guard against the risk of
deflation,

(i) addresses the possibility of an upward measure-
ment bias in the HICP, and

(iii) allows for different but positive inflation rates
within the euro area.

In view of the above, a rate of inflation below but close
to 2% would help avoid both the costs of inflation and
deflationary risks.

The two-pillar approach

For a comprehensive assessment of risks to price sta-
bility, the Governing Council examines a large number
of indicators and uses various analytical tools (such as
econometric models and statistical methods). After the
recent assessment of the monetary policy strategy, it
was decided that this analysis would henceforth be
conducted via two approaches, an economic and a
monetary one, each with a different time horizon, given
that inflation can be attributed to two types of effects:

— the short- to medium-term interplay between supply
and demand, approached through economic analysis;
and

— the medium- to long-termtrends of inflation, empir-
ically correlated to the rate of change in money over a
longer horizon and approached through monetary
analysis.

Overall, these two analytical approaches provide a
framework for cross-checking information derived
from both shorter-term economic analysis and longer-
term monetary analysis. By combining these, the
Governing Council ensures that the monetary policy of
the ECB reflects current economic developments while
taking into consideration the key long-term determi-
nant of inflation, i.e. the rate of change in money.

The economic analysis refers to the assessment of cur-
rent economic and financial developments and their
impact on inflation over the short to medium term. In
this respect, it examines information derived from a
wide variety of indicators, including developments in
output and aggregate demand, fiscal policy, investment
and cost of capital, a number of cost and price indica-
tors, developments in foreign exchange markets, the
world economy, the balance of payments, money and
capital markets, as well as balance sheets of various
sectors of the euro area economy.

In the last few years, economic analysis has been
enriched with new indicators and has been deepened by
using new techniques and models, for better assessing
and understanding past and current economic conditions
and projecting future developments. In particular, the &
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o Eurosystem’s projections regarding some basic macro-
economic variables (e.g. inflation and GDP growth in
the current and the next one or two years) play an
important role in economic analysis. The monetary pol-
icy of the ECB is not based solely on a forecast for a
given time horizon, but is adjusted to the nature, size,
source and possible spillovers of disturbances to the

economy.

The close interrelation observed over the longer term
between monetary growth and inflation explains the
prominent role attached to money within the monetary
policy strategy. The assessment showed no indications
of change in this interrelation in recent years. Thus,
monetary analysis continues to be an essential part of
the overall assessment of the inflation outlook.

With a view, as mentioned above, to cross-checking
information about the inflation outlook derived from
economic analysis, monetary analysis assesses the
overall liquidity situation, based on data regarding the
components of money and its counterparts, such as
credit expansion, cross-border capital flows and the
asset position of banks. To determine whether there is
excessive growth of money that can threaten price sta-
bility, various measures of excess liquidity are calcu-
lated and monitored. Particular attention is paid to the
rate of change in M1, which reflects demand for trans-
action balances and is therefore more closely linked to
total expenditure. The monitoring of the counterparts
of M3 on the basis of the consolidated balance sheet of
Monetary Financial Institutions enables the detection of

portfolio shifts and of their implications for price devel
opments.

In the context of monetary analysis, a reference value is
set for the rate of increase in broad money (M3)," which
serves as a benchmark for the analysis of monetary
developments and for assessing potential long-term
monetary imbalances and their impact on inflation. For
example, if money grows faster than the reference value,
inflationary pressures may follow. However, given the
longer time horizon of monetary analysis, in cases of
temporary deviations of the rate of change in money
from the reference value, the Eurosystem does not
respond mechanically by an immediate adjustment of
interest rates, but takes into consideration the fact that
the rate of change in M3 must be in line with the objec-
tive of price stability in the medium to long term.
Moreover, this is the reason for which, in the assessment
of the monetary policy strategy, the Governing Council
decided to henceforth review the reference value not on
an annual basis, but only when it considers that the
assumptions on which this value is based have ceased to
apply, so as to underscore the longer-term nature of
monetary analysis and help avoid potential misinterpre-
tation of this value as some sort of monetary target.

1 The reference value indicates the rate of increase in money
which can support real GDP growth approximately equal to
medium-term trend growth (2%-2.5%) assuming price stability
(i.e. inflation below but close to 2%) and a trend decline (of 0.5%-
1%) in the velocity of money circulation. Based on these assump -
tions, the reference value (4.5%) for the rate of change in M3 was
derived in 1999 and has been reconfirmed ever since.

Following the reduction of the ECB key interest
rates by 50 basis points in December 2002, the
monetary policy stance was further relaxed, by a
cumulative 75 basis points, on two occasions: on
7 March (before the beginning of war operations
in Iraq) the key interest rates were lowered by 25
basis points, and on 6 June (after the end of the
war) by a further 50 basis points, bringing the
minimum bid rate on the main refinancing opera-
tions, the marginal lending facility rate and the
deposit facility rate to 2%, 3% and 1% respectively
(see Chart 4 and Table I).
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The above decisions of the ECB reflected the
Governing Council’s assessment of the outlook
for price stability based on an analysis of eco-
nomic and monetary developments. As regards
economic developments, the Governing Council
took into account the fact that the annual rate of
economic growth in the euro area continued to
decelerate and growth expectations for 2003 and
2004 had to be scaled down. Nevertheless, a
gradual strengthening of GDP growth was
expected for the second half of 2003 (see Section
2 of this Chapter).
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Table |1
Adjustment of ECB key interest rates

(Percentages per annum)

With
effect Deposit
from' facility

Main Marginal
refinancing lending
operations facility

6 December 2002 1.75
7 March 2003 1.50
6 June 2003 . 1.00

2.75 3.75
2.50 3.50
2.00 3.00

1 The date refers to the deposit and marginal lending facilities. For main refinancing operations, changes in the rate are effective from the first operation following

the date indicated.
Source: ECB.

Overall, already since the beginning of the year
there were signs of declining inflationary pres-
sures, although inflation remained slightly higher
than 2% in the first quarter of 2003 (2.3%).
Indeed, after March, inflation dropped (second
quarter of 2003: 1.9%) due to the stronger euro,
weak economic activity and falling oil prices. For
the second half of 2003, inflation is expected to
remain at or slightly above 2%, despite some
short-term pressures that may emerge as a result
of the recent rise in oil prices. For 2004, inflation
is projected to fall below 2%, owing to the past

appreciation of the euro recorded until mid-2003;

30

this projection is however conditional on wage

moderation.

The Governing Council’s assessment for an
improved inflation outlook in 2003 is also sup-
ported by the analysis of monetary and credit
developments. Thus, although the annual growth

rate® of money (M3)'° remained brisk during the

9 The annual rate of change in a monetary aggregate is calculated
as the percentage change in the relevant outstanding level during
the twelve-month period up to a given month. The ECB monitors
three-month moving averages of annual rates of change.

10 Definitions of the monetary aggregates can be found in the
Glossary.
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period under review (first quarter of 2003: 7.6%,
second quarter: 8.4%, August: 8.2%), this was not
seen as signalling inflationary risks, for reasons
explained further below. The continuing strong
preference for liquidity in the euro area is
expected to gradually decrease once market

uncertainty subsides.

3.2 Developments in M3, its components and its
counterparts, and the issuance of bonds and

other debt instruments

The annual rate of increase in M3 has accelerated
since the beginning of the year, as already men-
tioned (see Chart 5 and Table II). This develop-
ment is largely attributable to portfolio shifts to
safer and more liquid assets, associated with
remaining uncertainties regarding stock-market,
economic and geopolitical developments, as well
as with falling bond yields in the euro area until
mid-June. Moreover, low short-term interest rates
reduced the opportunity cost of holding money
(as measured by the difference between the
three-month EURIBOR and the own rate of return

of M3) and fuelled demand for assets included in
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M3, and particularly in M1. More specifically, the
annual rate of increase in M1 continued to accel-
erate in the January-August 2003 period and
stood at 11.4% in the second quarter of the year
and at 11.8% in August, compared with 10.3% in
the first quarter of 2003 and 8.8% in the fourth
quarter of 2002 (see Table II). This came as a
result of flights to safety, attributable to both high
volatility in bond markets and uncertainty about
employment prospects, as the latter may have
triggered precautionary savings. Finally, the
strengthening of M1 is also linked to the gradual
return of currency in circulation to normal levels
following the completion of the changeover

process.

Turning to the counterparts of M3, the annual
growth rate of loans to the private sector, which
represents the bulk of credit expansion, ranged
between 4.5% and 5%, suggesting a termination
of the downward trend recorded from the end of
2000 until the end of 2002 (see Table I1). Taking
in consideration the current phase of the eco-
nomic cycle in the euro area, these levels, in real

terms, are broadly in line with the long-term
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Table Il
Main components of M3 in the euro area

(Annual percentage changes, derived from data adjusted for seasonal and calendar effects, quarterly averagés

2002 2003

Q4 Q1 Q2 August
M1 8.8 10.3 11.4 11.8
Currency in circulation, MO 12.9 39.1 35.7 28.8
Overnight deposits 8.1 6.6 8.1 9.3
Other short-term deposits (=M2-M1) 4.9 4.4 5.4 5.5
Deposits with an agreed maturity of up to two years 1.5 0.5 0.0 -1.9
Deposits redeemable at notice of up to three months 7.7 7.4 9.6 11.2
M2 6.7 7.1 8.2 8.5
Marketable instruments (=M3-M2) 8.5 10.5 9.8 6.3
Repurchase agreements 2.2 8.4 2.5 -2.9
Money market fund shares/units 18.5 16.6 17.5 15.4
Money market paper and debt securities issued with

a maturity of up to two years -8.8 -5.4 -5.5 =15.1

M3 7.0 7.6 8.4 8.2

1 Annual rates of change in the corresponding index, which is compiled on the basis of the balance of the corresponding monetary aggregate in December 1998 and the

accumulated monthly flows, adjusted for exchange rate variations, reclassifications etc.

2 The quarterly average is derived from the arithmetic annual averages for each month (calculated as the average of the rates at the end of the reference month and the end

of the previous month) and is not the average of the rates at the end of each of the quarter’s months (see the “Technical Notes” in the ECB Monthly Bulletin).

Source: ECB.

trend. The stabilisation of the growth rate of
loans to the private sector reflects counterbal-
ancing effects —subdued activity and stock-mar-
ket uncertainty as opposed to a low level of
lending rates— and therefore does not imply a
bank credit squeeze. According to the results of
the Eurosystem’s quarterly surveys on bank
lending, in the first two quarters of 2003 the
percentage of banks applying stricter criteria for
extending credit, especially to enterprises, was
smaller than in the last quarter of 2002. In the
second quarter of 2003, the annual rate of
increase in bank loans to non-financial corpora-
tions stood at 3.6%, against 3.8% in the previous
quarter and 3.5% in the fourth quarter of 2002.
In the same period, the annual growth rate of
loans to households slowed down, but remained
at relatively high levels (at 5.5%, compared with
5.8% in the first quarter of 2003 and 5.9% in the
fourth quarter of 2002), mainly due to increased
demand for housing loans, which was boosted

by the low level of corresponding rates and the
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rises in house prices in some countries of the

euro area.

The annual rate of credit expansion to general
government accelerated further, to 3.5% in the
second quarter of 2003 and 4.8% in August, from
2.1% in the first quarter of 2003 and 2% in the
fourth quarter of 2002, on account of increased
public sector borrowing requirements caused by

the weakening of economic activity.

Finally, it is worth noting that the annual rate of
increase in the amount outstanding of debt secu-
rities issued by private non-financial corporations
stepped up to 12.7% in the second quarter of
2003, from 6.6% in the first quarter of 2003 and
4.5% in the fourth quarter of 2002. This accelera-
tion cannot be accounted for by the economic
activity prospects prevailing in the euro area at the
time; rather, it is primarily associated with the
narrowing of the yield spread between corporate

and government bonds, which has been wit-
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Table 1l
Main counterparts of M3 in the euro area

(Annual percentage changes,' derived from data adjusted for seasonal and calendar effects, quarterly average$

2002 2003

Q4 Q1 Q2 August
Longer-term financial liabilities 5.0 4.5 4.5 5.3
Deposits with an agreed maturity of over two years 2.7 3.4 3.8 4.7
Deposits redeemable at notice of over three months -9.1 -7.9 -9.1 -14.2
Debt securities issued with a maturity of over two years 8.1 7.1 7.1 7.6
Capital and reserves 4.3 3.1 2.7 4.3
Credit to euro area residents 4.1 4.2 4.7 5.4
Credit to general government 2.0 2.1 3.5 4.8
Debt securities other than shares 4.2 4.3 6.1 7.0
Loans -1.2 -1.2 -0.5 1.4
Credit to other euro area residents 4.7 4.8 5.1 5.5
Debt securities other than shares 6.8 8.7 14.3 16.8
Shares and other equity 2.6 1.0 4.8 5.6
Loans 4.8 4.9 4.6 5.0

1 Annual rates of change in the corresponding index, which is compiled on the basis of the balance of the corresponding monetary aggregate in December 1998 and the

accumulated monthly flows, adjusted for exchange rate variations, reclassifications etc.

2 The quarterly average is derived from the arithmetic annual averages for each month (calculated as the average of the rates at the end of the reference month and the end

of the previous month) and is not the average of the rates at the end of each of the quarter’s months (see the “Technical Notes” in the ECB Monthly Bulletin).

Source: ECB.

nessed since the fourth quarter of 2002 and has
made the issuance of debt securities more attrac-
tive for corporations."” At the same time, given the
very low level of interest rates, this acceleration
also reflects investor shifts to instruments offering

yields higher than those of government bonds.

3.3 Money market rates, bank rates and yields on

long-term securities

During the first half of 2003, interest rates in the
single money market of the euro area fell,’* con-
tinuing their declining trend recorded since mid-
May 2002. This decrease in money market rates,
which reflected the reduction of the ECB key
interest rates by a cumulative 75 basis points dur-
ing the same period, was more pronounced in
longer maturities, suggesting expectations of a
further decline in short-term rates in the future.
The slope of the money market yield curve, as
measured by the difference between the twelve-

MONETARY POLICY, INTERIM REPORT 2003

month and the one-month EURIBOR, showed
variations but remained negative until end-July.
From August onwards however, this slope turned
positive (see Chart 6), as rates in longer maturi-
ties (six-month and twelve-month EURIBOR)
increased, reflecting the weakening of prospects
for a further fall in short-term rates following the
latest reduction of the ECB key interest rates in

June.

Throughout the period under review, the inter-
bank overnight rate (EONIA) remained slightly
over the minimum bid rate in the Eurosystem’s
main refinancing operations, which is set by the
ECB (see Chart 4). The three-month EURIBOR

11 The annual rate of increase in the amount outstanding of debt
securities issued by the general government sector of the euro
area Member States stood at 4.4% in the second quarter of 2003,
compared with 4.2% in the first quarter of 2003 and 4.8% in the
fourth quarter of 2002.

12 Except in April, when the yields in longer maturities stabilised
at marginally higher levels.
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(see Chart 7), which is deemed representative of
short-term rates, fell by 79 basis points during the
first nine months of 2003 (to 2.15% in Septem-
ber). In the same period, rates in longer maturities
(six-month and twelve-month EURIBOR) decreased
by 71 and 61 basis points, to 2.18% and 2.26%
respectively, despite an increase recorded from

July onwards.
During the first half of 2003, forward interest

rates in the euro area money market followed a

downward path, which implied expectations of a
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further decline in short-term rates in the future.
However, after the latest reduction of the ECB key
interest rates in June, they increased, reflecting
the weakening of prospects for a further drop in
short-term rates in the future. At the same time,
the volatility of forward interest rates, which
reflects uncertainty as regards developments in
short-term rates, decreased in recent months to
considerably low levels (compared to the past),
particularly after the reduction of the ECB key
interest rates in June. In the first eight months of

2003, short-term retail bank deposit and lending
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Chart 0

Terneyasar Emcarmd 'Icil'|||~\. in Uheee asumn saress aaned thae L Rileed Slates

{1 fanuary 2002 - 30 Septenber 2003)

Dady dag, yiekb i percemages por aniwm, viold dibereatials i peroeatoge poins)

Sumanvwz FCR

rates continued their declining trend observed
since May 2002 and stood in August at historical
lows. A significant drop, of 75 basis points, was
recorded in the interest rate on short-term loans
to enterprises (the three-month EURIBOR fell by
80 basis points during the same period). Similar
developments were also seen in long-term retail
bank rates (except in April), although lending rates
increased in August. Overall, recent develop-
ments in retail bank rates mirrored, with the usual
lag, the evolution of the single money market

rates and bond yields.

From the beginning of 2003 to mid-June, govern-
ment bond yields in the euro area (see Chart 8)
exhibited an overall declining trend, reflecting the
downward revision of growth expectations.
Government bond yields in the United States also
followed a similar course.’ After the first half of
June, government bond yields increased in both
the euro area and the United States. In the euro
area, this development was associated with
improved indicators of confidence as regards
growth and inflation prospects in the medium
term (despite the publication of both positive and
adverse economic data), with investors’ renewed

interest in equity purchases as a result of reduced
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uncertainty, and with external developments such
as the recovery of US bond yields. However,
given the greater increase of yields in the United
States compared with the euro area, the yield dif-
ferential between euro area and US ten-year
bonds became negative (for the first time in nine-
teen months) at the end of July 2003, but was

close to zero at the end of September.

3.4 Stock market developments

Stock prices in the euro area continued their
declining trend until mid-March 2003 (see Chart
9), due to the downward revision of market
expectations of economic recovery in the euro
area. The fall in stock prices was also connected
to external factors, such as uncertainty about the
world economic recovery, concerns related to the
possibility of a war in Iraq, and stock market
developments in the United States. On 12 March
2003, the Dow Jones EURO STOXX index, which

is compiled on the basis of a large sample of euro

13 Bond yields in both the euro area and the United States
recorded a temporary increase, as well as high volatility, in March
and April, due to uncertainty both about the outcome of the war
operations in Iraq and their effect on oil prices.
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area stock prices, reached its lowest level since
January 1997, having fallen by 19.7% compared
with its level at the end of December 2002.
Thereafter however, the downward path of stock
prices was reversed and the Dow Jones EURO
STOXX rose by 4.1% between end-December
2002 and end-September 2003. This increase was

attributed mainly to subsiding concerns about the
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war in Iraq and the ensuing considerable fall in oil
prices, but also to the upward revision of business
profit expectations. The improved outlook of
stock markets is also reflected in the decrease in
stock price volatility after mid-March 2003, which
during the first quarter had reached a level con-

siderably higher than the two-year average.
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[II. Macroeconomic
developments in
Greece
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1. Inflation: developments, determinants and
prospects

On the basis of the Harmonised Index of
Consumer Prices (HICP — see Chart 10), the aver-
age annual inflation rate in Greece fell to 3.6% in
the first eight months of 2003 (from 4.0% in the
corresponding period in 2002). Thus, its differential
from the respective euro area rate narrowed to 1.5
percentage points (from 1.8 percentage points in
the first eight months of 2002). Inflation deceler-
ated over the course of the year. Indeed, the annual
rate of increase in the HICP was 3.8% in the first
quarter, 3.5% in the second and —as estimated —
3.4% in the third quarter. In the first eight months
of the year, core inflation, as measured on the basis
of the annual rate of change in the HICP excluding
fuel and unprocessed food (see Chart 11), dropped
to 3.1% on average from 4.0% in the corresponding
period of 2002. The differential between core infla-
tion in Greece and the corresponding figure for the
euro area was reduced to 1.1 percentage points in
the first eight months of 2003, from 1.4 percentage
points in the corresponding period of 2002.

On the basis of the Consumer Price Index (CPI),
the annual inflation rate stood at 3.7% on average
in the first eight months of 2003, i.e. the same level
as in the corresponding period in 2002." During the
same period, core inflation, which in this case is
measured by the annual rate of change in the CPI
excluding fuel and fresh fruit and vegetables,
dropped to 3.2% on average, down from 3.6% in
the first eight months of 2002 (see Chart 12).

The fluctuation of the inflation rate in the first

1 The fact that inflation shows a drop on the basis of the HICP but
not on the basis of the CPI is chiefly a reflection of the greater
weight of certain goods (such as fresh fruit and vegetables) in the
HICP. The rate of increase in the prices of these goods is falling
markedly this year.
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eight months of the current year? is, first, a reflec-
tion of the impact of exogenous or extraordinary
factors. More specifically, after prices for fresh
fruit and vegetables reached a much lower level in
January 2003 than in the corresponding month in
2002, their annual rate of increase accelerated
from February to May, while from June onwards it
recorded a steady slowdown (see Chart 13).
Overall, the average annual rate of increase in

these prices over the first eight months of 2003
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slowed significantly, although its level was still
high (12.6%, compared with 20.0% in the corre-
sponding period of 2002, on the basis of the CPI).

By contrast, the price of crude oil (in US dollars) on
the world market initially rose (from December
2002 until mid-March of the current year), due to

2 The lowest rate was recorded in January (3.1%) and the highest
in February (4.3%).
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the uncertainty connected with the eventuality of
war in Irag. The start and subsequent course of
military operations led to an immediate fall in the
price of oil. Thereafter, from May until August, an
upward trend was evident (although the price did
not exceed the level reached at the beginning of
the year). Another fall in prices at the beginning of
September was reversed after OPEC decided, on
24 September, to limit production, and prices rose
again. Thus, for 2003 as a whole, on the basis of
the most recent forward prices, an average annual
increase in the order of 14% is expected (com-
pared with 14.8% on average during the first nine
months of the year). The average price of oil is
expected to stand at $28.5 per barrel (against $25
in 2002). Prices for non-energy raw materials on
the world market (also in US dollars) rose signifi-
cantly in the first nine months of the year (at an

average annual rate of 13.3%).

However, due to the appreciation of the euro
against the US dollar at an average annual rate of
20.0% in the first nine months of 2003, the price
of crude oil and non-energy raw materials in euro
actually fell by 4.3% and 5.6% respectively.

Similar outcomes are expected for the year as a

MONETARY POLICY, INTERIM REPORT 2003

whole. Based on the technical assumption that
the euro will, until the end of the current year,
maintain its exchange rate against the US dollar at
the level where it stood in September, the average
annual appreciation of the euro against the dollar
will reach 17.9%. On the domestic market, retail
prices for fuel increased at an average annual rate
of 5.0% and wholesale prices by 5.4% in the first
eight months of 2003, while in the corresponding
period of 2002 they had been falling at a rate of
4.7% and 8.9% respectively.> However, the annual
rate of change both in retail and wholesale prices
from April onwards was at times negative and at
times positive, but remained low (see Charts 14
and 15).

Overall, the appreciation of the euro has helped
restrain price increases or bring down prices (in
euro) of all products (not only raw materials)

which are imported into Greece from countries

3 The fact that developments in crude oil prices (i.e. raw mater-
ial) are not reflected immediately and fully in the evolution of fuel
prices included in the CPI and the Wholesale Price Index (WPI) is
related to lags, market imperfections and the fact that the cost of
raw materials is only one of the components of the end-product
price.
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outside the euro area. It is important to note that
the effective exchange rate of the euro, weighted
on the basis of Greece’s external trade, rose at an
average annual rate of 3.0%* in the first nine
months of 2003; the average annual level for the
whole year will rise at a slightly lower rate (2.8%)
on the basis of the technical assumption that the
exchange rate of the euro against other currencies
will remain at September’s levels (see Chart 16).
Additionally, as the appreciation of the currency (a
factor which holds down increases in the costs of
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imported raw materials) and sluggish demand
have both contributed to the slight fall in inflation
observed in the euro area (see Chapter Il), the rise
in prices for products imported into Greece from

other euro area countries is also contained.

On the basis of these data, a slowdown of price

4 Note that this indicator also takes account of trade with coun-
tries in the euro area, where there is, of course, no change in the
exchange rate (due to the single currency).
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increases in imported goods would be expected.
However, at the wholesale leve| the average
annual rate of increase in the prices of imported
goods excluding fuel did not fall during the first
eight months of 2003 in comparison with the cor-
responding period in 2002, although it did remain
exceptionally low (0.9% — see Chart 17). At the
retail level, however, there is a clear slowdown in
the rate of price increases for two groups of prod-

ucts (consumer durables and “other goods”®)
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both of which are taken into account in the calcu-
lation of core inflation and include many imported
products (home appliances, other electrical and
electronic equipment plus telephone appliances,

cars and motorcycles).

5 The average annual rate of increase in the first eight months
of 2003 fell, in comparison with the same period in 2002, to
1.3% from 1.6% for the first group and to 2.1% from 3.1% for the
second.
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The upward effect (about 0.5 percentage point)
on the annual CPI growth caused by rounding off
and price increases in the first eight months of
2002 triggered by the euro cash changeover is
estimated to have faded out during the corre-
sponding period of 2003.° Nevertheless, this
favourable effect on core inflation was more than
offset by new, higher than usual price rises,
mainly of processed food” and services.® These
increases reflected a widening of operating profit
margins on the part of businesses in the relevant
branches.® Eventually, however, core inflation

dropped as a result of a slowdown in the rate of

42

LRt

6 For the euro area as a whole, the inflationary effect of the euro
cash changeover on the annual rate of HICP increase was 0.12-0.29
of a percentage point, according to revised estimates by Eurostat.
See the appendix to Eurostat’s Press Release 69/18 June 2003.

7 These prices rose at an average annual rate of 3.9% in the first eight
months of 2003, compared with 3.6% in the same period in 2002.

8 These prices rose at an average annual rate of 4.2% in the first
eight months of 2003, i.e. at the same rate as in the correspond-
ing period in 2002, despite the absence of inflationary pressure
from the euro cash changeover.

9 The income statements of companies listed on the Athens Stock
Exchange (ASE) for the first six months of the current year confirm
a significant rise in operating profits and operating profit margins
(i.e. the ratio of operating profits to sales or turnover) in the
branches of food and beverage production and consumer goods
trade (net profit margins in these branches also rose). For all the
companies listed on the ASE, it appears that operating profit mar-
gins declined in the first six months of 2003 (i.e. operating profits
rose, but less than turnover did), while —by contrast— their net
profit margins rose slightly. These details are not necessarily rep-
resentative of businesses as a whole.
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increase in the prices of durables and “other”
goods, as previously mentioned, and in clothing-

footwear prices.

The fact that headline inflation in Greece remained
at a relatively high level despite the drop in core
inflation is the result both of insufficient competi-
tion in certain markets (which do not operate effi-
ciently) and of macroeconomic factors. In the
main, excess demand leads —in markets which do
not operate efficiently— to price increases which
are greater than what would be justified by cost
developments. This leads to greater operating
profit margins, as noted previously. In addition,
unit labour costs in the whole economy continue
to remain at a level higher than what would be
compatible™ with price stability (i.e. with inflation
below but close to 2%). Nonetheless, the rate of
unit labour cost growth is falling and it is estimated
to have dropped below 2% in the business sector
(see below).

Specifically with regard to demand-side inflation-
ary pressures, the rate of increase in private con-
sumption is estimated to be accelerating this year,
while private residential investment continues to

increase significantly (for more details see Section 3
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of this chapter). At the same time, it is worth tak-
ing the development of the “output gap”™ into
account. From the available estimates made by
the European Commission, the OECD and the
International Monetary Fund,™ it appears prima
facie that the “output gap” for the Greek economy
has been positive for the past three years."
According to these estimates, excess demand has
to a degree contributed to keeping inflation at a

high level. However, other evidence suggests that

10 The average annual rate of increase in clothing-footwear prices
fell noticeably to 1.8% in the first eight months of 2003, down
from 3.9% in the corresponding period in 2002. This development
appears to be partly due to the slower increase in the prices of
imported goods of this type and partly to sluggish demand in the
first months of the year. The retail sales volume of clothing-
footwear grew at an average annual rate of 3.3% in the first half of
the year, while total retail sales volume increased by 4.6%.

11 On the assumption that all cost-side inflation determinants
(labour costs, profits, indirect taxes per unit of output, import
prices in domestic currency) rise by less than 2%, then inflation
will also be less than 2%.

12 The “output gap” is defined as the difference between the
level of current output (GDP) and the level of potential output
(level of potential GDP) as a percentage of the level of potential
GDP. This figure is not directly measurable, but is estimated by
various methods, and this should be taken into account when
assessing the results of any analyses involving the “output gap”.
13 (i) European Commission, Spring 2003 Economic Forecasts
April 2003, (ii) OECD, Economic Outlook, June 2003, (iii) IMF,
Greece: Staff Report, June 2003.

14 In particular, estimates of a positive “output gap” range from
0.8 to 1.9 for 2002, with marginally higher figures expected for
the current year (0.9 to 2.0).

43



there is still room for more intensive utilisation of
productive capacity in some sectors of the eco-
nomy: (i) the industrial capacity utilisation rate (on
the basis of data from the IOBE) fell slightly in the
first nine months of 2003, reaching 76.7% (down
from 77.4% in the corresponding period of 2002
— see Chart 18); and (ii) the unemployment rate is
still high, although it has been falling steadily (see
Chart 28 on page 61).

It is estimated that unit labour costs in the whole
economy are rising at a lower rate this year than
in 2002 (2.5% compared with 3.4%)," albeit
higher than 2.0%, while average pre-tax earnings
are increasing by 6.1%, compared with 7.2% in
2002 (see Table IV)."® The annual rate of increase
in unit labour costs in the business sector,'” which
has a more direct influence on price levels, is also
expected to slow this year and to reach 1.8%,
down from 2.0% in 2002 - i.e. a level lower than

for the whole economy.

The level reached by unit labour cost growth in
the business sectoris, to start with, a reflection of
developments in earnings. More specifically, in
the non-bank private sector, on the basis of the
two-year collective labour agreements (2002-
2003) signed in 2002,'® as well as of those signed
this year, it is estimated that the average annual
rate of increase in contractual wages (at branch
level) is falling to 5.0% in 2003, down from 5.7%
in 2002." A similar average annual increase is
expected for contractual earnings in banks and
public utilities > Account should also be taken of
the fact that the favourable effect on annual unit
labour cost growth (in the order of half a percent-
age point) of the reduction of businesses’ non-
wage labour costs due to the abolition of stamp
duties as of 1 January 2002 has faded out since
the beginning of 2003. However, given output
growth, the very slight rise in the number of

employees in the business sector (in the order of
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0.5%) indicates an increase in productivity
(despite the simultaneous increase in hours
worked per employee), which in turn has led to a
slight slowing of unit labour cost growth, as
already noted. For manufacturing in particular
(which accounts for 11% of GDP) the rate of
increase in unit labour costs is expected to fall to
2.2% this year, down from 2.8% in 2002, given

15 To make these estimates, (nominal) unit labour costs are
defined as the ratio of total compensation of employees to real
GDP or —using an equivalent method — as the ratio of compen-
sation per employee to productivity (measured as GDP per
salaried employee). In the National Accounts they are defined dif-
ferently, namely as the ratio of compensation per employee to
productivity (measured, however, as GDP per employed person in
general). Using the second definition (as is done by the NSSG and
Eurostat), unit labour costs in the whole economy are expected to
show an increase of 3.0% this year. The difference between the
estimates arrived at by using the first and the second definition
(2.5% and 3.0% respectively) is a reflection of the difference
between the estimated rates of change in total employment and
salaried employment this year (1.1% and 0.6% respectively). It is
helpful to remember that, in the case of Greece, measuring pro-
ductivity on the basis of the change in the ratio of GDP to total
employment (as is done in the National Accounts) usually leads to
an overestimation of the increase in productivity and thus to an
underestimation of the increase in unit labour costs (this was the
case in the years 1999-2000-2001, while in the years 2002 and
2003 the opposite was the case). Therefore, in its reports, the
Bank of Greece prefers to measure the change in productivity on
the basis of the change in GDP per salaried employee (see
Monetary Policy 2002-2003 Box 2, March 2003, pages 47-48, and
Annual Report 2002, Box IV.2, April 2003, pages 151-53).

16 Compensation per employee, which includes employers’
social security and other contributions, is estimated to be increas-
ing by 6.0%, against 6.5% in 2002.

17 The business sector includes both public and private enter-
prises and banks.

18 According to these agreements, the corrective increase
awarded from 1 January 2003 was small. As the average annual
inflation rate was 3.6% in 2002, the corrective increase for those
on minimum wages was 0.3% from 1 January 2003. For contrac-
tual earnings at branch level, however, which increased slightly
more than minimum wages in 2002, the average corrective
increase was smaller (just 0.1%, from 1 January 2003).

19 The average annual increase in minimum wages was 5.1% this
year, against 5.4% in 2002.

20 For the banking sector, the collective agreement for 2002-
2003 provides for a 3.8% increase in the current year. However,
there are additional pay rises at enterprise level. Still, from the
banks’ summary income statements for the first half of the year, it
can be seen that the increase in compensation per employee is
low, most probably as a result of the continued influence of “neg-
ative wage drift” (drop in the level of average earnings due to the
retirement of highly-paid staff and the recruitment of lower-paid
staff). For the Public Power Corporation (DEH), the average con-
tractual increase is estimated at 4.7% and for the Hellenic
Telecommunications Organisation (OTE) at 5.3%.
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Table IV

Employees’ earnings, productivity and labour costs (2000-2003)

(Annual percentage changes)

2003
2000 2001 2002 (estimate)
Average gross earnings (nominal) :
— whole economy 6.5 5.2 7.2 6.1
- central government’ 7.1 55 7.3 6.7
— public enterprises 13.7 8.2 11.2 7.0
— banks 6.8% 6.4 2.9¢ 3.4¢
- non-bank private sector 5.0 5.3 6.5 5.8
Minimum earnings 4.2 3.5 5.4 B1
Net? income of an employee with average earnings
(nominal) 8.5° 3.8 6.77
(real) HIE 0.4 3.07
Total compensation of employees (including employers’ social 7.3 7.1 7.38 6.6°
security and other contributions)
Compensation per employee 6.3 5.3 6.5° 6.0°
GDP" 4.2 4.0 3.8 4.0
Output per person-hour in manufacturing 3.2 2.5 3.1 3.6
Unit labour costs:
- whole economy 3.0 3.0 3.4® 2.5°
- business sector? 2.4 3.3 2.0% 1.8°
- manufacturing 2.2 3.0 2.8° 22

Compensation per employee.
Gross earnings less employees’ social security contributions less income tax.
The business sector comprises private and public enterprises and banks.

