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Vor nicht allzu langer Zeit
gab es noch eine heftige Dis-
kussion darüber, ob es den –
damals noch – Kandidatenlän-
dern gelingen wird, neben der
nominellen Konvergenz (An-
gleichung von Inflation und
Zinssätzen) auch schnell ge-
nug eine reale Konvergenz
mit der EU 15 zu erreichen. 

Nun, den CEE-Ländern ist
es in den letzten Jahren er-
staunlich gut gelungen, ihre
Position als Industriestandort
auszubauen und sich in einem
mittleren Technologieseg-
ment zu positionieren. 

Mit einem jährlichen BIP-
pro-Kopf-Wachstum von 4 %
ist das Wohlstandsniveau in
den neuen Mitgliedsstaaten
(NMS) doppelt so schnell ge-
stiegen wie in der EU-15. Die
NMS haben es aber auch ge-
schafft, ihre Exportströme völ-
lig umzudrehen. Nicht nur,
dass 60 % ihrer Exporte in die
EU 15 gehen, sie haben es auch
geschafft, ihren Marktanteil an
den EU-Importen um 3 %-
Punkte (von 6,3 % auf 9,3 %)
zu steigern, was immerhin eine
Steigerung des Marktanteils(!)
um fast 50 % ist. 

Entscheidend für den
Konvergenzprozess ist aber,
dass sich die Qualität der Ex-
porte signifikant geändert hat.
Die NMS-Länder haben näm-
lich nicht nur Marktanteile ge-
wonnen, sondern es hat auch
einen deutlichen Wandel in
der Güterstruktur, von relativ
niedrigpreisigen Massenpro-
dukten zu Produkten im mitt-
leren und höheren Technolo-
gie-Segment gegeben. Neueste
Untersuchungen zeigen, dass
gerade in diesem Bereich die
NMS nicht nur die höchsten
Marktanteilsgewinne erzielen

konnten, sondern dass neben
den Preisen dieser Gütergrup-
pe aus den NMS auch die Qua-
lität der Exporte in dieser Gü-
tergruppe überdurchschnitt-
lich gestiegen sind. 

Die Daten deuten darauf
hin, dass der Exporterfolg der
NMS nicht nur in der billige-
ren Produktion, sondern auch
in einem signifikanten Quali-
tätsanstieg, d. h. letztlich in ei-
ner realen Konvergenz lag. 

Die Gründe für diesen An-
stieg der Qualität sind auch in
einer Kombination von zwei
Faktoren zu suchen – zum ei-
nen haben die NMS weitge-
hend gut qualifizierte Arbeits-
kräfte, insbesondere was tech-
nische Berufsgruppen anbe-
langt, zum anderen hat die
EU-Industrie in relativ ar-
beitsintensiven aber technisch
anspruchsvollen Fertigungs-
bereichen „billigere“ Produk-
tionsstandorte gesucht. 

Keine Region der Welt
hatte in den letzten Jahren re-
lativ so hohe FDI zu verzeich-
nen, wie die NMS. Die kumu-
lierten FDI’s betragen in den
NMS ca. 40 % des BIP’s, sie
sind somit höher als jene von
China (25% des BIP). 

All jene, die im Zuge der
Beitrittsdiskussion das Ge-
spenst der ungenügenden 
realen Konvergenz an die
Wand gemalt haben, hat die
Realität widerlegt. Die NMS
haben auch im Hinblick auf
die reale Konvergenz (Wohl-
standsniveau, Wirtschafts-
strukturen) einen erstaunlich
raschen Aufholprozess be-
schritten. Auch wenn der Weg
der Angleichung noch nicht 
zu Ende ist, ein guter Teil des
Weges wurde in den letzten
Jahren bewältigt. 

Not so long ago there was
heated debate as to whether
the then candidate countries
will – besides nominal con-
vergence (adjustment of infla-
tion and interest rates) – suc-
ceed in achieving real conver-
gence with the EU 15 within
the required time frame.

In the last few years the
CEE countries have made
surprisingly good progress 
in expanding their position 
as a location for business and
in positioning themselves in 
a mid-field technology seg-
ment.

With per capita GDP
growth of 4 % p.a. the level of
prosperity in the new member
states has risen twice as fast
as that of the EU 15. The new
member states (NMS) have 
also succeeded in completely
reorienting their export flows.
60 % of their exports now go
to the EU 15 and they have 
increased their market share
of EU imports by 3 percentage
points from 6.3 % to 9.3 %.
This represents an almost
50 % increase in market share!

The quality of exports has
improved markedly, and this
is crucial for the convergence
process. The NMS have won
additional market share and
the structure of goods has
changed dramatically, from
relatively low-priced mass-
produced articles to products
in the middle and high tech
segments. The most recent
data show that the new mem-
ber states have won the lar-
gest market share in this area
and that the prices of exports
relating to this category of
goods from the NMS have 
increased, with a dispropor-
tionately strong improvement

in the quality of exports in
this category.

The data indicate that the
export achievements of NMS
are to be found in low-cost
production and in a signifi-
cant improvement in quality,
i.e. in real convergence.

Two factors are also 
responsible for the improved
quality – the NMS for the most
part have a well-qualified
workforce, especially in the
technical occupational
groups, and the EU’s industry
has been looking for “lower
cost” production sites for rela-
tively work intensive but tech-
nically demanding manufac-
turing segments.

In relative terms, the new
member states are the region
with the highest level of FDI.
Cumulated FDIs in the NMS
amounted to about 40 % of
GDP, more than those of Chi-
na (25 % of GDP).

The reality of the situa-
tion has refuted all those who,
during the accession negotia-
tions, maintained that real
convergence would be insuffi-
cient. In regard to real con-
vergence (level of prosperity,
economic structures), the pa-
ce of the catching-up process
in the new member states has
also been quite astounding.
Even if the convergence pro-
cess is not yet over, a great
deal has been accomplished
in the last few years.

Reale Konvergenz: sie findet statt.

Real Convergence is Taking Place

EDITORIAL

Marianne Kager
Chief Economist, 

Bank Austria Creditanstalt
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Area: 28,748 sq. km
Population: 3.1 mn
President: Alfred Moisiu
Prime minister: Sali Berisha
GDP (2005): EUR 6.8 bn
Per capita GDP (2005): EUR 2,170

Political situation

The new coalition gov-
ernment led by Prime Minis-
ter Sali Berisha of the Democ-
ratic Party has been in office
for more than half a year now.
Disagreements within the
coalition and the tough colli-
sion course of the opposition
have obstructed progress in
parliament, especially since
the beginning of March after
alleged irregularities in con-
nection with the abortive mo-
tion of no confidence intro-
duced against Mrs. Topalli,
spokeswoman of the Democ-
ratic Party in parliament. The
performance record of the
government with regard to
the implementation of its po-
litical priorities, such as the
fight against corruption, the
containment of organised
crime and the acceleration of

EU integration, is conse-
quently mixed so far. How-
ever, the negotiations on a
Stabilisation and Association
Agreement have been con-
cluded. It is expected that the
agreement will still be signed
this spring.

Economic situation

Supported by continued
strong domestic demand,
which among others was re-
flected in a particularly strong
increase in lendings of more
than 70% year-on-year, eco-
nomic growth is estimated at
5.5% in 2005. The economic
slowdown compared with the
previous years is on the one
hand attributable to sales dif-
ficulties of the textile indus-
try, which suffered under the
strong competition from the

Far East after the expiry of the
Multifibre Agreement, and on
the other hand to bottlenecks
in energy supply in autumn,
which required a cut in pro-
duction. At 2.4% on average,
inflation remained modest in
2005 in spite of higher energy
costs. Possible second round
effects may cause inflation to
accelerate this year. However,
supported by the favourable
figures at the beginning of the
year, the cautious policy pur-
sued by the central bank,
which tries to curb the in-
crease in lendings by taking
more restrictive measures
and which continues its mon-
etary policy aimed at a stable
exchange rate of the Albanian
lek, as well as the restrained
fiscal policy pursued by the
government in agreement
with the IMF point to an only

slight increase in inflation to
2.7% on average in 2006.

Since an unexpectedly
good development of rev-
enues above all in the second
half of the year contributed to
lowering the budget deficit to
3.3% of GDP last year, the
government aims at a budget
deficit of about 4% of GDP in
2006. This deficit does not yet
contain possible additional
tax revenue as a result of a
thorough reform of tax ad-
ministration, which is to 
contribute to restraining the
shadow economy. In summer,
the government is expected to
decide in a supplementary
budget how these revenues
are to be used, with priority
probably being given to the
further reduction of public
debt, which amounted to 55%
of GDP at year-end 2005. ■

walter.pudschedl@ba-ca.com

Walter Pudschedl

Albania
Structural problems limit growth prospects

Outlook

Economic growth will slow down a
little in 2006. Due to the cautious
monetary and fiscal policy, which
may however result in sustained
price stability, domestic demand will
lose momentum. Energy problems,
corruption and a not very effective
public administration are aggravat-
ing the conditions for companies,
whose low international competi-
tiveness is reflected in the country’s
pronounced external imbalance. In
2005, the current account deficit
rose to more than 7% of GDP due to
difficulties to export textiles. Never-
theless, the progress in a number of
privatisation projects (e. g. telecom-
munications, electricity supply com-
pany KESH, oil company Albpetrol)
increasingly provide grounds for
cautious optimism.

Albania – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in  % Forecast

GDP (real) 4.3 5.7 6.7 5.5 5.0 6.0
Industrial output (real) 1.8 2.7 3.1 2.0 2.5 3.5
Gross fixed capital formation (real) – – – – – –
Consumer prices (yearly average) 5.2 2.4 2.9 2.4 2.7 3.0
Unemployment (yearly average) 15.8 15.0 14.4 14.5 14.0 13.5
Budget balance (in  % of GDP) –6.5 –4.3 –5.0 –3.3 –4.0 –3.5
in EUR mn

Merchandise exports 349 395 485 529 740 880
Merchandise imports 1,570 1,579 1,766 1,998 2,330 2,560
Current account –472 –414 –349 –512 –450 –420
Current account (in  % of GDP) –9.9 –8.0 –5.7 –7.5 –6.2 –5.3
FDI (inflow, net) 143 158 275 214 250 320
Gross foreign debt (end of period) 1,258 1,257 1,346 1,460 1,600 1,720
Gross foreign debt (in  % of GDP) 26.4 24.2 21.9 21.4 22.1 21.9
Import cover (in months) 5.0 4.6 4.9 4.6 4.4 4.5
Average exchange rate: ALL/EUR 132.4 137.6 127.6 124.2 126.0 126.0
Average exchange rate: ALL/USD 139.9 121.8 102.7 99.8 103.2 100.8
Sources: Bank Austria Creditanstalt Economics Department, IMF, Instat

EASTERN EUROPE



32 CEE-Report  2-2006

MEMBER OF THE EU

Area: 45,227 sq. km
Population: 1.3 mn
President: Arnold Rüütel
Prime Minister: Andrus Ansip
GDP (2005): EUR 10.7 bn
Per capita GDP (2005): EUR 7,950

Political situation

Estonia will not adopt the
euro as planned at the begin-
ning of 2007 because the in-
flation rate is too high. This
official announcement was
made by Finance Minister
Aivar Soerd at the end of
March. According to the gov-
ernment’s estimate, the infla-
tion rate will amount to 3.7 %
in 2006. It is expected to de-
cline to 3.2 % in 2007 provid-
ed that oil prices will de-
crease. As is well-known, Es-
tonia meets the other Maas-
tricht criteria, in particular 
as far as fiscal policy is con-
cerned. The possibilities of
monetary policy to combat in-
flation are limited owing to
the fact that the national cur-
rency is pegged to the euro.
The government decided to

postpone the increase in ex-
cise taxes on alcohol and to-
bacco planned for the begin-
ning of July 2006 and the in-
crease in excise taxes on fuel
scheduled for the beginning
of 2007 to the beginning of
2008 as an immediate mea-
sure to reduce the inflationary
pressure.

Economic situation

Economic growth gradu-
ally accelerated in the course
of 2005, from 7.2 % in the first
quarter to 11.1 % in the fourth
quarter. At 9.8 %, average an-
nual growth remained only
just under the 10 % mark.
Due to the boom, tax revenue
was also higher than expect-
ed. Thus, the budget surplus
of 1.8 % of GDP remained at
the previous year’s level. Ex-

ports and investments proved
to be the main driving forces
of growth in particular in the
second half of the year. The
rising demand of the neigh-
bouring main trading part-
ners (Finland, Sweden, Russia
as well as Latvia and Lithua-
nia) considerably contributed
to an increase in exports of
goods and services (21.3 %)
which exceeded import
growth (17.4 %). Moreover,
the current account also ben-
efited from this development.
At about 10.5 % of GDP, the
current account deficit was
approximately 2 percentage
points lower than in 2004.
Gross fixed capital formation
rose substantially by 13.9 % 
in 2005, supported by invest-
ments in the real estate sec-
tor, which resulted in a dis-
proportionately strong in-

crease in real estate prices.
Rising by 8.1 %, private con-
sumption remained quite ro-
bust. The increase is attribut-
able to rising disposable in-
come of households, on 
which several factors have a
favourable impact: rising
wage levels, increasing em-
ployment, lower income tax
as well as markedly higher
average old-age pensions.
These are all factors which al-
so explain the present high
level of consumer confidence.
The rising inflation rate
marrs this favourable devel-
opment. The inflation rate
rose from 3 % in 2004 to 4.1 %
on average in 2005, about half
of the price upsurge being at-
tributable to the development
of oil prices, which left its
mark on housing and trans-
port costs. ■

manfred.weidmann@ba-ca.com

Manfred Weidmann

Estonia
Introduction of the euro postponed

Outlook

The inflation rate will hardly fall 
below the 3 % mark by year-end
2007, in particular if oil prices
should remain high. Therefore, it is
questionable whether the introduc-
tion of the euro will only be post-
poned for one year. Data released
for this year point towards a contin-
uation of economic growth. There-
fore, we have revised our growth
forecasts for 2006 and 2007 up-
wards to about 9 %. Growth 
should basically continue to be
broadly based, and the investment
boom in particular is expected to
persist for some time. The possibili-
ties for lowering the current account
deficit are limited. It should however
tend to narrow slightly due to the
fact that exports are increasingly
gaining in importance.

Estonia – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 7.2 6.7 7.8 9.8 9.5 8.5
Industrial output (real) 8.2 11.0 7.9 9.1 9.5 7.8
Gross fixed capital formation (real) 17.2 8.5 6.0 12.4 7.9 6.4
Consumer prices (yearly average) 3.6 1.3 3.0 4.1 3.5 3.1
Unemployment (yearly average)1) 10.3 10.0 9.6 7.9 7.2 6.9
Budget balance (ESA 95, in % of GDP) 1.5 2.6 1.7 1.8 1.8 0.0
in EUR mn

Merchandise exports 3,728 4,061 4,797 6,244 7,440 8,440
Merchandise imports 4,878 5,457 6,373 7,707 9,150 10,250
Current account –759 –1,059 –1,122 –1,151 –1,330 –1,480
Current account (in % of GDP) –10.2 –13.0 –12.7 –10.5 –10.0 –9.3
FDI (inflow, net) 307 797 742 2,481 1,860 1,930
Gross foreign debt (end of period) 4,490 5,594 7,340 9,652 11,230 12,990
Gross foreign debt (in % of GDP) 60.1 68.7 81.2 90.2 92.5 95.8
Import cover (in months) 1.7 1.8 1.8 1.9 0.7 0.7
Average exchange rate: EEK/EUR 15.65 15.65 15.65 15.65 15.65 15.65
Average exchange rate: EEK/USD 16.54 13.81 12.57 12.57 12.90 12.52
1) On the basis of “Labour force participation rate”, Statistical Office of Estonia

Sources: Ministry of Finance of Estonia, Bank of Estonia, EBRD, Bank Austria Creditanstalt Economics Department
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Area: 64,589 sq. km
Population: 2.3 mn
President: Vaira Vike-Freiberga
Prime Minister: Aigars Kalvitis
GDP (2005): EUR 12.7 bn
Per capita GDP (2005): EUR 5,520

Political situation

The four-party coalition
led by Aigars Kalvitis col-
lapsed at the beginning of
April, after barely 15 months
in office and six months be-
fore the parliamentary elec-
tions scheduled for the au-
tumn of 2006. A long-running
dispute between the First Par-
ty and the New Era Party, fu-
elled partly by mutual allega-
tions of corruption and culmi-
nating in the departure of the
New Era Party from the gov-
ernment, was the coalition
government’s undoing. After
again filling the vacated posi-
tions, and with its wings
clipped, the government in-
tends to continue its work un-
til the parliamentary elections
although it no longer has a

majority in parliament. If it
fails to receive the necessary
support from the opposition
there is a danger of political
paralysis.

Economic situation

In 2005 economic growth
in Latvia accelerated to
10.2 % from 8.5 % in 2004.
This strong growth was facili-
tated by above-average ex-
pansion in the construction
industry (+15.5 %), which was
fuelled by a credit-driven real
estate boom, as well as by the
upturn in the services sector
(+11.2 %). On the expenditure
side, private consumption and
investments, which also bene-
fited from the sustained in-
crease in lending (+54 %),
were the main pillars of

growth. The high consump-
tion propensity of households
was paired with rapid growth
in real wages (+9 %) and the
improved situation on the
labour market, both a result
of the growing shortage of
qualified workers (migration
to the EU). The ensuing
wage-price spiral, however, 
is generating persistent infla-
tionary pressure, together
with higher inflationary ex-
pectations and other demand
and supply-related factors
(e. g. higher oil prices, adjust-
ment of administered prices),
which are making Latvia’s
plans to launch the euro in
2008 look increasingly less re-
alistic. Against this backdrop
and despite the robust growth
in exports, the economy also
continued to struggle with

massive external imbalances,
which are manifested by the
stagnation of the current ac-
count deficit at a high level
and the significant increase in
the country’s foreign debt, for
lack of adequate inflows of
foreign direct investment. In
response to the overheated
domestic economy, the Bank
of Latvia in March 2006
moved to further reduce the
supply of liquidity by broad-
ening the minimum reserve
base to include bank liabili-
ties with a maturity of over
two years. Nevertheless, in
light of the central bank’s lim-
ited room for manoeuvre in
monetary policy and a pro-
cyclical fiscal policy, inflation
and the current account are
not expected to improve sig-
nificantly in 2006. ■

sandor.gardo@ba-ca.com

Sándor Gardó

Latvia
Mixed emotions

Outlook

While the robust economic growth
and strong wage increases are mak-
ing real convergence with the EU
easier, this is occurring at the ex-
pense of monetary integration and
the country’s international competi-
tiveness. Although the government
remains committed to the original
deadline of joining the euro area in
2008 despite the high inflation rate,
a delay by one or two years seems
likely, as neither rigorous monetary
nor fiscal austerity measures can be 
expected for the election year 2006.
On the contrary: with parliamentary
elections drawing closer, the Latvian
government held out the prospect 
of tax cuts, which ceteris paribus
could lead to a prolongation of the
recent inflation and current account
problems.

Latvia – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 6.5 7.2 8.5 10.2 8.5 7.5
Industrial output (real) 5.8 6.5 6.0 5.7 6.5 6.0
Gross fixed capital formation (real) 13.0 12.3 23.8 20.0 15.0 13.0
Consumer prices (yearly average) 1.9 2.9 6.2 6.7 5.7 4.6
Unemployment (yearly average) 12.0 10.6 10.4 8,9 8.0 7.5
Budget balance (ESA 95, in % of GDP) –2.3 –1.6 –1.1 –1.0 –1.5 –1.3
in EUR mn

Merchandise exports 2,693 2,804 3,395 4,270 4,840 5,550
Merchandise imports 4,255 4,573 5,634 6,670 7,680 8,820
Current account –656 –802 –1,426 –1,580 –1,780 –1,850
Current account (in % of GDP) –6.6 –8.1 –12.9 –12.5 –12.2 –11.3
FDI (inflow, net) 265 228 479 395 391 356
Gross foreign debt (end of period) 7,180 7,837 10,246 12,810 15,650 18,500
Gross foreign debt (in % of GDP) 72.7 79.1 92.8 101.1 107.7 113.2
Import cover (in months) 3.1 2.7 2.7 2.8 3.0 3.0
Average exchange rate: LVL/EUR 0.58 0.65 0.67 0.70 0.70 0.70
Average exchange rate: LVL/USD 0.62 0.57 0.54 0.56 0.58 0.56
Sources: Latvijas Banka, Latvijas Statistika, Bank Austria Creditanstalt Economics Department

MEMBER OF THE EU
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manfred.weidmann@ba-ca.com

Manfred Weidmann

Area: 65,301 sq. km
Population: 3.4 mn
President: Valdas Adamkus
Prime Minister:
Algirdas Brazauskas
GDP (2005): EUR 20.6 bn
Per capita GDP (2005): EUR 6,010 

Political situation

The four-party centre-left
coalition (Social Democrats,
Social Liberals, Labour Party
and Farmer’s Union Party) col-
lapsed in early April after the
withdrawal of the Social Liber-
als. The remaining three par-
ties signed a new coalition
agreement, stipulating that the
government continues its work.
The new coalition is left with
just 71 seats out of 141 in par-
liament. The slim majority and
the fact that even after the ex-
pulsion of the Social Liberals
disagreements in the ruling
three-party coalition are still
strong, there are also substan-
tial doubts whether the govern-
ment will remain intact until
October 2008. Having partici-
pated in the ERM-II mecha-
nism since end-June 2004, in

mid-March Lithuania officially
applied for membership of Eco-
nomic and Monetary Union, al-
though the EU Commission has
signalled that it could be too
early. In fact, with an inflation
rate of 2.8 % the price stability
criterion will just be missed for
the whole of 2006. In 2007 in-
flation will probably trend mar-
ginally higher rather than de-
clining, and thus it seems that
the decision to submit an appli-
cation for EMU membership
now is motivated more by tacti-
cal considerations. All other
criteria are fulfilled, the EU 
will publish its report on
Lithuania’s readiness to adopt
the euro in mid-May. 