@® N O (5] AW N =

o

Excluding a major bank, where average earnings decreased by around 7.5% owing to the retirement of a large number of high-salaried employees (originating from
a merged smaller bank), average earnings of bank employees rose by about 10%.

Including the refunding (in January 2000) of wage earners (other than civil servants) with a difference from tax withheld; also including the reduction (as from
1 September 2000) in social security contributions of minimum wage earners.

The relatively low rate of increase in average earnings of bank employees reflects mainly changes in the composition of personnel.

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

Including the abolition (as from 1 January 2002) of stamp duties (0.6% of earnings) paid by business sector employers.

Including the increase (of 0.1% of gross earnings) in both employees’ and employers’ contribution for the Workers’ Fund.

10 Revised NSSG estimates for the years 2000-2002. Bank of Greece estimates for 2003.
Sources: NSSG (2000-2002 GDP), Bank of Greece estimates (for GDP in 2003 and for the other annual aggregates in 2000-2003).

the significant drop in the number of employees,?’
the estimated increase in overtime and the growth

in productivity.*?

Finally, for central government if the original fore-
casts of the 2003 Budget together with the evolu-
tion of outlays for wages and salaries over the first
eight months and of employment over the first six
months of the year are taken into account, outlays
per employee are expected to rise by 6.7% even-
tually, i.e. almost as much as in 2002, and the
total wage bill (excluding pensions) is estimated
to go up by 8.5%, against 11.6% in 2002.%

Short-term inflation prospects appear favourable,

MONETARY POLICY, INTERIM REPORT 2003

at least according to the business surveys carried
out by the IOBE during the first nine months of
the current year for the manufacturing, construc-

tion and services sectors (excluding retail trade

21 According to the labour force survey carried out by the NSSG,
the number of employees in manufacturing fell by 7.4% in the first
quarter of 2003 and by 6.4% in the second one (in comparison
with the corresponding quarters of 2002). This followed a drop of
3.8% in 2002 as a whole.

22 Calculations based on NSSG data indirectly show that output
per employee in manufacturing rose at an annual rate of 7.1% in the
first six months of 2003. However, if it is assumed that, at the same
time, the average number of hours worked increased by approxi-
mately 3.0-3.5% (due to increased overtime), then output per per-
son-hour grew 3.5-4.0% during this period. Owing to a lack of suf-
ficient data, these estimates must be used with caution.

23 Total outlays for wages and pensions are expected to increase
by about 8% (compared with 10.5% in 2002).
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and banks). The surveys showed that the percent-
age of businesses expecting the prices of the
products or services they provide to rise?* in the
next 3-4 months increased in the first quarter of
2003 but then fell significantly and was much
lower in the second and the third quarter than it
was on average in 2002 (see Chart 19). The per-
centage of consumers who expect inflation to
increase in the next twelve months (according to
a survey carried out on behalf of the European
Commission) followed a similar course. These
developments in inflation expectations mainly
reflect the waning of uncertainty surrounding
developments in Iraq and the fact that conditions
on the world crude oil market have more or less

returned to normal.

If account is taken of the following:

— (i) the expected development, until the end of
the year, of unit labour costs, demand and profit
margins, as well as of prices for imported prod-

ucts;
— (ii) business and consumer expectations

regarding inflation, which have already been men-

tioned;
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— (iii) the more intense controls carried out by
officials of the Ministry of Development into the

fresh fruit and vegetables market;

— (iv) the commitment of certain businesses
involved in the consumer goods trade (e.g. large
chain stores), to freeze prices or contain price

rises until the beginning of 2004; and

— (v) the drop in the prices of passenger cars and
motorcycles since the beginning of September as
a result of lower indirect taxation (classification
fees), which was announced by the government
on 2 September 2003,

it is expected that the annual rate of increase both
of the HICP and of the CPI will fall further to
around 3.2% in the last quarter of 2003 (com-
pared with 3.8% for the HICP and 3.6% for the
CPI in the last quarter of 2002). For 2003 as a
whole, the average annual increase both of the
HICP and the CPI is expected to be around 3.5%,

24 To be precise: the positive difference between the percentage
of businesses which predict that they will increase their prices and
the percentage of those that forecast that they will reduce their
prices.
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Table V

Harmonised index of consumer prices: Greece and the EU (2001-2003)

(Annual percentage changes)

Country 2001 2002 Aug. 2002 Aug. 2003
Belgium 2.4 1.6 1.3 1.6
Denmark 2.3 2.4 2.4 1.5
Germany 2.4 1.3 1.1 1.1
Greece 3.7 3.9 3.8 3.3
Spain 2.8 3.6 3.7 3.1
France 1.8 1.9 1.8 2.0
Ireland 4.0 4.7 4.5 3.9
Italy 2.3 2.6 2.6 2.7
Luxembourg 2.4 2.1 2.0 2.3
Netherlands 5.1 3.9 3.7 2.2
Austria 2.3 1.7 2.1 0.9
Portugal 4.4 3.7 3.9 2.9
Finland 2.7 2.0 1.7 2.2
Sweden 2.7 2.0 1.7 2.2
United Kingdom 1.2 1.3 1.0 1.4
European Union 22 2.1 1.9 2.0
Euro area 2.3 2.3 2.1 2.1
Source: Eurostat.
i.e. slightly lower than in 2002 (when the HICP
ghtly ( Table VI

stood at 3.9% and the CPI at 3.6%).

2. Inflation differentials in the euro area and
the case of Greece

As mentioned above, the inflation differential (as
measured on the basis of the HICP) between
Greece and the euro area as a whole remains con-
siderable. It had fallen to 0.8 percentage point in
2000, but rose to 1.4 percentage points in 2001
and 1.6 percentage points in 2002. Then it
dropped slightly to 1.5 percentage points in the
first eight months of 2003 (1.2 percentage points
in August). The core inflation differential, which
had also stood at 0.8 percentage point in 2000,
rose to 1.9 percentage points in 2001. It then
decreased to 1.4 percentage points in 2002 and
was contained to 1.1 percentage points in the first
eight months of 2003 (1.0 percentage point in
August — see Charts 10 and 11 and Table V).
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Contribution to the inflation differential
between Greece and the euro area
(2000-2003)

(Percentage points)
Contribution to the inflation differential
stemming from the difference in the
average annual rates of change:
Differential
of average
annual
rates of in
HICP in core unprocessed | in energy
change inflation food prices | prices
2000 ..... 0.8 0.7 0.0 0.1
2001 ..... 1.4 1.6 0.1 -0.3
2002 ..... 1.6 1.2 0.4 0.0
2003 (8 months)| 1.5 0.9 0.6 0.0

Source: Calculations based on EUROSTAT and ECB data.

As shown in Table VI, the inflation differential
between Greece and the euro area in the first
eight months of 2003 (totalling 1.5 percentage
points) reflected the contribution of the core infla-

tion differential (0.9 percentage point) and the
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contribution of the differential in unprocessed

food inflation (0.6 percentage point).

Inflation differentials among countries participat-
ing in a monetary union do not constitute a para-
dox;* they may reflect cyclical differences, asym-
metric effects of changes in cost factors (e.g.
crude oil prices), different degrees of flexibility in
product and labour markets, national policy-
induced price changes (e.g. changes in indirect
taxation), different consumption patterns (reflected
in the different composition of national consumer
price indices) and the impact of the real conver-
gence process experienced by countries with

lower growth levels than other countries.

It has been found that the dispersion of inflation
across the countries currently constituting the
euro area dropped significantly in the 1990-1998
period (Stage One and Stage Two of the Economic
and Monetary Union). From 1999 until now, such
dispersion has remained almost unchanged at low
levels and has not differed markedly from the dis-
persion of inflation across the US metropolitan
areas (a monetary union created 211 years ago).
Since 1999, certain euro area countries (Greece,
Spain, Ireland, the Netherlands and Portugal) have
been steadily showing a significant positive infla-
tion differential (against the euro area average),
while other countries (Germany, France and
Austria) have been steadily showing negative dif-

ferentials.

The Balassa-Samuelson effect*® should be borne
in mind when examining the impact of real con-
vergence in Greece. According to this theory,
when a country is in a process of economic con-
vergence, higher productivity growth in the trad-
able goods sectors leads to higher wage rises,
without adversely affecting unit labour costs and
prices in the same sectors. When, however, high

wage rises are “diffused” in the non-tradable
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goods sectors (usually services), where productiv-
ity growth remains lower, then prices in the non-
tradable goods sectors increase faster and overall
inflation accelerates; still, competitiveness is not
affected (since price increases concern non-trad-
able goods). Nevertheless, in the case of Greece,
one should take into consideration the deregula-
tion (actual or planned) of certain markets (e.g. air
transport, telecommunications, electricity, coastal
shipping) as well as the further integration of
other markets (e.g. the banking market and some
retail trade sectors) into the single European mar-

ket. As a result:

— (i) at a cross-border level, some goods and,
mainly, services become much more tradable

than before and

— (ii) in any case, productivity is increasing faster
and competition is enhanced in certain sectors
(mainly in services) where in the past productivity
growth lagged behind (compared to other sec-
tors) or inadequate competition conditions led to
higher price increases, thus significantly contri-
buting to the positive differential of Greek infla-

tion.

According to an earlier study of the International
Monetary Fund,”” the Balassa-Samuelson effect

had a considerable upward impact on Greek infla-

25 See (i) ECB, Monthly Bulletin, “Inflation differentials in a mon-

etary union”, October 1999, (ii) ECB, Monthly Bulletin, Box 3:

“The dispersion of inflation across the euro area countries and the

US metropolitan areas”, April 2003, (iii) IMF, Monetary and
exchange rate policies of the euro area — Selected Issues IMF

Country Report No. 02/236, 2002, Chapter I, (iv) Mads Kieler,

“The ECB’s inflation objective, IMF Working Paper, May 2003,

(v) ECB, Monthly Bulletin, “The outcome of the ECB’s evaluation

of its monetary policy strategy, June 2003 (pp. 85-86: “Sustained

inflation differentials in a monetary union”), (vi) ECB, Inflation dif -
ferentials in the euro area: potential causes and policy implications

September 2003.

26 See previous footnote.

27 “The contribution of the Balassa-Samuelson effect to inflation:

cross-country evidence” in IMF, Greece: Selected Issues

December 1999 and Greece: Staff Report, November 1999.
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tion.”® More recent IMF studies include more up-
to-date assessments on Greece and other euro
area countries.”® According to these reports, on
the basis of 1995-2001 data, the “expected” —on
account of the Balassa-Samuelson effect— differ-
ential of the annual rate of increase in HICP
between Greece and the euro area (should the lat-
ter be 2%) would be equal to 0.7 percentage
point.* If this assessment is viewed in terms of
the current situation (when the rate of inflation in
the euro area is indeed around 2%), one comes to
the conclusion that —on the basis of these recent
studies— the Balassa-Samuelson effect accounts
for about one half of the inflation differential
between Greece and the euro area in 2002 and
2003.%

Apart from the Balassa-Samuelson effect, there
are also other factors®* explaining the positive
inflation differential between Greece and the euro

area:

— The Greek economy is currently in a different
phase of the business cycle vis-a-vis the euro area
(thus having a positive “output gap”, while the

euro area has a negative one).

— The Greek economy is more sensitive to world
oil price fluctuations, as domestic oil consump-
tion per unit of GDP is higher than in the
European Union.** Furthermore, fluctuations of
the prices of fresh fruit and vegetables have a
larger impact on inflation, as they weigh more in
the HICP “basket”. In both cases, the inefficient
operation of the respective markets (i.e. fuel and
fresh fruit and vegetables) may strengthen or pro-
long the inflationary impact of an external shock
(e.g. an increase in world crude oil prices or a
steep drop, due to bad weather, of the supply of

fresh fruit and vegetables).

— The lagging of the Greek against the European
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economy as regards the efficient operation of the
goods and services markets may strengthen the
inflationary impact of external or internal shocks

in other cases too.

A special factor behind the inflation differential is
the positive differential of unit labour cost growth
between Greece and the euro area, which has
been observed for many years now. It should
however be noted that, on the basis of Bank of
Greece estimates, this differential has been con-

siderably reduced in the past three years.** Of

28 More specifically, this effect accounted for one percentage
point per year in the 1960-90 period (when average annual infla-
tion was 11.8%), while it reached 1.7 percentage points in the
1990-96 period (when average annual inflation was 14%). A com-
parison with various other European countries indicates that, dur-
ing the 1990-96 period, a significant part of the inflation differen-
tial between Greece and these countries (equal to 1.2 percentage
points) is attributable to the Balassa-Samuelson effect.

29 See IMF, Monetary and Exchange Rate Policies of the Euro Area
— Selected Issues, IMF Country Report No. 02/236, 2002, Chapter 1.
The same results are presented in greater detail in Mads Kieler,
“The ECB's inflation objective”, IMF Working Paper, May 2003.
30 A recent report by two National Bank of Greece researchers
arrives at the same result. See N. Magginas — E. Panopoulou,
“Benign and less benign inflation differentials with the euro area”
in National Bank of Greece, Greece: economic and market analy -
sis, April-May 2003.

31 The recent ECB study takes into consideration the two IMF
studies (the one of 1999 and the latest of 2002) which indicate
that, with inflation equal to 2% in the euro area, the “expected”
upward deviation of Greek inflation would be 0.8 or 0.7 percent-
age point respectively. At the same time, it also takes into consid-
eration a third report (Sinn and Reutter, 2001), according to which
the “expected” deviation is 3.3 percentage points (!). Finally, the
ECB study calculates the arithmetic mean of these three estimates,
which gives the unreal result of an “expected” deviation of 1.6
percentage points. However, both the ECB study and the IMF
study (2002) note that the methodology used by Sinn and Reutter
overestimates the “expected” deviation.

32 See Bank of Greece, Annual Report 2002, April 2003, Chapter
IV.1.3 (“The inflation differential between Greece and the euro
area”).

33 This means that the indirect impact (from a change in oil
prices) on goods and services is higher in Greece than in the EU.
However, the direct impact happens to be lower, since household
expenditure for energy constitutes a lower share of total con -
sumption expenditure of households in Greece than in the euro
area (and, as a result, energy weighs less in the Greek “consumer
basket”).

34 In greater detail, the average annual differential between
Greek and euro area unit labour costs (in the whole economy)
during the 2001-2003 period has been positive and equalled 0.7-
0.9 percentage point, depending on the definition used (see also
footnote 15 above).
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course, the positive differential of unit labour cost
growth is in part the other side of the inflation dif-
ferential — i.e. it is attributable to the same factors
that were mentioned above. This occurs either
because these factors affect inflation and —
through inflation— wage demands, or because
they directly contribute to the determination of
wages (e.g. when the positive “output gap” or the
inefficient operation of the labour market lead to
excess demand for labour). However, the positive
differential of unit labour cost growth in part con-
stitutes an autonomous factor for the inflation dif-
ferential, to the degree that it is attributable to dif-
ferences in the way the labour market functions in
Greece (compared with other euro area coun-
tries). These differences reflect, on the one hand,
different legal frameworks governing industrial
relations (mainly rigidities still remaining despite
the reforms introduced since 1990) and, on the
other hand, differences in the behaviour of the
social partners (especially in the past, as both
trade unions and employers’ associations have
gradually come to adopt a much more responsible
and constructive attitude during wage negotia-

tions).

The positive inflation differential between a coun-
try (in this particular case: Greece) participating in
a monetary union (the euro area) and the union as
a whole may have effects on economic activity
that are not all in the same direction. On the one
hand, since nominal interest rates tend to be the
same across the countries participating in the
union,® real interest rates will be lower in the
country with the highest inflation, and this will
have an expansionary effect on domestic demand.
On the other hand, a positive inflation differential
leads to a higher real effective exchange rate, i.e.
(to the extent it is not attributable to the Balassa-
Samuelson effect) to a decrease in price competi-
tiveness and — ceteris paribus— to a decrease in

net exports and GDP. So the question is: which of
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the two effects dominates and over what time
horizon? Assuming that the inflation differential
between Greece and the euro area remains stable
and nominal interest rates do not change, a plau-
sible conclusion is that the expansionary effect of
low real interest rates (which also remain stable)
will be exhausted after some time. By contrast, a
stable inflation differential will lead to a new
increase in the real effective exchange rate on an
annual basis and the loss of competitiveness will
accumulate over time. In the medium and the
long run, the odds are that what will finally prevail
will be the contracting effect of the loss of com-
petitiveness and not the expansionary effect of
lower real interest rates.*

There is no doubt that the decrease in real inter-
est rates has supported the high growth rates of
demand and GDP observed in Greece in recent
years,*” offsetting the consequences of unchanged
(in 2001) or even falling (in 2002 and 2003) price
competitiveness (for the relaxation of monetary
conditions, see also the chart in Box 4, Chapter
V). In the years to come, however, the improve-
ment of competitiveness —especially in the con-
text of the enlarged European Union— will con-
stitute a key prerequisite for sustaining high
growth rates. Thus, as far as competitiveness is
concerned, priority should be given to the elimi-
nation of the inflation differential as regards trad-
ables (and, additionally in the case of Greece,

tradable services, e.g. tourism).

It should also be noted that, on the basis of har-

35 In practice, interest rates differ across the euro area, reflecting
differences in the functioning of markets which have not yet disap-
peared, despite the pressure exerted by cross-border competition.
36 See the most recent (September 2003) ECB report (mentioned
in footnote 25), pp. 39-42.

37 Of course, the largest part of the decrease in real interest rates
reflected the reduction in nominal interest rates in the run-up to
EMU entry. However, in the 2000-2002 period, it also reflected
the acceleration of inflation and the increase in the positive differ-
ential between Greek and euro area inflation rates.
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monised indices, the positive differential between
Greece and the euro area as regards the average
annual rate of increase in the prices of non-energy
industrial goods (which constitutes an important
category of tradable goods) narrowed significantly,
from 2.0 percentage points in 2001 to 1.0 percent-
age point in 2002 and 0.9 percentage point in the
first eight months of 2003. By contrast, the inflation
differential in the sector of services (which, exclud-
ing tourism, are not tradable) remained almost sta-
ble or increased slightly (it was 1.4 percentage
points in 2001 and 2002 and 1.6 percentage points
in the first eight months of 2003). Finally, as regards
processed food (which also constitutes an important
category of tradable goods), the positive inflation
differential rose slightly, from 2.2 percentage points
in 2001 to 2.4 percentage points in 2002, but was
almost eliminated (only 0.1 percentage point) in the
first eight months of 2003 (see Chart 20).%®

3. Economic activity and employment —
developments and prospects

According to the latest estimates of the Bank of

Greece, which take into account economic devel-
opments in the first 6 to 9 months of 2003%° and
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prospects for the remaining months, GDP is
expected to rise by 4.0% this year, i.e. slightly
faster than in 2002 (3.8% based on revised
data).* The Ministry of Economy and Finance
arrives at the same estimate in the draft budget
report for 2004 (see Table VII).*' On the basis of
these forecasts, the Greek economy’s growth rate
this year will be the highest in the EU-15, while
among the 30 OECD members Greece will be

second only to South Korea.

The most recent provisional NSSG estimates (con-
cerning the first and the second quarter of 2003)
indicate that the annual growth rate of GDP was

38 Revised data for 2001-2002. These three categories (non-
energy industrial goods, processed food and services) constitute
the “basket” for the calculation of harmonised core inflation.

39 Depending on the availability of data regarding the various
economic activity indicators.

40 National accounts data for the period 1999-2002 were revised
by the NSSG in September this year.

41 The International Monetary Fund arrived at the same estimate in
its latest report on the world economy. See IMF, World Economic
Outlook, September 2003. It should be noted that in June the
Ministry of Economy and Finance had forecast that GDP growth for
2003 would be 3.8% (see Biannual Report, June 2003). This official
estimate was not essentially different from forecasts published up
to then by the European Commission (Spring 2003 Economic
Forecasts, April 2003), the OECD (Economic Outlook, June 2003)
and the IMF (Greece: Staff Repor{ June 2003), which concurred on
arate of 3.6%, as well as by the Bank of Greece, which had forecast
in April a growth rate of 3.7% (Annual Report 2002).
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Table VI

Demand and gross domestic product (2001-2003)

(At constant market prices of year 1995,annual percentage changes)

2001 2002 (estimate) 2003 (estimate)
Final consumption 2.3 3.2 2.7
Private consumption 2.9 2.8 3.1
Public consumption -1.0 5.1 0.5
Gross fixed capital formation 6.5 5.7 9.7
Dwellings 4.8 8.8
Other constructions 8.2 0.7
Equipment 4.9 6.9
Other investment 20.1 20.8
Stocks and statistical discrepancy (percentage of GDP) 0.0 0.1
Domestic final demand 2.9 3.8
Exports of goods and services -1.1 -7.7 1.9
Exports of goods -1.6 -7.1
Exports of services -0.7 -8.1 ..
Imports of goods and services -3.4 -4.7 3.0
Imports of goods -4.2 1.1
Imports of services -0.3 -26.6
Gross domestic product at market prices 4.0 3.8 4.0

Sources: NSSG/National Accounts Department (September 2003) for the years 2001 and 2002, Ministry of Economy and Finance estimates (draft budget for 2004) for

2003. For Bank of Greece estimates, see text.

Chart 21

The coincident indicator of economic activity compiled by the Bank of Greece
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4.4% in the first half of 2003, compared with 4.1%
in the same period last year.*> Moreover, the coin-
cident indicator of economic activity compiled by
the Bank of Greece (see Chart 21),% points to a
steady acceleration in economic activity, from
3.6% in January 2003 to 4.1% in April, and a slight
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42 In the second half of 2002, the GDP annual growth slowed
down to 3.4%.

43 This indicator is compiled on the basis of short-term indicators
on the supply and demand of goods and services. See Bank of
Greece, Monetary Policy 2002-2003 March 2003, Box 3. See also
S.G. Hall and N.G. Zonzilos, “An indicator measuring underlying
economic activity in Greece”, Bank of Greece Working Papers,
No.4, August 2003.
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Table VI
Indicators of consumer demand (2001-2003)

(Annual percentage changes)

2003

2001 2002 (available period)
Volume of retail sales’ 4.4 4.5 4.6 (Jan.-June)
Food 2.3 4.5 43(» » )
Clothing-footwear 3.3 2.8 3.3( » » )
Furniture-household equipment 4.7 4.4 56(» » )
Books-newspapers-office equipment 5.9 52 9.7(» » )
Retail trade business expectations indicator -8.0 1.2 6.7 (Jan.-Sept.)
New passenger car registrations —4.4 4.2 -4.4 (Jan.-Aug.)
Piraeus Port Authority (OLP) passengers 7.9 7.6 3.3 (Jan.-June)
Tax revenue from mobile telephony fixed charges 48.2 27.5 18.0 (Jan.-Aug.)

Outstanding balance of total consumer credit
extended by banks 42.5 (Dec.) 24.2 ( Dec.) 23.1 (Aug.)

1 Revised retail sales volume index (2000=100) excluding the value of VAT.

Sources: NSSG-Eurostat (retail sales), NSSG (cars), IOBE (expectations), Bank of Greece (consumer credit), Ministry of Economy and Finance (mobile telephony charges)

and OLP.

Table IX
Retail sales value index (2003)

(Percentage changes over same period of previous year)

2003

Categories (Jan.-June)
1 Big food stores 11.9
2 Department stores 6.7
3 Food-beverages-tobacco 3.0
4 Pharmaceuticals-cosmetics 9.7
5 Clothing-footwear 5.8
6 Furniture-electrical appliances-household

equipment Bo7
7 Books-stationery-other goods 13.8
8 Retail sales not in stores 8.4

General retail sales value index 8.2

Source: NSSG.

slowdown thereafter, to 3.9% in July (annualised
monthly rates).**

On the demand side, GDP growth is being sup-
ported, in descending order, by strong growth in
private consumption, business investment, resi-
dential investment and general government invest-

ment, as well as by a recovery in goods exports.

Specifically, private consumption growth (see
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Table VIII) remains robust, as implied by a rise in
retail sales volume (all goods except cars), at an
annual rate of 4.6% during the first half of the year
(See Table IX and Chart 22). Furthermore, even
though the number of new passenger car registra-
tions declined at an average annual rate of 4.4%
during the first eight months of the year, sale vol-
umes may recover after September, due to the
indirect tax cuts announced by the government on
2 September 2003. Moreover, the increase of
about 10% in the import bill for passenger cars
during the first half of 2003 (see Table XIII.B on
page 64) implies —given that prices increased at
a much slower pace— an increase in the volume
of car imports stemming from a rise in average
engine capacity. It is estimated that the rise in pri-

vate consumption will exceed 3%* (compared

44 By contrast, Greece’s economic sentiment index (compiled by
the European Commission but based exclusively on conjunctural
survey findings) showed an almost continuous decline from
November 2002 (98.8, with 2000=100) up to, and including,
April 2003 (97.3), while it recovered in the five following months
(98.3 in September).

45 According to the NSSG’s quarterly estimates on a national
accounts basis, private consumption (at constant prices) grew at
an annual rate of 4.0% in the first half of the year.
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with 2.8% in 2002), supported by the growth of
households’ real disposable income; the latter
reflects the expected rise of 2.5% in average real
pre-tax earnings of employees, tax relief measures
(which result in an even bigger rise in average real
disposable income) as well as the increase in the
number of employees and in total employment at

a faster pace than in 2002 (see below). At the
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same time, the annual growth rate of outstanding
consumer loans remains high, although its overall
trend is downward (23.1% in August 2003, com-
pared with 24.2% in December 2002). Finally, the
rise in the market value of households’ assets
continues to have a positive effect on private con-
sumption. According to available evidence, the

prices of dwellings —major assets of Greek
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Table X
Dwelling price index

Urban areas-total Athens Other urban areas
Percentage Percentage Percentage
Index changes Index changes Index changes
Over Over Over
corres- corres- corres-
ponding ponding ponding
Over period of Over period of Over period of
previous previous previous previous previous previous
Period 1997=100 | period year 1997=100 | period year 19931V=100 | period year
1994 ....... 76.1 ... ... 73.4 9.5 9.5 106.0 . e
1995 ....... 82.6 8.5 8.5 80.1 9.2 9.2 114.3 7.8 7.8
199 ....... 91.2 10.5 10.5 88.9 11.0 11.0 125.7 10.0 10.0
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 ....... 137.6 10.5 10.5 149.1 15.1 15.1 171.2 6.0 6.0
2001 ....... 157.7 14.6 14.6 175.4 17.6 17.6 190.6 11.3 11.3
2002 ....... 178.2 13.0 13.0 203.8 16.2 16.2 208.8 9.5 9.5
2002 1 ....... 171.5 4.4 13.9 193.6 5.8 16.8 203.9 3.0 10.7
... 178.8 4.3 14.4 208.0 7.4 19.4 205.3 0.7 8.8
n...... 179.4 0.3 12.4 205.4 -1.3 14.9 209.9 2.3 9.7
Voooooa 183.1 2.0 11.5 208.2 1.4 13.8 215.9 2.8 9.0
2003 1....... 187.2 2.3 9.2 214.6 3.1 10.8 219.0 1.4 7.4
I coocoo 186.9 -0.2 4.5 210.6 -1.8 1.3 223.0 1.8 8.6
2002 July..... .. . - 204.7 -1.4 15.6
Aug. . . .. R . R 203.5 -0.6 14.6
Sept. .. .. . R . 208.0 2.2 14.7
Oct. .... 205.5 -1.2 13.0
Nov. . ... 211.6 3.0 14.1
Dec. .. .. .. ce 600 207.5 -1.9 14.2
2003 Jan...... . c . 212.2 2.3 13.1
Feb. .... 212.2 0.0 13.5
March. .. . o ... 219.3 3.3 6.3
Apr. .... 213.5 -2.6 2.3
May . ... 210.8 -1.3 1.5
June . . .. .. R o 207.6 -1.5 0.0
July..... . . R 208.6 0.5 1.9

Sources: For the other urban areas: Bank of Greece (quarterly data). For Athens: calculations based on data from "Danos and Associates" (1993-97) and "Property Ltd"
(monthly data for 1997-03). For all urban areas: weighted index based on the housing stock in Athens and the other urban areas.

households— continued to increase during the
first quarter of 2003 in urban areas, but the rise
came to a halt in the second quarter (see Table X).
Overall, the annual growth rate of residential
property prices during the first half of 2003 fell to
6.8% (from 14.1% in the same period in 2002); it
is estimated, however, that at the same time the
volume of dwellings grew faster (see below). More-
over, from April to August equity prices on the
Athens Stock Exchange (ASE) showed a recovery,

which nevertheless came to a halt in September.*
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However, the average levelof equity prices for the
period from January to September 2003 declined
at a slightly slower rate than in the corresponding
period in 2002 (-19.2%, compared with —22.4%).

On the basis of budget implementation data for the

period January-August 2003, made public by the

46 In September 2003, the ASE composite share price index was
37.7% higher than in March 2003 and 15.5% than in December
2002. Year-on-year, the rise was 9.9%.
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Table Xl

Indicators of investment demand (2001-2003)

(Annual percentage changes)

2003
2001 2002 (available period)

Capital goods output 5.1 -5.1 -6.1 (Jan.-July)
Investment expenditure (at current prices)

of private industrial firms? -15.2° -21.54 10.24
Capacity utilisation rate in the capital goods industry (81.4) (79.4) (78.1) (Jan.-Sept.)
Disbursements out of the public investment budget 7.3 -9.4 37.9 (Jan.-Sept.)
Volume of private construction activity

(on the basis of permits issued) 12.1 9.1 10.6 (Jan.-May)
Cement production 4.6 2.3 -3.1 (Jan.-July)
Construction business expectations indicator -5.6 0.1 -0.4 (Jan.-Sept.)
Outstanding balance of total bank credit to housing 38.9 (Dec.) 35.6 (Dec.) 27.3 (Aug.)

Excluding capacity utilisation.

Estimates of firms participating in the IOBE investment survey.
Estimate of the March-April 2002 survey.

Estimate or forecast of the March-Apriil 2003 survey.

AW N =

Sources: NSSG (capital goods output, cement production, volume of private construction activity), IOBE (capacity utilisation rate, investment survey, business
expectations indicator), Bank of Greece (disbursements out of the public investment budget, housing loans).

Ministry of Economy and Finance, public con -
sumption is expected to rise at constant prices in
2003. This rise, however, will be far smaller than
the considerable increase (5.1%, according to
revised national accounts data) recorded in 2002.
According to provisional quarterly estimates of the
NSSG (based on national accounts data), public
consumption rose by 2.9% at constant prices and
by 8.9% at current prices over the first half of 2003.
According to estimates for the whole year, taken
from the draft budget report for 2004, the rise will
be eventually limited to 0.5% (at constant prices).
The number of civil servants grew at an annual rate
of 1.7% in the first half of 2003 (1.4% in the first

quarter and 2.1% in the second quarter).

Total gross fixed capital formation (see Table XI) is
expected to increase, at constant prices, by about
8%, i.e. faster than in 2002 (5.7%).* Specifically,
general government investment is expected to
increase by almost 10% at constant prices.
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According to Bank of Greece data, disbursements
out of the Public Investment Budget (PIB) grew at
an annual rate of 37.9% during the first nine
months of 2003. It should be noted that this very
high increase reflects: (i) PIB cutbacks in 2002
and the deferral of certain expenditures to 2003;
(ii) the need to complete, within 2003, the major
projects related to the Athens 2004 Olympics, or
at least make significant progress towards their
completion; and (iii) equity injections by the State
to public enterprises. The latter factor is recorded
under business investment, therefore not all PIB
disbursements are recorded as general govern-

ment investment in the national accounts.

Private residential investment is projected to

increase substantially (by about 10%), as implied

47 According to NSSG provisional quarterly estimates on a
national accounts basis, total investment (at constant prices) rose
by 7.9% during the first half of 2003.
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by developments in private building activity. The
volume of private construction activity on the
basis of permits issued, which is a leading indica-
tor, increased at an average annual rate of 9.1% in
2002 and by 10.6% in the first five months of
2003 (see Chart 23). This type of investment is
supported by strong credit expansion: the rate of
increase in outstanding housing loans, although
decelerating, remains high (27.3% in August
2003, compared with 35.6% in December 2002).

Business investment is also expected to rise
markedly (by about 7%). Specifically, according to
recent estimates of the Ministry of Economy and
Finance, investment by public enterprises*®
should increase by about 20% (at current prices).
Moreover, business investment in telecommuni-
cations, hotels, coastal shipping, as well as in
other services industries, is estimated to be very
buoyant in the run-up to the Olympic Games. The
rise in investment in these branches is expected
to overshoot the rather subdued recovery of
investment in manufacturing. Specifically, accord-
ing to the March 2003 investment survey of the
Foundation for Economic and Industrial Research

(IOBE), private manufacturing firms expect a
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10.5%"* rise in their investment expenditure (at
current prices) in 2003 (against a 21.5% decline in
2002), whereas, according to a more recent sur-
vey jointly conducted by the Federation of Greek
Industries (SEB) and ICAP,* investment expendi-
ture will increase by only 4.6% (compared with a
37.7% reduction in 2002, based on the same sur-
vey). Regarding the financing of manufacturing
investment expenditure, it should be noted that
the SEB-ICAP survey found that firms expected an
increase of 20.3% in profits before tax per firm
this year, compared with just 7.6% in 2002. Also,
credit expansion to industry is accelerating: its
annual rate reached 15.1% in August 2003, com-
pared with 13.9% in December 2002 and 7.9% in
August 2002.°" Finally, concerning the financing of
total business investment the following should be
taken into account: (i) the significant increase in
net profits before tax of ASE-listed firms during
the first half of 2003; (ii) the considerable accel-

48 OTE is no longer included.

49 As evidenced by previous IOBE surveys, initial forecasts by
enterprises usually prove overly optimistic.

50 The survey (The Greek industry: estimates for 2002 and
prospects for 2003) was released on 12 June 2003.

51 Data include short-term loans for working capital.
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eration of the annual growth rate of outstanding
corporate loans with a maturity of over a yeay, to
26.8% in June 2003, from 17.1% in December
2002 and 12.9% in June 2002;%2 and (iii) the dou-
bling of total funds raised through the stock mar-
ket in the form of share capital increases during
the first nine months of 2003, compared with the

same period last year (see Chapter 1V.4.2).