Economic situation

Towards the end of 2005,
economic growth in Lithuania

accelerated further, with GDP
expanding 7.5 % in 2005 after
a 7 % rise in 2004. On the
whole, during the course of the
year robust growth was regis-
tered in private consumption
(first quarter: 5.1 % vs. fourth
quarter: 15.0 %) and foreign
trade (exports of goods and
services, first quarter: 10.9 %
versus fourth quarter: 15.6 %).
On the other hand, growth in
investments tapered off slight-
ly, stagnating at around +1 %
in the second half of 2005, af-
ter registering average growth
of around 15 % in the first two
quarters. On the supply side,
the sectors that recorded the
strongest growth were con-
struction and the so-called
“productive services sector”
trade, hotels and restaurants,
transport and communica-
tions, with both sectors grow-

ing at around 11 % during the
year as a whole.

Lithuania’s external posi-
tion remained unchanged in
2005, with a current account
deficit of again 1.4 bn euros,
but progress was seen in re-
ducing the CA deficit in rela-
tion to GDP,which improved
from –7.7 % of GDP in 2004 to
–7.0 % of GDP in 2005. The
increase in the deficit on the
balance of trade was compen-
sated by considerably higher
surpluses on the services and
transfer balances, whereas
the deficit on the income bal-
ance remained unchanged. As
imports of goods were still
roughly 1/4 higher than ex-
ports in absolute terms, the
slightly stronger growth in ex-
ports (+27 %) than in imports
(+25 %) was unable to reduce
the trade deficit. ■

Lithuania
Application for membership of EMU submitted

Lithuania – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 6.8 10.5 7.0 7.5 6.5 6.3
Industrial output (real) 3.1 16.1 10.3 7.3 10.5 6.5
Gross fixed capital formation (real) 11.1 18.7 25.5 7.1 10.1 8.0
Consumer prices (yearly average) 0.3 –1.2 1.2 2.7 2.8 3.0
Unemployment (yearly average)1) 13.8 12.4 11.4 8.5 7.5 7.0
Budget balance (ESA 95, in % of GDP) –1.4 –1.2 –1.5 –0.5 –1.5 –1.5
in EUR mn

Merchandise exports 6,363 6,773 7,478 9,444 11,260 13,210
Merchandise imports 7,770 8,262 9,398 11,692 13,960 16,030
Current account –772 –1,116 –1,394 –1,456 –1,590 –1,680
Current account (in % of GDP) –5.2 –6.8 –7.7 –7.1 –6.8 –6.5
FDI (inflow, net) 772 160 632 488 627 687
Gross foreign debt (end of period) 5,945 6,670 7,682 9,456 11,020 12,960
Gross foreign debt (in % of GDP) 39.7 40.6 42.5 46.0 47.3 50.1
Import cover (in months) 2.9 3.2 2.7 26.6 24.0 21.1
Average exchange rate: LTL/EUR 3.47 3.45 3.45 3.45 3.45 3.45
Average exchange rate: LTL/USD 3.67 3.05 2.77 2.77 2.85 2.76
1) Labour Force Survey, Statistics Lithuania

Sources: Bank Austria Creditanstalt Economics Department, Lietuvos Bankas, Statistics Lithuania

Outlook

On the whole, we expect economic
growth in 2006–2007 to amount 
to approximately 6.5 %. Domestic
demand will be dampened slightly
by the higher level of interest rates.
On the other hand, private consump-
tion will benefit from the reduction
of the income tax rate from 33 % 
to 27 % from mid-2006. Annual 
average inflation is projected to
come in just slightly higher than the
Maastricht criterion. Nevertheless,
it does not seem very likely that the
EU will make an exception for
Lithuania. EMU membership may 
be delayed by more than one year
due to the risk of rising inflation.
But in light of the existing currency
board, the stability of Lithuania’s 
exchange rate policy is not in doubt.

MEMBER OF THE EU
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Area: 102,713 sq. km
Population: 8.2 mn
President: Svetozar Marovic
Prime Minister:
Vojislav Kostunica (Serbia);
Milo Djukanovic (Montenegro) 
GDP (2005): EUR 20.9 bn
Per capita GDP (2005): EUR 2,560 

Political situation

The referendum on the
independence of Montenegro
will be held on 21 May. Re-
cent opinon polls suggest that
the outcome of the referen-
dum will be a slim majority
for independence. Negotia-
tions on Kosovo’s future polit-
ical status started in Vienna at
the end of February. The ini-
tial rounds of negotiations
have focused on decentralisa-
tion issues. Efforts will con-
centrate on reaching a final
result in the current year; this
will probably mean indepen-
dence while maintaining Ser-
bian minority rights. Events
within Serbia surrounding the
funeral for the late President
Slobodan Milosevic, who was
indicted by the war crimes tri-

bunal in The Hague and died
recently, have demonstrated
the fragility of the current
Serbian government without
making it falter. The deadline
set for extraditing the alleged
war criminal Ratko Mladic for
him to be handed over to the
UN tribunal has been extend-
ed by one month until the end
of April. However, there is
still a high risk that the cur-
rent negotiations on a Stabili-
sation and Association Agree-
ment with the EU may be in-
terrupted. 

Economic situation

In 2005, Serbia’s GDP
grew by 6.3 % and Montene-
gro also achieved significant
economic growth of 4.1 %. 
In both parts of the Union,
growth was driven by the ser-
vices sector, in Serbia sup-

ported by trade and the trans-
port sector, and in Montene-
gro by good results from
tourism. At 2.4 % in 2005 and
2.9 % in the first quarter of
2006, the average inflation
rate in Montenegro remained
under control. Combating in-
flation continues to be the top
priority of economic policy in
Serbia. A fiscal policy that is
even more restrictive than in
the previous year provides for
a moderate increase in wages
and pensions. This will help
to rein in the growth of do-
mestic demand and dampen
inflation. The Serbian central
bank supports the anti-infla-
tionary course through mone-
tary policy measures whose
effectiveness is, however, 
limited in view of the wide-
spread euroisation in the
banking sector. Therefore the
central bank, which is trying

to skim off liquidity via the
new instrument of Treasury
savings bills for private indi-
viduals, concentrates on ad-
justing the minimum foreign
currency reserve ratio, re-
cently raising it to 40 %. In
the first three months of 2006
the inflation rate was 14.8 %,
down from 16.2 % in 2005.
This decline can hardly be
the result of the recent policy
measures; rather, it largely
reflects the absence of infla-
tion-boosting effects from the
introduction of value-added
tax in the previous year.
There is still little prospect 
of a revaluation of the dinar
to control inflation – a mea-
sure which would be effective
given the widespread euro-
indexation of prices – be-
cause a possible adverse 
impact on foreign trade is to
be avoided. ■

walter.pudschedl@ba-ca.com

Walter Pudschedl

Serbia and Montenegro
New borders in the making

Outlook 

The efforts to deal with the existing
macroeconomic deficits will slightly
reduce growth in 2006. Neverthe-
less, continued capital inflows from
privatisation transactions, positive
effects of the structural reforms and
a favourable international environ-
ment could help to achieve econom-
ic growth of about 5 %, though the
downside risk is high. In Montene-
gro, inflation will remain moderate,
whereas Serbia’s high inflation rate
is mainly caused by structural fac-
tors including a lack of competition.
Inflation will therefore decline only
slowly despite support from fiscal
and monetary policies. Apart from
inflation and the imbalance in for-
eign trade, the external debt service
presents a further challenge.

Serbia and Montenegro – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 4.3 2.4 8.8 6.1 5.0 5.5
Industrial output (real) 1.7 –2.7 7.5 0.7 6.0 6.5
Gross fixed capital formation (real) – – – – – –
Consumer prices (yearly average) 16.6 9.7 10.8 15.2 11.5 9.7
Unemployment (yearly average) 29.0 31.7 31.7 32.5 32.2 31.5
Budget balance (in % of GDP) –4.5 –3.4 –0.3 0.9 2.4 0.9
in EUR mn

Merchandise exports 2,549 2,696 3,250 4,020 4,870 5,760
Merchandise imports 6,680 7,011 9,152 9,200 10,390 11,200
Current account –1,462 –1,770 –2,440 –1,810 –1,870 –1,720
Current account (in % of GDP) –8.9 –9.8 –12.5 –8.7 –8.3 –6.8
FDI (inflow, net) 594 1,240 829 1,530 1,300 1,200
Gross foreign debt (end of period) 12,513 12,628 11,955 12,880 13,230 13,520
Gross foreign debt (in % of GDP) 76.5 69.9 61.1 61.6 58.8 53.8
Import cover (in months) 4.0 4.9 4.1 5.4 5.4 5.4
Average exchange rate: CSD/EUR 60.7 65.1 72.6 83.2 89.4 93.3
Average exchange rate: CSD/USD 64.3 57.5 58.4 67.0 73.2 74.6
Sources: Bank Austria Creditanstalt Economics Department, NBS, CBCG
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Area: 110,994 sq. km
Population: 7.8 mn
President: Georgi Parvanov
Prime Minister: Sergei Stanishev
GDP (2005): EUR 21.4 bn
Per capita GDP (2005): EUR 2,780

Political situation

The current political
agenda is dominated by Bul-
garia’s forthcoming accession
to the EU. Top priority is be-
ing given to the reform of the
economic and political areas
criticised by the EU Commis-
sion, such as public adminis-
tration and the judiciary, as
well as the need to fight cor-
ruption. At the end of March
the Bulgarian parliament
adopted a resolution for an
amendment to the Constitu-
tion which will promote coop-
eration between state-run in-
stitutions, more precisely de-
fine the separation of powers,
and strengthen the indepen-
dence of the judiciary. The
EU Commission will decide in
May when and under what
conditions Bulgaria is to be-
come a member of the EU. It

is however likely that it will
recommend that Bulgaria join
the EU in 2007. The question
of EU accession eclipsed the
unsuccessful no-confidence
motion that was brought by
the opposition against the
government based on the 
crisis management after the
floodings. There will probably
be more activity in Bulgaria’s
political landscape in the 
autumn in light of the upcom-
ing presidential elections.

Economic situation

The Bulgarian economy
maintained its strong perfor-
mance in 2005 with GDP
growth of 5.5 % despite nega-
tive one-off factors and struc-
tural deficits, and it only just
failed to match the record
growth of +5.7 % achieved in
2004. On the production side,

the Bulgarian economy was
driven by industrial output of
+7.3 % (including construc-
tion), which generated 30.4 %
in gross value added. With a
growth rate of +6.6 % and a
60.3 % share of gross value
added, the services sector also
expanded at a disproportion-
ately strong rate. The dynam-
ic performance of these two
sectors was reflected in the
labour market. The unem-
ployment rate declined from
an average 12.7 % in 2004 to
11.5 % in 2005, the lowest lev-
el in nine years. Agriculture
fell well behind these boom-
ing sectors, contracting by
8.6 % in 2005 due to adverse
weather conditions. The agri-
cultural sector consequently
contributed less than 10 % to
the gross value added for the
first time since the beginning
of the transition process. 

On the demand side,
growth continued to be dri-
ven by robust domestic de-
mand. Although private con-
sumption slowed towards the
end of the year in the light of
stronger inflationary pres-
sure, slower growth in real
wages and efforts by the cen-
tral bank to curtail the credit
boom, it expanded by as
much as 7.4 % in 2005 as a
whole. Investments grew
even faster at 19 %, driven by
the reconstruction work re-
quired after the floodings and
strong inflows of foreign di-
rect investment. Due to the
government’s strict fiscal pol-
icy, public consumption grew
by a moderate 2.2 %. Export
activity (+7.2 %) slowed
markedly due to weaker 
exports of agricultural and
textile products, and follow-
ing restructurings within 
the steel sector, while im-
ports continued to record
strong double-digit growth
(+14.6 %). The gap between
exports and imports is re-
flected in a further deteriora-
tion of Bulgaria’s net exports.

The trend will be similar
in 2006, although the central
bank’s efforts to curb credit
growth and the current rise in
inflation are likely to slightly
dampen private consumption.
However, buoyant investment
activity and stronger invento-
ry investments in the run-up
to EU accession will ensure
that domestic demand re-
mains the key growth compo-
nent. The imbalance in for-
eign trade will persist in 2006
due to the stronger import
pull in the run-up to EU ac-
cession, despite an expected
revival of export activity. 
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Bulgaria
Chasing records

Bulgaria – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 4.9 4.5 5.7 5.5 5.5 5.5
Industrial output (real) 4.7 14.1 17.1 6.7 10.9 11.3
Gross fixed capital formation (real) 8.5 13.9 13.5 19.0 15.0 13.5
Consumer prices (yearly average) 5.8 2.3 6.2 5.0 7.3 4.7
Unemployment (yearly average) 17.4 14.3 12.7 11.5 10.5 10.0
Budget balance (central government in % of GDP) –0.6 0.0 1.7 3.2 3.0 2.0
in EUR mn

Merchandise exports 6,063 6,668 7,985 9,454 11,000 13.000
Merchandise imports 7,755 8,868 10,938 13,824 17,000 20.000
Current account –926 –1,630 –1,131 –2,531 –3,030 –3,000
Current account (in % of GDP) –5.6 –9.2 –5.8 –11.8 –12.5 –11.2
FDI (inflow, net) 951 1,827 2,244 1,856 2,200 2,200
Gross foreign debt (end of period) 10,769 10,641 12,572 14,530 16,500 18,500
Gross foreign debt (in % of GDP) 65.1 60.2 64.2 67.7 68.0 69.0
Import cover (in months) 5.6 5.7 6.0 5.3 5.0 4.8
Average exchange rate: BGN/EUR 1.96 1.96 1.96 1.96 1.96 1.96
Average exchange rate: BGN/USD 2.07 1.73 1.57 1.57 1.59 1.56
Sources: BNB, NSI, Bank Austria Creditanstalt Economics Department
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Current account deficit
reaches record high

2005 saw a marked dete-
rioration of Bulgaria’s cur-
rent account. Notwithstand-
ing a sharp downward cor-
rection of the current ac-
count data for 2004 and 2005
as a result of methodological
changes the current account
deficit more than doubled in
2005 in both absolute terms
and as a percentage of GDP,
reaching a record level of
2.5 bn euros or 11.8 % of
GDP. The deterioration is
primarily attributable to a
significant widening of the
trade deficit. Merchandise
exports grew by 18.4 %,
while merchandise imports
expanded by 26.4 % from a
much higher base level in the
light of strong demand for
capital goods and price ef-
fects of energy imports. The
trend will be similar in 2006,
despite signs that exports are
beginning to accelerate. The
gap between imports and 
exports will probably widen
further towards the end of
the year due to the accelerat-
ed purchases of imports in
the run-up to EU accession.
This is likely to prompt a 
further rise in the current 
account deficit in 2006. 

In 2005, net inflows of di-
rect investment amounted to
almost 1.9 bn euros, which
corresponds to some 70 % of
the current account deficit.
On the financing side, the
marked widening of the cur-

rent account deficit was in
2005 consequently accompa-
nied by a rise in foreign debt,
which climbed to 14.5 bn eu-
ros or 67.7 % of GDP notwith-
standing a significant reduc-
tion of public debt. The share
of private foreign debt as a
percentage of total foreign
debt rose from 47.6 % in 2004
to 62.9 % at the end of 2005,
and short-term foreign debt
from 19.3 % to 24.5 %. Al-
though foreign exchange re-
serves climbed from 6.8 bn
euros in 2004 to 7.4 bn euros
last year, the import cover 
ratio contracted from 6 to 5.3
months as a result of the
strong growth of imports. 

Stronger inflationary
pressure

Bulgaria’s rate of inflation
accelerated discernibly at the
beginning of 2006 to an aver-
age of 8 % yoy for the first
quarter. This is the highest
level in four years. The rise in
prices was prompted by the
sharp increase in excise taxes
on alcohol and tobacco that
was brought forward to 1 Jan-
uary 2006 with a view to pre-
venting inflationary problems
prior to the adoption of the
euro. Although the gradual
weakening of these one-off ef-
fects will be accompanied by
an easing of the inflationary
pressures in the second half
of the year, the inflation rate
is expected to average 7.3 %
in 2006, which is above the
5 % recorded in 2005. The

rise is however temporary.
Bulgaria’s inflation rate will
start moving downward again
as from 2007 despite further
price and tax adjustments 
upon entry into the EU. The
downward trend should also
be supported by the more 
restrictive credit policy. The
central bank announced 
that it intends to limit credit
growth to 17.5 % in 2006.
With a view to improving the
efficiency of its minimum re-
serve policy, the central bank
moreover expanded the defin-
ition of loans to include bonds
and other debt instruments,
imposed restrictions on mort-
gage loans, and made recom-
mendations regarding the 
financial circumstances of
private households for the
loan-granting process.

Tight fiscal policy to
continue

The general government
budget ended 2005 with a
record surplus of 682 mn 
euros or 3.2 % of GDP (2004:
1.7 % of GDP). This was 
attributable to the positive 
development of budget rev-
enues. In this context, rev-
enue from value-added tax,
excise taxes and customs 
tariffs was above target on 
account of the robust growth
of the domestic economy. 
Expenditure was below the
level envisaged for the year. 
A balanced budget is planned
for 2006. In light of the need
to continue the rigorous aus-

terity programme – against a
background of a high current
account deficit and stronger
inflationary pressure – the
government, in consultation
with the IMF, announced that
it would target a budget sur-
plus of 3 % of GDP for 2006.
Depending on the progress
made in lowering the current
account deficit, the govern-
ment may subsequently ease
its fiscal policy.

The high budget surplus-
es enabled the government 
to substantially reduce the
public sector’s foreign debt 
in 2005. Early repayments
brought the level of public-
sector foreign debt down 
from 6.6 bn euros (33.6 % of
GDP) in 2004 to 5.4 bn euros
(25.1 % of GDP) by the end of
2005. This is the lowest level
since the beginning of the
transition process. Fiscal re-
serves remained at high lev-
els in 2005 despite massive
repayments of foreign debt.
This enabled Bulgaria again
to make early debt repay-
ments to the World Bank
(191.7 mn euros) and the IMF
(151.4 mn euros) in the first
two months of 2006. The cur-
rent year may see further debt
repayments, so that public-
sector foreign debt could fall
to below 20 % of GDP in 2006.
In light of Bulgaria’s fiscal
discipline, prudent debt man-
agement and imminent EU
accession, the country was
awarded the Investment
Grade status by Moody’s at
the beginning of March. ■

Outlook

It is likely that the EU Commission will make a posi-
tive recommendation for Bulgaria’s accession to the
EU in 2007, which is expected to give a fresh impe-
tus to the reform process. The presidential elections
scheduled for the autumn could however put the
ruling three-party coalition to the test. The economy

is running smoothly despite adverse one-off factors
and structural shortcomings in foreign trade. A rig-
orous fiscal policy and ongoing debt repayments are
helping to improve Bulgaria’s risk rating. Negative
developments are the acceleration in the rate of in-
flation, which is however mostly a result of adminis-
trative measures and therefore only a temporary
phenomenon. The imbalance in foreign trade deteri-

orated significantly. After rising to record levels in
2005, the current account deficit will remain in the
high two-digit region in the current year before
falling in 2007 due to stronger, investment-driven
export capacities. Strong inflows of capital, substan-
tial foreign exchange reserves and easier access 
to international financial markets at the same time
facilitate the financing of the deficit.
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Area: 56,538 sq. km
Population: 4.4 mn
President: Stjepan Mesić
Prime Minister: Ivo Sanader
GDP (2005): EUR 30.9 bn
Per capita GDP (2005): EUR 6,970 

Political situation

As the screening process
continues ahead of the open-
ing of acquis communautaire
chapters, the major topics of
discussion in the political
sphere are centred around
policies in various areas
linked to EU accession. The
government at the moment
finds itself in a position where
it is able to rely on various
partners in parliament at vari-
ous times to ensure its legisla-
tive programme is adopted. 