The real external balance on a national accounts
basis*® is expected to have a negative contribution
to GDP growth in 2003 as well, because, although
exports of goods and services are expected to
recover and rise by about 2.5% (following a 7.7%
decline in 2002 %), imports will grow much faster
by some 3.5%, compared with a 4.7% decline in
2002. Specifically, exports of goods show a
notable recovery, whilst exports of services,
which had declined in 2002, show no change.>®
Given that, at the same time, imports of goods
and services are increasing in 2003,°° having
declined last year, and also given that the volume
of imports is significantly higher than that of
exports, it follows that the contribution of the real
external balance to GDP growth will be around
-0.5 percentage point, slightly higher than in
2002 (-0.4 percentage point).
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On the supply side, data on the evolution of agri-
cultural production are insufficient, while, as noted
in the foregoing discussion of developments on
the demand side, activity in construction and retail
trade has risen significantly. It is also worth noting
the continuing growth of telecommunications ser-
vices.”” Moreover, total industrial production®®
rose at an average annual rate of 1.5% during the
first seven months of the year, but manufacturing
production remained unchanged (see Chart 24). It
is encouraging, however, that the annual rate of

change in manufacturing production, which was

52 During the first eight months of the year, the outstanding bal-
ance of these loans increased by 16.1%.

53 Defined as the difference between exports and imports of
goods and services, at constant prices.

54 According to revised national accounts data (NSSG, Septem-
ber 2003).

55 Current account data suggest a reduction in exports of travel
services (i.e. a decline in tourist spending in Greece) and an
increase in exports of transport services.

56 According to NSSG data, the value of imported goods
increased at an average annual rate of 16.0% in the first half of
2003, while, according to Bank of Greece data, payments for
imports of goods increased by 3.1% during the first seven months
of the year. However, imports of services are estimated to have
declined, given that payments for such imports declined at an
average annual rate of 9.0% during the first seven months, as indi-
cated by current account data. This decline mainly reflects a steep
drop (22.7%) in Greek tourist spending abroad.

57 Public revenue from mobile telephony fixed charges rose at an
average annual rate of 18.0% during the first eight months of the year.
58 Including —in addition to manufacturing— mining, quarrying
and electricity, as well as water and natural gas supply.
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firms’ estimates on aggregabe demand and stocks, and of output forccasts for the next 34 months.

steadily negative from February to April 2003,%
turned positive, averaging 2.5% in the May-July
period (see Chart 25). This development is cor-
roborated by the Purchasing Managers’ Index
(PMI), which implies that manufacturing output
rose steadily during the May-September period
(while in March and April the index pointed to a
decline — see Chart 26). Developments in manu-
facturing are more directly affected by the slow
recovery in Greece’s main trading partners,*® as
well as by a decline in the price competitiveness of
Greek products (due to the appreciation of the

euro and the inflation differential).®’
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59 The rate was strongly positive in January 2003, owing to base-
effects from the sharp drop in manufacturing production in
January 2002, which was associated to bad weather.

60 GDP growth rate is estimated to be decelerating in the euro
area (to about 0.5%, compared with 0.8% in 2002) and in the EU
and to be accelerating only slightly in the world economy (3.2%,
from 3.0% in 2002 — see Chapter II).

61 The decline in the price competitiveness of Greek products is
reflected in the estimated rise of about 3.5% in the real effective
exchange rate of the euro (weighted on the basis of Greece’s
external trade and using relative unit labour costs in manufactur-
ing) this year, compared with 1.8% in 2002.The rise in this index
reflects mainly the appreciation of the euro and, less importantly,
the positive differential of unit labour cost growth in manufactur-
ing between Greece and its competitor countries. It should be
noted that the strengthening of the euro affects exporters’ pricing
policies and leads to an only limited rise, or even a decline, in the
prices of exported goods in euro terms, so as to contain price
increases in foreign currency and thus prevent a decline in the
market shares of Greek firms in world markets (see Table XII).
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Table Xl
Export price index and effective exchange rate of the currrency (2002-2003)
(Percentage changes over same month of previous year)
Wholesale prices of exported products
Effective Total Excluding oil
exchange rate
of domestic currency | In domestic currency | In foreign currency In domestic currency | In foreign currency
2002 Jan. ......... -0.3 2.4 2.1 3.9 3.7
Feb. ........ -0.2 1.9 1.7 4.1 3.8
March ....... -0.4 2.8 2.4 3.6 3.2
Apr. ......... 0.0 2.8 2.8 3.7 3.8
May ........ 1.0 1.2 22 3.0 4.0
June ..., 1.9 -0.3 1.6 1.2 3.2
July ..ol 2.0 0.5 2.5 1.4 3.3
AUZ ooccooooo 1.1 1.6 2.7 2.2 3.3
S cooooooo 1.1 1.7 2.8 1.6 2.7
Oct. ........ 1.2 3.2 4.5 2.0 3.2
Nov. ........ 1.8 2.2 4.1 12 3.0
IDES co000000 1.8 2.7 4.5 1.0 2.8
2003 Jan. ......... 2.4 1.4 3.7 -1.0 1.3
Feb. ........ 3.0 1.9 4.9 -1.4 1.6
March ....... 3.2 0.0 32 -1.5 1.6
AR 000000000 3.3 2.2 1.0 —1.3 1.9
May ........ 3.9 -3.3 0.5 2.4 1.4
June ..., 3.4 -0.3 3.1 -0.2 3.2
July oo 2.8 0.7 3.5 0.3 3.1
Aug. ........ 2.7 0.7 3.3 0.1 2.7

Source: Calculations based on NSSG and Bank of Greece data.

Developments in employment, according to avail-
able data and indications, are clearly better than in
2002. Following average annual increases of 1.0%

in total employment and just 0.2% in the number

60

of employees in 2002, total employment in the
first half of 2003 rose at an annual rate of 2.1% and
the number of employees by 0.4%, according to
the NSSG labour force survey (see Chart 27). At
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the same time, the unemployment rate declined to
8.9% in the second quarter and averaged 9.4% in
the first half of 2003 (compared with 10.3% in the
same period of 2002 — see Chart 28). It is worth
noting that the increase in employment by 82,000
in the first half of 2003 (relative to the same period
of 2002) reflects both a drop in the number of job -
less by 35,000 and the entry of 47,000 into the
labour force. It is also interesting that the rise in
employment over the same period concerned in its
entirety the fully employed, while part-time and

temporary employment declined.®

MONETARY POLICY, INTERIM REPORT 2003
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As concerns sectoral dynamics, the NSSG survey
reports a considerable increase in agricultural

employment (contrary to the historical trend®)

62 In the first half of 2003, the number of full-time employees
increased by 87,000, while part-time employees declined by
5,000, compared with the same period in 2002. Temporary
employment (that is, workers with fixed-duration contracts)
declined by 10,000 in the first quarter of 2003, compared with the
same period in 2002.

63 Employment in agriculture had shown a positive annual rate of
change since the third quarter of 2002. The reversal of this trend
may be connected to the legalisation of immigrant workers and
the fact that many of them are employed in agriculture and have
been insured in the Farmers’ Insurance Fund (OGA).
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and a significant further decline in manufacturing
employment. In the first half of 2003, non-agri-
cultural employment increased at an average
annual rate of 1.5%, i.e. slightly less than employ-
ment in the whole economy, while the number of
employees outside manufacturing increased by
1.8%. It is characteristic that, while the number of
employees in manufacturing dropped at an aver-
age annual rate of 6.9% in the first half of the year,
it rose by 8.1% in construction and by 7.6% in
transport-storage-communications. Therefore, an
increase in employment is observed in sectors
related to preparations for the Olympic Games. In
hotels-restaurants, the number of employees
declined by 0.2%, but total employment, which
includes the self-employed, increased by 3.9%.
This suggests that the rise in domestic tourism
more than offset the decline in foreign tourist

arrivals.

These estimates are confirmed by firms’ expecta-
tions as regards salaried employment, which are
recorded in the IOBE business surveys (see Chart

29). Specifically, construction firms’ employment

62

expectations were strongly positive in the first
three quarters, while also positive were the expec-
tations of retail trade and services firms (excluding
the third quarter of 2003 and hotels-restaurants
and travel agencies). By contrast, manufacturing
firms expect either no change or a drop in
employment, as recorded both in the IOBE and
the PMI surveys. Finally, data on employment
flows from the Manpower Employment Organi-
sation (OAED) imply continuing job creation in
the private sector. While the net employment flow
(net job creation) was negative from October
2002 to January 2003 (and again in March 2003),
it became strongly positive in February and during
the second quarter of 2003. In July and August,
the flow turned negative again, probably reflecting
the decline of salaried employment in tourism.
Overall, for the entire January-August period a net

positive flow of 77,000 jobs was recorded.®

64 The net employment flow (hiring minus layoffs and voluntary
quits or retirement) should be treated with caution, because vol-
untary quits are not accurately recorded.
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4. Developments and prospects of the
balance of payments

4.1 Current account

According to the latest available data for the first
seven months of 2003, the current account deficit
amounted to 5,776 million, up by 866 million
compared with the same period of 2002 (see
Chart 30). Specifically, during the period under
review, the non-oil trade deficit decreased,
whereas the services surplus increased. These
positive developments were more than offset by
the widening of the oil and income account
deficits, as well as the decline of the transfers sur-
plus, thereby ultimately increasing the current

account deficit.

For the year as a whole, the current account
deficit as a percentage of GDP is expected to
stand close to the levels observed in the past two
years (6.1% in 2002 and 6.2% in 2001). In the last
few years, the size of the deficit has been linked,
to a significant degree, with the higher growth
rate of the Greek economy compared with its

major trading partners and, to some extent, with
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price competitiveness losses. However, the
increase observed in recent years in the current
account deficit could adversely affect the growth
prospects of the economy if it becomes a perma-
nent feature. Nevertheless, it should be noted
that, to a large extent, the widening of the deficit
is a direct consequence of the entry of the coun-
try into the euro area and, in this sense, it is a
temporary phenomenon. In accordance with two
recent studies,®® the considerable narrowing of
real interest rate spreads between Greece and the
euro area, owing to the integration of financial
markets caused by the country’s participation in
the monetary union, has led both to reduced
domestic savings and increased investment expen-
diture, thereby contributing to relatively large
current account deficits. Blanchard and Giavazzi
have estimated that the rise in the current account
deficit stemming solely from the convergence of
real interest rates owing to the country’s entry
into the euro area is in the order of 1.5% of
GDP.

65 (i) Blanchard, O. and F. Giavazzi, “Current account deficits in
the euro area: the end of the Feldstein-Horioka puzzle?”,
Brookings Papers on Economic Activity 2002/2, (i) IMF, Greece:
Selected Issues, June 2003, Chapter II.
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Table XilI

Breakdown of Greece’s non-oil external trade by product category

A. Export receipts

Percentage share of each product category Percentage change
in total export receipts in export receipts
2002 2003 Jan.-June 03/
2000 2001 2002 Jan.-June Jan.-June 2001/2000 | 2002/2001 | Jan.-June 02
Agricultural products 17.0 17.1 19.3 19.5 23.8 14.9 6.4 329
Chemicals, plastics 8.6 8.0 11.0 11.1 12.8 5.0 30.0 21.9
Manufacturing (excluding metallurgy) 19.9 17.7 19.2 20.3 21.1 1.8 1.7 10.6
Metallurgy 10.6 9.5 8.6 8.6 7.8 2.4 -14.4 -3.2
Machinery, appliances 4.7 5.6 5.4 4.4 8.0 371 -9.5 95.7
Transport equipment 0.4 0.4 0.7 0.4 1.4 32.9 54.4 295.0
Other goods 0.0 0.0 0.0 0.0 0.0 122.4 -87.0 -84.4
Non-classified goods’ 38.9 41.7 35.8 25.2 252 22.1 -19.2 -25.6
Total 100.0 100.0 100.0 100.0 100.0 14.0 -5.9 6.6
B. Import bill
Percentage share of each product category Percentage change
in the total import bill in the import bill
2002 2003 Jan.-June 03/
2000 2001 2002 Jan.-June Jan.-June 2001/2000 | 2002/2001 | Jan.-June 02
Agricultural products 13.7 14.2 14.7 14.3 14.4 6.6 4.0 -0.4
Chemicals, plastics 12.8 15.1 16.7 16.2 15.6 21.7 10.6 —4.5
Manufacturing (excluding metallurgy) 20.4 21.8 21.9 21.8 22.0 10.3 0.5 0.0
Metallurgy 29) 7.9 8.1 7.7 9.4 2.8 3.1 19.8
Machinery, appliances 21.8 22.4 21.4 20.8 21.4 5.8 —4.1 2.0
Consumer durables 3.8 4.2 3.5 4.1 3.7 123 -15.2 -11.4
Capital goods 12.6 12.9 13.0 11.5 13.3 5.5 0.6 13.6
Computers 2.7 3.0 2.3 2.9 1.8 12.4 —22.4 —34.4
Fixed-voiced and mobile telephon 2.6 23 2.6 22 2.5 -8.9 12.3 14.0
Transport equipment 12.3 12.0 12.8 12.3 15.3 0.8 6.5 23.4
Passenger cars 6.6 6.4 73 6.3 7.0 0.2 14.7 10.2
Other goods 0.3 0.7 0.4 0.5 0.3 133.6 —47.9 -30.3
Non-classified goods’ 10.8 6.1 4.0 6.4 1.6 -42.0 -33.4 -75.4
Total 100.0 100.0 100.0 100.0 100.0 32 0.0 -0.9

1 Products without code number.
Source: Bank of Greece.

Trade balance

In spite of the slow pace of economic recovery of
Greece's trading partners, export activity shows a
clear upturn, given the increasing penetration of
certain Greek products, such as chemicals and
telecommunications equipment, into interna-
tional markets. On the other hand, the uncertainty

connected with the war in Iraq has been lifted, but
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weighed heavily on the net oil import bill on an

annual basis.®® By contrast, the non-oil import bill

66 The 572 million increase in the net oil import bill partly
reflects the rise in oil prices world-wide at the beginning of 2003
(owing to the uncertainty surrounding developments in Iraq).
During the period under review, the share of the oil import bill in
the total value of imports amounted to 16% and the share of oil
export receipts in the total value of exports amounted to 12%,
while the net oil deficit represented 18.5% of the trade deficit.
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remained almost unchanged, in spite of the rela-
tively fast growth of domestic economic activity
and low interest rates.

Although the non-oil trade deficit fell by 3.4%, the
30.5% rise in the net oil import bill during
January-July 2003 led to a small increase (+1.4%)
in the total trade deficit compared with the seven
months of 2002. The non-oil trade deficit was
384 million lower than that of 2002, mainly
owing to the 5.2% increase in export receipts,
whereas the import bill remained substantially
unchanged (-0.6%) over the same period.®”
Taking the change in prices into consideration (on
the basis of the respective wholesale price indices
compiled by the NSSG), it is estimated that the
non-oil export volume increased by about 6.5%
and the non-oil import volume decreased by
1.5%, compared with the same period of 2002.

According to available Bank of Greece data on the
breakdown of non-oil export receipts by product
category (see Table XIII.A), exports in almost all
categories picked up in the first half of 2003.
Specifically, exports of agricultural products, as
well as mechanical and electric equipment, had
the largest share in the overall growth of export
receipts. The first category comprises mainly
exports of traditional products (such as dairy
products and fruit juices), the quality, range and
trading methods of which have been substantially
improved. The second category, comprising sev-
eral non-traditional products (such as telecommu-
nications material) still represents a relatively
small share of total export receipts. Moreover, a
significant increase is recorded in exports of
chemical products (mainly pharmaceuticals and
plastics), whose share in total export receipts has

risen substantially in the last few years.

The non-oil import bill remained more or less

unchanged in the first half of 2003 compared with
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the same period of 2002. In accordance with
detailed Bank of Greece data (see Table XIII.B),
imports of chemicals, especially pharmaceuticals,
decreased. The import bill for agricultural and
manufactured products (except metallurgical and
chemical products) remained unchanged com-
pared with the first half of 2002. By contrast,
there was an increase in imports of metallurgical
products (mainly iron, steel, aluminium and baux-
ite), transport equipment and machinery and
appliances. Specifically, the rise in imports of
transport equipment is mainly due to increased
payments for imports of means of sea and air
transport, as well as passenger cars. Increased
payments for imports of machinery and appli-

ances mainly concern capital goods.

Regarding the geographical breakdown of exports
(see Table XIV.A), it is worth mentioning that, on
the basis of the latest available NSSG data for the
first half of 2003 compared with the same period
of 2002, the proportion of exports to the euro
area and the EU in general increased, while
exports to non-EU countries declined (except the
Balkans, the share of which remained substan-
tially unchanged, and excluding the USA). This
development should be attributed, to a large
extent, to the appreciation of the euro. No signifi-
cant change was observed in the geographical
breakdown of imports (see Table XIV.B).

Services balance
The services surplus grew by 6.9% to 5,922 mil-

lion during the seven months January-July 2003

compared with the same period of 2002, owing to

67 In the corresponding seven-month period of 2002, non-oil
export receipts declined by 7% and the non-oil import bill
remained virtually unchanged (-0.6%). In 2003, the commodity
trade statistics compiled by the NSSG show an average increase
of 7.9% in non-oil export receipts for the first half of the year.
However, non-oil imports have also increased (by 14.3% com-
pared with the same period of 2002).
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Table XV

Breakdown of Greece’s external trade by geographical area

A. Exports
Percentage share in the value Percentage change in the value
of total exports of exports
2002* 2003* Jan.-June 03/
2000 2001* 2002* JanJune | JandJune | 2001/2000 |2002/2001 | Jan.June 02
European Union (15) 47.3 42.0 43.5 42.6 47.5 -18.9 -3.3 17.1
Euro area 38.5 32.3 35.2 34.4 38.5 -23.4 1.6 17.7
Acceding countries 7.6 9.2 8.8 9.7 8.0 14.9 -13.5 -13.3
USA 5.4 5.5 5.3 5.9 7.5 -7.9 -9.3 33.4
Other OECD countries’ 8.0 6.9 6.4 7.2 6.5 -21.5 -12.6 -4.3
Balkan countries? 14.7 18.4 16.6 16.2 16.3 13.9 -15.6 5.6
Commonwealth of Independent States 3.2 4.3 4.3 3.9 3.1 22.2 -5.8 -15.9
Northern Africa & Middle East countries® 6.8 6.7 7.1 6.9 5.1 -10.4 -1.2 -22.0
Other countries 7.0 7.3 7.9 7.6 6.0 -10.6 7.1 -17.4
Total 100.0 100.0 100.0 100.0 100.0 -8.6 -6.7 5.1
B. Imports
Percentage share in the value Percentage change in the value
of total imports of imports
2002* 2003* Jan.June 03/
2000 2001* 2002* Jan.-June Jan.-June 2001/2000 | 2002/2001 | Jan.-June 02
European Union (15) 61.0 54.5 52.2 53.3 53.6 -21.6 -0.5 22.4
Euro area 52.0 47.3 46.3 47.2 47.0 -20.2 1.6 21.1
Acceding countries 1.8 2.0 2.0 2.2 1.8 22 4.0 2.2
USA 32 3.5 4.7 4.0 3.3 -5.3 40.3 -1.4
Other OECD countries! 7.3 7.3 7.2 4.9 8.7 -13.0 3.3 72.6
Balkan countries? 2.8 3.6 2.7 2.6 2.7 14.0 212 23.6
Commonwealth of Independent States 1.9 4.7 6.6 6.7 7.4 114.3 45.0 34.3
Northern Africa & Middle East countries® 9.8 10.4 7.0 7.4 6.7 -6.3 -30.6 9.8
Other countries 12.2 14.0 17.7 18.9 16.0 0.8 30.8 2.7
Total 100.0 100.0 100.0 100.0 100.0 -12.3 3.9 21.7

1 The OECD Member States not included in any other category (except for Mexico and South Korea).

2 Albania, Bulgaria, Romania and former Yugoslavia countries (Bosnia, Croatia, FYROM and New Yugoslavia).

3 Greece’s major trading partners in Northern Africa and the Middle East.
*  Provisional data.
Source: NSSG.

increased net receipts from transport services fol -
lowing the rise in international freight rates. This
rise, the absolute size of which was limited by the
appreciation of the euro against the US dollar,
was more than offset by the drop in net receipts

from travel services.

The decrease in net receipts from travel services

reflects the decline of gross receipts, which was

66

only partly offset by the drop in gross payments.
The fall in travel receipts is largely associated with
economic conditions in the tourists’ countries of
origin®® and with the uncertainty that prevailed
until the end of the war in Iraq. The restoration of

relative stability in the region removed this uncer-

68 The appreciation of the euro does not affect arrivals from euro
area countries, only those from the UK, USA, Japan etc.
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tainty, thereby gradually —towards the end of
summer— limiting (but not eliminating) the
adverse effects on tourism. Of course, to restore
competitiveness in the tourist trade requires an
appropriate pricing policy, as well as an improve-
ment in tourist infrastructure and more effective
promotion of the Greek tourist product, which is
expected to be boosted by the 2004 Olympic

Games.

It should be pointed out that, following the euro
cash changeover, travel receipts are no longer
recorded using data reported by commercial
banks, but on the basis of the sample border sur-
vey conducted since mid-May 2002. The data of
this survey, however, are not fully comparable
with those of previous years. For the same reason,
data for the entire period January-July 2003 are
not fully comparable with those for the same
period of 2002. Data for June and July 2003 are
nevertheless comparable with those of 2002 and

show a decline in travel receipts.

Income account

In the first seven months of 2003, the income
account deficit rose to 1,803 million, mainly
owing to the increase in net payments of interest,
dividends and profits, especially payments of
interest on Greek government bonds. These
increased payments are consistent with the rise in
non-residents’ investment in such instruments

over the same period.

Transfers balance

Net transfers (receipts minus payments)® to gen-
eral government (mainly from the EU) during the
period January-July 2003 fell to 2,268 million,
from 2,981 million in the same months of
2002.7 This trend is expected to reverse over the

coming months, because of the repayment for
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1”7 and the faster rate of

projects under CSF I
absorption of funds for the implementation of

projects under CSF II1.72
4.2 Financial account

In the period January-July 2003, financial invest-
ment, i.e. the sum of direct investment, portfolio
investment and “other” investment, showed a net
inflow of 1,919 million, compared with a sub-
stantial net inflow of 7,016 million in the same
period of 2002. This was due to the fact that the
10,520 million”

under portfolio investment was largely offset by

considerable net inflow of

the net outflow of 8,022 million under “other”
investment and, to a smaller extent, direct invest-

ment (580 million).

The continuing, very large foreign investment in
Greek bonds was again the main factor of the
substantial net inflow under portfolio investment.

Specifically, non-residents’ investment in Greek

69 It should be noted that, as from September 2002, receipts
from and payments to the European Union are recorded sepa-
rately in the balance of payments. Data for earlier periods were
adjusted accordingly to ensure comparability with the new data.
70 Any discrepancies between Ministry of Economy and Finance
data and Bank of Greece data, as the latter are depicted in the bal-
ance-of-payments statistics, are due to the fact that the former are
expressed on an accrual basis whereas the latter on a cash basis.
71 According to the official procedure of the EU for the imple-
mentation of projects under CSF I, the deadline for Member
States to submit payment applications was 31 March 2003. On
the basis of submitted applications, the total rate of absorption of
CSF Il funds stands close to 98%.

72 By end-September 2003, approximately 61% of the projects
under CSF Il were approved and ready to be implemented. On
the basis of payments made by the end of September, the rate of
absorption of community funds reached 25% while, by the end of
the year, it is estimated to reach approximately 30% (statements
by the Deputy Minister of Economy and Finance, 7 October
2003).

73 Net inflows under portfolio investment and, therefore, total
net inflows have declined due to the restructuring of the Bank of
Greece portfolio, involving the decrease of its reserve assets and
the purchase of bonds issued by euro area Member States (see
Box 3). It should therefore be noted that the recorded decrease in
reserve assets is attributable to a large extent to these operations
of the Bank of Greece and is not related to the need to finance the
current account deficit.
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bonds during January-July 2003 amounted to

14.7 billion, more than double the amount
recorded in the same period of 2002 ( 6.7 bil-
lion). At the same time, residents’ investment in
foreign bonds was substantial (4.9 billion com-
pared with only 1.6 billion in the same period of
2002). It should be noted that the increased resi-

dents’ investment in bonds that occurred mainly
in February and March reflects to a large extent
the Bank of Greece investment in bonds issued by
euro area Member States and the respective
decrease of its reserve assets in non-euro area
currencies (mainly US dollars), in the framework

of the restructuring of its portfolio (see Box 3).

BOX 2

The TARGET ' system: the implications of its operation for the balance sheet of the Bank of Greece

1. Objectives and features

TARGET is an EU-wide system for euro payments. It com-
menced operation at the beginning of 1999, with the start
of Stage Ill of the Economic and Monetary Union (EMU).
It was developed in order to serve the needs of the single
monetary policy and to provide a safe, efficient and reli-
able mechanism for the settlement of cross-border pay-
ments in euro between EU Member States.

TARGET comprises 15 national real-time gross settle-
ment (RTGS) systems for large-value payment orders of
central banks and the ECB Payment Mechanism (EPM),
which are interlinked so as to provide a uniform plat-
form for the processing of cross-border payments in
euro. Greece participates in TARGET through the HER-
MES system, which has been developed and is oper-
ated by the Bank of Greece. Credit institutions partici-
pate in TARGET as members of their respective national
RTGS systems.

TARGET settles in central bank money? and on a one-
by-one basis and is used for payments related to the
single monetary policy, such as refinancing operations,
standing facilities offered to credit institutions, as well
as for credit institutions’ (own and customer) pay-
ments. Settlement is final once the funds have been
credited, thus eliminating counterparty risk and reduc-
ing systemic risk.

Turnover data

The total volume and value of payments settled by the
15 national components of TARGET have shown an

upward trend since the inception of its operation. In
2002, 53.7 million payments with a total value of

395.6 trillion were settled, which represents a 20%
increase in comparison with 2001.

In 2002, payments processed through the HERMES
system increased by 14.3% in volume terms and 11.3%
in value terms relative to 2001, reaching 1.2 million
and 2.7 trillion respectively. The value of payments to
the other EU Member States (cross-border payments)
reached 1.3 trillion or 47% of the total value of trans-
actions in 2002. It should be noted that, despite the
small share (about 2%) of the HERMES system in the
total volume and value of payments through TARGET,
the value of HERMES payments is 19 times the Greek
GDP.

2. Implications of payments through the TARGET system
for the balance sheet of the Bank of Greece

From an operational point of view, payments through
TARGET inevitably affect the balance sheet of the Bank
of Greece, as is also the case with any other national
central bank (NCB) of the euro area. Settlement in cen-
tral bank money generates claims and liabilities
between credit institutions participating in a RTGS, as
reflected in their accounts with their respective NCBs.
However, while the settlement of payments between
domestic credit institutions does not affect the size of ©

1 Trans-European Automated Real-time Gross settlement Express
Transfer system.

2 Settlement in central bank money is defined as settlement
directly through an account kept at the central bank.
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o the NCB’s total liabilities vis-a-vis them (but only
the allocation of such liabilities), the settlement of
cross-border payments does affect the claims or liabil-
ities between the NCBs of the EU Member States.

Specifically, any euro payment by a resident of one

Member State to a resident of another Member State
(i.e. a cross-border payment, whether interbank or cus-

Operation of the TARGET account

tomer payment) through TARGET results in an equal
increase in the sending NCB's liabilities to the receiving
NCB. This is so because the receiving NCB transfers
the amounts involved to the banks that participate in its
RTGS by creating a corresponding claim on the sending
NCB, and the latter is not required to cover this claim
immediately. The opposite applies to the NCB that
receives a cross-border payment (see figure below).

The figure below illustrates the effect of cross-border euro payments on the balance sheet of the Bank of Greece.

Credit institution
in an EU Member
State

@ |

NCB of an EU Mernber State |

Claims out Lizhilities out |
of payments | of payments |
through through |
TARGET TARGET
; R
"'-. e N |
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1
I
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i Bank of Greee
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|  payments | of payments :
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| TARGET |  TARGET

| +=
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Cross-border euro payments are settled according to the following procedure:

(1) Payment by a Greek resident to a resident of another EU Member State

The payment can be related to any cross-border transaction, such as import of goods and services, transfer of

funds or interbank lending.

— The transferor instructs a bank in Greece (sending bank) to transfer an amount of funds to the beneficiary’s

account with a designated bank (receiving bank).

— The sending bank transmits a payment order to the Bank of Greece.

— The Bank of Greece debits the current account of the sending bank and at the same time credits the ©
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© account of the receiving NCB, while the payment order is automatically forwarded to the receiving NCB.
As a condition for the settlement of a payment order, there must be sufficient funds in the current account held
by the sending bank with the Bank of Greece.

— The receiving NCB debits in its books the Bank of Greece account and credits the account of the bank at
which the beneficiary keeps an account.

It is obvious that euro payments by Greek residents to residents of other EU Member States cause a decrease
in the Bank of Greece liabilities to domestic credit institutions (i.e. in the balance of their accounts with the
Bank of Greece) and an equal increase in its liabilities to the other NCBs. Thus, in the balance sheet of the Bank
of Greece, its liabilities to domestic credit institutions are substituted with liabilities to the Eurosystem, pro-
vided that no direct payment out of the assets of the Bank of Greece is effected.

(2) Payment by a resident of another EU Member State to a Greek resident

The payment can be related to any transaction, such as export of goods and services, transfer of funds or repay-
ment of interbank loans.

In this case, upon receiving the payment order, the Bank of Greece:
— debits the account of the sending NCB; and
— credits the current account of the receiving bank in Greece.

Thus, incoming payments from other Member States lead to an increase in the Bank of Greece claims on the
Eurosystem and, at the same time, an equal increase in its liabilities to domestic banks.

To prevent the artificial growth of the balances that arise from multiple bilateral settlements, the ECB
Governing Council has decided that, with effect from 30 November 2000, all TARGET-related bilateral claims
and liabilities between the EU NCBs are netted daily at close of business, leaving each NCB with a single net,
bilateral position (asset or liability) vis-a-vis the ECB only.?

3 The balance of net liabilities is remunerated on a monthly basis at the marginal interest rate of the main refinancing operations of
the Eurosystem. NCBs with a debit position pay on a monthly basis interest to the ECB, which is responsible for the clearing and
payment to NCBs with a credit position.

This category of net claims or liabilities is recorded as a
separate item in the balance sheet of the Bank of
Greece as from Greece’s entry into EMU in 2001, when
the drachma was replaced by the euro.

3. Factors affecting the size of claims or liabilities arising
from TARGET payments

The liabilities or claims arising from cross-border pay-
ments through TARGET are affected by the liquidity con-

ditions prevailing in the banking system, as well as by
the activity of credit institutions in the single market. The
amount of liquidity is a function of developments in all
the items of the balance sheet of each NCB. Specifically,
it increases (decreases) when the NCB’s net euro-
denominated assets —including claims related to hold-
ings of currency and gold— increase (decrease); con-
versely, it decreases (increases) when the liabilities stem-
ming from banknotes put into circulation by the NCB
and from government deposits increase (decrease). ©
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o This relation is expressed by the following identity:

Liquidity surplus =

= Net assets, denominated in foreign currency or euro,
of the Bank of Greece (other than claims related to
monetary policy operations)

less minimum reserve requirement of credit institutions
less currency in circulation

less government deposits with the Bank of Greece.

According to data from the balance sheets of the euro
area NCBs, the Bank of Greece and certain other NCBs
show net intra-Eurosystem liabilities stemming from
TARGET transactions. This is associated with the lig-
uidity surplus in their banking sectors and the net
claims stemming from cross-border interbank loans in
the context of the single interbank market.

The relation between the liquidity surplus and the net
balance of the Bank of Greece TARGET accounts is
expressed by the following identity:

Balance of net liabilities stemming from TARGET trans-
actions =

= liquidity surplus

plus refinancing of credit institutions by the Bank of
Greece in the context of monetary policy

and is shown in the chart above.
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According to the chart, in the period 2001-2002, liabil -
ities arising from TARGET transactions showed an
upward trend, which was reversed in early 2003.
However, liabilities remained higher than the liquidity
surplus throughout the reviewed period. This differen-
tial reflects the extension of credit by the Bank of
Greece to credit institutions in the context of the regu-
lar tenders of the Eurosystem.

The liquidity surplus and the corresponding increase in
the net balance of the TARGET accounts (to  17.4 bil-
lion at end-2002) are largely explained by the gradual
release of credit institutions’ reserve holdings following
the adjustment of the Bank of Greece reserve require-
ment ratio to that applied by the Eurosystem.* In order
to maintain smooth conditions in the money market,
the Bank of Greece, in consultation with the ECB,
implemented a gradual release schedule, which started
in July 2000 and was completed in July 2002.