By the end of the second
quarter the popularity of the
government should also bene-
fit from the payment of the
first (approximately 1.2 bn
kuna) of four tranches of pen-
sion debt repayments. Despite
the strong fourth quarter 2005
economic growth figures and
the current stable position of

the government, risks to the
economic growth outlook are
mounting in Croatia. In the
short-term, over the course 
of the second quarter of 2006,
this should present little 
risk to the government. But
whether this will be the case
by the time general elections
are due in the fourth quarter
of 2007 is another issue.

Economic situation

Economic growth data 
for the fourth quarter of 2005
showed that the economy
continued to expand robustly,
at 4.8 % yoy and at 4.3 % 
for the whole of 2005 after
recording a growth rate of 
only 1.8 % yoy in the first
quarter of 2005. Investment
activity was the main source
of growth in the fourth quar-
ter of 2005, rising to 9.9 % yoy

and to 4.8 % for the whole of
2005, after having recorded a
meagre growth rate of only
0.3 % yoy in the first quarter
of 2005. Although inventory
increases contributed 0.6 per-
centage points to the overall
growth rate for 2005, in the
second half of 2005 the run-
down in the stock of invento-
ries contributed –0.9 percent-
age points to growth. 

Credit growth in the cor-
porate sector accelerated
8.2 % in real terms in 2005. In
the second half of the year it
accelerated further to 11.8 %
in real terms yoy, in part 
explaining the acceleration 
in investment activity. Over
the same period credit growth
in the area of households rose
17.6 % – accelerating slightly
compared to the first half of
the year. The deterioration in
real net deposits of households

slowed over the course of the
fourth quarter of 2005, which
was consistent with the slow-
ing of growth in private con-
sumption revealed by the 2005
national accounts figures. In
2005 growth of private con-
sumption slowed to 3.4 % 
yoy from 3.9 % a year earlier.
Last year however, govern-
ment spending rose 0.8 % 
yoy compared to a fall of 0.3 %
in 2004. Putting the investment,
private and government con-
sumption data together still
leads to the same conclusion:
domestic demand remains the
driver of growth in Croatia. 

Export success only
limits worsening of 
external imbalance 

While the domestic econ-
omy has picked up, Croatia’s
external imbalances, unsur-
prisingly, have deteriorated.
In 2005 the current account
deficit rose to 6.3 % of GDP
from 5.1 % a year earlier.
Merchandise trade data for
the first two months of the
year continue to show an ac-
celeration of non-oil imports,
which rose by 19.7 % yoy,
compared to 11.5 % yoy in the
second half of 2005. The run-
down in inventories which the
national accounts figures re-
vealed in the second half of
2005 combined with the
strong industrial production
figures seen in the first two
months of the year (+6.6 %
yoy) is part of the reason be-
hind the larger 706 mn euros
February merchandise trade
deficit. The other is the con-
tinued strength of retail sales
which rose 5.3 % yoy in real
terms in February. 

walter.pudschedl@ba-ca.com
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Croatia
Is the economy overheating?
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Croatia – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 5.6 5.3 3.8 4.3 4.4 4.2
Industrial output (real) 5.4 4.1 3.7 5.1 5,9 5.0
Gross fixed capital formation (real) 10.1 16.8 4.4 4.8 5.5 5.0
Consumer prices (yearly average) 2.2 1.8 2.1 3.3 3.2 2.9
Unemployment (yearly average) 22.5 19.5 18.2 18.0 17.8 17.5
Budget balance (in % of GDP) –5.1 –6.1 –4.9 –4.2 –4.5 –4.0
in EUR mn

Merchandise exports 5,313 5,572 6,603 7,244 7,900 8,700
Merchandise imports 11,309 12,546 13,331 14,727 16,250 18,000
Current account –2,097 –1,866 –1,447 –1,964 –2,282 –2,511
Current account (in % of GDP) –8.3 –7.1 –5.1 –6.3 –6.8 –7.0
FDI (inflow, net) 1,195 1,788 989 1,328 1,900 1,750
Gross foreign debt (end of period) 15,055 19,811 22,781 25,508 28,400 30,750
Gross foreign debt (in % of GDP) 68.0 83.6 87.9 82.4 84.6 85.3
Import cover (in months) 5.4 5.7 5.2 4.9 4.6 4.5
Average exchange rate: HRK/EUR 7.41 7.56 7.50 7.40 7.34 7.32
Average exchange rate: HRK/USD 7.86 6.70 6.04 5.95 6.01 5.85
Sources: Bank Austria Creditanstalt Economics Department, CNB, CBS
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At the same time, mer-
chandise exports continue to
perform well. When ship and
oil exports are excluded from
the figures to get a sense of
the underlying export perfor-
mance, we see merchandise
exports rising in January-Feb-
ruary 2006 by 9.1 % yoy. Giv-
en the improved survey data
for the EU in the first quarter
of 2006, Croatia’s exporters
should be able to continue
recording better results into
the second quarter of 2006.
Nonetheless, strong domestic
demand will be reflected in 
a higher merchandise trade
deficit in the first quarter of
2006 and therefore in an in-
crease in the current account
deficit in the 12 months to
March 2006 from the current
6.3 % of GDP.

Foreign debt ended the
year at 25.8 bn euros of GDP,
up from 22.8 bn euros at the
end of 2004. That the rate of
growth in foreign debt is
slowing is of little consola-

tion. For over two years the
Croatian National Bank, the
Ministry of Finance and the
IMF have stated as a key goal
the halting of the rise in the
share of foreign debt to GDP.
That the rate of growth has
slowed is attributable to the
high existing level of foreign
debt rather than to a modera-
tion in domestic demand,
which, if anything in 2005 
accelerated. While banks in-
creased foreign borrowing in
the first two months of 2006
by 750 mn euros to fund do-
mestic credit activity and the
government has continued to
refinance its obligations in
the domestic market, this
does not mean fiscal policy
has been calibrated to slow
domestic demand.

Indeed, although the Min-
istry of Finance reported a
budget deficit shortly above
4 % of GDP in 2005, down
from 4.9 % in 2004, public
debt continued to rise in 2005
to 54.0 % of GDP. In ideal eco-

nomic growth conditions,
which have led to initial rev-
enue projections being ex-
ceeded and in which a strong
currency and higher inflation
have worked to limit the rise
in public debt as a percentage
of GDP, the government has
still not managed to stop pub-
lic debt from rising. In other
words, fiscal policy continues
to support domestic demand
and therefore the deteriora-
tion of Croatia’s external im-
balances.

Inflation peaked in Q1

Inflation in January and
February 2006 was slightly
higher (3.9 % and 3.6 % yoy
respectively) than the general
trend due primarily to the im-
pact of administered price 
rises: numerous local govern-
ments increased the price of
water and waste disposal
charges in January and Febru-
ary while the new recycling
scheme introduced at the be-

ginning of January has seen
retailers pass on the costs to
consumers in the form of
higher beverage prices. 

Our calculations show
that core inflation in Croatia
has been stable at just below
3.0 % in the four months
since November 2005. With
wage pressures at the aggre-
gate level showing that real
gross wages rose only 1.3 %
yoy in 2005, there is little evi-
dence that wage develop-
ments are an imminent 
threat to inflation. Part of the
reason is that the labour mar-
ket is loose, with the interna-
tionally comparable rate of
unemployment slightly less
than 13 % in 2005 and less
than half of the labour force
active, despite an accelera-
tion of growth. As a result, we 
expect that the first quarter
inflation figures will repre-
sent a peak in inflationary 
developments and that in the
remainder of the year infla-
tion will moderate. ■

Outlook

When the first quarter 2006 GDP growth figures
are released at the end of June, they will almost
certainly show that the economy again grew at
over 4.5 % yoy. Credit growth, industrial produc-
tion, seasonally adjusted retail trade data for the
first two months of 2006, the construction activity
index, foreign debt growth and even the employ-
ment data all point to robust growth in the first
quarter. The question is how sustainable is this?
By the time the second quarter 2006 growth figures
are released in late September, we will have no-
ticed a slowdown in growth, if only due to the base
effect. What the second quarter of 2006 is likely to
offer is more of the same in terms of strong import
growth, a widening merchandise trade and current
account deficit and new administrative measures

from the Croatian National Bank in yet another 
effort to slow the growth of foreign debt accumula-
tion. How effective they will prove is open to 
question. Capital inflows will remain strong, due 
to tourism, foreign borrowing and interest from
portfolio investors, which implies a further seasonal
strengthening of the currency and increase in FX 
reserves.
While the anecdotal evidence (less frequent T-bill
auctions and lower issue sizes) suggests the 
Ministry of Finance is reaping the benefits of this
spurt in growth through higher tax revenues, during
these times of good economic growth it has not
succeeded in cutting recurrent spending and con-
tinues to depend on large privatisation revenues in
an effort to limit public debt. As the gap between
Ministry of Finance growth forecasts and actual
growth has narrowed, the scope for tax revenue

surprises on the upside has narrowed. And, as
growth will slow from the current 4.5–5.0 % rates
in the remainder of the year, so also will revenue
growth, which, since the government has not re-
duced recurrent spending during the good times,
means that it could well be forced to exacerbate
the slowdown in growth by slowing spending 
to meet budget deficit targets, especially in an 
environment of slowly, yet steadily increasing 
global interest rates.
Croatia’s rising public and foreign debt stock 
implies greater exposure to external economic
events and international investor sentiment.
Although Croatia does benefit in terms of investor
sentiment through the commencement of EU 
accession talks, this does not mean that it is
immune to a slowdown in economic growth as
global interest rates rise.
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Area: 78,866 sq. km
Population: 10.2 mn
President: Vaclav Klaus
Prime Minister: Jiri Paroubek
GDP (2005): EUR 98.4 bn
Per capita GDP (2005): EUR 9,610

Political situation 

At the beginning of Feb-
ruary, 2 and 3 June were set
as the date for the parlia-
mentary elections. While
election campaigns are still
in their early stages, it is be-
coming clear that economic
issues, especially taxation
and social security, are going
to be the key topics. The 
Social Democrats (CSSD),
the senior coalition party led
by Prime Minister Jiri
Paroubek, aim to maintain
the current tax system and
continue to make gradual
adjustments. Measures taken
so far have included income
tax reductions implemented
at the beginning of 2006,
which mainly benefited low-
er income brackets, and 
decisions to increase retire-
ment pensions, the minimum

subsistence level and mini-
mum wages as well as the
family allowance. After the
elections the CSSD intends to
substantially increase the
childbirth allowance. The
conservative Civic Democ-
rats (ODS), the main opposi-
tion party, want to carry out
far-reaching reforms. They
are planning to introduce a
flat-tax system and redesign
the pension and social secu-
rity systems similar to the
Slovak model. Most recently,
these plans have been
amended and extended. New
proposals include exempting
food from the envisaged uni-
form value-added tax rate of
15 %, and granting tax ex-
emption to self-employed
persons for one year during
the next legislative period.
ODS promises that if it wins
the election, its planned re-

forms would boost economic
growth to a level of up to
7.5 % p.a. while also reduc-
ing the number of unem-
ployed persons by 100,000 in
the first year of their term of
office, and by half over the
entire legislative period.