The total amount of reserve holdings released reached

12,548 million, of which 3,443 million were rede-
posits in currencies of third countries (outside EU-11)
and 9,105 million were redeposits in drachmas and
EU-11 currencies. The first category was released in
foreign exchange and the second category in euro, by ©

4 The Bank of Greece remunerated such holdings at an average
rate of 5.38% in 2000.
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o crediting the credit institutions’ current accounts
with the Bank of Greece.

This release led, in the context of the operation of the
single market, to a restructuring of the liability items
and their substitution with intra-Eurosystem liabilities.
However, it should be noted that the Bank of Greece
liabilities stemming from TARGET transactions reflect
the overall liquidity surplus of the banking system,
which, in addition to the release of reserve holdings,
was also affected in 2001-2002 by developments in the
other items of the Bank of Greece balance sheet (which
rose by 3,001 million) and by increased borrowing
(by 2,444 million) of credit institutions from the Bank
of Greece, which led to a widening of the liabilities
stemming from TARGET transactions by 9,319 mil-
lion at end-2002 in comparison with end-2001.

4. Policy co-ordination for maintaining a desirable liq -
uidity level in the euro area

As already mentioned, central banks can reduce excess
liquidity in the banking system by increasing currency
circulation (which, however, is not under their control),
in particular by selling their assets. However, this
would be a matter of the NCBs’ asset management pol-
icy, as the relevant decisions are based on a cost/bene-
fit analysis from the viewpoint of the NCB concerned
(see Box 3). It should be noted that the maintenance of
a debit balance on its TARGET account enables the
Bank of Greece to hold securities and other assets
denominated in euro or in foreign currency that have a
positive contribution to its operating results.

However, as members of the Eurosystem, NCBs are
required to contribute to the effectiveness of the single
monetary policy. The Eurosystem’s monetary policy

framework has been established on the recognition
that it is preferable for the interbank market to operate
in an environment of a sufficient liquidity deficit, so
that the ECB can provide regular refinancing to credit
institutions and thus remain capable of steering short-
term interest rates.

As the factors that determine total liquidity include the
securities portfolio, deposits in foreign exchange and
other investments of the NCBs, an uncontrolled
increase in these items would decrease the liquidity
deficit and reduce the effectiveness of the single mon-
etary policy. The members of the Eurosystem have
therefore decided to co-ordinate their policies regard-
ing changes in their balance sheet items that affect lig-
uidity (other than the items related to monetary policy
operations and currency in circulation) and gear them
towards the objective of maintaining a liquidity deficit
in the Eurosystem. In this context, if for a given NCB
the sum of these items (mainly those under the direct
control of the NCB, such as net claims in euro and for-
eign exchange) exceeds the agreed level, this NCB would
have to adjust its asset or liability items accordingly.
The decision on the method of adjustment (sale of assets,
non-renewal or increase in government deposits) is at
the discretion of the NCB and is made on the basis of
risk/return criteria (see Box 3).

In conclusion, the existence of TARGET-related liabili-
ties in the balance sheet of the Bank of Greece enables
it to maintain a securities portfolio and other assets
denominated in euro and foreign exchange that have a
positive contribution to its operating results. However,
to the extent that there is excess interbank liquidity in
Greece, the size of the Bank of Greece asset items that
are not associated with monetary policy may not exceed
the agreed level.

Moreover, foreign investment in Greek bonds,
which, at least during the first few months of the
year, mainly reflected a world-wide portfolio shift
towards safer investments owing to the uncer-
tainty caused by the war in Iraq, continued to
grow in May and June, whereas in July non-resi-
dents liquidated a part of their investments in
Greek bonds.
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The net outflow under direct investment is mainly
attributable to residents’ investment abroad
(416 million) and, to a smaller extent, to non-
residents’ direct investment in Greece, which

recorded an outflow of 163 million.”* It should

74 It is the (negative) net difference between investments and lig-
uidations by non-residents.
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BOX 3

Management of the reserves and other assets of the Bank of Greece

In 2003, the Bank of Greece actively continued to man-
age its assets, notably its reserve assets, with a view to
achieving better yields and, at the same time, reducing
the associated risks. It should be noted that, after Greece
joined the euro area, both the definition of reserve assets
and the need to maintain their level have changed sub-
stantially. Reserve assets no longer include claims in
euro on residents of non-euro area countries, claims in
foreign currency and in euro on residents of euro area
countries and the Bank'’s share in the capital and reserve
assets of the ECB. Besides, since the Bank of Greece no
longer has to intervene in order to support the Greek
currency or cover exposures in the balance of payments,
it does not have to maintain a high level of reserve
assets. If a market intervention to support the exchange
rate of the euro were required, it would be undertaken
either centrally by the ECB or on a decentralised basis
through the NCBs by using the reserve assets they have
transferred to the ECB. Only if the required intervention
were to exceed the existing reserve assets would the
ECB request the NCBs to transfer additional assets to it.

The reserve assets of the Bank of Greece, which exceeded

5 billion at end-August 2003, are considered sufficient
both to cover any requirements of the ECB and to help
meet the Bank’s own requirements (e.g. to fulfil current
obligations to international organisations such as the IMF
and to meet contingency requirements of the Greek
State). Hence, as it is no longer necessary to maintain
high reserve asset levels, the Bank of Greece gradually
restructured its portfolio during 2003, increasing its asset
items that either offer higher yields or are denominated in
euro, in order to improve the return on its investments
and reduce the risk of loss in case of appreciation of the
domestic currency. It should be noted that, in the current
conjuncture, the yields on investments in euro exceed the
yields on investments in other currencies. In the manage-
ment of its assets the Bank of Greece takes into account
its obligations deriving from both domestic law and its
participation in the European System of Central Banks. It
should also be noted that the Bank of Greece invests
exclusively in AAA-rated government paper and in prime
name banks. Following international practice, the bulk of

the Bank’s reserve assets is invested in US dollar-denom-
inated securities. The remainder is invested in currencies
of countries with strong economic fundamentals (Japan,
United Kingdom, Switzerland etc.). It should be pointed
out in this connection that the Bank of Greece portfolio
was restructured gradually, so as to avoid adverse reper-
cussions on foreign exchange markets.

In addition to the gradual restructuring of its portfolio,
in August 2003 the Bank of Greece sold about 20
tonnes of gold (about 14% of its gold reserves) for

207 million in order to further improve the return on
its assets. The Bank took into account the fact that gold
holdings do not yield income and that the euro price of
gold at that time was high.

The management of gold reserves is a usual practice of
central banks. In recent years other EU central banks
(e.g. in England, the Netherlands and Austria) have also
sold considerable quantities of gold for exactly the
same reasons as the Bank of Greece. The International
Monetary Fund has also sold off-market gold to realise
a profit, which was subsequently used to service the
debt of developing countries. Besides, it should be
noted that the Bank of Greece is not a party to the 1999
Washington Agreement between certain central banks,’
whereby they agreed to reduce gold sales so as to
avoid causing big fluctuations in market gold prices.
Although it is not bound by this agreement, the Bank of
Greece did not wish to cause market disorder, so it
sold a small quantity of gold, which was almost 5% of
the annual quantity it would have been entitled to sell
under the Washington Agreement.

1 The Washington Agreement (”’Central Bank Gold Agreement’’)
was signed in September 1999 by the central banks of the then 11
members of the euro area, the ECB and the central banks of
England, Switzerland and Sweden, which undertook not to sell
gold in quantities exceeding 400 tonnes per year until 2004. The
central banks of the USA, Japan and Australia, as well as the
International Monetary Fund and the Bank for International
Settlements associated themselves with the Agreement by declar-
ing that they would actually implement it. The Bank of Greece did
not sign up to the Washington Agreement, as Greece did not par-
ticipate in the euro area at that time.
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be noted that a substantial part of the net outflow
in non-residents’ investment was offset by an
equal increase in portfolio investment liabilities.”
The most substantial investment by non-residents
during January-July 2003 was the purchase of
16.65% of the capital stock of ELPE (326 million)
by Paneuropean Oil in June.

The considerable net outflow under “other invest-
ment” was a result of both the increase in resi-
dents’ external assets (by 3,636 million) and the
concurrent decrease in residents’ external liabili-
ties (by 4,386 million). The rise in assets is
almost exclusively attributable to increased resi-
dents’ (mainly credit institutions’) investment in
deposits and repos, while the decline in liabilities
reflects the substantial repayment of loans (espe-
cially by the general government sector) and the
decreased deposits and investments in repos by
non-residents. This partly reflects the decline
(1,391 million) of the relevant liabilities associ-
ated with the TARGET system (also see Box 2).
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During the period under review the country’s
reserve assets declined by 3,958 million to 5.1
billion at end-July 2003, mainly owing to the
restructuring of the Bank of Greece’s portfolio
noted above (also see Box 3). It should be recalled
that, since Greece’s entry into the euro area in
January 2001, reserve assets —as defined by the
European Central Bank— include monetary gold,
the “reserve position” in the International Monetary
Fund, “special drawing rights” and Bank of Greece’s
claims on non-euro area residents denominated in
foreign currency. By contrast, they do not include
claims on non-euro area residents denominated in
euro, claims on euro area residents denominated in
euro or in foreign currency, and the Bank of Greece

share in the capital and reserves of the ECB.

75 Specifically, the decrease of TELENOR participation in the cap-
ital stock of COSMOTE, amounting to approximately 270 mil-
lion, was initially recorded as an outflow in direct investment by
non-residents. However, the purchase of the shares held by
TELENOR by non-residents who —on an individual basis — have a
small share in the capital of COSMOTE was then recorded as port-
folio investment.
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IV. Money, credit and
capital markets
in Greece
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1. Developments in main monetary
aggregates

The main components of the Greek contribution
to the euro area M3’ (i.e. deposits, repurchase
agreements and money market fund units/shares)
showed divergent trends in the period of January-
August 2003. However, the growth rate of the
sum of these components was lower than the cor-
responding rate for the euro area in the same
period. In detail, the annual growth rate of
deposits included in M3 (according to the ECB
definition), after declining strongly in the first few
months of this year, eventually rebounded to
8.3% in the second quarter of 2003 (last quarter
of 2002: 9.2%) and reached 10.6% in August (see
Table XV). However, the twelve-month rate of
change in deposits varied significantly across indi-

vidual types of deposits.

Specifically, although the growth rate of savings
deposits and of deposits redeemable at notice of
up to three months slowed down, the growth
rates of overnight deposits (sight deposits and
current accounts) and deposits with an agreed
maturity of up to two years picked up appreciably.
In more detail, the rate of change in overnight
deposits rose to 12% in the second quarter of
2003, from 5.7% in the fourth quarter of 2002,
and continued to be high (14.7%) in August. This
reflected the lower opportunity cost of holding
overnight deposits, as their interest rate differen-
tial over other types of deposits narrowed during

the period under review. In addition, the relatively

1 The Greek M3 (and likewise any euro area national M3) can no
longer be accurately calculated, since part of the quantity of euro
banknotes and coins that have been put into circulation in a euro
area country is held by residents of other euro area countries and/or
by non-residents. Due to these technical problems in calculating
individual euro area countries’ currency in circulation, no analysis of
the evolution of the Greek M3 as a whole will be made in the future,
but only of its main components (except currency in circulation).
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Table XV

Greek contribution to the monetary aggregates of the euro area

(Not seasonally adjusted data)

Annual percentage changes’

Outstanding

balanceson | 2002 2003

29.08.03

(million euro) | Q3? Q4 Q12 Q2? August®
1. Overnight deposits 16,129 15.8 5.7 4.4 12.0 14.7
2. Savings deposits and deposits redeemable

at notice of up to three months 59,999 14.6 9.7 3.7 3.9 1.2

3. Deposits with agreed maturity of up to two years 33,003 6.1 10.1 11.6 17.3 31.5
4. Total deposits (1+2+3) 109,131 12.3 9.2 5.7 8.3 10.6
5. Repurchase agreements (repos) 12,227 -20.2 -19.0 -18.6 -31.8 —46.4
6. Money market fund units 15,722 -18.8 -3.7 30.7 64.7 76.0

1 Annual rates of change in the corresponding index, which is compiled on the basis of the balance of the corresponding monetary aggregate in December 2001 and
the accumulated monthly flows, adjusted for exchange rate variations, reclassifications etc.

2 The quarterly average is derived from the arithmetic annual averages for each month (calculated as the average of the rates at the end of the reference month and the
end of the previous month) and is not the average of the rates at the end of each of the quarter’s months (see the "Technical Notes" in the ECB Monthly Bulletin).

3 Annual rates of change on the basis of the corresponding index at the end of the month.

Sources: Bank of Greece and European Central Bank (ECB).

rapid growth of overnight deposits in the three-
month period from June to August 2003 was also
associated with the increase in Athens Stock
Exchange transactions during the same period.>
The annual growth rate of savings deposits and of
deposits redeemable at notice of up to three
months remained low throughout January-August
2003 and stood at 3.9% in the second quarter,
down from 9.7% in the fourth quarter of 2002,
while in August it declined further to 1.2%.
Underlying this pattern were cuts made in the
interest rates on savings deposits during this
period, which prompted savers to seek higher-

yield investments (see Section 3, below).

Unlike savings deposits, the annual rate of
increase in deposits redeemable at notice of up to
two years remained high throughout the reviewed
period. Specifically, after edging up to 17.3% in
the second quarter of 2003, from 10.1% in the
fourth quarter of 2002, it accelerated further in
July-August (August: 31.5%), partly because of
base effects associated with the relatively low

level of these deposits during the corresponding
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period of last year. Developments in deposits
redeemable at notice reflected a shift away from
repurchase agreements (repos) and —to a smaller
extent— from savings deposits, as well as the
comparatively higher yields of deposits redeemable
at notice. Among the other main components of
M3, repo holdings continued to fall in the eight
months from January to August 2003 and their
outstanding balance in August was 46.4% lower
than in the respective month of 2002 (see Chart
31). This was due to the 7% tax imposed on repo
yields for agreements made as from January 2002,
as well as to saver shifts towards higher-yield
investments. Finally, holdings of money market
fund units grew considerably in January-August
2003 (annual rate of increase in the second quar-
ter of 2003: 64.7%, compared with a 3.7%
decrease in the fourth quarter of 2002), owing to
a “flight to safety” (which is usual at times of

heightened stock market uncertainty) in the first

2 The overall value of stock market transactions in June-August
rose to 4,149 million (monthly average), up from 1,674 million
(monthly average) in January-May 2003.
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few months of this year, as well as because of the
comparatively higher yields of these units. In
August, the annual growth rate of money market

fund units remained particularly high (76%).

2. Credit expansion

The growth of credit extended by Monetary
Financial Institutions (MFls) to the economy as a
whole decelerated considerably between January
and August 2003 (August 2003: 5.1%, fourth
quarter of 2002: 7.1%), reflecting a steep fall in
MFI credit to general government,® which was
only partly offset by faster credit expansion to

enterprises and households.

Specifically, credit to general government declined
by 16% between January and August 2003, com-
pared with a 4.3% decrease in the respective
period of 2002. As a result, its twelve-month rate
of decrease came to 13.4% in August 2003, com-
pared with 5.2% in the fourth quarter of 2002 (see
Table XVI). The decline in MFI credit to general
government in January-August 2003 was mainly

accounted for by the reduction in Bank of Greece
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and other MFI holdings of Greek government
paper (by — 1,065 million and — 7,709 million,
respectively).* Also, as a result of the gradual
repayment of loans granted to the Greek govern-
ment by the Bank of Greece, their outstanding bal-
ance® shrank by 515 million. Moreover, the out-
standing balance of loans granted to general gov-
ernment by other credit institutions decreased by

1,083 million. The above imply a significant
restructuring in the portfolios of MFIs other than
the Bank of Greece during the period under
review: as a percentage of their total assets, MFI
claims on the Greek government dropped to
16.7% in August 2003 (from 21.3% at the end of
2002), whereas total claims (loans and bonds) on
the private sector and holdings of shares of private

sector enterprises rose to 48% (up from 44.4% at

3 MFI credit to general government comprises the outstanding
balances of (i) MFI lending to general government and (ii) MFI
holdings of government paper.

4 The drop in MFI credit to general government is exclusively
attributable to a decrease in credit institutions’ holdings of Greek
government paper. By contrast, money market funds’ holdings of
Greek government paper increased by 345 million.

5 This refers to loans granted until 31 December 1993, as after
that date the Bank of Greece may no longer extend credit to the
Greek government, owing to the prohibition of monetary financ-
ing of the broader public sector.
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Table XVI
Total credit expansion in Greece

(Annual percentage changes)

2002 2003
Q3’ Q4 Q1’ Q2! August’
1. Total credit expansion 5.3 7.1 6.4 4.0 5.1
2. Credit expansion to general government -9.1 -5.2 -7.1 -13.5 -13.4
3. Credit expansion to enterprises and households 19.5 183 18.2 18.0 18.7
3.1. Credit expansion to enterprises 12.0 11.4 11.3 12.0 14.0
3.2. Credit expansion to households 36.7 33.1 32.3 29.8 27.3
of which:
3.2.1 Housing loans 38.7 35.4 34.4 31.1 273
3.2.2 Consumer loans 31.1 27.4 26.1 23.8 23.1

1 The quarterly average is derived from the arithmetic annual averages for each month (calculated as the average of the rates at the end of the reference month and
the end of the previous month) and is not the average of the rates at the end of each of the quarter’s months (see the "Technical Notes" in the ECB Monthly Bulletin).

2 Annual rate of change at the end of the month.
Source: Bank of Greece.

the end of 2002). It should be noted that, during
January-August 2003, the central government bor-
rowing requirement, on a cash basis, amounted to

6,920 million, compared with 2,714 million in
the respective period of 2002, and was financed
by inflows of funds from abroad and by increases
in domestic private sector holdings of government
paper. In more detail, while, as already mentioned,
domestic MFI credit to general government fell in
January-August 2003, holdings of government
paper by non-residents and by the domestic pri-
vate sector (individuals and enterprises) rose by

17,334 million and 3,208 million, respectively.
Bank credit to enterprises and households

In August 2003, credit expansion to enterprises
and households accelerated from 16.9% (at end-
2002) to 18.7%, remaining close to the level seen
in the fourth quarter of 2002 (see Table XVI). This
came as a result of a rather strong increase in
credit to enterprises. By contrast, a slowdown
was recorded in credit expansion to households,
especially in housing loans, which, however, con-

tinued to grow rapidly.®
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Bank credit to enterprises grew by 10.5% in the
eight months from January to August 2003 (com-
pared with a 6.2% increase during the corre-
sponding period of 2002) and its twelve-month
rate of change rose to 14% in August 2003, from
11.4% in the fourth quarter of 2002. The sectoral
breakdown of credit to enterprises shows that
credit expansion to agriculture, industry, ship-
ping, tourism and —most notably— “other” sec-
tors picked up, whereas a weakening was
observed in credit expansion to trade and non-
bank financial institutions, such as leasing, factor-

ing and insurance companies (see Table XVII).

In more detail, the twelve-month growth rate of
credit to industry stood at 15.1% in August 2003,
compared with 11.5% in the fourth quarter of
2002, recording relatively strong fluctuations in
the period under review. It should be noted that
fund-raising through the Athens Stock Exchange

6 In the euro area, a marginal pickup was recorded in credit
expansion to the private sector, which however remains rather
subdued (August 2003: 5%, December 2002: 4.8%, source: ECB,
Monthly Bulletin, October 2003).
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Table XVl

Credit to enterprises and households in Greece by branch of economic activity

Annual percentage changes
Outstanding
balances on 2002 2003
31.08.03
(million euro) Q41 Q1! Q2! August?
A. Enterprises 60,782 11.4 11.3 12.0 14.0
1. Agriculture 3,102 -14.0 -0.9 1.8 3.7
2. Industry? 15,682 11.5 14.1 13.5 15.1
3. Trade 16,701 7.8 3.9 1.1 0.7
4. Tourism 3,255 33.7 33.8 32.6 35.7
5. Shipping 4,421 5.5 5.1 7.1 11.1
6. Other financial institutions
(non-MFls) 2,986 72.5 51.9 31.1 15.1
7. Other 14,635 14.3 12.9 22.7 31.3
B. Households 36,569 33.1 32.3 29.8 27.3
1. Housing credit 24,573 35.4 34.4 31.1 27.3
2. Consumer credit 11,075 27.4 26.1 23.8 23.1
—Credit cards 5,801 37.1 36.1 33.0 32.0
—Other consumer* credit 5,274 19.2 17.1 15.0 14.6
3. Other 921 62.6 77.5 117.1 119.2
TOTAL 97,351 18.3 18.2 18.0 18.7

1 The quarterly average is derived from the arithmetic annual averages for each month (calculated as the average of the rates at the end of the reference month and the
end of the previous month) and is not the average of the rates at the end of each of the quarter’s months (see the "Technical Notes" in the ECB Monthly Bulletin).

2 Annual rate of change at the end of the month.

3 Including manufacturing (industry and small-scale manufacturing) and mining.
4 Including personal loans and loans against supporting documents.

Source: Bank of Greece.

by industrial firms seems to remain very subdued
this year too, although it is noticeably higher than
in 2002 (January-August 2003: 46.5 million,
12.2 million). On the

other hand, several firms have expressed their

January-August 2002:

intention to issue bonds in the second half of
2003, under the recently enacted Law 3156/2003,
aimed at promoting corporate bonds as an alter-
native source of finance for business firms. Bank
credit to enterprises is expected to decline as cor-
porate bonds develop.” Credit expansion to trade,
following a considerable slackening last year,

seems to stand at very low levels this year.®

The outstanding balance of loans to agriculture
rose slightly between January and August 2003,
recording an annual rate of change of 3.7% in
August, compared with —14% in the fourth quar-
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ter of 2002. It is worth noting that this rate was
negative throughout 2002, mainly reflecting the
portfolio restructuring policy of the Agricultural
Bank of Greece. Credit expansion to tourism
recorded a small acceleration in August 2003
(35.7%, compared with 33.7% in the fourth quar-
ter of 2002) and thus continued to stand at very
high levels this year. This seems to be associated

with investments in tourist infrastructure in antic-

7 The development of corporate bonds requires an adequately
wide and deep secondary market that can ensure the dispersion
of risks and the liquidity of these securities.

8 The twelve-month rate of change in the outstanding balances of
loans to trade stood at 0.7% in August 2003 (against 0.9% in
December 2002 and 7.8% in the fourth quarter of 2002).
Nevertheless, owing to the introduction (in September 2002) of a
revised form for statistical reporting by banks, several banks reclas-
sified loans from “credit to trade” to “other” credit. This caused a
significant acceleration in the growth rate of the latter. In June
2003, the loans reclassified as above amounted to 425 million.
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ipation of the 2004 Olympic Games. To a large
extent, however, it also reflects the low outstand-
ing balance of loans to the tourist industry. Loans
to non-bank financial institutions decelerated to
15.1% in August 2003, from 72.5% in the fourth
quarter of 2002, but this slowdown was to be
expected, given the relatively strong growth of
this type of bank credit witnessed last year.
Within this sector, two major leasing companies
are planning to launch bond issues by the end of
this year in order to finance their considerably
increased turnover. Relative to the fourth quarter
of last year (5.5%), credit expansion to shipping
also picked up in August 2003 (11.1%).°

On the other hand, as already mentioned, credit
expansion to households moderated between
January and August 2003, most markedly in the
case of housing loans (see Table XVII). Specifi-
cally, the twelve-month rate of increase in hous-
ing loans fell to 27.3% in August 2003, from
35.4% in the fourth quarter of 2002. It seems that
the changes™ (which applied to loans granted
from 2003 onwards) in the system of tax deduc-
tions for first-time homebuyers prompted a front-
loading of borrowing within 2002. It is character-
istic that new borrowing for house purchase in
December 2002 amounted to 800 million, up
from a monthly average of 450 million for Sep-
tember-November 2002 and for the first two
quarters of 2003. However, it should be noted
that for certain categories of housing loans inter-
est rates rose during the period under review, in
contrast with an overall downward trend in lend-

ing rates this period (see Section 3).

The annual rate of increase in consumer loans
stood at 23.1% in August 2003, down from
27.4% in the fourth quarter of 2002. However,
data for June-August suggest that the growth rate
of consumer loans, after having declined since
mid-2001 when it stood above 50%, exhibits
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some signs of recovery. It should be noted that
all remaining restrictions on consumer credit
were abolished last June by Bank of Greece
Governor’s Act 2523/12 June 2003. The break-
down of consumer credit reveals that, while the
growth rate of loans through credit cards decel-
erated to 32% in July 2003, from 37.1% in the
fourth quarter of 2002, it continued to be strong
(August 2003: 14.7%, December 2002: 15.4%),
as credit cards offer easier access to bank credit,
which offsets the disadvantage of their consider-
ably higher rates relative to other types of con-

sumer credit.

Significantly weaker (compared with the growth
of loans through credit cards) was the combined
growth of personal loans and of loans against sup-
porting documents (August 2003: 14.6%, fourth
quarter of 2002: 19.2%). As a result, the share of
loans through credit cards in total consumer
credit increased to 52.4% in August 2003, from
50.8% in December 2002.

The twelve-month rate of increase in “other”
household loans' (mainly overdrafts on current
accounts) soared, reflecting —to a large extent—
the low level of the respective outstanding

amounts. Consumer loans and non-housing loans

9 Credit extended to shipping by the domestic banking sector is
highly volatile, as it is mostly denominated in US dollars and thus
subject to foreign exchange valuation differences. Such differ-
ences are created when loans denominated in third countries’ cur-
rencies are expressed in euro.

10 According to the Introductory Report on the 2003 Budget sub-
mitted to the Greek Parliament in November 2002.

11 The twelve-month rate of increase in the outstanding balance
of these loans was 119.2% in August 2003, compared with 62.6%
in the fourth quarter of 2002. However, it should be noted that in
May 2003 a number of banks reclassified overdrafts (worth 206
million) on household current accounts, which until then were
wrongly recorded under “loans to enterprises”, to “other” house-
hold loans. If the effect of this reclassification is not taken into
account, the twelve-month growth rate of “other” loans to house-
holds stood at 70.2% in August 2003 and the overall rate of
increase in household loans was 26.6% (instead of 27.3%).
Accordingly, credit expansion to enterprises was 14.4% (instead
of 14%) that month.
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to households in January-August 2003 accounted
for 15.9% of total credit expansion to enterprises
and households, compared with 16.8% in 2002 as
a whole. The outstanding amount of these loans
as a percentage of total bank credit to enterprises
and households rose from 9.6% at the end of
2000 to 12.3% in August 2003. Still, this share is
rather low relative to the euro area average
(16.4%) for August 2003."

3. Bank interest rates

In line with the downward path followed by euro
area money market rates, as a result of the cumu-
lative 75 basis point reduction in ECB key rates
between January and August 2003, retail deposit
rates decreased further in the period under
review. Specifically, the average rate on overnight
(sight) deposits dropped by 0.2 percentage point
to 0.5% in August. However, the most marked
declines were seen at the longer end of the matu-
rity spectrum. The interest rate on savings deposits
fell by 0.3 percentage point to 0.8% in August
2003 (see Chart 32), while that on deposits with
an agreed maturity of up to one year —which is
generally quite higher than the former rate—

dropped by 0.5 percentage point and reached
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2.3% in August 2003. The lower interest rate on
savings deposits partly reflects the cost of the
facilities offered by such accounts (e.g. bill pay-
ments under standing payment orders and trans-
fers of funds via cards), as well as their higher lig-
uidity. Euro area deposit rates also followed a
downward path in the same period, but, com-
pared with the respective Greek rates, they
recorded a heavier fall in longer maturities. Thus,
in August 2003, the Greek interest rates on
deposits with a maturity of up to one year were
0.6 percentage point (against only 0.3 percentage
point in December 2002) higher than the corre-
sponding euro area rates,"* whereas no significant
differences were observed between the Greek
and the euro area overnight (sight) deposit rates
(see Chart 32).

The Greek bank lending rates also experienced
declines between January and August 2003 (see
Chart 33). While the average interest rate on

short-term loans to enterprises was reduced by

12 Consumer and other household loans outstanding at the end
of 2002 corresponded to 7.3% of Greek GDP, while the respective
figure for the euro area was 15.6%.

13 Among Greek deposit rates, the interest rates on sight deposits
and on deposits with an agreed maturity of up to one year are the
most comparable with those of other euro area countries.
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Bank lending rates in Greece (lamuary 2007 - August 2003)
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Table XVl
Lending rates in the euro area and Greece
(Percentages per annum)
Change
December 2001 December 2002 August' 2003 Aug." 2003/Dec. 2002
Short-term loans to enterprises

Weighted average interest rate in the euro area 6.26 5.98 5.23 -0.75
Maximum interest rate in the euro area 8.89 8.70 8.43 -0.27
Minimum interest rate in the euro area 4.45 4.20 4.12 -0.08

Interest rate in Greece 7.79 7.23 6.59 -0.64

Fixed-rate housing loans

Weighted average interest rate in the euro area 5.52 5.10 4.22 -0.88
Maximum interest rate in the euro area 6.29 5.95 5.53 -0.42
Minimum interest rate in the euro area 4.52 4.00 3.13 -0.87

Interest rate in Greece 5.40 4.91 5.31 0.40

Consumer loans (personal loans)

Weighted average interest rate in the euro area 9.81 9.58 9.06 -0.52
Maximum interest rate in the euro area 11.62 11.64 11.78 0.14
Minimum interest rate in the euro area 5.45 5.09 4.14 -0.95

Interest rate in Greece 11.62 11.64 11.70 0.06

1 Maximum and minimum interest rates concern June, since the ECB has not published complete data after that month.

Sources: Bank of Greece and ECB.

0.6 percentage point to 6.6% in August,'* the
decrease was somewhat greater in the corre-
sponding euro area rate. As a result, the spread
between the two rates increased marginally to 1.4
percentage points in August, from 1.3 percentage
points in December 2002 (see Table XVIII and
Chart 34). The average interest rate on long-term

loans to enterprises dropped by 0.7 percentage
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point, i.e. slightly more than the corresponding

euro area rate, to 6.1% in August 2003, bringing

14 1t should be noted that, for Greece, the term “interest rates on
short-term loans to enterprises” refers to interest rates on open-
account loans, which represent the main form of short-term
financing to enterprises. Interest rates on loans with agreed matu-
rity are considerably lower; in August 2003, they were 4.9% (for
loans of up to  1million) and 3.6% (for loans of over 1million),
against 5.8% and 4.5% respectively in December 2002.
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the spread between the two rates to 1.3 percent-
age points that month, down from 1.5 percentage

points in December 2002.

Developments in consumer loan rates during
January-August 2003 suggest a mixed picture. The
interest rate on loans through credit cards, after
remaining unchanged until the end of April, fell by
0.7 percentage point to 14.7% in August. It should
be noted that interest rates on loans through credit
cards are generally higher than those applicable to
other consumer loans, owing to the higher credit
risk and management costs they entail. The interest
rate on loans against supporting documents
dropped less than that on loans through credit
cards during the same period (August 2003: 10.1%,
December 2002: 10.5%). By contrast, a marginal
increase (+0.1 percentage point) was recorded in
the interest rate on personal loans in the period
under review. This, combined with a 0.5 percent-
age point cut in the corresponding euro area rate,
resulted in a widening of the spread between the
two rates, from 2 percentage points in December

2002 to 2.6 percentage points in August 2003."
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Divergent developments have also been experi-
enced in housing loan rates. Specifically, the inter-
est rate on floating-rate housing loans with a matu-
rity of over 5 years decreased by 0.3 percentage
point to 5.2% in August 2003. By contrast, the
interest rate on fixed-rate housing loans with simi-
lar maturity rose by 0.4 percentage point, from
4.9% in December 2002 to 5.3% in August 2003. It
should be noted that keen competition between
banks in the field of housing credit over recent
years has driven the relevant interest rates to par-
ticularly low levels. However, a number of banks
have proceeded to adjust upwards their housing
loan rates this year, partly because the Bank of
Greece raised the minimum provisioning require-
ments (especially those applicable to housing
loans) in the early part of the year, which in turn
affected the cost of money. In the period under
review, the euro area housing loan rate dropped by

0.9 percentage point. As a result, its spread over

15 The Greek interest rate on personal loans is the most compa-
rable with the euro area rate on consumer loans, which is pub-
lished in the Monthly Bulletin of the ECB.
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the corresponding Greek rate shifted from positive
(+0.2 percentage point) in December 2002 to neg-
ative (-1.1 percentage points) in August 2003.

The weighted average interest rate on new bank
loans has dropped more than the corresponding
deposit rate in recent years. Thus, their spread
narrowed to 5.7 percentage points in December
2002, from 8.9 percentage points in December
1998. This can be partly attributed to the abolition
or reduction of some taxes and levies,'® as well as
to the harmonisation (in the second half of 2000)
of Bank of Greece reserve requirements with
those of the Eurosystem. Apart from these adjust-
ments, which had a significant (both direct and
indirect) impact on the cost of money, the nar-
rowing of the spread came also as a result of
keener competition between banks, especially in
loans to households. Furthermore, it is connected
to the cutdown on banks’ operating costs (which,
as a percentage of their total assets, fell by 0.5 per-
centage point to 2.3% between 1997 and 2002).
In January-August 2003, both the lending and the
deposit rate (weighted averages) decreased by 0.5
percentage point. Consequently, the spread bet-
ween the two rates remained unchanged at its
December 2002 level.
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4. Capital markets
4.1 The bond market

Greek government bond yields fell considerably
between early January and mid-June 2003, and
again in September 2003, following a noticeable
recovery in July-August. By contrast, secondary
market trading of these securities rose in January-
September 2003, compared with the correspond-
ing period of 2002.

In line with developments in their euro area'” and
US counterparts, the yields of Greek government
bonds followed a broadly declining path between
mid-May 2002 and mid-June 2003 and plunged to
historically low levels at the end of this period,
before rebounding markedly until mid-August 2003;
the 10-year bond yield, in particular, regained three
fourths of the losses it had suffered over the first five
and a half months of this year (see Chart 35). Initially

16 The Special Tax on Banking Transactions was cut from 4% to
3% on 1 September 1997 and was abolished on 1 January 2001.
Also, the levy under Law 128/75 was reduced to 0.6% on 1 April
2000, from 1.2%.

17 For a discussion of developments in the euro area bond mar-
ket, see Chapter 11.3.3.
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underlying these developments were heightened
geopolitical tensions, military operations in Iraq
and uncertainty about the recovery of the world
economy. Later on, however, the easing of geopo-
litical tensions and releases of more optimistic data
on the world economic outlook (especially regard-
ing the US economy) and on corporate profitability
shifted investors’ attention to stock markets and
thus dampened demand for government bonds."
This trend was reversed in September 2003, mainly

because of the drop in stock market prices.

The yield of the 10-year Greek government bond
recorded strong fluctuations —between a trough
of 3.62% (13 June) and a peak of 4.57% (14
January)— in January-September 2003" and at
the end of September 2003 it was 4.17%, i.e. 27
basis points lower than at the end of December
2002 (4.44%). The yield differential between the
Greek 10-year bond and the comparable German
bond narrowed to 14 basis points in September
2003, from 23 basis points in December 2002
and 34 basis points in December 2001 (end-of-
month figures, see Chart 35).

Between end-December 2002 and end-Septem-

MONETARY POLICY, INTERIM REPORT 2003

L1

31 Drooce s 2002
3 Bphcinlier 20403

T Jures SHEW

L5

2u

Tvrar JLHNT 17rywar e

ber 2003, government bond vyields decreased
across the whole spectrum of maturities. As a
result, the government bond yield curve shifted
downwards and the positive slope of its segment
corresponding to twelve-month to ten-year matu-
rities steepened (see Chart 36). Indeed, during the
aforementioned period, the spread between the
yields of the 10-year government bond and the
12-month Treasury bill widened by 35 basis

points.

The average daily value of transactions in the
Electronic Secondary Securities Market (HDAT)
rose to 2.7 billion in January-September 2003,
from 2.3 billion in the respective period of 2002
(see Chart 37). This boosted the liquidity of the
secondary market, as reflected in the further nar-
rowing of the bid-ask spread in bond prices
(September 2003: 8.1 basis points, December

2002: 9.4 basis points, December 2001: 9.8 basis

18 The sustained strength of the euro against the US dollar until
early June 2003, combined with significant capital inflows in bond
markets, contributed, inter alia, to delaying by about three months
a shift in the focus of euro area investors from government bonds
to shares.

19 Euro area government bond yields also fluctuated sharply dur-
ing January-September 2003.
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Table XIX
Greek government paper issuance
January - September
2002 2003
Type of security Million euro Percentage of total Million euro Percentage of total
Treasury bills 1,087 4.1 1,737 5.5
Bonds’ 25,443 95.9 100.0 29,980 94.5 100.0
1-year - - 2,053 6.8
3-year 5,136 20.2 6,430 21.5
5-year 7,351 28.9 9,002 30.0
7-year 1,541 6.1 191 0.6
10-year 7,265 28.5 8,195 27.3
15-year = = 649 2
20-year 4,150 16.3 2,214 7.4
23-year - - 1,246 4.2
Total 26,530 100.0 31,717 100.0

1 By initial maturity.
Source: Ministry of Economy and Finance.

points), which, in turn, implies that the secondary

market has become more efficient.

Funds raised through the primary market for
Greek government paper totalled  31.7 billion in
January-September 2003, compared with  26.5
billion in the same period last year (see Table XIX).
New issues were dominated by syndicated bonds
and, to a smaller extent, by auction bonds, while

reopenings of past government issues were also
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made by auction or syndication procedures. Also,
it should be noted that in 2003, for the first time,
1-year and 23-year bonds were issued (in amounts

of 2.1 billion*® and 1.2 billion,*' respectively),

20 Special savings bonds offered through public subscription at
an interest rate of 3.6%. They were issued in February 2003 ( 0.8
billion), in May 2003 (0.7 billion) and in September 2003 ( 0.6
billion) and they are exempted from tax, provided that their holder
keeps them until maturity.

21 Syndicated bond issue, linked to the EU HICP (excluding
tobacco).

MONETARY POLICY, INTERIM REPORT 2003



Chart 20

Athens Sk Exchange: coanposdte: share parice inches anel walue of Inansiclinns

{lanuary - September 2003]
L1l T
pd L]
e frvikes (Rl hared scale)
B A ansschons dnphi-hand siale)

=1

1510

L

FEE. wBCH

Souance: Athens Sock Lvchamge, daily data

together accounting for about 11% of the total
value of bond issues. Three-year and 5-year bond
issues (15 billion) had a share of 51% in the total
value of bond issues, 7-year bond issues ( 0.2
billion) had a share of 1%, while the remaining
37% concerned 10-year, 15-year and 20-year
bond issues. Moreover, Treasury bill issues repre-
sented around 5% of the total value of govern-
ment paper issues in January-September 2003,
compared with 4% in the respective period of
2002. All of the above point to a slight decrease —
through a small shift from maturities of 7 years (or
more) to maturities of 5 years (or less)— in the
weighted average maturity of Greek government

paper issued in the period under review.

4.2 Stock market developments

In the first quarter of 2003, the composite share
price index of the Athens Stock Exchange (ASE)
followed a downward course, which was inter-
rupted by a marked improvement between early
April and end-August. However, share prices fell
again in September 2003 (see Chart 38). This pat-
tern mirrored developments in the US and the
euro area stock markets, which experienced

declines and high volatility in share prices
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between early January and mid-March, mainly as
a result of geopolitical tensions, the prospect of
war in Iraq and the downward revision of pro-
jected economic growth in the US and the euro
area in 2003. In the following months (with the
exception of September 2003), share prices
picked up appreciably, as the termination of the
war on Iraqg, the somewhat brighter outlook of the
US economy and the recovery of corporate prof-
its brought about a considerable easing of geopo-
litical tensions and uncertainty. A 12% increase in
the profits of domestic ASE-listed firms during the
first half of this year was another supportive fac-

tor in this connection.

In detail, between end-December 2002 and end-
September 2003, the ASE composite share price
index rose by 15.5%, i.e. faster than the US
Standard and Poor’s 500 (13.2%) and the euro
area Dow Jones EURO STOXX (4.1%), ranging
between a high (2,310.5 points) on 22 August
2003 and a low (1,467.3 points) on 31 March
2003. Moreover, both stock market trading vol-
umes and the amounts of funds raised through
the stock market (which have declined consider-
ably in the last few years) recorded a significant

upswing in January-September 2003. Specifically,
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Table XX
Fund-raising trhough the Athens Stock Exchange

(Million euro)

2003*

January - September
Number of firms
Branches 2002
Listed companies 19
Newly listed companies 12
Total 31
- Banks 2
— Investment 0
— Insurance 0
- Holding 3
— Industrial 6
— Construction 0
— Commercial 4
- Telecommunications 2
—Information technology 9
— Health services 1
- Other 4

Funds raised' (million euro)’
2002 2003*
31 75.6 244.4
11 73.7 48.1
42 149.3 292.5
4 12.6 105.8
2 - 3.0
1 - 60.2
1 46.3 0.3
15 12.2 49.6
1 = 7.5
B 22.0 21.3
B 8.0 3.0
11 18.3 33.6
0 18.8 =
1 11.2 8.2

1 Share capital increase through public subscription and private investment. Subscriptions to new capital are entered on the last day of the subscription period.

* Provisional data.
Sources: Athens Stock Exchange and Bank of Greece

the average daily value of stock market transac-
tions came to 130 million in the period under
review (compared with

September 2002), while funds raised through the

102 million in January-

stock market®* totalled 293 million,** compared
with
(see Table XX). These funds were raised by 42

149 million in the same period last year

companies (January-September 2002: 31 compa-
nies), of which 11 were newly-listed and accounted
for 48 million (January-September 2002: 12 newly-
listed companies, 74 million).

The banking sub-index performed better than the
composite index during the period under review.
In more detail, share prices, trading volumes and
the market capitalisation of banks with ASE-listed
shares all grew at rates above the respective fig-
ures for the stock market as a whole. To a large
extent, this was associated with a notable impro-

vement in commercial banks’ profits, which had
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been on a declining path throughout 2000-2002.
Specifically, pre-tax profits of Greek commercial
banks with ASE-listed shares rose by around 18%
in the first half of 2003 (relative to the first half of
2002), compared with decreases of 45% and 14%
for the whole years 2002 and 2001, respectively.
The main factors behind the improved bank prof-
itability in the first half of this year were the
growth of net interest income and, to a lesser
degree, the increase in income from financial
operations, whereas operating costs rose only

moderately.

22 By means of capital increases.

23 Another 883 million (compared with 507 million in the
corresponding period of 2002) was raised through secondary
offerings mostly by public sector enterprises during the period
under review.
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Annex to Chapter IV

The development of the Greek financial system

over the last decade

The Greek financial system has undergone consider-
able transformation since the late 1980s, both in terms
of the operation of individual banks and the structure of
the system itself. Total assets of financial intermediaries
(banks, mutual funds and insurance companies) as a
percentage of GDP, though lower than those of the euro
area, increased from 132% in 1996 to 167% in 2002."
In the main, this transformation can be attributed to the
liberalisation of the financial system both in Greece and
abroad, in association with technological developments
in the areas of information and telecommunications.
Much of the change, which has been compressed into
the last decade, has accompanied developments at the
European level — the completion of the Internal Market,
in particular the measures associated with the creation
of the Single Financial Area (single banking licence,
mutual recognition and home country control of sol-
vency) and, more recently, the introduction of the euro
and those measures promoted by the European
Commission within the framework of the Financial
Services Action Plan.? Financial liberalisation has been
accompanied by growing integration of the Greek
financial system with that in the rest of the EU. The
transformation of the financial system has played a cru-
cial role in improving growth and investment perfor-
mance, thus fostering real convergence of the Greek
economy. Moreover, the financial sector is important in
its own right, employing around 93,000 people.® For
these reasons, the changes which have been occurring

in the financial system bear a closer look.

Whilst the degree of financial development is important
for economic growth, it is also the case that the struc-
ture of the financial system exerts considerable influ-
ence, as reflected, for example, in the relative impor-

tance of financial institutions and markets, since each

MONETARY POLICY, INTERIM REPORT 2003

has a comparative advantage in rather different areas. A
financial system should be able to intermediate
between savers and borrowers efficiently, in the sense
that the cost of financial services should be as low as
possible. In addition, scarce financial resources should
be allocated among potential borrowers optimally. The
very nature of financial transactions, which frequently
involve the exchange of financial resources now for a
promise of repayment in the future, implies that the
financial system also has to be able to deal effectively
with severe problems which arise from information
asymmetries. The nature of financial transactions gives
rise to such asymmetries because one party to the
transaction usually has more information than the other

about the use to which the funds will be put.

Financial markets, such as stock or bond markets, are
in general very efficient at providing finance at low cost
to those who have access to such markets. However,
they are not so efficient at dealing with information
asymmetries, since assessing investment projects and
monitoring managers’ behaviour is a costly enterprise,
often too costly for individual equity or bond holders.
As a result, access to bond and stock markets is usually
limited to large firms with a good reputation; small and
medium-sized firms are less able to raise funds from

these sources.

By contrast, banks are thought to be better able to deal
with information asymmetries, especially when they
develop long-term relationships with their customers.
This makes it possible for a wider range of firms and
individuals to get access to finance from banks than

would from capital markets. Accordingly, current analy-

1 Comparable data on the euro area are available only for 2000
(363% of GDP, see ECB (2002), Report on financial structures).

2 The Financial Services Action Plan suggests priorities and time-
scales for legislative and other measures to tackle three strategic
objectives by 2005: completing a single wholesale banking mar-
ket, developing open and secure markets for retail banking ser-
vices and ensuring the continued stability of EU financial markets.
It also addresses the importance of eliminating tax obstacles and
distortions for the creation of a single financial market.

3 End-June 2002 data.
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sis suggests that bank-based financial systems perform
better when firms are smaller and less formally organ-
ised and when there is less transparency. By contrast,
market-based financial systems are more suited to
economies where firms are bigger and more formally
organised and when there is better legal enforcement

and transparency.*

One feature of the evolution of the Greek financial sys-
tem over the past decade or so is that, although bank
intermediation has grown at a rapid pace, capital mar-
kets have expanded even more quickly. Thus, despite
the transformation of the banking system, the degree of
intermediation has declined in relative terms.
Moreover, the rapid growth of bond and equity mar-
kets in the 1990s had favourable effects on the real
economy and the convergence process. The develop-
ment of the bond market has helped reduce the cost of
borrowing for the government and promote the fiscal
consolidation process, while the development of the
equity market reduced the cost of capital for firms, with
positive effects on private sector investment. The pro-
tracted decline in equity prices over the recent past has
certainly affected developments in the financial sector
and has led to a reversal in the declining trend observed
in bank intermediation, but it can be expected that, in
the long run, the equity market will continue to play an

important role in the financing of the economy.

The transformation of the banking system and financial
markets has also been accompanied by an increase in
the importance of other types of financial institutions
offering new services. In particular, insurance compa-
nies and mutual funds have experienced a rapid growth
in their customer base, as demand for a broader range
of financial services, beyond the traditional bank

deposit, increased significantly.

The banking system

At end-June 2003, the Greek banking system com-

prised 23 Greek commercial banks, 2 specialised credit
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institutions (the Postal Savings Bank and the Deposits
and Loans Fund), 21 foreign banks with branches in
Greece and 15 cooperative banks (although the latter
do not account for more than 1% of total assets of the
banking system). The assets of all domestic banks
account for around 91% of total assets of the banking

system.

As noted above, the banking system has experienced
significant structural change as a consequence of
domestic deregulation, increased European financial
integration and, lately, euro area entry. In recent years,
consolidation through mergers and acquisitions (see
Table A1) has been the main feature of the system, a
process which, to a great extent, has been facilitated
by the privatisation of state-controlled banks. Although
the period 1993-2002 was largely one of consolida-
tion, a number of new banks did set up operations
both in the period 1990-93 and again since 2000. An
examination of the evolution of the concentration ratio
is one way of getting a handle on the degree of com-
petition in any sector. In the case of Greek banks, the
concentration ratio, as measured by the share of assets
of the two largest banks in total bank assets, fell
between 1993 and 2002 from 54% to 49%, while the
share of the next four largest banks rose from 30% to
44%. What is interesting about these figures is that, for
the top six banks, the largest has been losing market
share whereas the other five have been gaining market
share. Thus the 93% concentration ratio for the largest
six banks comprises one bank with just over 30%, one
with almost 20% and the other four with around 10%
each. These six banks are of a sufficient size now to
compete with one another over a wide range of bank
services. This suggests that competition has indeed
increased as a result of financial liberalisation and con-

solidation.

4 See Allen F. and D. Gale (2000), Comparing Financial Systems,
MIT Press, and Raghuram R. and L. Zingales (2003), “Banks and
Markets: the Changing Character of European Finance” in Gaspar
V. etal. (eds), The Transformation of the European Financial System
ECB.
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Table Al
Mergers and acquisitions of banks in Greece

(The year refers to the date when the merger or acquisition was announced)

Year Acquirer Acquired

1991 Group of investors Piraeus Bank

1993 Hanwha First Investment Bank of Athens

1996 Eurobank Interbank

1997 National Mortgage Bank of Greece National Housing Bank

Piraeus Bank

Chase Manhattan (branch network in Greece)

1998 Piraeus Bank Macedonia-Thrace Bank
Crédit Lyonnais Grece
Xiosbank
Eurobank” 777777777777 BankigfiAthens 77777777777777777
Cretabank

Egnatia Bank

National Bank of Greece

National Mortgage Bank of Greece

1999 Piraeus Bz}pk

National Westminster (branch network in Greece)

Alpha Credit Bank loriiern Btk

Telesis Securities —

Eurobank Ergof);ﬁk —————————————————
2001 Eurobank Ergasias Telesis Investment

Marfin Investment

First Business Bank

Piraeus Bank

Hellenic Industrial Development Bank (ETBA)

2002 National Bank Hellenic Industrial Development Investment Bank (ETEBA)
Aspis Bank ABN-AMRO (part of business and retail branch network in Greece)
2003 Marfin Bank Investment Bank of Greece

Strategic alliances

1998 Eurobank and Deutsche Bank
2000 Commercial Bank of Greece and Crédit Agricole
2001 Piraeus Bank and ING Group

Source: Bank of Greece.

Future developments are likely to include further con-
solidation, as the size of Greek banks remains small by
European standards and the process of integration of
the European financial sector has assumed a new
momentum. In particular, competition among European
banks has intensified, especially in the wholesale seg-
ment of the market. Of course, foreign entry into the
domestic retail banking market is hampered by the
costs of developing a network of branches and by the
fact that familiarity with a bank’s name plays an impor-
tant role. Customers may thus prefer to remain with
the bank with which they have established a relation-
ship. As a result, domestic banks will continue to enjoy

a comparative advantage over foreign banks in retail
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banking business. Foreign entry is thus more likely to
come about through strategic alliances between domes-

tic and foreign institutions (see Table A1).

The consequences of increased competition for the
banking system have been many, including an improve-
ment in the quality and range of services offered to
both households and firms and a narrowing of the
spread between borrowing and lending rates. Thus, for
example, increased competition in the supply of con-
sumer and mortgage credit has contributed to a decline
in borrowing costs over and above that which resulted
from the general fall in interest rates as a consequence

of euro area entry and an increase in the range of loan
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types available. As a result, the outstanding balances of
both housing and consumer credit as a percentage of
total credit to the private sector have risen in recent
years, reaching 25% and 11% respectively in 2002 (as
against only 14% and 2% in 1993).5 New services to
firms comprise leasing and factoring, as well as a vari-
ety of derivative instruments including options and
swaps.® The spread between average lending and
deposit rates is shown in Chart A1. The overall spread
has fallen by around 6 percentage points compared to
the early 1990s, although as an absolute measure (at
about 5.6 percentage points) it remains one of the high-
est in the EU. As competition intensifies in the coming

years, it is expected that spreads will decline further.

Despite a considerable increase in the number of bank
branches (from 2,103 in 1995 to 3,263 in 2002), the
number of inhabitants per branch (3,158 in 2001) still
remains significantly higher than the euro area average
(1,852). In part, this reflects Greece’s lower per capita
GDP and hence the lower level of financial intermedia-
tion. Modern technology, which has made remote and
electronic banking possible, tends to reduce the impor-
tance of a branch network for serving customers and car-
rying out bank operations. Thus, the relatively limited
branch network of some Greek banks may actually turn

out to be an advantage in that they do not have to engage
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in the costly downsizing undertaken recently by other
European banks. At present, remote and electronic bank-
ing are not used extensively in Greece and this points to

an area of potential growth over the coming years.

Banks have become more productive. Real loans (that
is the value of outstanding loans deflated by the con-
sumer price index) per employee, real total assets per
employee and real bank deposits per employee have all
increased sharply in recent years. These increases have
surpassed those in other EU countries, although pro-
ductivity remains low by European standards. More-
over, staff costs as a proportion of total assets, which in
comparison with other EU countries are still relatively
high, have been falling since the mid 1990s. However,
further improvements are necessary in order to
enhance Greek banks’ competitiveness in the highly

competitive environment of the euro area.

Traditionally, net interest income is the main source of

5 These amounts represent 15% of GDP for housing credit and
7% of GDP for consumer credit, up from 3% and 0.6% in 1993,
respectively.

6 Banks offered derivatives over the counter from the mid-1990s.
Derivative markets did not exist until 1999 when the Athens
Derivatives Exchange began to offer standardised financial deriva-
tives contracts.
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income for banks world-wide, although its significance
has been waning in recent years. In the case of Greek
banks, net interest income corresponds to a relatively
small percentage of total income, although there is a
clear tendency for it to increase both as a percentage of
total income and total assets. This reflects the rather
large increase in loans to the private sector (especially
households) which has occurred as banks have responded
to the pent-up demand, especially for consumer and
housing loans, which, until recently, were subject to
credit restrictions. Following financial deregulation (in
particular the abolition of the investment ratios that
commercial banks were required to observe in the
past”) and fiscal consolidation, there has been a shift in
bank credit towards the private sector as such credits
yield higher rates of return than investment in govern-
ment paper (the returns on the latter have fallen signif-
icantly as spreads over the German Bund have nar-

rowed).

These trends are expected to continue in the future, not
least because of the declining share of income from
commissions and fees that has been a feature of the
operating results of Greek banks since 1994. This
development partly reflects increased competition
which has been driving commissions downwards.
Entry into the euro area and the adoption of euro bank-
notes and coins from January 2002 have reduced com-
missions from foreign exchange transactions. More
recently, banks have also experienced reduced fees and
commissions from stock exchange transactions.
However, the continued growth of off-balance-sheet
business, which in general generates fees and commis-
sions, is expected to offset, partly or fully, this down-

ward trend.

The profitability of Greek banks compares favourably
with that of banks in other EU countries, since the high
interest rate spreads compensate for the somewhat
poorer productivity levels. The rate of return on assets
peaked at 3% in 1999 as banks benefited from the

buoyant conditions on the stock market by realising
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profits on shares held, and earned greater fees than
usual from trading on behalf of customers. The decline
in subsequent years (the rate of return on assets in
2001 was 1.4% compared to an EU average of approx-
imately 1%) has reflected a return to more normal lev-
els as well as the fact that some banking groups have
been incurring adjustment costs associated with merg-

ers and acquisitions.

The capital base of Greek banks has improved substan-
tially in the last few years, having benefited both from
banks’ increased profits and also from new capital
issues which were relatively easily placed in the buoy-
ant stock market conditions of 1999. At the end of
1996, the risk-adjusted capital adequacy ratio stood at
just over 8%; it then more than doubled to 15.5% at the
end of 1999. This gave banks a solid base on which to
expand their business. At the same time, high prof-
itability and the favourable economic environment pre-
vailing in Greece at the time provided banks with ample
room to increase their loan loss provisions and write-
offs and enhance their lending and risk management
policies, thereby helping to improve the quality of their
loan portfolios. As a result, Greek banks were well posi-
tioned and had sufficient room to absorb the effects on
their capital and profitability of the downturn in the
Athens Stock Exchange that began in late 1999, as well
as the reversal of positive trends in the global economy
and the ensuing uncertainty and drop in international
capital markets, and thus to ensure their soundness
and stability. In this respect, the risk-adjusted capital
adequacy ratio on a consolidated basis currently stands
at just over 10% (June 2003 data).

The extent of bank-intermediated finance has increased
in recent years, although it is still relatively low by
European standards. The total assets of credit institu-

tions as a percentage of GDP rose from 103% in 1990

7 Before liberalisation, banks were required to lend a certain pro-
portion of their funds to certain specified sectors and they were
not free to choose where deposits would be invested.
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Table A2

The presence of Greek banks in South Eastern Europe

Country Greek banking groups Form of presence Number of units Personnel
Albania 2 Subsidiaries 9 156
2 Branches 9 103
Armenia 1 Subsidiary 1 31
Bulgaria 3 Subsidiaries 267 3,670
B Branches 5 112
Georgia 1 Subsidiary 1 26
Cyprus 3 Subsidiaries 63 980
2 Branches 2 10
FYROM 2 Subsidiaries 104 1,572
Romania 5 Subsidiaries 147 4,127
1 Branch 1 39
Serbia-Montenegro 2 Branches 5 20
Turkey 1 Subsidiaries 2 30
1 Representative Office 1

Source: Bank of Greece.

to just over 144% in 2002. There is also evidence that
Greek banks are becoming more outward looking. The
larger banks have been present in the major interna-
tional financial centres for some time now. In addition,
they have been expanding their operations overseas
through cooperative agreements with foreign credit
institutions and by opening branches or acquiring
banks in countries in the wider area of South Eastern
Europe, some of which are prospective EU members
(see Table A2). As a consequence, Greek banks own a
large proportion of the financial sectors in some of
these countries and they are helping to promote invest-
ment and finance trade with Greece. Overall, the pic-
ture that emerges is that of a banking system which has
undergone significant change over the past decade and
which, in many respects, is gradually becoming similar
to that of other European countries. However, various
challenges still remain. Over the coming years, Greek
banks will have to continue their efforts to become
more efficient and improve the range and quality of ser-
vices offered to their customers in order to be able to
compete effectively in the euro area. At the same time,
heightened competition and the European orientation
of the banks dictate the further development of risk

management systems.
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Capital markets

Capital markets have been growing in parallel with the
expansion of the banking system. In particular, the
Greek interbank money market became progressively
deeper and more liquid until it was fully integrated into
the euro area money market in 2001, when Greece
entered the euro area. Banks have been increasing their
reliance on it for funds or for placing excess liquidity.
This development contributes to a more efficient distri-
bution of liquidity within the system. In addition, major
structural changes in both equity and bond markets

have also been witnessed.

The growth of the equity market in Greece is mani-
fested in the rise in the number of companies listed on
the Athens Stock Exchange (ASE). Chart A2 shows the
number of companies listed on both the main and par-
allel markets. The sharp rise has helped to improve the
breadth and depth of the market and increase its con-
tribution to the overall growth of the economy. Market
capitalisation of ASE-listed shares (which reflects both
the number of companies as well as their share prices)
has also risen from less than 15% of GDP at end-1991
to 47% at end-2002. With the steep rise in equity prices
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in 1999, market capitalisation reached 170% of GDP at
the end of that year. This sharp rise in equity prices can
only partly be explained by the improved macroeco-
nomic performance, in particular the substantial decline
in actual and anticipated interest rates. It also reflected
a general euphoria which surrounded the expected
entry of Greece into the euro area. The subsequent fall
was initially a correction of the overvaluation which
had occurred in 1999; its continuation more recently is
a consequence of the severe bear market sentiment
which has inflicted stock markets the world over. At the

same time, the Greek stock market is gradually becom-
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ing more integrated into the corresponding European
markets, though at a slower pace than the bond mar-
ket. Converging dynamics in share price developments
between the Athens Stock Exchange and the other
European stock markets observed over the past 18
months reflect this ongoing process of integration
(Chart A3).

The stock market can play an important role in financing
firms and helping with the restructuring of the economy.
It can accelerate the process of capital accumulation and

enhance the productivity of capital, thereby encouraging
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Table A3
Fund-raising through the Athens
Stock Exchange

(Million euro)
Firms listed for

Year Listed firms the first time
1990 378 173
1991 289 156
1992 86 12
1993 237 58
1994 479 259
1995 191 65
1996 123 273
1997 1,511 59
1998 1,450 977
1999 8,587 1,124
2000 6,967 1,820
2001 367 470
2002 267 86

Source: ASE.

real economic growth. Table A3 shows the amount of
capital raised through the Athens Stock Exchange in the
period 1990 to 2002 through initial public offerings and
new share issues. Both show a strong upward trend
which ended in 2001. More recently, the amounts
raised have been much lower, being negatively affected
by the market correction in 2000/2001 and the subse-
quent bear market. The financial sector has been an
important issuer, especially in 1999 when, as noted
above, banks took advantage of the bull market to

strengthen their capital base significantly.

Aside from providing a source of funds for financing
investment, the stock exchange has also been a vehicle
that facilitated corporate restructuring through mergers
and acquisitions, since share issues are often used to
finance such deals. This enabled firms to expand into new
markets, consolidate their existing operations and benefit
from economies of scale. Such developments can be an
important part of the restructuring of Greek industry and
commerce, which is required for enhancing the compet-
itiveness of companies within the euro area. Moreover,

these trends are expected to intensify in the future, as fur-
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ther restructuring and consolidation are encouraged by

competition from other euro area companies.

Bond markets have also grown rapidly in the last years.
The market is dominated by government bonds, since
legislation to remove disincentives for companies to
raise funds on this market was enacted only in June
2003.% This dominance by the government sector also
reflected the need of the State to finance deficits through-
out the 1990s. From the middle of the decade onwards,
the State attempted to broaden the variety of bond
types and lengthen their maturity with a view to a more
efficient management of its debt. At the same time, in
1998, the Bank of Greece established the Greek
Electronic Secondary Securities Market, which com-
prises both a spot market in existing bond titles as well
as the repo market. Some 67 different government
bonds are quoted throughout the maturity spectrum,
9 of which are stripped bonds. Foreign interest in the
market has been encouraged by the fact that of the 36
members of the electronic market (at end-June 2003),
14 are Greek institutions, 5 are branches of foreign banks
operating in Greece and 17 are foreign financial institu-
tions. Thus, foreign members can operate directly from

their base abroad via remote access.

The operation of the electronic secondary securities
market and the broadening of the variety of bonds have
decisively contributed to the deepening of the bond
market. Government bonds are now more liquid and
marketable. These developments contributed to the
sharp fall in bond yields over the past few years, which,
however, was fundamentally a consequence of the nom-
inal convergence of the Greek economy and its entry
into the euro area. As a result, the volume of transac-
tions has risen very sharply since the establishment of

the electronic securities market, especially following

8 In the past, the cost of bond issues by private companies was
prohibitively high and there existed no infrastructure (e.g. a settle-
ment system) to promote the development of corporate bond
markets.
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the adoption of the euro by Greece: in 1998 the aver-
age daily volume of transactions was around 100 mil-
lion and this rose to 2,280 million in 2002. At the
same time, spreads on Greek government bond yields
over the yields of other euro area government bonds
were significantly reduced. For example, the spread
between the Greek and the German 10-year govern-
ment bond had fallen to 12 basis points by September
2003 from 300 basis points at the end of 1998.

With fiscal consolidation, the need for government bor-
rowing will diminish in the coming years and the fall in
outstanding public debt will reduce the dominance of
the State in the bond market. Over time, it is to be
expected that companies will use this market more to
raise funds. Indeed, as firms become more sophisticated
in their treasury operations, it is likely that the more well-
known companies will turn not only to the stock market,
but also to the bond market for funds. It is estimated that
the new law on bond loan issues will decisively con-
tribute to this end, since the relevant institutional frame-
work is modernised, specific procedures and guarantees
are foreseen for investment security and a special tax
regime is introduced that makes bond loans issues eas-
ier and more flexible. The shift of investors to bonds is
further encouraged by the low inflation and interest rates

that are expected to prevail with the implementation of
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the stability-oriented single European monetary policy.
However, the development of an efficient primary cor-
porate bond market depends on the functioning of a sec-
ondary market with sufficient breadth and depth that
would facilitate the risk spread and ensure high liquidity.
The Greek Electronic Secondary Securities Market could

perhaps serve as a model.

Some basis for these projections is to be found in mar-
ket trends in debt securities issuance in the euro area in
general. While non-financial companies still rely heavily
on bank debt and unquoted shares as sources of exter-
nal financing, the introduction of the euro acted as a cat-
alyst for a sharp pick-up in the growth rate of issuance of
debt securities. Chart A4 shows gross euro-denominated
issues by monetary financial institutions, non-monetary
financial corporations and non-financial corporations
from 1990 onwards. Most of the securities issued are
short-term (less than one year) and a clear break in the
series occurs from 1999 onwards. This can be attributed
to the introduction of the euro, which, by eliminating for-
eign exchange risk between the euro legacy currencies,
significantly deepened the market for debt securities.
The growth in new issues can also be attributed to the
heightened merger and acquisition activity in the euro
area, associated with corporate restructuring to meet the

challenge of increasing competition in the euro area.
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Of course, the larger and more dynamic Greek compa-
nies may well find that, with the elimination of a signif-
icant amount of exchange rate risk associated with euro
area entry, they will be able to tap European capital
markets for funds.” Institutional investors will become
increasingly disposed to invest across the euro area
rather than confining their activities to one or two
countries. Moreover, investors from outside the euro
area may be more willing to purchase euro-denomi-
nated debt securities issued by a Greek company than
they were to acquire drachma-denominated securities.
Such a development would have beneficial effects for

Greek companies in the future.

Other financial institutions

Alongside the transformation of the banking system
and financial markets, rapid change has been occurring
in both the investment and insurance sectors. The
growing importance of financial markets led to a rapid
rise in the number of mutual funds offering supple-
mentary financial instruments to savers. Chart A5
shows the growth in the number of these funds and
their assets. What is clear from the chart is that, in spite
of the negative climate on the stock exchange, mutual
funds have now established themselves as an alterna-

tive to the traditional bank deposit. Whilst they are in
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direct competition with banks for savings, most are

owned by banking groups themselves.

The insurance sector has seen a large amount of con-
solidation during the 1990s, through both mergers and
acquisitions and closures. Chart A6 shows the number
of insurance companies and their assets. The majority
of the companies (102 in 2002) have their base in
Greece and the larger ones are owned by banking
groups. At the same time, insurance business, as mea-
sured by insurance companies’ total assets, grew at a
rate almost twice that of nominal GDP."® However, at
the end of 2002 insurance technical reserves corre-
sponded to only 4.5% of GDP (1996: 2.9%) as against
42% on average in the euro area,"" indicating a market

with considerable growth potentialities.

Life and pensions insurance accounts for about 70%
(68.7% in 2002) of total insurance business. As is the
case with the banking sector, the insurance market is

quite concentrated, with the five largest insurance com-

9 Indeed, a few Greek companies made use of the eurodrachma
market in London from the mid-1990s to raise funds.

10 In the period 1996-2002, insurance companies’ total assets
increased at an average annual rate of 15.8%, while (in the same
period) nominal GDP grew by 8.2% on average.

11 See ECB (2002), Report on financial structures.
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panies conducting more than 50% of total business
(54.5% in 2002). Despite mergers and acquisitions in
recent years, the market is still characterised by the
presence of a large number of small firms, with those
falling in the first quartile (that is, the 26 smallest firms)
conducting just 0.6% of total sector business. Further
consolidation may be expected in coming years; first,
because some companies have been negatively affected
by developments in world equity markets, secondly
because a relevant Community Directive is expected to
be adopted at the beginning of 2004, which, inter alia,
entails a substantial increase of insurance companies’
equity capital and, thirdly, because the envisaged restruc-
turing of the social security sector and the creation of
the “third pillar” will widen the choices available to
individuals for additional insurance cover. All three fac-
tors are expected to accelerate the consolidation
process currently observed, while increased competi-
tion among insurance firms may call for enhanced

supervision of the sector.