Recent opinion polls show
that there is now a consider-
ably wider range of possibili-
ties to form the future govern-
ment, and speculation about
possible coalition govern-
ments has also increased.
Since the beginning of 2006,
the Green Party has gained
massive popular support; cur-
rently backed by 10 % of the
electorate, they rank fourth.
Support for the Green Party
has become stronger mainly
at the expense of the leading
ODS (25.5 %) and of the CSSD
(21 %); this means that the
gap between the two latter

parties is as wide as it was 
before. The Communists
(KSCM, 12.5 %) are in third
place. The only other party
exceeding the five per cent
mark is the Christian and 
Democratic Union (KDU-CSL,
6.5 %), the third party in the
coalition government. Over
the past few months, the 
KSCM has supported the So-
cial Democrats on major leg-
islative proposals (e. g. in the
health sector and in labour
law), which may suggest that
the CSSD could form a minor-
ity government with indirect
KSCM support. However, in
view of the recent opinion
poll figures this is now very
unlikely. 

A future major player
in the automotive 
industry

After the investments
made by Volkswagen and 
TPCA (Toyota, Peugeot, Cit-
roën), Hyundai is the third
large international car man-
ufacturer to locate produc-
tion facilities in the Czech
Republic. Hyundai will invest
between 0.8 bn euros and
1 bn euros in building a car
factory at Nosovice, a town 
in the structurally weak re-
gion of northern Bohemia.
Production is planned to
start in 2008, with the plant
reaching its full production
capacity of about 300,000
cars per year in 2009. Ac-
cording to the company’s
plans, the workforce em-
ployed at the factory will 
total 3,000, with an addition-
al 13,000 jobs being created
at various suppliers and
providers of services. 

manfred.weidmann@ba-ca.com
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Czech Republic
Hardly a cloud on the horizon 

Czech Republic – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 1.5 3.2 4.7 6.0 5.4 4.5
Industrial output (real) 1.9 5.5 9.6 6.7 8.1 4.7
Gross fixed capital formation (real) 3.4 4.7 5.3 3.7 4.8 5.1
Consumer prices (yearly average) 1.8 0.1 2.8 1.9 2.7 2.9
Unemployment (yearly average) 9.2 9.9 9.8 8.9 8.5 8.3
Budget balance (ESA 95, in % of GDP) –6.8 –12.5 –2.9 –2.6 –3.5 –4.0
in EUR mn

Merchandise exports 40,713 43,055 54,091 63,001 72,010 81,160
Merchandise imports 43,034 45,239 54,932 61,658 69,920 78,610
Current account –4,442 –5,028 –5,281 –2,080 –2,550 –3,050
Current account (in % of GDP) –5.7 –6.3 –6.1 –2.1 –2.3 –2.5
FDI (inflow, net) 9,090 1,875 4,009 8,806 4,500 4,820
Gross foreign debt (end of period) 25,067 27,599 33,258 41,000 45,050 49,060
Gross foreign debt (in % of GDP) 32.0 34.3 38.3 41.7 41.0 40.5
Import cover (in months) 4.9 4.4 3.6 3.8 3.4 3.1
Average exchange rate: CZK/EUR 30.8 31.8 31.9 29.8 28.8 27.9
Average exchange rate: CZK/USD 32.6 28.1 25.6 23.9 23.5 22.3
Sources: Bank Austria Creditanstalt Economics Department, CNB
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A memorandum on the
planned investment has al-
ready been signed; the Czech
Republic and Hyundai will
conclude the final agreement
in May. 

Economic growth at an
all-time high 

Based on 6.9 % growth
year-on-year in the fourth
quarter of 2005 and the up-
ward trends in the three pre-
ceding quarters, the Czech
Republic’s GDP grew by 6.0 %
in 2005 as a whole, a level
which marks an all-time
high. Almost all of this im-
pressive development was
due to improvements in net
exports. In the year as a
whole, private consumption
rose moderately (by 2.6 %)
while the growth of gross
fixed capital formation
(3.7 %) was almost fully offset
by stock reduction. Public
consumption increased at a
comparatively low rate of
0.8 % in 2005. Foreign de-
mand ensured a sound struc-
ture of growth, with exports
of goods and services rising
by about 11 % while the in-
crease in imports was less
than 5 %. As a result of high
energy prices, however, the
unfavourable trend in the
terms of trade led to a slow-

down in nominal GDP growth
(2005: 5.9 %) compared with
the strong performance in
2004 (8.3 %). For this reason
the improvement in the fi-
nancial position of private
households and companies
was not as pronounced as the
record figures in real terms
would suggest.

Off to a good start in
2006

At the beginning of 2006,
economic growth remained
strong and may even have
slightly accelerated in some
areas. For example, industrial
output and retail sales contin-
ued to gain momentum. The
growth of output in the indus-
trial sector more than dou-
bled (from 6.9 % yoy in De-
cember to 15.1 % in January).
Retail trade grew at a some-
what lower, yet still impres-
sive, rate of 6.4 % in January
compared with 3.7 % in De-
cember. There are indica-
tions that clearance sales and
price reductions at large re-
tail chains were among the
factors driving consumption.
A substantial contribution to
the increase in industrial out-
put came from the automo-
tive sector (+40 % yoy),
where the TPCA plant
reached its full production

capacity. Industries closely
integrated with the automo-
tive sector also achieved dis-
proportionately strong
growth: for example, output
in the engineering and elec-
tric/electronic industries in-
creased by about 20 % year-
on-year.

Following the expected
jump in prices at the begin-
ning of 2006, which was
mainly due to the increase in
administered prices in Janu-
ary (1.4 % mom, 2.9 % yoy),
price levels remained almost
unchanged in February and
March (0.1 % mom each).
This suggests that there is
hardly any pressure on prices
on both the supply and de-
mand sides. Declining prices
for food, clothing, furniture
and equipment continue to
have a dampening effect on
prices. The strength of the
Czech currency is also curb-
ing inflation. Having appreci-
ated by 5 % in nominal terms
in 2005 (eop), the Czech
crown gained another 2 %
against the euro by the end 
of March. The central bank
has so far seen no need for
action in the area of interest
rates: since the end of Octo-
ber 2005, interest rate levels
have remained unchanged,
with the 2-week repo rate
standing at 2 %. 

Current account deficit
substantially reduced

The current account
deficit for 2005 was as low as
about 2.1 bn euros, a signifi-
cant reduction compared
with the 2004 level (5.3 bn
euros) both in absolute terms
and as a proportion of GDP
(2004: –6.1 %, 2005: –2.1 %).
Most of the improvement was
due to the turnaround in the
balance of trade from a
deficit of 840 mn euros for
2004 to a surplus of about
1,340 mn euros for 2005. The
balance of transfer payments
reflected the second transfer
(about 230 mn euros) made
by the Slovak Republic to
CSOB towards the end of the
year; these transfers were
awarded to CSOB by an inter-
national arbitration board on
the basis of the federation’s
breakup. The first payment
was made in spring 2005. FDI
inflows totalled about 8.8 bn
euros in 2005, almost match-
ing the record level of 2002
(9.1 bn euros). The privatisa-
tion of Cesky Telekom in the
first half of 2005 accounted
for a large portion of the total
amount, but monthly inflows
in the second half of the year
remained relatively high as
well, averaging some 500 mn
euros. ■

Outlook 

With the surprisingly strong increase in support
among the electorate, the Green Party could tip the
scales in the process of forming the future govern-
ment. After all, a “grand coalition“ between the
CSSD and the ODS, though not explicitly ruled out,
is not an attractive option for both parties. With a
basically liberal outlook, the Green Party is proba-
bly closer to the ODS, making a three-party coali-
tion including the Christian and Democratic Union
more likely than a coalition in which the CSSD
would be the senior partner. It seems almost certain
that an ODS-led coalition government would be

more likely to carry out fiscal and social-policy re-
forms than a coalition led by the CSSD, but it would
give lower priority to joining the euro area in 2010.
The Czech economy’s growth prospects 2006/2007
remain good. New production capacity in the auto-
motive industry and larger investment spending in
the EU will continue to benefit Czech exports. The
favourable development of foreign trade in the ear-
ly part of the year (surpluses in the balance of trade
and the current account) is pointing in this direc-
tion. Even if foreign demand weakens later in the
year, GDP growth in the Czech Republic will not
necessarily follow suit. At the current stage of the
business cycle, we in any event expect a shift from

foreign demand to domestic demand. Barring any
external shocks, the Czech economy is not likely to
be exposed to any major risks. One of these risks
relates to the country’s budget policy: social expen-
diture will rise considerably in two steps, from 
the middle of 2006 and from 2007 on. High GDP
growth could then increase inflationary pressure.
But for the time being, we maintain our forecast 
of just over 2.5% for the average inflation rate in
2006. On a monthly basis, price levels will remain
relatively stable; it will not be before the end of
2006 that the underlying effect of higher inflation
rates – driven by oil prices – at the end of the previ-
ous year will result in lower CPI increases.

MEMBER OF THE EU
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Area: 93,033 sq. km
Population: 10.1 mn
President: László Sólyom
Prime Minister:
Ferenc Gyurcsány
GDP (2005): EUR 87.8 bn 
Per capita GDP (2005): EUR 8,700

Political situation

The Socialist Party of
Prime Minister Gyurcsány
emerged as the clear winner
from the two ballots of the
parliamentary elections on
April 9th and 23rd. The pre-
sent coalition government of
the Socialists and the Alliance
of Free Democrats obtained
209 of the 386 seats in the
new parliament. Thus, for the
first time since the political
turnaround a government 
was confirmed in office by 
the electorate. The next few
weeks will show under which
conditions the coalition will
continue and whether any
changes will be made in 
respect of the members of 
the government.