Conclusions

All the changes in the financial system highlighted here
have gone a long way to developing a modern system

which can best help serve the needs of the real eco-

nomy, thereby contributing to growth and convergence.
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For, ultimately, if the investment opportunities exist but
firms and entrepreneurs are constrained by a lack of
finance, then this will hinder and slow down the con-
vergence process. These substantial changes and
increased competition in the banking sector, along with
developments in capital markets, suggest that Greek
firms will have a wider choice of financing methods in

the future.

As in other euro area countries, banks are likely to con-
tinue to be the dominant providers of external finance
for industry. This has to do with the very nature of the
product on offer and the information asymmetries
which arise in its provision. In the Greek case, the role
of banks is even greater if we consider that most have
subsidiaries which offer investment and insurance ser-

vices.

For these reasons, the role of the Bank of Greece as the
supervisor of the banking system is an important one.
In particular, the Bank’s task has been to guide the
banking system through much of its recent transforma-
tion via the successful deregulation of the system.
Within the new liberalised environment, the role of the
central bank is primarily to ensure financial stability.
The experience of many countries has taught that a

more liberalised environment with heightened compe-
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tition between financial institutions can lead to exces-
sive risk taking and, in the extreme, financial crisis. In
the past few years, Greek banks have been improving
their capital adequacy ratios as noted above. At the
same time, the Bank of Greece has been introducing
the provisions of various EU directives which promote
the adoption of best practices and has been taking a
series of measures designed to improve the quality of
banks’ balance sheets and encourage the development
of internal risk management systems within the frame-

work of the new Basle Capital Adequacy Agreement.

Supervision of capital markets and the insurance sector
is equally important. The Capital Market Commission
has been establishing an appropriate institutional frame-
work of the Athens Stock Exchange, and various rules
and regulations have been adopted to protect investors,
enhance the capital adequacy of firms operating in the
market, increase the transparency of information flows,

etc. In the insurance sector, the government is moving
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to set up a supervisory authority along the lines of the
Capital Market Commission. The interrelationship
between banks and other financial institutions requires
particular vigilance, since, as we have seen, many
mutual funds and insurance companies are part of the
large banking groups. Cooperation between the various
supervisory authorities is thus invaluable if the stability
of the whole financial system is to be safeguarded. To
this end, it is desirable that a National Council of
Supervisory Authorities, similar to that of other
European countries, be established to enable the super-
visory authorities to keep each other abreast of devel-
opments in their particular area, facilitate cooperation
in matters of common concern and ensure equal terms
of competition in the supply of similar financial prod-
ucts. All these developments are designed to generate
not only a dynamic and vibrant financial sector fit to
meet the needs of the real economy, but also to pre-
serve stability and contribute to the ongoing process of

real convergence.
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V. The situation of the
economy, and
challenges for
economic agents
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1. Key characteristics of 2003 developments
and the “coordinates” of the Greek
economy

A number of positive conclusions can be drawn
from the analysis of economic developments on
the basis of the latest data, as presented in the
preceding chapters. First, economic activity, as
measured by gross domestic product (GDP), is
currently rising at an annual rate of 4%, which is
slightly higher than both the initial forecasts for
2003 (3.6-3.8%") and last year’s rate of 3.8%,* and
significantly exceeds the average euro area GDP
growth rate (roughly 0.5%). This increase in activ-
ity is primarily supported by domestic demand
and, to a lesser extent, by the recovery in exports
of goods. Second, employment is rising faster this
year than in 2002, while the rate of unemploy-
ment has dropped by nearly one percentage
point. Third, the annual rate of inflation has grad-
ually decreased in the course of the year; on aver-
age, for the entire year, both HICP and CPI are
expected to be roughly 3.5%, i.e. slightly smaller
than in 2002. Furthermore, the inflation differen-
tial between Greece and the euro area has nar-

rowed, after increasing in 2001 and 2002.

In spite of this improved economic performance,
inflation remains relatively high, with adverse
effects not only on the real disposable income of
households but also —to the extent that it
involves tradable goods and services— on the
price competitiveness of the Greek economy.
Moreover, although total employment is increas-
ing, the growth of salaried employment over the
past two years has been sluggish and has not

been in line with GDP growth. Meanwhile, the

1 According to forecasts made in the first half of 2003 by the
Ministry of Economy and Finance, the Bank of Greece and inter-
national organisations.
2 Revised NSSG data.
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rate of unemployment, though on the decline,
remains high at 8.9%, as is the case in the euro
area.’ The current account deficit as a percentage
of GDP appears to have stabilised since 2002 and
2001 (inter alia owing to the recovery in exports
of goods), but still exceeds 6% for the fourth year
in a row. Finally, the public debt-to-GDP ratio is
projected to decrease further this year to 101.7%,
from 106.9% in 2001 and 104.7% in 2002, though
remaining one of the highest in the EU. These
chronic problems reflect structural weaknesses of
the Greek economy, which in order to be resolved
will require further structural reforms and institu-
tional adjustments, as detailed in previous

reports.*

2. Prospects and challenges

Greece is already in its third year of euro area par-
ticipation. The adoption of the single currency has
brought about radical and irrevocable changes in
the monetary policy framework and the condi-
tions under which monetary policy is conducted,
and has had a decisive impact on the functioning
and performance of the Greek economy. A high
degree of macroeconomic stability has been
achieved in recent years, following the longstand-
ing efforts to achieve sustainable convergence as
a prerequisite for entry into the third and final
stage of EMU. This stability has brought about
multiple benefits, one of the most important
being the bolstering of business and consumer
confidence. As a result, economic growth has
been sustained at close to 4% for the fourth con-
secutive year, in spite of adverse developments in
the external environment, including in particular
the sharp economic slowdown in the euro area

over the last three years.

Notwithstanding this prolonged strong growth

performance, the sustainability of high growth
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rates should not be taken for granted, nor should
it be seen as an automatic consequence of the
adoption of the euro. While the prospects for real
convergence are significantly enhanced by the
adoption of the euro and the resulting monetary
and exchange rate stability, the sustainability of
strong growth in the long run will importantly
depend on efforts at the national level to imple-
ment an appropriate economic policy that will
complete fiscal consolidation and bring about a
steady improvement in both productivity and the
international competitiveness of the economy.
Another primary objective must be the achieve-
ment and maintenance of price stability in
Greece, which, as shown by developments over
the last three years, cannot be secured solely via
the implementation of the single monetary policy
(the latter being geared to securing a rate of infla-
tion slightly lower than 2% in the medium term in
the euro area as a whole and not in individual

countries).

Since 1999, euro area inflation has remained low,
at annual rates that do not markedly exceed 2%.
In fact, euro area inflation has averaged exactly 2%
over the last five years (1999-2003). Although
Greece’s inflation can be plausibly expected in the
long run not to diverge significantly from the euro
area average, this has not been the case in the last
three years. As mentioned in Chapter 111.2, the
inflation differential between Greece and the euro
area comes not only as the result of the real con-
vergence process of the Greek economy, but also
reflects: (i) the Greek economy’s different cyclical
position relative to the euro area economy, (ii) the
asymmetric effects of oil price fluctuations, (iii) dif-

ferences in the degree of flexibility in product and

3 The rate of unemployment in the second quarter of 2003 was
8.9% in Greece, compared with 8.8% in the euro area.

4 See Bank of Greece, Monetary policy: Interim Report 2002,
November 2002, pp. 101-11, as well as Bank of Greece, Annual
Report 2002, April 2003, pp. 56-67.
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labour markets, which amplify the inflationary
impact of external or domestic shocks, and (iv) the
impact on prices of the substantial relaxation of
monetary conditions in Greece, which was an inevi-

table consequence of euro area entry.

These asymmetric effects on inflation cannot pos-
sibly be addressed by the single monetary policy.
Thus, in order to eliminate the inflation differential
between Greece and the euro area as a whole it is
necessary to conduct an appropriate economic
policy at the national level. The social partners
must also make their own contribution by imple-
menting prudent pricing policies and by contain-
ing real wage increases so that the latter are close
to productivity growth and unit labour cost
growth in the whole economy does not diverge

from the euro area average.

Relaxation of monetary conditions

As already stressed, the single monetary policy is
formulated by the European Central Bank for the
entire euro area and not for individual countries.
This, together with the economic slowdown
observed in the euro area as a whole, has led to a
decline in nominal interest rates, which, given
Greece’s higher rate of inflation, means that mon-
etary conditions have become markedly relaxed.
The stance of monetary policy, as far as Greece is
concerned, has thus become highly expansionary.

Real short-term interest rates, as measured by the

nominal yield of twelve-month Treasury bills less
current inflation, are negative, meaning that they
are too low for an economy with an annual
growth rate of 4% and an inflation rate of over 3%.
The effect of the significant appreciation of the
euro against the US dollar® has only partly offset
the effect of declining interest rates. Therefore,
overall monetary conditions remain relaxed, as
measured by a special index (see Box 4) that cap-
tures changes in both real interest rates and the
real (trade-weighted) effective exchange rate of
the euro. Meanwhile, the annual rate of credit
expansion to the private sector (enterprises and
households) came to 18.7% in August 2003, up
from 18.3% in the fourth quarter of 2002.

So long as monetary conditions in Greece remain
relaxed and no interest rate or exchange rate pol-
icy can be conducted at a national level, then the
only option is to adjust the policy mix. More
specifically, the other policy-mix components
must be activated in such a way as to eliminate
the Greek inflation differential and prevent further
losses in price competitiveness and the ensuing
adverse repercussions on employment and
growth. Meanwhile, higher productivity growth
and a substantial improvement in competitiveness

must also be achieved.

5 By 11.1% from end-December 2002 to end-September 2003.
Over the entire period of its rise, the euro has appreciated against
the US dollar by 29% between February 2002 and September
2003 (on the basis of average monthly exchange rates).

BOX 4

Recent developments in monetary conditions in Greece

To assess developments in monetary conditions in an
economy, some central banks and international finan-
cial organisations use indices depicting the changes
and stance of monetary policy." Such a ‘“monetary
conditions index”” (MCI) is the weighted average of

changes in the real short-term interest rate and the real
effective exchange rate in comparison with a base ©

1 Such an index was first introduced by the central bank of
Canada in the early ‘90s.
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o period.?? Arise in the interest rate and/or an appre-
ciation of the exchange rate leads to an increase in the
MCI, which points to tighter monetary conditions; con-
versely, a decrease in either or both of these variables
leads to a drop in the index, which suggests looser
monetary conditions. This box presents an MCI con-
structed by the Bank of Greece. The index is used,
together with other data, for the evaluation of mone-
tary conditions in Greece.

The chart shows the path of the MCl in Greece over the
January 1999-June 2003 period. The “base” of the
index is the average of the period 1995-1998, while the
weights of the interest rate and exchange rate variables
are 3 and 1 respectively.* According to the chart, the
MCI falls sharply after the end of 1999 and during
2000, pointing to looser monetary conditions in com-
parison with the base period. From 2001 to the first
half of 2003, the index continues to show a declining
trend, albeit slower.

The path of the index shown in the chart combines the
changes in its two components (i.e. the real interest
rate and the real effective exchange rate), which do not
always move in the same direction. The real effective
exchange rate of the drachma shows a decline until

end-2000 (immediately before the adoption of the
euro). This drop mainly reflected the adjustment of the
drachma exchange rate to its central rate within the
European Monetary System'’s Exchange Rate Mechanism
in the context of the transition to the single currency,
as well as the appreciation of the US dollar against the
euro during the same period.

Since January 2001, the real effective exchange rate of
the euro, weighted on the basis of the external trade ©

2 For instance, this definition of the MCI is used by the OECD
(OECD, Economic Surveys-Greece July 2002, p. 25, Chart 3) and
the European Commission (see Directorate General for Economic
and Financial Affairs, Quarterly Report on the Euro Areg No. 11/2003,
2 July 2003, p. 9). By contrast, the International Monetary Fund
uses an MCI calculated on the basis of nominal (short-term and
long-term) interest rates and the nominal effective exchange rate
(see IMF, World Economic Outlook, September 2003, Chapter 1,
Box 1.1, pp. 14-16). For short time periods, the above two defin-
itions of the index lead to similar results, as relative prices and the
inflation rate do not change significantly.

3 The main advantages of an MCI are its easy construction and
comprehensibility. However, it should be interpreted with caution,
given that (i) there is uncertainty concerning the weighting of vari-
ables, which depends on the model used and the model’s estima-
tion method; and (ii) monetary policy is also transmitted through
channels other than the interest rate and the exchange rate.

4 The weights are the same as those used by the OECD for
Greece (see footnote 2).
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o of Greece, has appreciated. In 2001 and 2002, this
rise was mainly attributable to the inflation differential
between Greece and its trading partners, while in 2003
it mostly reflects the appreciation of the euro against
the US dollar and other currencies. The effect of these
developments in the real effective exchange rate was
offset by the downward course of the real interest rate
(the second variable of the MCI). Throughout the

January 1999-June 2003 period, the real short-term
interest rate® showed a declining trend and in January
2002 it became negative.

5 Until December 2000, the real interest rate was calculated on
the basis of the three-month Athibor and since January 2001,
when Athibor was abolished, on the basis of the three-month
Euribor. These nominal rates are deflated by the CPI.

Fiscal policy

Fiscal policy is essentially the only macroeco-
nomic policy instrument available at a national
level in the euro area. The latest available data for
2003 show that Greece’s fiscal policy stance was
more relaxed than the target set in the Updated
Stability and Growth Programme of December
2002. According to fiscal data from the Ministry of
Economy and Finance, the deficit of the state
(central government) budget came to 4.7% of
GDP in the first eight months of 2003, from 2.7%
of GDP during the same period of 2002, and thus
exceeds the budgeted deficit of 3.5% of GDP for

2003 as a whole. Bank of Greece data on a cash

basis for the same eight-month period indicate
that the central government deficit rose to 4.5% of
GDP, from 1.9% over the corresponding period in
2002. Based, however, on available provisional
data and estimates included in the 2004 draft
budget,® the general government deficit-to-GDP
ratio, on a national accounts basis, is expected to
come to 1.4% this year, compared with 1.2% in
2002 and an initial forecast of 0.9% for 2003. Data
on the public deficit (obtained with the three dif-
ferent methods of calculation) are presented in
detail in Box 5.

6 Submitted to Parliament on 6 October 2003.

BOX 5

Fiscal deficit: Indicators and available data

1. Definition of the fiscal deficit

The Maastricht Treaty (“’the Treaty”’) provides that the
criteria for measuring and evaluating the fiscal perfor-
mance of the EU Member States are the fiscal deficit-
to-GDP and the debt-to-GDP ratios.

According to the Treaty," the fiscal deficit is defined as
the general government deficit calculated on the basis
of the conceptual framework, the definitions and the
common rules on the compilation of national accounts.
These rules are today embodied in the European
System of Accounts (ESA 95). “General government”’

comprises central government, regional and local

authorities, social security funds and other legal entities
of public law (e.g. hospitals, universities etc.). By con-
trast, it does not include public enterprises. It should
be noted that the financial transactions of general gov-
ernment are not taken into account in calculating the
deficit. =

1 Article 104¢(2) and the “Protocol on the Excessive Deficit Pro-

cedure” to the Maastricht Treaty. In implementation of the rele-

vant provisions, Council Regulations (EC) No. 3605/1993 and

475/2000, as well as Commission Regulation (EC) No. 351/2002

were issued. There is also a publication by Eurostat, ESA 95: man -
ual on government deficit and debt, 2" ed., 2002.
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o 2. Types of data

For the calculation of the fiscal deficit in Greece, there
are three types of data: accrual data, cash data and
national accounts data.

i) Accrual data: These are compiled by the State
General Accounting Office (primary source) and
refer to the government budget (central govern-
ment). They are released every month.? These data
are comparable with the data of the government
budget, as submitted to Parliament, and are suitable
for monitoring budget execution on a monthly basis.
Revenue and expenditure are mainly recorded in the
year they concern® (accrual basis), even though
some of them may be collected or incurred with a
time lag.

ii) Bank of Greece cash data: These are compiled on
the basis of transactions recorded in the accounts of
central government and public entities kept with the
Bank of Greece and show the actual expenditure
and revenue in the reference period, i.e. they are
calculated on a cash basis and in fact reflect the bor-
rowing requirement of central government and pub-
lic entities. These data are released every month*
and differ considerably from both the accrual data
and the national accounts data.

It should be noted that, as regards social security
funds, the Bank of Greece has data concerning only the
deposits of these entities with it and other banks
(Emergency Law 1611/1950) and their investments in
government paper (Treasury bills and bonds) carried
out through the Bank of Greece. By contrast, the Bank
of Greece does not have data on other types of invest-
ment of these funds (e.g. in shares, real estate etc.) or
on their direct investment in government paper; as a
result, it does not have a complete picture of the annual
increase in their reserves and, therefore, their surplus.

iii) National accounts data: These are compiled by the
NSSG National Accounts Department according to
the national accounts definitions, concepts and
rules contained in ESA 95. They are submitted bian-
nually by the NSSG to Eurostat. In the context of the

Excessive Deficit Procedure,® Eurostat examines the
consistency of these data with the ESA 95 rules and
definitions.

The central government national accounts data are
based on the corresponding accrual data of the State
General Accounting Office, after being adjusted so as
to be consistent with the ESA 95 definitions. As there
are no full data available on the consolidated balance of
social security funds, local authorities and other public
entities, the NSSG collects primary data by a sample
survey and supplements them with information
derived from the banking system. As is the case with
accrual data, revenue and expenditure are recorded in
the reference year.

Detailed national accounts data are so far available
only on an annual basis and cannot be used for mon-
itoring the implementation of the budget during a
given year. Hence, the monitoring and evaluation of
the execution of the budget is based primarily on
monthly accrual data, which are the only data com-
parable with the budget data, and secondarily on
monthly cash data.

3. The available data for the January-August 2003 period

Available accrual data® concern the government budget
and cover the January-August 2003 period (see first
table). They show that the government budget deficit
(on an accrual basis) rose to 4.7% of GDP in this &

2 These data are summarised in the Bulletin on the Execution of
the Government Budget published by the State General
Accounting Office (GAO). With a considerable time lag, detailed
monthly revenue data are published in the GAQO’s monthly
Execution of the Revenue Budget and detailed monthly expendi-
ture data are published in the GAO’s monthly Execution of the
Expenditure Budget.

3 l.e. the year for which collection of revenue has been scheduled
or a payment obligation has been undertaken.

4 See Bank of Greece, Bulletin of Conjunctural Indicators,
monthly issues, Table V.6.

5 Council Regulation (EC) No. 1467/97 on “Speeding up and
clarifying the implementation of the Excessive Deficit Procedure”
enhanced the importance of the excessive deficit procedure and
clarified its implementation.

6 See GAO, Bulletin on the Execution of the 2003 Budget, issue 8,
August 2003. These data are reproduced in the Bank of Greece’s
Bulletin of Conjunctural Indicators (Tables V.1 to V.5).
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(Million euro)

Government budget balance (accrual data)’

January - August Annual data
1999 2000 2001 2002 2003? 1999 2000 2001 20023 2003°
Government budget -3,337 | -3,037 | -2,380 | -3,768 | -7,222 | -5,645 | -5,212 | -5,210 | —4,807 | -6,205
% of annual GDP -3.0 -2.5 -1.8 -2.7 -4.7 -5.0 -4.3 -4.0 -3.4 -4.1
— Ordinary budget -82 534 1,150 -694 | -2,825 | 2,006 | 1,056 -163 -350 -810
— Public investment budget -3,255 | -3,572 | -3,530 | -3,074 | -4,397 | -3,639 | -4,156 | -5,047 | —4,457 | -5,395
1 Deficit (-), surplus (+).
2 Provisional data.
3 Data and estimates from the 2004 Draft Budget.
Sources: Ministry of Economy and Finance, GAO, Bulletin on the Execution of the Government Budget, No. 8, August 2003, and 2004 Draft Budget.
Borrowing requirement of central government and public entities' (cash data)
(Million euro)
January-August Annual data
1999 2000 2001 2002 2003* 1999 2000 2001 2002
1. Central government 2 2,024 | -3572 | -3,416 | -2,714 | -6920 | -6,043 | -7,090 | -7,812 | -7,102
% of annual GDP -1.8 -2.9 -2.6 -1.9 -4.5 -5.4 -5.8 -6.0 -5.0
- Government budget -3,198 4,854 -4,197 -3,616 -8,170 -5,836 —6,844 -7,909 6,674
(Ordinary budget)? -704 2,380 -2,656 -1,993 —4,045 -1,907 -1,888 -3,125 -2,128
((Public investment budget) -2,494 2,474 -1,541 -1,623 -4,125 -3,929 -4,956 —4,784 —4,546
— OPEKEPE* 1,174 1,282 781 902 1,250 -208 —247 97 —428
2. Public entities 1,235 1,716 1,505 2,248 2,136 1,866 2,248 2,097 1,560
% of annual GDP 11 1.4 1.1 1.6 14 1.7 1.8 1.6 1.1
— Financing by the
banking system 147 284 405 256 -131 15 -387 -98 -101
_ Reserves’ 1,088 2,000 1,100 1,992 2,267 1,851 2,635 2,195 1,661

Deficit (-), surplus (+).

Including transactions recorded in the public debt management accounts.

Uh W=

real estate etc.
Provisional data.
Source: Bank of Greece.

*

Results from the respective accounts with the Bank of Greece, the Agricultural Bank and commercial banks

Organisation for the Payment and Control of Guidance and Guarantee Community Subsidies.
Including bank deposits of public entities and investments in government paper only through the Bank of Greece; excluding other investments, such as in shares,

o period, overshooting the 3.5% budget forecast for
the whole year.

Available cash data also concern the January-August
2003 period and cover both the central government
and public entities (see the second table). These data
show that the central government deficit, which is con-
ceptually wider than the government budget deficit, as
it includes transactions recorded under the OPEKEPE’

account, reached 4.5% of GDP in this period, while the
public entities’ surplus came to 1.4% of GDP.? =

7 Organisation for the Payment and Control of Guidance and
Guarantee Community Subsidies.

8 These data are published regularly by the Bank of Greece in its
Bulletin of Conjunctural Indicators (Table V.6), Economic Bulletin
(Table IV.1) and Annual Report (*’Public Finance” chapter).
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Central and general government balance'
(Percentages of annual GDP)

January-August Annual data

1999 2000 2001 2002 20033 1999 2000 2001 2002* 2003*
Accrual data
Central government -3.0 -2.5 -1.8 2.7 4.7 -5.0 -4.3 -4.0 -3.4 —4.1
Cash data
Central government -1.8 2.9 -2.6 -1.9 —4.5 -5.4 -5.8 -6.0 -5.0 -
Public entities? 1.1 1.4 1.1 1.6 1.4 1.7 1.8 1.6 1.1 -
National accounts data
General government -1.8 -1.9 -1.5 -1.2 -1.4

1 Deficit (-), surplus (+).

2 Including bank deposits of public entities and investments in government paper only through the Bank of Greece; excluding other investments, such as in shares,

real estate etc.
3 Provisional data.
4 Data and provisional estimates from the 2004 Draft Budget.

Sources: Bank of Greece, Ministry of Economy and Finance, GAO, Bulletin on the Execution of the Government Budget (monthly issues), Excessive Deficit

Procedure, September 2003, and 2004 Draft Budget.

General government deficit (-)/surplus (+): targets and outcomes

(Percentages of annual GDP)

Annual data

2000 2001 2002 2003
Updated Convergence Programme — December 1999 -1.2 -0.2 0.2 -
Stability and Growth Programme — December 2000 -0.8 0.5 1.5 2.0
Updated Stability and Growth Programme — December 2001 -1.1 0.1 0.8 1.0
Updated Stability and Growth Programme — December 2002’ - -1.2 -1.1 -0.9
Outcome * -1.9 -1.5 -1.2 -1.4%

1 After the revision of deficit and debt data by Eurostat.

2 As defined by the Excessive Deficit Procedure. The outcome for a given year should be compared with the target set in the preceding year. It should be noted
that for the 2000-2002 period outcomes also reflect the ex post revision of fiscal aggregates by Eurostat.

3 Provisional estimates from the 2004 Draft Budget..

Sources: Updated Convergence Programme 1999, Stability and Growth Programmes 2000, 2001 and 2002, Excessive Deficit Procedure, September 2003, and

2004 Draft Budget.

© The third table summarises the deficits (as percentages
of GDP), calculated on the basis of all three types of data.’

4. Fiscal deficits: Targets and outcomes

The deficit targets are set in the Stability and Growth
Programmes. These targets are expressed on a national
accounts basis and concern general government.

The fourth table presents the general government deficit
targets and outcomes for the years 2001-2003. As the tar-

gets of the Stability and Growth Programme are updated

every year, the outcome for a given year should preferably
be compared with the target set at the end of the preced-
ing year. It should be noted that outcomes for the 2000-
2002 period reflect the ex post revision of deficit data by
Eurostat, owing to definition changes and reclassifications
of items used for calculating the deficit and the debt.

9 The table does not include national accounts data for the
January-August period, because such data are not available. Since
1996, a similar table has been included in the Bank of Greece
Annual Report (chapter on “’Public Finance”), where the differ-
ences between the three types of data are explained.
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Given the inevitable relaxation of monetary condi-
tions in Greece following entry into the euro area,
continued fiscal consolidation efforts can and
must be geared to containing inflationary pres-
sures, as a means of achieving and maintaining
price stability. Meanwhile, the increase in public
saving that will arise from the reduction in the fis-
cal deficit” will help reduce the current account
deficit. In this respect, it is encouraging that the
Draft Budget anticipates a slight reduction in the
general government deficit from 1.4% of GDP in
2003 to 1.2% in 2004. Even though this figure is
higher than the target of 0.4% of GDP set for 2004
in the Updated Growth and Stability Programme
of December 2002, it should be recalled that the
coming year will see an increase in public expen-
diture associated with the Athens Olympic

Games.

Under the Stability and Growth Pact, which pro-
vides the framework for the conduct of fiscal pol-
icy in EU countries, the general government bud-
get must be close to balance or in surplus in the
medium term. Controlling primary expenditure
(by enacting procedures and rules that have
already been announced by the government®) and
curbing tax evasion (with the help of tax reforms
that are already being implemented) should help
sustain high primary surpluses in upcoming years.
This is essential, to start with, in order to achieve
long-term fiscal equilibrium, given that public
debt remains very high and burdens the eco-
nomy. Moreover, it is also necessary to meet the
additional financing needs of the social security
system until 2032 under Law 3029/2002, and to
address the fiscal implications of population age-
ing in the post-2032 period.? Furthermore, adher-
ence to the basic rule of the Stability and Growth
Pact (i.e. a medium-term budgetary position close
to balance or in surplus) would enable fiscal sta-
bilisers to operate fully, symmetrically and with-

out undesirable side-effects throughout the eco-
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nomic cycle, thereby allowing fiscal policy to deal
in the short run with the effects of cyclical distur-
bances.

As mentioned above, the government intends to
pursue its fiscal consolidation effort in 2004.
However, as substantial economic demands are
being put forward by various social groups and
general elections are to be held in 2004, it would
be useful at this stage to recall that in the 1990s
the efforts towards nominal convergence suc-
ceeded in significantly reducing the economic
impact of the so-called electoral or political cycle.
This achievement has made an essential contribu-
tion to establishing conditions of macroeconomic
stability and achieving the growth performance
recorded in the past few years. Thus, it must be
safeguarded. Failure to do so would undermine
the credibility of economic policy and adversely
affect economic expectations, thus prompting
enterprises, workers and households to put forth
demands and make decisions that would have

negative consequences for the economy.

Structural policy

Significant structural policy measures have been
taken in recent years,' while the privatisation
programme also progresses (in spite of adverse
stock market conditions). However, there is an
urgent need to pursue the structural reform effort

at a vigorous pace, in order to further enhance

7 Public saving is defined as the difference between the general
government’s current revenue and current expenditure. Thus, a
reduction in fiscal deficit implies an increase in public saving only
if it is generated by an increase in current revenue and/or a
decrease in current expenditure and not by a decline in invest-
ment expenditure.

8 The relevant draft law (“Public expenditure control systems,
internal control organisation of Economy and Finance Ministry
services and other provisions”) was made public on 25 June 2003.
9 See Bank of Greece, Monetary Policy: Interim Report 2002
November 2002, pp. 103-07.

10 See footnote 4 above.
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flexibility in product, labour and capital markets,
boost competition and reduce administrative bar-
riers. This would help to further improve the busi-
ness climate and encourage both investment by
domestic firms and foreign direct investment. All
these factors would ultimately serve to increase
productivity, secure conditions of price stability,
improve the country’s international competitive-
ness and thereby help sustain high rates of output

and employment growth.

Wage bargaining, pricing policies and

competitiveness

Moderation in wage increases played an impor-
tant role in the gradual deceleration of Greek
inflation in the late 1990s and was achieved
thanks to the social partners’ adoption of a more
responsible wage demand and bargaining stance,
which was more consistent with the long-term
(rather than short-term) interests of both sides.
Indicatively, the annual rate of increase in average
nominal earnings in the whole economy slowed
steadily from 13.0% in 1994 to 4.5% in 1999."
However, in the last four years (2000-2003) the
annual rate of increase in average nominal earn-
ings has picked up again to an average of 6.3%
(see Chapter 1ll, Table IV), owing perhaps to a
feeling of relaxation or complacency induced by
the fulfilment of the nominal convergence criteria
set out in the Maastricht Treaty, and by the high
rates of economic growth. Compensation per
employee in the whole economy has risen at an
average annual 6.0% over the last four years,'
compared with only 2.6% in the euro area, caus-
ing the average differential between the two fig-

ures to widen to 3.4 percentage points.

Of course, as far as inflation and competitiveness
are concerned, what is important is the increase
in wages compared with the rise in productivity,

i.e. unit labour cost developments. Given that
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productivity growth has been significantly higher
in Greece than in the euro area as a whole —
reflecting the real convergence process of the
Greek economy and the different cyclical posi-
tion— it turns out that the unit labour cost differ-
ential between Greece and the euro area has in
fact been much lower over the same period, aver-

aging no more than one percentage point."

Turning to the pricing policies of enterprises,
cases were already discussed in Chapter III.1
where excess demand and inefficient market
operation allowed some prices to increase more
than was justified by cost developments, thus
leading to a widening in operating profit margins.
Similar phenomena were also observed in 2002,
when the euro changeover served as an occasion

or a pretext for some enterprises to raise prices.

Satisfactory business profits are certainly neces-
sary, if the profitability of investment and self-
financing are to be enhanced. However, firms’
pricing policies must strike a balance between this
need and the need not to feed inflationary pres-
sures and avert an erosion of competitiveness.
Obviously, what an enterprise stands to gain in
the short term, as far as profits are concerned,
from its excessive price increases will eventually

be lost when its market share decreases.

If the deterioration in the economy’s competitive-
ness is to be reversed (considering that exchange
rate policy at a national level is no longer an
option within the euro area), the social partners
must help achieve and maintain price stability by
implementing prudent pricing policies and by
ensuring that real wage increases stay close to

productivity growth. This would help protect the

11 According to Bank of Greece estimates.
12 Bank of Greece estimates.
13 See also footnote 34, Chapter III.
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purchasing power of workers’ income, strengthen
competitiveness, reduce unemployment and con-
tribute to a faster and steady increase in real

incomes.

In sum, it is clear that the Greek economy’s strong
growth performance and the credibility that was
hard-earned in recent years must be safeguarded.
This will in particular require an improvement in
competitiveness, a decrease in the current
account deficit, a drastic reduction in Greece’s

high public debt, the speeding up of both produc-
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tivity growth and the real convergence process
and the creation of new employment opportuni-
ties. The attainment of these objectives will vitally
depend on: (i) the tightening —rather than the
relaxation — of fiscal policy and its consistency
with the rules of the Stability and Growth Pact,
(i) the intensive continuation of structural reforms,
(iii) workers’ self-restraint in wage demands so
that real wage increases do not exceed the rise in
productivity, and (iv) the adoption by businesses
of longer-term oriented pricing policies, more in
line with their own interests and their social

responsibility.
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Monetary policy measures
of the Eurosystem

MONETARY POLICY, INTERIM REPORT 2003

9 January, 6 February 2003

The Governing Council of the ECB decides that the
minimum bid rate on the main refinancing opera-
tions and the interest rates on the marginal lending
facility and the deposit facility will remain unchan-
ged at 2.75%, 3.75% and 1.75% respectively.

23 January 2003
— The Governing Council of the ECB decides to
implement the following two measures to improve

the operational framework for monetary policy:

1. The timing of the reserve maintenance period
will be changed so that it will always start on the
settlement day of the main refinancing operation
(MRO) following the Governing Council meeting
at which the monthly assessment of the monetary
policy stance is pre-scheduled. Furthermore, as a
rule, the implementation of changes to the stand-
ing facility rates will be aligned with the start of

the new reserve maintenance period.

2. The maturity of the MROs will be shortened

from two weeks to one week.

These measures are scheduled to come into effect
during the first quarter of 2004.

— Further to the press release of 10 July 2002,
the Governing Council also decides to maintain at

15 billion the allotment amount for each of the
longer-term refinancing operations to be conducted
in the year 2003. This amount takes into consid-
eration the expected liquidity needs of the euro
area banking system in 2003 and reflects the
desire of the Eurosystem to continue to provide
the bulk of liquidity through its main refinancing

operations.
6 March 2003

— Effective from 12 March 2003, the Eurosys-

tem’s minimum bid rate on the main refinancing
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operations is reduced by 0.25 percentage point
t0 2.50%.

— Effective from 7 March 2003, the interest rate
on the marginal lending facility is reduced by 0.25
percentage point to 3.50%.

— Effective from 7 March 2003, the interest rate
on the deposit facility is reduced by 0.25 percent-
age point to 1.50%.

3 April, 8 May 2003

The Governing Council of the ECB decides that
the minimum bid rate on the main refinancing
operations and the interest rates on the marginal
lending facility and the deposit facility will remain
unchanged at 2.50%, 3.50% and 1.50% respec-
tively.

5 June 2003

— Effective from 9 June 2003, the Eurosystem’s
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minimum bid rate on the main refinancing opera-

tions is reduced by 0.50 percentage point to 2.00%.

— Effective from 6 June 2003, the interest rate on
the marginal lending facility is reduced by 0.50
percentage point to 3.00%.

— Effective from 6 June 2003, the interest rate on
the deposit facility is reduced by 0.50 percentage
point to 1.00%.

10 July, 31 July, 4 September, 2 October 2003

The Governing Council of the ECB decides that
the minimum bid rate on the main refinancing
operations and the interest rates on the marginal
lending facility and the deposit facility will remain
unchanged at 2.00%, 3.00% and 1.00% respec-
tively.
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Glossary

Collateral: assets pledged as a guarantee for the repayment of short-term loans which credit institutions
receive from central banks, as well as assets sold by credit institutions to central banks as part of repur-

chase agreements.

Community Support Framework (CSF): it is drafted by the Commission of the European Communities
(European Commission) in cooperation with the EU Member State concerned and it is approved by the
Commission. It includes the development strategy of the country, the action lines and the financing

sources (community funding, national public expenditure, private funding).

Deposit facility: a standing facility of the Eurosystem, which counterparties may use to make overnight

deposits at a national central bank, remunerated at a pre-specified interest rate.

Deposits redeemable at notice: savings deposits for which the holder must respect a fixed period of
notice before withdrawing the funds. In some cases there is the possibility of withdrawing a certain fixed
amount in a specified period or of earlier withdrawal subject to the payment of penalty. Deposits redeemable
at a period of notice of up to three months are included in M2 (and hence in M3), while those with a
longer period of notice are part of the (non-monetary) longer-term financial liabilities of the Monetary

Financial Institution (MFI) sector.

Deposits with agreed maturity (time deposits): mainly time deposits with a given maturity, which,
depending on national practices, may be either unconvertible prior to maturity or convertible only
subject to the payment of a penalty. Some non-marketable debt instruments, such as non-marketable
(retail) certificates of deposit, are also included. Deposits with an agreed maturity of up to two years
are included in M2 (and hence in M3), while those with an agreed maturity of over two years are
included in the (non-monetary) longer-term financial liabilities of the euro area MFI sector.

Effective (nominal/real) exchange rates (EERs): nominal effective exchange rates consist of a geometric
weighted average of various bilateral exchange rates. Real effective exchange rates are nominal effective
exchange rates deflated by a weighted average of foreign, relative to domestic, prices or costs. They are

thus measures of price and cost competitiveness.

EONIA (euro overnight index average): a measure of the effective interest rate prevailing in the euro
interbank overnight market. It is calculated as a weighted average of the interest rates on unsecured

overnight lending transactions denominated in euro, as reported by a panel of contributing banks.

EURIBOR (euro interbank offered rate): the rate at which a prime bank is willing to lend funds in euro
to another prime bank. The EURIBOR is computed daily for interbank deposits with a maturity of one to
three weeks and one to 12 months as the average of the daily offer rates of a representative panel of prime

banks, rounded to three decimal places.
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Euro area: the area encompassing those Member States in which the euro has been adopted as the sin-
gle currency in accordance with the Treaty and in which a single monetary policy is conducted under the
responsibility of the Governing Council of the ECB. The euro area currently comprises Austria, Belgium,

Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal and Spain.

European Central Bank (ECB): the ECB lies at the centre of the European System of Central Banks (ESCB)
and the Eurosystem and has legal personality under Community law. It ensures that the tasks conferred
upon the Eurosystem and the ESCB are implemented either by its own activities or through the national
central banks, pursuant to the Statute of the ESCB and of the ECB. The ECB is governed by the Governing

Council and the Executive Board and, as a third decision-making body, by the General Council.

European System of Central Banks (ESCB): composed of the ECB and the national central banks of all 15
Member States, i.e. it includes, in addition to the members of the Eurosystem, the national central banks of
the Member States which have not yet adopted the euro. The ESCB is governed by the Governing Council
and the Executive Board of the ECB, and, as a third decision-making body of the ECB, by the General Council.

Eurosystem: comprises the ECB and the national central banks of the Member States which have adopted
the euro. There are currently 12 national central banks in the Eurosystem. The Eurosystem is governed by

the Governing Council and the Executive Board of the ECB.

Executive Board: one of the decision-making bodies of the ECB. It comprises the President and the Vice-
President of the ECB and four other members appointed by common accord by the Heads of State or

Government of the Member States which have adopted the euro.

General Council: one of the decision-making bodies of the ECB. It comprises the President and the Vice-

President of the ECB and the governors of all 15 EU national central banks.

General government: as defined in the European System of Accounts 1995 (ESA 95), it consists of cen-

tral, state and local government, and social security funds.

Governing Council: the supreme decision-making body of the ECB. It comprises all the members of the
Executive Board of the ECB and the governors of the national central banks of the Member States which

have adopted the euro.

Harmonised Index of Consumer Prices (HICP): the measure of prices used by the Governing Council
for the purpose of assessing price stability. The HICP was developed by the European Commission
(Eurostat) in close liaison with the national statistical institutes and the European Monetary Institute (EMI),
and later the ECB, in order to fulfil the Treaty requirement for a consumer price index constructed on a

comparable basis, taking into account differences in national definitions.

Key ECB interest rates: the interest rates which reflect the stance of the monetary policy of the ECB. At

present, the key ECB interest rates are the minimum bid rate on the main refinancing operations, the inter-
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est rate on the marginal lending facility and the interest rate on the deposit facility. Prior to the decision
to conduct the main refinancing operations as variable-rate tenders, the rate on fixed-rate tenders had
played the role of “key rate”. This role is currently performed by the minimum bid rate on the main refi-

nancing operations of the ECB.

Main refinancing operation: a regular open market operation executed by the Eurosystem in the form
of a reverse transaction. Main refinancing operations are conducted through weekly standard tenders and

normally have a maturity of two weeks.

Marginal lending facility: a standing facility of the Eurosystem, which counterparties may use to receive

overnight credit from a national central bank at a pre-specified interest rate against eligible assets.

Monetary aggregates: currency in circulation plus outstanding amounts of certain liabilities of monetary
financial institutions and central government that have a high degree of “moneyness” (or liquidity in a
broad sense). The narrow monetary aggregate M1 has been defined by the Eurosystem as: currency in
circulation plus non-MFI euro area residents’ (other than central government) holdings of overnight
deposits with euro area money-issuing institutions. The “intermediate” monetary aggregate M2 comprises
MT1 plus deposits with agreed maturity of up to two years and deposits redeemable at notice of up to three
months. The broad monetary aggregate M3 includes M2 plus repurchase agreements, money market fund
shares/units, money market paper and debt securities with a maturity of up to two years. The Governing

Council has announced a reference value for the growth of M3.

Overnight deposits: deposits with next-day maturity. This instrument category comprises mainly those
sight/demand deposits which are fully transferable on demand (by cheque or similar instrument) without
significant delay, restriction or penalty. It also includes non-transferable deposits that are convertible on

demand or by close of business on the following day.

Reserve base: the sum of the balance sheet items (in particular: liabilities) which constitute the basis for

calculating the reserve requirement on a credit institution.

Reverse transaction: an operation whereby the central bank buys or sells assets under a repurchase

agreement or conducts credit operations against collateral.

Standing facility: a central bank facility available to counterparties on their own initiative. The Eurosystem

offers two overnight standing facilities: the marginal lending facility and the deposit facility.

TARGET System (Trans-European Automated Real-time Gross settlement Express Transfer system): a
decentralised system consisting of 15 national RTGS (Real-Time Gross Settlement) systems (one in each
of the 15 EU Member States) and the ECB payment mechanism. These are interconnected by common
procedures (Interlinking Mechanism) to allow cross-border express transfers throughout the EU to move

from one system to another.
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Table 1

Consumer price index: general index and basic sub-indices

CPI excluding fresh fruit/

CPI excluding

General index Goods Services vegetables and fuel food and fuel
Percentage Percentage Percentage Percentage Percentage
change change change change change
over over over over over
previous previous previous previous previous
Period (1999=100) |year (1999=100) | year (1999=100) | year (1999=100) | year (1999=100) | year
1999 ...... 99.7 2.6 100.0 1.7 99.3 4.1 99.5 2.9 99.3 3.0
2000 ...... 102.9 3.2 103.4 3.4 102.1 2.8 101.4 2.0 101.3 2.0
2001 ...... 106.4 3.4 106.7 B2 105.9 3.7 105.3 3.8 105.0 3.7
2002 ...... 110.2 3.6 110.1 3.2 110.4 4.3 109.0 3.6 108.7 3.6
2002 1 ...... 108.6 4.0 108.6 4.0 108.6 3.9 106.9 3.3 106.5 3.4
] [ 110.8 B%5) 111.2 3.0 110.2 4.4 109.4 3.9 109.3 3.9
m..... 109.6 3.5 108.8 2.7 110.9 4.6 108.8 3.7 108.4 3.6
Wooooo 111.9 3.6 111.8 3.0 112.1 4.5 111.0 3.5 110.9 B
2003 1...... 112.8 3.8 112.4 3.4 113.4 4.5 110.7 3.6 110.1 3.4
U cocoo 114.9 3.7 114.9 3.4 114.7 4.1 112.8 3.1 112.5 3.0
2001 Jan. 103.8 3.4 103.2 3.3 104.9 3.7 103.1 3.6 102.7 3.7
Feb. 103.7 3.5 103.4 3.3 104.2 4.0 102.5 3.9 101.9 3.9
March 105.8 3.0 106.7 2.3 104.4 4.1 104.7 3.9 104.4 3.7
Apr. 106.8 3.5 107.4 3.1 105.8 4.1 105.4 3.9 105.1 3.7
May . 107.2 3.6 108.4 3.8 105.4 3.3 105.2 3.5 105.0 3.3
June 107.1 3.9 108.2 4.0 105.5 3.7 105.6 3.8 105.4 3.8
July 105.2 3.9 104.8 4.0 105.8 3.9 104.2 4.1 103.8 4.1
Aug. . 105.3 3.8 104.8 4.0 105.9 3.6 104.4 4.0 103.8 3.9
Sept. 107.3 3.6 107.9 3.8 106.3 3.3 106.4 3.8 106.1 3.6
Oct. 107.6 2.8 108.1 2.2 106.8 3.7 106.9 3.7 106.7 3.5
Nov. 107.7 2.4 108.1 1.4 107.1 3.9 107.2 3.8 107.0 3.6
Dec 108.7 3.0 109.2 28 108.0 3.3 107.7 8.8 107.5 3.1
2002 Jan. 5 108.4 4.4 108.5 B2 108.4 3.3 106.5 3.3 106.0 3.2
Feb. ... | 107.3 3.4 106.7 3.1 108.3 3.9 105.7 3.1 105.2 3.2
March . 110.0 4.0 110.7 3.8 109.0 4.4 108.4 3.6 108.3 3.7
Apr. ... 110.9 3.8 111.7 4.0 109.6 3.6 109.0 3.4 108.8 3.5
May ... | 110.8 3.4 111.1 2.4 110.5 4.9 109.7 4.2 109.5 4.3
June ... | 110.6 3.3 110.9 2.5 110.3 4.5 109.7 3.9 109.5 3.8
July ... 108.7 3.3 107.6 2.7 110.5 4.4 108.1 3.7 107.4 3.5
Aug. ... | 109.0 85 107.9 2.9 110.7 4.5 108.2 3.6 107.6 3.6
Sept. .. 111.0 3.5 110.8 2.7 111.5 4.8 110.3 3.7 110.1 3.8
Oct.... | 1116 3.7 111.6 3.2 111.7 4.6 110.7 3.5 110.6 3.6
Nov. ... 111.6 3.6 111.5 3.1 111.9 4.5 110.9 3.5 110.8 3.5
Dec.... | 1124 3.4 112.3 2.8 112.7 4.3 111.4 3.5 111.2 3.5
2003 Jan. . 111.8 3.1 110.8 2.1 113.4 4.7 110.4 3.7 109.9 3.6
Feb. ... | 112.0 4.3 111.1 4.1 113.3 4.7 109.7 3.8 108.9 3.5
March . | 114.5 4.1 115.2 4.1 113.4 4.1 112.0 3.4 111.6 3.1
Apr.... | 1146 3.4 114.6 2.6 114.6 4.5 112.6 3.4 112.3 3.1
May ... | 115.1 3.8 115.4 3.9 114.7 3.7 112.8 2.9 112.6 2.8
June ... | 1149 3.8 114.9 3.6 114.9 4.2 113.0 3.0 112.7 3.0
July ... 112.7 3.6 111.1 3.2 115.0 4.1 111.2 2.9 110.5 253
Aug. ... | 112.6 3.3 110.9 2.8 115.2 4.0 111.4 3.0 110.7 2.9
Source: Calculations based on NSSG data.
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Table 2
Harmonised index of consumer prices: general index and basic sub-indices

HICP (general) Unprocessed food Processed food Non-energy industrial goods
Percentage Percentage Percentage Percentage
Index change over Index change over Index change over Index change over
Period (1996=100) previous year (1996=100) previous year (1996=100) previous year (1996=100) previous year
1999 ....... 112.6 2.1 115.0 2.4 111.6 3.1 111.1 1.2
2000 ....... 115.8 2.9 116.9 1.7 114.6 2.7 111.8 0.6
2001 ....... 120.1 3.7 124.8 6.7 120.4 5.1 115.1 285
2002 ....... 124.8 B9 133.5 6.9 127.0 5.5 118.0 2.3
2002 1 ...... 122.6 4.3 139.9 15.8 123.8 4.7 114.8 2.8
] [ 125.6 3.8 134.0 5.3 127.5 6.8 119.9 27
nm ... 124.0 87 127.4 42 128.3 5.5 115.8 2.3
vV ... 126.8 3.8 132.5 2.8 128.5 4.9 121.3 2.1
2003 | ...... 127.3 3.8 141.0 0.8 129.6 4.7 116.8 1.7
Woooooo 129.9 3.5 150.4 12.3 130.6 2.4 122.0 1.8
2001 Jan. .... 116.8 3.2 118.7 0.5 117.7 4.4 110.3 2.7
Feb..... 116.6 3.5 120.7 0.0 118.4 4.6 108.5 2,3
March . . 119.3 32 123.1 1.1 118.5 4.3 116.3 3.1
Apr..... 120.6 3.7 125.6 1.7 118.6 4.3 116.4 3.1
May .. .. 121.2 3.9 129.6 6.0 118.8 4.3 116.6 3.2
June ... 121.1 4.5 126.4 11.2 120.7 5% 117.1 3.1
July ... 118.7 4.2 121.9 9.5 121.3 6.3 111.1 25
Aug. ... 118.7 4.0 121.8 7.9 121.6 6.4 111.1 2.8
Sept. ... 121.2 4.0 123.2 8.9 121.9 6.3 117.5 3.0
Oct. . ... 121.6 82 124.5 9.4 122.3 4.7 118.6 3.1
Nov. ... 121.7 2.9 126.3 10.1 122.5 4.5 118.9 2.9
Dec. ... 123.1 3.5 135.9 15.7 122.8 4.9 118.9 2.8
2002 Jan. .... 122.4 4.8 143.4 20.9 123.3 4.8 113.9 3.3
[l o000 121.0 3.8 137.5 13.9 123.5 4.3 111.4 2.6
March . . 124.5 4.4 138.8 12.8 124.6 5.1 119.3 2.6
Apr..... 125.5 4.1 138.3 10.1 126.9 7.0 119.4 2.6
May . ... 125.8 3.8 132.4 2.2 127.6 7.4 120.0 2.9
June ... 12585 3.6 131.2 3.9 128.0 6.1 120.2 2.6
July ... 123.0 3.6 126.6 3.8 128.2 57 113.7 2.4
Aug. ... 123.2 3.8 127.3 4.5 128.4 5.6 113.7 2.4
Sept. ... 125.8 3.8 128.4 4.2 128.4 5.3 120.1 2.2
Oct..... 126.4 3.9 130.8 5ol 128.5 5.0 121.1 2.1
Nov. ... 126.5 3.9 132.4 4.8 128.6 5.0 121.4 2
Dec. ... 127.4 85 134.5 =1l 128.6 4.7 121.4 2.1
2003 Jan. .... 126.4 3.3 136.6 -4.7 128.9 4.5 116.1 19
[fd% 0000 126.1 4.2 141.6 3.0 129.7 5.0 113.1 1.5
March . . 129.3 39 144.8 4.4 130.2 4.5 121.3 1.7
Apr..... 129.6 3.3 147.7 6.8 130.5 2.8 121.5 1.7
May . ... 130.2 3.5 153.8 16.1 130.6 2.3 122.2 1.8
June ... 130.0 3.6 149.8 14.2 130.7 2.1 122.2 1.7
July ... 127.3 3.5 141.2 11.6 130.8 21 115.5 1.6
Aug. ... 127.3 3.3 137.8 8.3 132.0 2.9 115.2 1.3

Source: Calculations based on NSSG data.
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Table 2 (continued)

Harmonised index of consumer prices: general index and basic sub-indices

HICP excluding unprocessed food

Energy Services and energy
Percentage Percentage Percentage
Index change over Index change over Index change over
Period (1996=100) previous year (1996=100) previous year (1996=100) previous year
1999 ....... 92.3 -2.5 120.2 3.8 114.6 2.6
2000 ....... 108.3 17.3 123.3 2.6 116.7 1.8
2001 ....... 106.4 -1.7 128.1 3.9 121.1 3.8
2002 ....... 106.1 -0.3 133.8 4% 125.8 39
2002 | ...... 101.4 -4.4 131.5 4.1 123.0 3.7
Moooooo 107.8 -3.1 133.8 4.6 126.6 4.2
nm ... 107.9 0.6 134.3 4.7 125.4 3.9
¥ cocos 107.4 6.4 135.8 4.5 128.2 3.6
2003 1 ...... 114.1 12.6 137.4 4.5 127.3 3.5
Woooooa 106.8 -1.0 139.0 859 130.2 2.8
2001 Jan. . ... 103.7 6.0 126.9 3.3 118.2 3.3
[fE o000 107.7 6.5 125.8 4.0 117.2 3.6
March 106.9 0.6 126.1 4.1 120.4 37
Apr..... 110.1 6.0 128.3 4.1 121.3 3.8
May . 113.7 6.6 127.7 3.4 121.2 3.5
June 110.1 -0.3 127.8 4.3 121.8 4.1
July . 107.3 -2.0 128.1 4.3 119.7 4.2
Aug. 106.5 -0.6 128.2 B9 119.8 4.0
Sept. 108.1 =07 128.7 3.9 122.6 4.0
Oct. . ... 103.8 -10.5 1292 4.1 123.3 3.8
Nov. 100.6 -15.2 129.6 4.5 123.6 3.9
Dec. 98.4 -11.8 131.1 3.5 124.3 3.5
2002 Jan. . ... 9919 =7 131.4 3.6 122.5 3.6
Feb..... 100.6 -6.6 130.9 4.1 121.3 3.5
March 103.7 -3.0 132.0 4.7 125.1 4.0
Apr..... 108.6 -1.4 133.0 87 126.0 3.8
May . 108.1 -4.9 134.5 5.4 127.0 4.8
June 106.8 -3.0 133.8 4.7 126.8 4.1
July 107.0 -0.2 134.0 4.6 124.3 3.9
Aug. 108.2 15 134.1 4.6 124.4 3.9
Sept. 108.6 0.5 135.0 4.9 127.4 3.9
Oct..... 108.9 4.9 135.2 4.6 2729 3.7
Nov. 105.1 4.5 135.4 4% 128.1 3.6
Dec. 108.1 9.9 136.8 4.4 128.7 3.6
2003 Jan. . ... 111.0 11.2 137.7 4.8 127.0 3.7
Feb..... 115.2 14.5 137.2 4.7 125.7 3.6
March 116.1 12.0 137.3 4.0 129.1 3.2
Apr..... 107.9 -0.6 139.0 4.5 130.0 32
May . 105.9 -2.0 138.8 32 130.2 2.5
June 106.5 -0.3 139.1 4.0 130.4 2.8
July . 108.4 1.3 139.3 4.0 127.8 2.8
Aug. 110.1 1.7 139.6 4.1 128.0 2.9

Source : Calculations based on NSSG data.
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Table 3
Wholesale price index: general index and basic sub-indices

Domestic primary Domestic industrial
General index products’ products’ Exported products Imported products
Percentage Percentage Percentage Percentage Percentage
change over change over change over change over change over

Index previous Index previous Index previous Index previous Index previous

Period (1995=100) | year (1995=100) | year (1995=100) | year (1995=100) | year (1995=100) | year
1999 ....... 116.4 1.8 124.6 2.2 119.0 2.8 114.0 0.5 111.3 0.6
2000 ....... 124.0 6.6 126.5 1.5 125.2 5.2 128.1 12.3 118.5 6.4
2001 ....... 126.8 2.3 139.2 10.0 128.7 2.7 128.9 0.7 120.7 1.9
2002 ....... 129.8 2.4 154.7 11.2 132.0 2.6 131.4 1.9 121.2 0.4
2002 | ...... 130.3 4.3 174.1 34.7 130.3 2.6 130.5 2.4 120.8 0.6
n...... 129.9 1.7 153.1 6.9 131.9 2.2 132.3 1.2 121.2 0.2
... 129.1 1.6 142.6 4.8 132.5 2.4 131.2 1.3 121.3 0.2
vV ... 130.0 2.0 149.0 0.6 133.1 3.1 131.5 2.7 121.6 0.6
2003 | ...... 132.6 1.7 169.8 -2.5 134.9 3.6 131.9 1.1 122.6 1.5
Woooooo 132.7 2.2 183.1 19.6 134.4 1.9 129.6 -2.0 122.3 0.9
2001 Jan. .... 124.0 3.2 125.6 -5.8 126.3 3.8 126.4 5.3 119.7 4.6
Feb. .. .. 125.1 3.2 130.1 -0.3 127.3 4.1 127.5 3.3 120.1 3.9
March . . 125.8 2.8 132.3 0.2 127.6 3.6 128.8 2.6 120.4 3.5
Apr.. ... 127.0 3.4 139.7 2.6 128.7 4.2 129.9 4.2 120.7 3.0
May . ... 127.9 3.5 145.0 7.4 129.3 4.2 130.7 3.1 120.9 2.7
June ... 128.1 4.0 145.2 17.1 129.2 3.6 131.4 3.0 121.1 2.8
July ... 127.1 3.4 136.9 17.1 129.2 3.3 129.8 2.1 121.1 2.6
Aug. ... 126.5 2.1 1321 6.7 129.3 3.1 128.7 0.4 121.0 1.9
Sept. . . . 127.6 1.3 139.2 13.0 129.9 27 130.1 -2.4 121.1 0.9
Oct. . ... 126.9 -0.4 138.0 17.4 129.2 0.3 128.2 -5.2 121.2 -0.7
Nov. ... 126.8 -0.5 140.9 17.9 129.0 0.1 127.8 =5.1 120.9 -1.1
Dec. ... 128.7 1.5 165.1 30.8 129.2 0.5 128.1 -1.7 120.7 -0.5
2002 Jan. .... 130.4 5.1 181.4 44.4 129.7 2.7 129.4 2.4 120.7 0.8
Feb..... 129.6 3.6 168.5 29.5 129.8 2.0 129.9 1.9 120.7 0.5
March . . 131.1 4.2 172.6 30.5 131.4 3.0 132.3 2.8 121.0 0.5
Apr..... 131.7 3.7 172.2 23.3 132.1 2.7 133.5 2.8 121.2 0.4
May . ... 129.5 1.2 147.0 1.4 132.0 2.1 132.2 1.2 121.2 0.2
June ... 128.5 0.3 140.2 -3.4 131.5 1.8 131.0 -0.3 121.1 0.0
July ... 128.2 0.8 136.0 -0.7 132.1 2.3 130.4 0.5 121.0 -0.1
Aug. ... 129.2 2.1 144.3 9.2 132.5 2.5 130.8 1.6 121.5 0.4
Sept. . . . 130.0 1.9 147.5 6.0 133.1 2.5 132.3 1.7 121.6 0.4
Oct..... 130.0 2.4 145.7 5.6 133.3 3.1 132.3 3.2 121.6 0.3
Nov. ... 129.5 2.1 147.2 4.5 132.7 2.9 130.6 2.2 121.5 0.5
Dec. ... 130.5 1.4 154.0 -6.8 133.3 3.2 131.5 2.7 121.8 0.9
2003 Jan. .... 131.0 0.5 155.6 -14.2 134.3 3.5 131.2 1.4 122.4 1.4
Feb. . ... 133.0 2.6 172.7 2.5 135.2 4.1 132.3 1.9 122.7 1.6
March . . 133.7 2.0 181.0 4.9 135.4 3.0 132.4 0.0 122.7 1.4
Apr.. ... 133.0 1.0 183.4 6.5 134.5 1.8 130.6 -2.2 122.4 1.0
Mauog . . 132.6 2.4 188.3 28.1 134.3 1.7 127.8 -3.3 122.3 0.9
June ... 132.5 3.1 177.5 26.6 134.4 2.2 130.5 -0.3 122.3 1.0
July .... 131.9 2.9 164.3 20.9 134.9 2.1 131.3 0.7 122.4 1.2
Aug. ... 132.1 2.2 159.7 10.6 135.8 2.5 131.7 0.7 122.6 1.0

1 For home consumption.
Source : Calculations based on NSSG data.
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Table 4

Gross value added at basic prices and gross domestic product at market prices

Annual percentage changes

Million euro | (at constant prices of year 1995)
1995 1998 1999 2000 2001 2002 2003
Primary sector (agriculture) 7,277 2.3 83 —4.2 -4.1 -1.3
Secondary sector 16,550 7.2 2.4 5.4 5.8 2.8
Mining and quarrying 476 13.0 | -17.9 23.2 22 8.6
Manufacturing 9,572 B3 1.3 4.6 3.3 3.0
Electricity - natural gas - water supply 1,751 6.8 13.4 4.8 0.3 2.9
Construction 4,751 10.6 2.3 5.7 13.0 2.0
Tertiary sector 50,031 3.1 2.0 5.1 5.2 4.1
Trade 10,018 3.6 -0.8 3.1 11.7 1.2
Hotels —restaurants 4,821 3.7 -5.7 5.4 6.2 4.0
Transport-Communications 4,978 4.1 33.4 16.2 1.3 5.9
Financial intermediaries 3,112 11.5 11.0 10.0 5.9 -0.3
Real estate management and other activities 12,577 2.5 -5.9 3.3 3.0 4.0
Public administration - security 5,308 -0.6 0.9 -2.8 2.3 5.2
Education 3,298 -0.7 -2.2 1.6 -1.2 9.6
Health 3,855 1.2 -2.0 3.0 1.0 7.9
Miscellaneous services 2,064 6.5 9.6 7.6 15.2 6.8
Gross value added 73,858 3.9 2.1 4.4 4.6 3.5
Imputed bank services 2,175 16.5 2.8 13.7 12.1 1.6
Gross value added at basic prices 71,683 3.6 2.1 4.1 4.3 3.6
Final consumption 70,655 3.2 2.4 2.1 2.3 3.2 2.7
Private consumption 58,405 3.5 2.5 2.0 2.9 2.8 3.1
Public consumption 12,250 1.7 2.1 2.2 -1.0 5.1 0.5
Gross fixed capital formation 14,867 10.6 11.0 8.0 6.5 587 9.7
Housing 4,031 8.8 3.7 -4.3 4.8 8.8
Other construction 5,391 9.4 6.6 8.9 8.2 0.7
Equipment 4,679 16.5 21.4 14.1 49 6.9
Other 766 -14.0 2.4 7.6 20.1 20.8
Change in stocks and statistical discrepancy (as a percentage of GDP) 252 0.3 0.0 0.4 0.0 0.1
Domestic final demand 85,774 4.6 3.8 3.7 2.9 3.8
Exports of goods and services 14,087 5.3 18.1 14.1 -1.1 -7.7 1.9
Exports of goods 8,344 2.7 6.3 8.7 -1.6 -7.1
Exports of services 5,743 7.7 29.0 18.2 -0.7 -8.1
Final demand 99,861 4.7 6.1 5.6 2.1 1.7
Imports of goods and services 19,934 9.2 15.0 8.9 -3.4 -4.7 3.0
Imports of goods 18,084 9.4 8.5 7.6 -4.2 1.1
Imports of services 1,849 8.5 52.9 14.4 -0.3 -26.6
GDP at market prices 79,927 3.4 3.4 4.4 4.0 3.8 4.0

Source : NSSG/National Accounts Directorate, September 2003: final data for 1998-1999 and estimates for 2000-2002. Ministry of Economy and Finance (draft 2004 budget)

for 2003.
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Table 5
Balance of payments

(Million euro)

January — July July
2001 2002 2003* 2001 2002 2003*

| CURRENT ACCOUNT BALANCE (I.A+1.B+1.C+1.D) -4,358.0 -4,910.4 -5,776.5 -361.8 18.2 15.5
LA TRADE BAIANCE (I.A.1-1.A.2) -12,607.8 | -13,079.8 | -13,267.7 | -1,726.7 -1,941.7 | -1,961.2
NON-OIL TRADE BALANCE -10,902.1 | -11,202.8 | -10,818.5 | -1,533.4 -1,653.9 -1,690.6

OIL TRADE BALANCE -1,705.7 -1,877.0 -2,449.2 -193.3 -287.8 -270.6
.LA.1 Exports of goods 6,937.5 6,000.3 6,397.1 1,227.4 989.3 968.8

Fuel 1,200.4 665.4 783.7 179.6 89.4 83.1

Other goods 5,737.0 5,334.9 5,613.4 1,047.9 899.9 885.7

I.A.2 Imports of goods 19,545.3 19,080.1 19,664.8 2,954.2 2,931.0 2,930.0
Fuel 2,906.1 2,542.4 3,232.9 372.9 377.2 353.7

Other goods 16,639.2 16,537.7 16,431.9 2,581.3 2,553.8 2,576.3

1B SERVICES BALANCE (1.B.1-1.8.2) 4,943.9 5,539.2 5,921.7 1,146.4 1,918.4 1,951.5
1.B.1 Receipts 12,462.7 | 11,504.2 11,350.0 2,343.4 2,890.2 2,828.3
Travel 5,712.5 5,064.7 4,605.2 1,367.8 1,913.9 1,780.0
Transport 5,423.4 5,034.3 5,444.5 778.0 764.5 838.0

Other services 1,326.7 1,405.1 1,300.3 197.6 211.8 210.3

1.B.2 Payments 7,518.9 5,965.0 5,428.3 1,197.0 971.7 876.8
Travel 2,618.3 1,301.7 1,006.3 460.9 266.9 156.9

Transport 3,162.1 2,977.0 2,763.1 480.5 436.4 410.1

Other services 1,738.4 1,686.3 1,658.9 255.6 268.5 309.8

I.C INCOME BAILANCE (I.C.1-1.C.2) -1,185.8 -1,242.2 -1,802.7 -205.3 -144.3 -320.3
1.C.1 Receipts 1,317.4 991.4 989.5 165.7 156.5 157.3
Wages, salaries 357.7 329.8 203.6 59.3 47.4 36.6
Interest, dividends, profits 959.7 661.6 785.9 106.4 109.1 120.7

I.I.2 Payments 2,503.3 2,233.6 2,792.2 371.0 300.8 477.5
Wages, salaries 167.4 155.9 90.5 24.7 22.3 15.6
Interest, dividends, profits 2,335.9 2,077.7 2,701.6 346.3 278.6 462.0

I1.D CURRENT TRANSFERS BALANCE (1.D.1-1.D.2) 4,491.8 3,872.3 3,372.2 423.9 185.8 345.4
.A.1 Receipts 5,852.0 5,356.7 4,797.7 638.5 364.2 582.8
General government (mainly transfers from the EU) 4,290.4 4,087.2 3,387.4 360.0 160.3 333.6

Other sectors (emigrants’ remittances etc.) 1,561.6 1,269.6 1,410.4 278.5 203.9 249.2

I.A.2 Payments 1,360.2 1,484.4 1,425.6 214.6 178.4 237.3
General government (mainly payments to the EU) 914.4 1,106.5 1,119.4 132.8 121.3 187.3

Other sectors 445.9 377.9 306.2 81.8 57.1 50.1

I FINANCIAL ACCOUNT BALANCE (I.A+I11.B+11.C+I11.D) 3,063.6 5,493.5 5,876.6 577.8 464.3 78.1
ILA DIRECT INVESTMENT' 746.8 -333.0 -579.7 985.8 -159.4 -36.5
By residents abroad -461.5 -368.1 -416.4 -27.5 -149.6 -50.5

By non-residents in Greece 1,208.3 35.1 -163.3 1,013.2 -9.9 14.1

I.LB PORTFOLIO INVESTMENT ' 2,244.0 6,055.7 10,520.4 1,191.8 -460.1 -907.8
Assets 211.4 -1,710.2 -5,238.5 -1,110.2 -271.5 -241.7
Liabilities 2,032.6 7,765.9 15,758.9 2,302.1 -188.6 -666.0

II.C OTHER INVESTMENT' -5,604.3 1,293.8 -8,022.1 -1,727.8 1,486.8 1,132.3
Assets -1,170.8 -7,119.8 -3,636.3 -1,265.7 -3,052.8 691.9
Liabilities -4,433.4 8,413.6 -4,385.7 -462.1 4,539.6 440.4
(General government loans) (-2,188.6) (-2,123.7) (-1,882.6) (=529.1) (-168.7) (-24.6)

II.D CHANGE IN RESERVE ASSETS 2 5,677.0 -1,523.0 3,958.0 128.0 -403.0 -110.0
Il ERRORS AND OMISSIONS 1,294.4 -583.1 -100.1 -216.0 -482.5 -93.6
RESERVE ASSETS 7,195 8,554° 5,056°

1 (+) net inflow, () net outflow.