In the next few months,
the government will focus on

further consolidating the 
budget. Prime Minister
Gyurcsány promised a reform
policy without any hardships.
Therefore, it is expected that
the government will continue
to be rather cautious with re-
gard to reducing the budget
deficit, particularly since the
local elections scheduled for
the autumn will not be con-
ducive to rapid reforms.

Economic situation

Hungary experienced an-
other year of considerable
economic growth. After being
weak at the beginning of the
year, economic activity picked
up considerably in the course
of 2005. In the final quarter,
the economy grew at a sea-
sonally adjusted rate of 1 %

compared with the previous
quarter, which permitted
year-on-year GDP growth of
4.1 % in 2005 as a whole.
Strong foreign demand was
the main engine of economic
growth. At more than 10 %,
export growth in real terms
was almost twice as high as
import growth. While invest-
ments, despite declining con-
siderably towards the end of
the year, rose by 6.6 %, the
decrease in public consump-
tion due to fiscal restraint and
moderate growth of private
consumption accounted for
the relatively small contribu-
tion of domestic demand to
GDP growth.

In the first months of the
current year, there have been
increasing signs that Hun-
gary’s economy is continuing

to grow substantially. Sup-
ported by brisk foreign de-
mand, industrial output rose
by more than 10 % in real
terms from January to March.
At the same time, private con-
sumption is slightly reviving,
which is shown by the most
recent retail trade figures. 
Although parliamentary elec-
tions may have contributed 
to the restraint of private in-
vestors, a GDP growth of even
about 5 % year-on-year is ex-
pected in the first quarter on
the basis of the available key
indicators.

A continuation of the
favourable export trend is ex-
pected due to improved eco-
nomic prospects for important
EU markets. While invest-
ment activity will be less
strong than last year even af-
ter the elections due to higher
real interest rates, private
consumption will stimulate
domestic demand as a result
of changes in VAT and income
tax rates. Therefore, slightly
stronger economic growth
than in 2005 is anticipated
this year.

We assume that the new
government will take initial
measures to consolidate the
public budget already at the
beginning of the second half
of the year, which will still
have a dampening effect in
the last months of the year,
but above all in 2007, as a 
result of the restrained devel-
opment of consumption.
Moreover, we expect that the
global economy will support
growth a little less next year.
This adverse impact on eco-
nomic developments will not
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Hungary
Election promises in contrast to actual budget situation

Hungary – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 3.8 3.4 4.6 4.1 4.2 3.8
Industrial output (real) 2.8 6.4 8.3 7.3 8.1 6.7
Gross fixed capital formation (real) 9.3 2.5 8.4 6.6 5.0 6.5
Consumer prices (yearly average) 5.3 4.7 6.8 3.6 2.1 2.7
Unemployment (yearly average) 5.8 5.9 6.1 7.2 7.1 6.8
Budget balance (ESA 95, in % of GDP) –8.4 –6.4 –5.4 –6.1 –5.5 –4.1
in EUR mn

Merchandise exports 36,821 38,377 45,083 49,794 55,990 61,800
Merchandise imports 39,024 41,275 47,536 51,343 57,220 62,920
Current account –4,929 –6,382 –6,976 –6,405 –6,150 –6,130
Current account (in % of GDP) –7.1 –8.7 –8.6 –7.3 –7.0 –6.5
FDI (inflow, net) 2,889 424 2,860 4,271 4,000 3,500
Gross foreign debt (end of period) 39,021 47,627 56,972 68,002 72,000 75,000
Gross foreign debt (in % of GDP) 56.0 64.7 70.2 77.4 82.4 79.4
Import cover (in months) 2.8 2.9 3.1 3.2 3.2 3.1
Average exchange rate: HUF/EUR 243.0 253.5 251.7 248.0 265.0 261.0
Average exchange rate: HUF/USD 258.0 224.4 202.6 199.7 216.9 208.8
Sources: Bank Austria Creditanstalt Economics Department, NBH, KSH
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be completely offset by im-
proved prospects for invest-
ments, which will benefit
from more funds being allo-
cated to Hungary within the
framework of the financing
limit for 2007–2013 recently
accorded by the EU, so that
GDP growth will probably not
reach the 4 % mark next year.

How deep will the 
cuts be?

The question mark over
future budget policy consti-
tutes a considerable factor of
uncertainly for this economic
scenario. Both major parties
made generous election
promises during the election
campaign. The implementa-
tion of all these election
promises (e. g. cuts in tax rates
and social security contribu-
tions, increase in pensions,
higher expenditure for infra-
structure development) would
further aggravate the strained
fiscal situation, so that the con-
fidence of investors and thus
ultimately the stability of the
economy would be put to an
acid test. Irrespective of the
actual composition of the gov-
ernment, we therefore expect
that the government will pur-
sue a retrenchment policy in
the next few months, since
there is also pressure on the
part of the EU due to the fact
that a newly adapted conver-

gence programme, which is in
line with the Growth and Sta-
bility Pact, has to be drawn up
by September. Due to the
statements made during the
election campaign it can how-
ever be expected that the gov-
ernment will not pursue a par-
ticularly tough consolidation
course. We assume that a re-
duction of the budget deficit in
relation to GDP by approxi-
mately one percentage point
annually will be the most
probable scenario. This means
that, after a budget deficit of
6.1 % of GDP (already adjusted
for pension costs) last year, the
government is likely to adhere
to its reduction of the budget
deficit to 5 % of GDP in 2006.
In the first three months of this
year, the budget deficit was
slightly higher than planned.
We therefore also anticipate a
slightly higher budget deficit
of more than 5 % of GDP for
2006 as a whole. As a result of
the presumably rather slow
budget consolidation it can be
expected that the introduction
of the euro envisaged for 2010
may at least be delayed to 2012
due to the belated fulfilment of
the Maastricht criteria.

Weaker forint checks 
declining inflation trend

Based on a year-on-year
comparison, the inflation rate
dropped to 2.3 % in March,

down from 2.5 % in February
and 2.7 % in January. The cut
in value-added tax by 5 per-
centage points to 20 % at the
beginning of the year damp-
ened inflation, but it reduced
inflation somewhat less than
we had originally anticipated,
since especially in the ser-
vices sector the tax cut was
probably not passed on com-
pletely to consumers.

In the short term we ex-
pect – supported by a carry-
over effect – that inflation will
continue to fall to below the
2 % mark. As food prices
were high in the first months
of the year owing to weather
conditions, we expect that
this group of products,
weighted at almost 20 % in
the basket of goods, will sig-
nificantly support the declin-
ing inflation trend until the
summer. In the medium
term, however, inflationary
risks have increased marked-
ly. Although core inflation is
at a very low level, amount-
ing to 0.6 % year-on-year 
in the first quarter, it again
tends to rise now for the first
time in six months. In addi-
tion, the development of the
inflation rate responded to
the recent weakening of the
forint against the euro. In
March and April, the forint
was quoted almost 7 % lower
on average than in the same
period of the prerious year. 

As a result of the in-
crease in the key interest
rates in the US and in the EU,
the interest rate differential
to growth markets such as
Hungary has narrowed,
which has triggered corre-
sponding capital movements
in the markets, putting the
forint under considerable
downward pressure in recent
months. The by regional
standards not very favourable
fundamentals, which are rep-
resented by the high twin
deficit, i.e. budget deficit and
current account deficit, make
the forint particularly vulner-
able, and due to the presum-
ably rather slow budget con-
solidation no reversal in the
trend but perhaps a stabilisa-
tion of the exchange rate can
be expected. In such a sce-
nario it is increasingly likely
that the central bank will
push interest rates upwards.
At any rate, further interest
rate reductions are not in-
tended for the time being.

At present we forecast 
an average inflation rate of
2.1 % for 2006. Next year,
however, once the curbing
impact of the tax cut on infla-
tion disappears, we can ex-
pect inflation to rise to at
least 2.7 %, with the future
fiscal policy and its influence
on aggregate demand being a
risk factor which is difficult
to assess. ■

Outlook

Irrespective of its concrete composition, the new
government will be faced with the dilemma that on
the one hand it at least will have to attempt to
keep the promises made during the election cam-
paign in order not to disappoint its voters, and on
the other hand take measures to consolidate the
budget, which will strengthen the confidence of 
the markets in a sustained stable development of
Hungary’s economy. In our opinion, a presumably

rather restrained retrenchment policy will lower the
budget deficit only slowly towards the Maastricht
ceiling of 3 % of GDP. Therefore, it is likely that the
introduction of the euro envisaged for 2010 will be
delayed. Due to the continuation of the moderate
budget consolidation policy the economy will lose
some momentum, but a sharp downturn is not ex-
pected. Under favourable external conditions, GDP
growth of up to 4 % will be possible in the forecast
period. In spite of the decline supported by the re-
duction in VAT, the development of inflation will be

the focus of interest this year, for the inflation rate
has been unintentionally boosted as a result of the
depreciation of the forint in recent weeks. In the
present difficult macroeconomic environment,
which is characterised by a marked twin deficit, it
becomes more important for the government to
strike a prudent balance between fiscal policy and
monetary policy, in particular with regard to inter-
est rate decisions, in order to ensure stable eco-
nomic developments.
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Area: 312,685 sq. km
Population: 38.2 mn
President: Lech Kaczynski
Prime Minister:
Kazimierz Marcinkiewicz
GDP (2005): EUR 242.8 bn 
Per capita GDP (2005): EUR 6,360

Government 
reshuffling

Poland’s internal politics
is dominated by the contest
between “Law and Justice”
(PiS) led by the Kaczynski
brothers and the “Civic Plat-
form” (PO). The inclusion of
“Self-Defence” (Samoobrona,
SO) in the government is one
stage of this conflict, which
will presumably be rather lim-
ited in time. It ensures a ma-
jority in parliament and thus
strengthens PiS by increasing
its room for manoeuvre while
at the same time furthering
the internal disintegration
process of Samoobrona. The
electorate of Samoobrona will
find it hard to put up with the
role of its chairman Andrzej
Lepper of supporting the gov-
ernment, particularly since

the leeway for concessions is
rather narrow. The call of
Samoobrona for higher bud-
getary expenditure and less
independence of the central
bank and its distinctly scepti-
cal attitude towards the EU
will further exacerbate the 
political controversies at
home and abroad. It is likely
that government reshuffles 
or new elections will be a re-
current feature. But the econ-
omy is at such a favourable
stage at present that adverse
political circumstances will
hardly affect the upswing in
the short and medium term.