2 (+) decrease, (-) increase.

3 Since Greece entered the euro area in January 2001, reserve assets, as defined by the European Central Bank, include only monetary gold, the "reserve position" at the
IMF, "Special Drawing Rights", and Bank of Greece’s claims in foreign currency on residents of non-euro area countries. Conversely, reserve assets do not include claims
in euro on residents of non-euro area countries, claims in foreign currency and in euro on residents of euro area countries, and the Bank of Greece participation in the
capital and the reserve assets of the ECB.

*  Provisional data.

Source: Bank of Greece.
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Table 6
Monetary aggregates in the euro area’

(Outstanding balances in billion euro, not seasonally adjusted)

Money
Deposits market
with Deposits paper and
agreed redeemable Money debt
Currency maturity at notice market securities
in Overnight up to two | up to three Repurchase | fund up to two
circulation | deposits | M1 years months M2 agreements | shares/units | years Mm3?
End (6)=(3)+(4) (10=(6)+(7)
of period (1 ) B)=(1+@2) | 4 ®) +(5) @) ®) 9) +©®)+09)
2000 ........ 348.4 1,728.8 2,077.1 991.8 1,221.1 4,290.0 174.9 300.0 135.7 4,900.7
2001 ........ 239.7 1,968.2 2,207.9 1,088.8 1,371.0 4,667.7 218.5 398.0 145.9 5,430.2
2002 ........ 341.2 2,084.4 2,425.5 1,075.5 1,463.5 4,964.6 226.9 470.6 127.7 5,789.7
2001 Jan? .... 336.1 1,692.8 2,028.8 1,036.1 1,275.1 4,340.0 211.4 327.9 139.0 5,018.3
Feb. .... 335.0 1,692.9 2,028.0 1,049.0 1,269.7 4,346.7 213.2 336.0 145.5 5,041.3
March .. 336.3 1,703.2 2,039.5 1,065.9 1,269.8 4,375.1 222.6 346.1 139.3 5,083.1
Apr. .... 336.2 1,735.9 2,072.1 1,067.8 1,273.4 4,413.3 221.4 354.1 140.0 5,128.7
May . ... 332.9 1,759.2 2,092.1 1,069.0 1,273.2 4,434.3 233.8 363.0 135.0 5,166.1
June . . .. 333.0 1,798.4 2,131.4 1,066.2 1,283.0 4,480.6 221.5 360.5 145.2 5,207.8
July..... 328.0 1,780.3 2,108.3 1,073.2 1,287.2 4,468.7 223.4 369.6 140.4 5,202.1
Aug. . ... 319.2 1,747.5 2,066.7 1,088.8 1,292.9 4,448.4 230.8 380.7 142.5 5,202.4
Sept..... 309.6 1,815.1 2,124.7 1,070.9 1,299.7 4,495.3 225.7 384.7 147.6 5,253.4
Oct. .... 295.5 1,816.1 2,111.6 1,074.7 1,311.6 4,497.9 235.1 395.9 149.5 5,278.4
Nov. . ... 279.7 1,864.6 2,144.3 1,077.6 1,326.4 4,548.2 225.9 404.5 152.2 5,330.8
Dec. .. .. 239.7 1,968.2 2,207.9 1,088.8 1,371.0 4,667.7 218.5 398.0 145.9 5,430.2
2002 Jan. ... .. 246.5 1,921.9 2,168.4 1,081.0 1,389.9 4,639.2 216.2 416.6 141.8 5,413.9
Feb. .... 240.3 1,917.1 2,157.4 1,076.8 1,394.2 4,628.4 221.1 427.0 138.8 5,415.2
March .. 254.3 1,914.2 2,168.5 1,088.5 1,397.7 4,654.7 229.6 431.2 137.2 5,452.8
Apr. .... 261.7 1,945.5 2,207.2 1,092.1 1,391.4 4,690.6 228.1 437.5 134.7 5,490.9
May . ... 273.8 1,945.4 2,219.3 1,099.6 1,393.5 4,712.4 234.8 442.6 144.0 5,533.8
June . . .. 285.7 1,992.1 2,277.8 1,074.9 1,399.6 4,752.2 229.6 439.2 132.8 5,553.8
July ..... 296.6 1,959.4 2,255.9 1,083.7 1,402.7 4,742.3 228.8 450.3 125.5 5,546.9
Aug. . ... 301.1 1,927.4 2,228.6 1,096.9 1,408.8 4,734.2 236.5 463.4 126.5 5,560.7
Sept..... 306.7 1,984.4 2,291.1 1,073.6 1,411.4 4,776.1 238.3 460.4 131.3 5,606.1
Oct. . ... 313.9 1,968.4 2,282.2 1,093.7 1,418.4 4,794.4 235.6 462.7 133.7 5,626.3
Nov. . ... 321.4 2,020.5 2,341.9 1,086.3 1,430.0 4,858.3 229.6 477.1 131.1 5,696.1
Dec, . ... 341.2 2,084.4 2,425.5 1,075.5 1,463.5 4,964.6 226.9 470.6 127.7 5,789.7
2003 Jan. ..... 312.1 2,031.6 2,343.7 1,077.9 1,485.2 4,906.7 233.0 535.0 108.3 5,782.9
Feb. .... 319.3 2,032.5 2,351.8 1,080.3 1,501.0 4,933.1 233.8 547.4 108.8 5,823.1
March .. 272 2,070.6 2,397.8 1,073.2 1,514.3 4,985.3 224.0 550.8 99.4 5,859.5
Apr. .... 336.3 2,089.4 2,425.7 1,081.9 1,523.7 5,031.2 230.5 563.0 124.0 5,948.6
May . ... 343.8 2,114.2 2,458.0 1,096.9 1,531.0 5,085.9 231.4 571.1 105.0 5,993.4
June . . .. 351.0 2,150.1 2,501.1 1,060.5 1,546.0 5,107.6 215.0 571.2 96.3 5,990.0
July ..... 361.5 2,122.3 2,483.8 1,063.6 1,555.7 5,103.2 219.9 584.9 89.8 5,997.9
Aug.* ... 362.7 2,105.6 2,468.3 1,069.6 1,563.3 5,101.2 218.7 587.0 89.2 5,996.1
1 Monetary aggregates comprise monetary liabilities of MFIs and central government (Post Office, Treasury) vis-a-vis non-MFI euro area residents excluding central
2 %/?;e;rnlcrin?tztéomponents exclude holdings by non-residents of the euro area of money market fund shares/units, money market paper and debt securities up to
2 years.

3 Data for the euro area until the end of 2000 concern the Euro-11. As from 1 January 2001, they concern the Euro-12.
*  Provisional data.
Source: ECB.
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Table 7
The Greek contribution to the monetary aggregates of the euro area’

(Outstanding balances in billion euro, not seasonally adjusted)

Savings deposits
and deposits
redeemable at | Deposits with Repurchase Money TotaP (M3
Overnight notice up to agreed maturity | agreements market fund Debt securities without currency
deposits three months up to two years | (repos) shares/units up to two years | in circulation)
End of 7)=1)+Q2)+@)+@)
period M @) 3) (4) (5) (6) +(5)+(6)
2000 ....... 13.3 49.9 28.9 18.5 15.4 0.2 126.2
2001 ....... 16.1 57.2 29.4 24.2 9.7 0.1 136.7
2002 ....... 15.2 58.8 28.9 20.0 10.7 0.2 133.8
2001 Jan. .. ... 12.5 49.0 28.1 21.0 14.7 0.2 125.5
Feb. .... 12.4 49.1 27.4 22.6 13.7 0.2 125.3
March .. 11.5 49.1 27.5 24.2 12.9 0.2 125.4
Apr. .... 12.4 50.0 27.3 25.2 12.4 0.2 127.4
May . ... 11.8 50.1 271 26.1 11.8 0.2 127.1
June .. .. 12.4 51.2 26.5 27.3 11.2 0.2 128.8
July ... .. 12.5 51.5 26.1 28.6 11.2 0.2 130.1
Aug. . . .. 12.3 52.1 25.8 28.5 10.9 0.2 129.8
Sept. . ... 12.2 52.6 24.0 29.3 10.5 0.2 128.8
Oct. .... 12.4 29 24.8 28.7 9.6 0.2 128.6
Nov. . ... 13.2 53.7 26.3 26.8 9.4 0.1 129.5
Dec. .. .. 16.1 57.2 29.4 24.2 9.7 0.1 136.7
2002 Jan. ... .. 14.3 57.2 26.5 239 9.8 0.1 131.8
Feb. .... 13.8 57.5 27.3 23.0 9.4 0.1 131.1
March .. 12.5 57.4 272 24.2 9.3 0.1 130.7
Apr. .... 13.7 58.0 26.9 22.9 8.9 0.0 130.4
May .... 13.3 58.2 26.6 22.8 8.9 0.0 129.8
June . ... 14.2 58.7 26.0 22.6 8.7 0.0 130.2
July ... .. 14.3 58.8 26.0 22.5 8.9 0.0 130.6
Aug. . . .. 14.1 59.5 26.3 22.8 8.9 0.1 131.7
Sept..... 14.7 59.9 25.4 223 9.1 0.1 132.2
Oct. .... 13.5 58.9 26.6 23.2 9.0 0.1 131.2
Nov. . ... 13.3 58.1 27.3 22.0 9.1 0.2 130.0
Dec. .. .. 15.2 58.8 28.9 20.0 10.7 0.2 133.8
2003 Jan. . .... 14.2 58.2 28.9 20.2 12.0 0.2 133.7
Feb. .... 14.4 59.7 27.1 19.2 12.9 0.2 133.5
March .. 14.9 59.8 27.3 16.8 14.1 0.2 133.2
Apr. .... 14.6 60.4 28.7 16.3 14.4 0.3 134.7
May . ... 14.5 59.4 28.8 15.7 14.7 0.3 133.4
June . ... 16.7 60.3 29.7 13.5 15.7 0.4 136.3
July ..... 15.8 59.2 32.0 13.0 15.8 0.4 136.2
Aug. . ... 16.1 60.0 33.0 12.2 15.7 0.4 137.5

1 The Greek contribution begins upon Greece’s entry into the euro area (1 January 2001). For statistical reasons, however, the data on monetary aggregates were extended
to cover previous years as well.

2 As in all other euro area countries, Greece’s M3 can no longer be calculated accurately, since the quantity of euro banknotes and coins in circulation in each country is
also held by residents of other euro area countries (as well as non-euro area residents). Owing to these technical problems, the compilation of Greek M0, M1, M2 and
M3 was discontinued in January 2003.

Source: Bank of Greece.
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Table 8

Deposits of domestic firms and households with Other MFIs," by currency and type

(Outstanding balances in million euro, not seasonally adjusted)

Breakdown by currency

Breakdown by type

Deposits

End Total Deposits in other Sight Savings Time

of period deposits in euro? currencies deposits deposits deposits®

2000 ........... 90,737.8 73,720.2 17,017.6 11,007.0 50,917.8 28,813.0

2001 ........... 101,809.5 79,566.0 22,243.5 13,385.2 58,323.1 30,101.1

2002 ........... 104,761.1 87,732.3 17,028.8 13,367.3 60,406.1 30,987.7

2001 Jan......... 88,672.8 71,364.1 17,308.7 10,004.0 50,097.1 28,571.6
Feb........ 88,128.8 71,100.2 17,028.6 10,019.8 50,121.5 27,987.5
March ... ... 87,506.4 69,835.1 17,671.3 9,376.2 50,163.9 27,966.3
Apr. ...l 89,005.3 72,383.4 16,621.9 10,149.5 50,991.1 27,864.7
May ....... 88,126.9 71,588.8 16,538.1 9,522.3 51,161.0 27,443.6
June ....... 89,219.5 73,009.8 16,209.7 10,132.4 52,280.3 26,806.8
July . ... 89,196.9 73,484.2 15,712.7 10,146.2 52,527.7 26,523.0
Aug. ....... 89,264.4 73,797.9 15,466.5 9,826.6 53,222.9 26,215.0
Sept........ 88,095.4 72,815.9 15,279.6 9,849.7 53,730.0 24,515.9
(©) AN 89,382.6 74,146.8 15,235.8 10,125.1 53,972.1 25,285.4
Nov........ 92,567.2 73,956.4 18,610.7 10,928.3 54,790.3 26,848.6
Dec. ....... 101,809.5 79,566.0 22,243.5 13,385.2 58,323.1 30,101.1

2002 Jan......... 97,542.0 78,693.6 18,848.4 11,839.1 58,355.2 27,347.7
Feb. ....... 98,302.4 79,029.9 19,272.4 11,356.7 58,674.4 28,271.3
March ... ... 96,741.8 77,970.2 18,771.6 10,267.5 58,309.6 28,164.7
Apr. ....... 98,685.7 80,274.3 18,411.5 11,584.4 58,979.2 28,122.2
May ....... 97,779.9 79,934.6 17,845.3 10,795.2 59,174.0 27,810.7
June ....... 98,751.5 81,549.4 17,202.1 11,758.3 59,654.1 27,339.2
July . ....... 99,132.9 81,816.4 17,316.4 11,888.0 59,768.1 27,476.8
Aug. ....... 99,924.1 82,255.7 17,668.4 11,656.2 60,475.4 27,792.5
Sept. . ...... 101,076.4 84,497.2 16,579.2 12,328.6 61,820.2 26,927.6
Oct. ....... 100,492.7 83,175.9 17,316.8 11,399.8 60,572.9 28,519.9
Nov........ 100,771.6 83,612.4 17,159.2 11,686.3 59,933.8 29,151.4
Dec. ....... 104,761.1 87,732.3 17,028.8 13,367.3 60,406.1 30,987.7

2003 Jan......... 102,687.7 85,423.3 17,264.4 11,703.0 59,707.7 31,277.0
Feb. ....... 102,455.9 85,527.5 16,928.4 12,419.8 60,981.4 29,054.7
March ... ... 103,684.4 86,637.5 17,046.9 12,996.7 61,203.6 29,484.0
Apr. ....... 105,407.4 87,642.8 17,764.6 12,664.5 61,690.6 31,052.2
May ....... 104,593.8 86,997.3 17,596.5 12,586.4 60,809.6 31,197.8
June ....... 108,637.5 90,199.0 18,438.5 14,702.7 61,700.5 32,234.3
July ... 108,694.9 89,934.1 18,760.8 13,670.6 60,471.2 34,553.1
Aug. . ...... 110,793.2 91,498.3 19,294.9 14,035.9 61,242.3 35,515.0

1 Other Monetary Financial Institutions (Other MFIs) comprise credit institutions other than the Bank of Greece and money market funds.

2 Including (until 31 December 2001) deposits in drachmas and the other euro legacy currencies.

3 Including blocked deposits.

Source: Bank of Greece.
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Table 9
ECB and Bank of Greece interest rates

(Percentages per annum)

1. ECB interest rates 2. Bank of Greece interest rates
Overnight Overnight
Main Marginal deposit deposit 14-day
With Deposit refinancing | lending With facility — facility — intervention | Lombard
effect from' facility operations® | facility effect from first tier* second tier* | rate rate
1999 1 Jan. 2.00 3.00 4.50 1999 14 Jan. 11.50 9.75 12.00 13.50
4 Jan? 2.75 3.00 3.25 21 Oct. 11.00 9.75 11.50 13.00
22 Jan. 2.00 3.00 4.50 16 Dec. 10.25 9.25 10.75 12.25
9 Apr. 1.50 2.50 3.50 27 Dec. 10.25 9.00 10.75 11.50
5 Nov. 2.00 3.00 4.00
2000 4 Feb. 2.25 3.25 4.25 2000 27 Jan. 9.50 8.50 9.75 11.00
17 March 2.50 3.50 4.50 9 March 8.75 8.00 9.25 10.25
28 Apr. 2.75 3.75 4.75 20 Apr. 8.00 7.50 8.75 9.50
9 June 3.25 4.25 5.25 29 June 7.25 - 8.25 9.00
28 June® 3.25 4.25 25 6 Sept. 6.50 = 7.50 8.25
1 Sept. 3.50 4.50 5.50 15 Nov. 6.00 - 7.00 7.75
6 Oct. 3.75 4.75 5.75 29 Nov. 5.50 - 6.50 7.25
13 Dec. 4.75 = 5.75 6.50
27 Dec. 3.75 = 4.75 5.75
2001 11 May 3.50 4.50 5.50
31 Aug. 3.25 4.25 5.25
18 Sept. 2.75 3.75 4.75
9 Nov. 2.25 3.25 4.25
2002 6 Dec. 1.75 2.75 3.75
2003 7 March 1.50 2.50 3.50
6 June 1.00 2.00 3.00

1 The date refers to the deposit and marginal lending facilities. For main refinancing operations, unless otherwise indicated, changes in the rate are effective from the first
operation following the date indicated. The change on 18 September 2001 was effective on that same day.

2 On 22 December 1998 the ECB announced that, as an exception measure between 4 and 21 January 1999, a narrow corridor of 50 basis points would be applied between
the interest rates for the marginal lending facility and the deposit facility, aimed at facilitating the transition to the new regime by market participants.

3 Until 21 June 2000: fixed rate tenders, from 28 June 2000: minimum bid rate in variable rate tenders.

4 On 29 June 2000 the second tier of the deposit facility was abolished; the interest rate thereafter applies to the unified deposit acceptance account.

Sources: ECB and Bank of Greece.
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Table 10

Money market interest rates

(Percentages per annum, period averages)

Overnight 1-month 3-month 6-month 9-month 12-month
Period deposits! deposits? deposits? deposits? deposits? deposits?
2000 ............ 8.24 8.28 7.89 7.32 6.90 6.55
2001 ............ 4.39 4.33 4.26 4.16 4.10 4.09
2002 ............ 3.29 3.30 3.32 3.35 3.41 3.49
2001 Jan......... 4.75 4.81 4.77 4.68 4.60 4.58
Feb. ....... 4.99 4.80 4.76 4.67 4.61 4.59
March . ... .. 4.78 4.78 4.71 4.58 4.49 4.47
A 0000000 5.06 4.79 4.69 4.57 4.50 4.49
May ....... 4.65 4.67 4.64 4.57 4.53 4.53
June ....... 4.54 4.53 4.45 4.35 4.33 4.31
July .. ..o 4.51 4.52 4.47 4.39 4.33 4.31
Aug. ....... 4.49 4.46 4.35 4.22 4.14 4.1
Sept........ 3.99 4.05 3.98 3.88 3.80 3.77
Oct. ....... 3.97 BY2! 3.60 3.46 3.39 3.37
Nov........ 3.51 3.43 3.39 3.26 3.20 3.20
Dec. ....... 3.34 3.42 3.34 3.26 3.25 3.30
2002 Jan......... 3.29 3.35 3.34 3.34 3.39 3.48
Feb. ....... 3.28 3.34 3.36 3.40 3.48 3.59
March . ... .. 3.26 3.35 3.39 3.50 3.65 3.82
Mo 0cooooo 3.32 3.34 3.41 3.54 3.70 3.86
May ....... 3.31 3.37 3.46 3.62 3.80 3.95
June ....... 3.35 3.38 3.46 3.59 3.73 3.87
July ..o oL 3.30 3.36 3.41 3.48 3.54 3.64
Aug. ....... 3.29 3.33 3.35 3.38 3.40 3.44
Sept........ 3.32 3.32 3.31 3.27 3.23 3.24
Oct. ....... 3.30 3.31 3.26 3.17 3.12 3.13
Nov........ 3.30 3.23 3.12 3.04 3.01 3.02
Dec. ....... 3.09 2.98 2.94 2.89 2.87 2.87
2003 Jan......... 2.79 2.86 2.83 2.76 272 2.71
Feb. ....... 2.76 2.77 2.69 2.58 2.53 2.50
March ... ... 2.75 2.60 2.53 2.45 2.42 2.41
Apr. ....... 2.56 2.58 2.53 2.47 2.45 2.45
May ....... 2.56 2.52 2.40 2.32 2.27 2.26
June ....... 2.21 2.18 2.15 2.08 2.04 2.01
July ... 2.08 2.13 2.13 2.09 2.07 2.08
Aug. ....... 2.10 2.12 2.14 217 2.21 2.28
Sept. . ...... 2.02 2.13 2.15 2.18 2.21 2.26

1 Until December 2000: interbank overnight rate in Greece. As from January 2001: euro overnight index average (EONIA).

2 Until December 2000: interbank rates (ATHIBOR). As from January 2001: euro interbank offered rates (EURIBOR).

Sources: Bank of Greece and Bloomberg.
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Table 11
Greek government paper yields

(Percentages per annum, period averages)

Yield on Government bond yield
one-year
Period Treasury bills | 3-year 5-year 7-year 10-year 15-year 20-year
2000 ........... 6.22 5.99 5.98 6.05 6.10 6.26 6.35
2001 ........... 4.08 4.28 4.58 4.82 5.30 5.51 5.76
2002 ........... 3.50 4.06 4.45 4.78 5.12 5.24 5.52
2001 Jan. ........ 4.57 4.66 4.91 5.03 5.35 5.61 5.81
Feb......... 4.59 4.66 4.90 5.04 5.35 5.56 5.78
March ...... 4.47 4.50 4.73 4.94 5.28 5.49 5.71
Apr......... 4.48 4.53 4.79 4.89 5.39 5.55 5.77
May........ 4.52 4.59 4.89 5.01 5.54 5.70 5.92
June........ 4.31 4.40 4.73 4.88 5.48 5.66 5.91
July ...l 4.31 4.39 4.75 4.89 5.52 5.71 5.94
Aug. ....... 4.11 4.17 4.52 4.68 5.33 5.56 5.82
S5k 000000 3.77 3.78 4.27 4.47 5.31 5.55 5.88
Oct......... 3.37 3.40 3.97 4.20 5.07 5.30 5.64
Nov. ....... 3.20 4.12 4.14 5.07 4.90 5.10 5.36
Dec. ....... 3.30 4.15 4.37 4.73 5.13 5.28 5.52
2002 Jan. ........ 3.48 4.27 4.51 4.95 5.24 5.36 5.55
Feb......... 3.59 4.37 4.73 5.07 5.31 5.41 5.60
March ...... 3.81 4.58 5.00 5.27 5.51 5.58 5.78
Apr......... 3.86 4.59 4.99 527 5.51 5.60 5.84
May........ 3.98 4.63 5.00 5.27 5.52 5.60 5.86
June........ 3.87 4.46 4.81 5.09 5.36 5.47 Bo7/1l
July ... 3.65 4.23 4.59 4.90 5.21 5.33 5.57
Aug. ....... 3.44 3.90 4.29 4.60 4.95 5.07 5.34
SR 0cooooo 3.24 3.59 3.98 4.33 4.73 4.86 5.18
Oct......... 3.13 3.52 3.95 4.34 4.79 4.94 5.32
Nov. ....... 3.02 3.40 3.87 4.26 4.76 4.90 5.33
Dec. ....... 2.87 3.19 3.63 4.05 4.58 4.71 5.13
2003 Jan. ........ 2.70 2.91 3.36 3.81 4.43 4.51 4.97
Feb......... 2.50 2.65 3.31 3.89 4.24 4.27 4.83
March ...... 2.41 2.82 3.38 3.83 4.26 4.33 4.90
Ao 0 0000000 2.46 2.99 3.50 3.96 4.38 4.45 5.02
May........ 2.25 2.64 3.12 3.57 4.02 4.09 4.73
June........ 2.02 2.38 2.88 3.33 3.81 3.86 4.57
July ... 2.08 2.62 3.18 3.65 4.12 4.16 4.83
Aug. ....... 2.28 2.98 3.51 3.91 4.29 4.34 4.90
Sept. ....... 2.26 2.91 3.47 3.91 4.32 4.37 4.96

Source: Bank of Greece.
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Table 12

Domestic MFI loans to domestic firms and households, by currency and branch of economic activity

(Balances in million euro)

Branches of economic activity

End In In foreign | Agricul- Consumer

of period Total euro currency | ture Industry’ | Trade Housing Tourism credit Other

2000 ....... 59,330.0 | 50,065.6 9,264.4 3,884.9 | 11,823.7 | 12,3742 | 11,2719 | 1,814.3 5511.3 | 12,649.7

2001 ....... 74,027.4 | 66,722.6 7,304.8 3,724.2 12,6149 | 15,5243 | 15,652.2 2,171.3 7,852.0 16,488.5

2002 ....... 86,510.5 | 80,099.7 6,410.8 32247 | 14,364.0 | 15670.8 | 21,224.7 | 2,903.2 9,755.4 | 19,367.7

2001 Jan.. ... 59,938.1 51,062.9 8,875.2 3,809.7 11,617.1 12,370.5 11,542.8 1,851.0 5,601.0 13,146.0
Feb..... | 60,758.1 | 52,131.0 8,627.1 3,723.9 | 11,813.8 | 12,3748 | 11,775.0 | 1,894.5 5,715.7 | 13,460.4
March. . | 62,687.0 | 54,138.2 8,548.8 3,869.2 | 11,9721 | 12,7315 | 12,067.4 | 1,946.9 5973.5 | 14,126.4
Apr..... 63,300.2 54,967.1 8,333.1 3,957.4 11,802.2 12,716.1 12,327.2 1,998.4 6,109.2 14,389.7
May ... 65,437.2 56,478.3 8,958.9 3,838.0 12,184.5 13,619.7 12,752.8 2,042.1 6,322.2 14,677.9
June ... 67,191.8 58,451.6 8,740.2 3,802.5 12,493.1 14,110.5 13,053.2 2,066.5 6,577.4 15,088.6
July. ... | 67,876.5 | 59,419.2 8,457.3 3,807.4 | 12,712.7 | 14,014.7 | 13,531.7 | 2,055.5 6,727.6 | 15,026.9
Aug. ... 68,345.9 60,214.8 8,131.1 3,767.4 12,630.0 14,031.4 13,859.7 2,040.1 6,887.2 15,130.1
Sept.. .. | 69,886.2 | 61,843.1 8,043.1 3,821.8 12,843.6 | 14,456.8 | 14,250.8 1,990.0 7,117.5 15,405.7
Oct. ... 70,591.5 62,887.0 7,704.5 3,735.5 12,718.4 14,510.7 14,695.7 1,992.2 7,379.6 15,559.4
Nov. ... | 72,4341 | 64,6753 7,758.8 3,666.9 | 12,7331 | 14,755.9 | 15,187.6 | 2,007.1 7,535.4 | 16,548.1
Dec.... | 74,0274 | 66,722.6 7,304.8 3,724.2 | 12,6149 | 155243 | 156522 | 2,171.3 7,852.0 | 16,488.5

2002 Jan.. ... 73,982.0 66,648.1 7,333.9 3,230.0 12,435.1 15,174.6 16,024.7 2,236.0 7,783.7 17,097.9
Feb..... 75,202.2 67,723.9 7,478.3 3,030.3 12,724.5 15,846.7 16,417.5 2,267.5 7,944.7 16,971.0
March. . 76,235.3 69,080.0 7,155.3 3,139.4 13,168.1 15,788.0 16,891.9 2,316.4 8,129.8 16,801.7
Apr..... | 76,958.0 | 69,886.9 7,071.1 3,196.1 | 12,801.1 | 15939.4 | 17,362.1 | 2,341.0 8,301.2 17,017.1
May ... | 78,009.6 | 71,192.8 6,816.8 3,93.0 | 12,912.6 | 16,064.7 | 17,721.8 | 2,372.2 8,508.3 17,237.0
June ... | 79,960.9 | 73,4753 6,485.6 3,167.7 13,360.0 | 16,516.2 | 18,194.3 2,414.5 8,678.1 17,630.1
July. ... | 81,2339 | 74,622.8 6,611.1 3,167.7 13,720.8 | 16,5709 | 18,759.9 2,411.6 8,868.0 17,735.0
Aug. ... 82,041.4 75,311.8 6,729.6 3,191.4 13,625.4 16,580.6 19,304.9 2,399.3 8,997.7 17,942.1
Sept.... | 82,662.6 | 75930.7 6,731.9 3212.8 | 13,7856 | 16,059.8 | 19,503.8 | 2,560.0 9,228.1 18,312.5
Oct. ... 83,996.1 77,164.1 6,832.0 3,221.6 13,961.2 16,161.2 19,914.7 2,635.0 9,420.9 18,681.5
Nov. ... | 85614.8 | 78,732.9 6,881.9 3,167.1 14,528.2 | 15,663.2 | 20,416.6 2,761.1 9,612.9 19,465.7
Dec. ... 86,510.5 80,099.7 6,410.8 3,224.7 14,364.0 15,670.8 21,224.7 2,903.2 9,755.4 19,367.7

2003 Jan... .. 88,241.8 81,751.6 6,490.2 2,964.2 14,529.2 16,321.5 21,599.4 2,978.4 9,884.9 19,964.2
Feb..... 88,787.7 82,332.2 6,455.5 2,980.5 14,485.6 16,310.3 22,062.6 3,049.0 10,023.3 19,876.4
March. . | 89,363.0 | 83,075.2 6,287.8 2,994.0 | 14,422.3 | 16,053.5 | 22,366.8 | 3,095.5 | 10,247.3 | 20,183.6
Apr..... | 90,770.3 | 84,710.6 6,059.7 3,043.0 14,565.0 | 16,113.4 | 22,747.1 3,149.2 10,344.7 | 20,807.9
May . .. 92,497.1 86,811.4 5,685.7 3,027.6 14,866.7 16,488.6 23,183.1 3,085.8 10,432.6 21,412.7
June ... | 94,344.1 | 88,447.4 5,896.7 3,062.3 | 151652 | 16,139.3 | 23,705.7 | 3,201.0 | 10,600.9 | 22,469.7
July. ... | 96,253.7 | 90,203.0 6,050.7 3,062.9 | 156741 | 16,307.5 | 24,2672 | 32075 | 10,871.8 | 22,862.7
Aug. ... 97,350.8 91,177.5 6,173.3 3,102.1 15,681.4 16,700.8 24,573.2 3,255.1 11,075.2 22,963.0

1 Including mining and small-scale manufacturing.

Source: Bank of Greece.
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Table 13
Bank deposit and lending rates in Greece

(Percentages per annum, period averages)

Deposit rates Lending rates
Deposits with To firms To households
agreed maturity
Period Sight deposits Savings deposits | up to one year Short-term Long-term Consumer’ Housing?
2000 ........... 2.73 5.71 6.14 12.33 11.52 17.00 9.76
2001 ........... 1.45 2.40 3.32 8.58 8.66 13.35 6.45
12() () 2 0.82 1.51 2.76 7.41 7.43 12.64 5.70
2001 Jan. ........ 1.66 2.93 3.84 9.40 9.12 14.37 7.31
Feb......... 1.62 2.69 3.74 9.10 9.31 14.25 6.89
March ...... 1.60 2.70 3.71 8.78 8.99 13.93 6.70
Apr......... 1.69 2.71 3.62 8.88 9.08 13.80 6.60
May........ 1.54 2.57 3.64 8.87 8.98 13.53 6.55
June ........ 1.52 2.47 3.57 8.65 8.69 13.25 6.49
July ... 1.42 2.46 3.55 8.64 8.61 12.97 6.50
A% coooooo 1.51 2.47 3.45 8.59 8.74 12.94 6.48
SE ccoo0oo0 1.31 2.30 3.05 8.35 8.38 13.07 6.38
Oct......... 1.09 1.93 2.71 8.08 8.33 12.76 6.00
Nov. ....... 1.28 1.90 2.51 7.87 8.00 12.68 5.77
Dec. ....... 1.20 1.69 2.41 7.79 7.65 12.65 5.78
2002 Jan. ........ 0.90 1.66 2.62 7.74 7.36 12.70 5.77
Feb......... 0.79 1.68 2.63 7.66 7.81 12.89 5.77
March ...... 0.83 1.66 2.74 7.63 7.60 12.82 5.76
Apr......... 0.83 1.66 2.82 7.59 7.69 12.66 5.77
May........ 0.79 1.62 2.87 7.52 7.78 12.69 5.74
June........ 0.75 1.46 2.75 7.40 7.58 12.67 5.80
July ..ol 0.72 1.41 2.72 7.29 7.41 12.61 5.68
Aug. ....... 0.90 1.41 2.70 717 7.49 12.54 5.64
Sept. ....... 0.85 1.44 2.74 7.20 7.49 12.57 5.59
Oct......... 0.91 1.48 2.84 7.29 7.20 12.49 5.66
Nov. ....... 0.84 1.50 2.87 7.24 6.90 12.53 5.65
Dec. ....... 0.75 1.09 2.80 7.23 6.82 12.53 5.53
2003 Jan. ........ 0.74 1.09 2.83 7.10 6.68 12.48 5.46
Feb......... 0.75 1.10 2.73 7.04 6.58 12.58 5.37
March ...... 0.69 1.05 2.68 6.99 6.48 12.53 5.40
Apr......... 0.73 1.04 2.70 7.00 6.58 12.61 5.44
May........ 0.70 1.03 2.61 6.88 6.49 12.52 5.43
June........ 0.55 0.81 2.44 6.76 6.36 12.43 5.42
July ... 0.60 0.79 2.38 6.61 6.21 12.32 5889,
Aug. ....... 0.52 0.79 2.29 6.59 6.14 12.17 5.20

1 Average rate on all categories of consumer loans.
2 Average rate on variable-rate housing loans with a maturity of over 5 years.
Source: Bank of Greece.
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