Investments are 
picking up

At 3.2 % in real terms,
Poland recorded a somewhat
slower GDP growth in 2005

than in 2004, when it joined
the EU. The weaker growth
was however concentrated 
on the beginning of the year.
Since the second quarter an
acceleration can be observed
again, driven by investment.
Although fixed capital forma-
tion adjusted for inflation “on-
ly” exceeded the figure of the
previous year by 6.2 % in 2005
as a whole, it already rose by
9.9 % yoy in the fourth quar-
ter and by an exceptionally
high seasonally adjusted
5.7 % compared with the pre-
ceding quarter. Thanks to the
high liquidity of companies,
increasing consumer demand
and continued strong exports,
investments will continue to
soar again this year, although
perhaps somewhat dampened
by uncertainties about eco-
nomic policy. We expect an

increase in gross fixed capital
formation of 8 % in real terms
in 2006. Construction projects
induced by the government
(and partly financed by the
EU) should also keep invest-
ments high (at 9–10 %) in
2007.

Low current account
deficit

Since exports rose by
16.5 % in euro terms, while
imports went up by only
12.3 %, Poland’s foreign trade
deficit decreased by half from
4.6 bn euros in 2004 to 2.3 bn
euros in 2005. The current ac-
count deficit narrowed from
8.4 bn euros or 4.1 % of GDP
to 3.9 bn euros or 1.6 % of
GDP. Exports of foodstuffs
and chemical products rose
particularly sharply. As far as
imports are concerned, ener-
gy imports above all recorded
an increase (caused by higher
prices). After booming in
2004, when Poland joined the
EU, imports of motor vehicles
and plant and machinery
were rather low. The high in-
vestments of 2005 were evi-
dently mainly made by using
domestic products and ser-
vices. Due to further increas-
ing consumer and investment
demand, a slight widening of
the current account deficit is
to be expected in 2006, but it
should remain below 2 % of
GDP.

Inflation at a record
low

At the beginning of 2006,
Poland recorded the lowest
inflation rate of all EU mem-

Poland 
Cyclical upturn

Poland – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 1.4 3.8 5.3 3.2 4.6 4.7
Industrial output (real) 1.1 8.4 12.6 4.0 8.7 7.3
Gross fixed capital formation (real) –6.8 –0.1 6.3 6.2 8.2 9.6
Consumer prices (yearly average) 1.9 0.8 3.5 2.1 1.3 2.5
Unemployment (yearly average) 20.0 20.0 19.1 18.2 17.3 16.6
Budget balance (ESA 95, in % of GDP) –3.3 –4.8 –3.9 –3.8 –4.2 –5.1
in EUR mn

Merchandise exports 49,338 53,836 65,847 76,740 88,520 98,610
Merchandise imports 57,039 58,913 70,399 79,070 90,710 104,710
Current account –5,404 –4,109 –8,401 –3,900 –5,580 –8,610
Current account (in % of GDP) –2.6 –2.1 –4.1 –1.6 –1.9 –3.1
FDI (inflow, net) 4,371 3,660 10,070 6,920 6,910 7,430
Gross foreign debt (end of period) 81,046 83,705 94,035 105,790 109,530 114,250
Gross foreign debt (in % of GDP) 38.7 43.7 46,2 43.5 40.6 41,7
Import cover (in months) 5.7 5.3 4.0 4.8 4.2 3.7
Average exchange rate: PLN/EUR 3.85 4.40 4.53 4.02 3.82 4.02
Average exchange rate: PLN/USD 4.08 3.89 3.64 3.23 3.14 3.22
Sources: Bank Austria Creditanstalt Economics Department, Statistical Office of Poland, National Bank of Poland
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ber states. Measured by the
harmonised consumer price
index, prices went up by only
0.9 % in January over the pre-
vious year, compared to an
average increase of 2.5 % in
the EU. According to Poland’s
national calculation, in which
foodstuffs carry a greater
weight, inflation amounted 
to only 0.4 % yoy in March
2006. Thus the inflation rate
is markedly below the lower
limit of the inflation target
range set by the National
Bank of Poland at 2.5 %
+/– 1 %. The low inflation 
rate was attributable to the
decline in prices of clothing
and foodstuffs. In case of
clothing, the low inflation rate
is above all due to imports
from China and the strong
zloty at the beginning of the
year. In case of foodstuffs, a
decline in prices after the
strong increase in 2004 and
2005 are responsible for the
low inflation rate. Although 
a rise in inflation is to be 
expected in the next few
months, the upward pressure
on prices is likely to remain
moderate as a result of suffi-
cient production capacities
and the inflation rate will
probably not exceed the 2.5 %
mark during 2006.

Increasing employment

After employment in the
corporate sector had declined
since 1999, it again started to

rise for the first time (by
1.9 %) in 2005. In March 2006,
it exceeded last year’s figure
by 2.7 %, growing most rapid-
ly in those sectors in which
the CEE countries are com-
paratively strong: employ-
ment rose by 8 % in the car
industry, by 7 % in the pro-
duction of electrical appli-
ances and by almost 5 % in
the production of furniture
(where Poland is particularly
strong), while employment
declined in the mining (–2 %),
textile and clothing industries
(–5 %) and in the electricity
sector (–4 %). For the first
time since 2002, the unem-
ployment rate is likely to fall
below a still substantial 18 %
on average in 2006. Since
mid-2005, real wages have al-
so shown an increase, rising
by 4.1 % in the corporate 
sector in February 2006 com-
pared to February 2005.

Contentious fiscal 
policy

On March 1st the EU
Commission published its as-
sessment of the January up-
date to the Polish conver-
gence programme. The Com-
missioner for Economic and
Monetary Affairs, Joaquin Al-
munia, declared that although
the fiscal results in 2004 and
2005 were better than expect-
ed, the programme is not
geared towards following a
path of adjustment that would

be sufficient for reducing
Poland’s excessive deficit in
2007 or even 2008. On July
5th, 2004 the Council speci-
fied 2007 as the target year.
The Commission also fears
that the pension reform is be-
ing undermined because of
the special treatment accord-
ed to various groups in the
population, such as the min-
ers, and the deficits will
therefore exceed the target.

At any rate, there are heat-
ed discussions on fiscal policy.
Finance Minister Zyta Gilows-
ka advocates a lowering of
pension contributions from
13 % to 10 % instead of the re-
form of income tax promised
by the PiS during the election
campaign. The reduction of 
incidental wage costs is con-
sidered by her to be more im-
portant for future economic
growth than tax relief. She
aims at reducing the budget
deficit by 0.5 % of GDP in
2007. It remains to be seen
whether she will succeed with
these proposals. Introducing
the euro is at present not a pri-
ority of the Polish government,
so that the intention to put the
budget on a sound footing may
be of secondary importance in
comparison with current polit-
ical considerations.

At the beginning of 
a growth cycle

After a lean period at the
beginning of the decade, the

boom of 2004, which was
caused by EU accession and
related advanced purchases
and investments, and then
somewhat weaker growth in
2005, the conditions for
Poland’s economy are now
extremely favourable for sus-
tained strong economic
growth. Inflation and the for-
eign trade deficit are low and
investments and employment
are picking up. The interest
rate level is low by Polish
standards (the 3-month inter-
bank rate stands at 4 %). Al-
though the series of interest
rate reductions has ended,
strong increases are not in
sight. In view of the relatively
small interest-rate differential
with regard to Western Eu-
rope and the US and contin-
ued political imponderables,
the zloty will depreciate
against the euro quite a bit in
the next two years from 3.86
at year-end 2005. We expect a
zloty/euro exchange rate of
3.95 at year-end 2006 and 4.10
at year-end 2007. This will
strengthen the export sector.
Wages are rising, which will
support consumption, but
their level is still low enough
in order not to jeopardise
Poland’s competitiveness.
This situation is a classical
characteristic of the fact that
the economy is at the begin-
ning of a growth cycle. ■

Outlook

Without any serious adverse effects from outside, the
prospects for Poland’s economy are very good.We
expect GDP growth of between 4 % and 5 % both in
2006 and in 2007.There should be little threat from
abroad. Both foreign demand and – thanks to in-
creasing price-setting power by Polish exporters –

the terms of trade will develop favourably. In addi-
tion, Poland can expect net transfer payments from
the EU in the amount of 3 %–4 % of GDP annually.
Even if it utilises only half of these funds, this will
strongly support growth. Even if the government
does not pursue an optimum economic policy, this
will hardly affect Poland’s economy under these 
circumstances in the medium term.A long-term 

success would however require a stronger orienta-
tion towards the euro, the avoidance of striking a too
nationalistic note and a further acceleration of the
transfer of technology and management by increas-
ingly opening the country vis-à-vis Europe and the
world, thus quickly achieving a further improvement
in productivity.

MEMBER OF THE EU
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Area: 238,391 sq. km
Population: 21.6 mn
President: Traian Basescu
Prime Minister:
Calin Popescu-Tariceanu
GDP (2005): EUR 79.3 bn
Per capita GDP (2005): EUR 3,660 

Political situation

Romania’s domestic and
foreign policies are currently
focusing on the preparations
for EU accession, with partic-
ular attention being given 
to the areas criticised by the
EU Commission in its last
progress report. These in-
clude the reform of public ad-
ministration and the judicia-
ry, as well as the need to fight
corruption. Romania seems to
be throwing much of its ener-
gy into the latter area, a fact
which is reflected in some
high-profile cases at the high-
est political level. In mid-May,
when the EU Commission
presents its new monitoring
report on Romania and makes
a recommendation on the ap-
plication of the protective
clause included in the Acces-

sion Treaty, it will be known
to what extent Romania’s ef-
forts have convinced the EU
Commission. However, it is
very likely that the Commis-
sion will give Romania the
green light for EU accession
on 1 January 2007 following
the country’s most recent re-
form successes, whilst proba-
bly imposing further require-
ments on Romania. The 
ratification process in the 
EU member states has in 
the meantime been making
more headway. The parlia-
ments of 16 of the 25 member
states had approved Roma-
nia’s accession to the EU by
mid-April.

Economic situation

The Romanian economy
lost much of its momentum in

2005 despite a relatively
strong final quarter. Econom-
ic growth in 2005 slowed to
4.1 % after a revised growth
rate of 8.4 % in the previous
year. Besides a strong base 
effect the slowdown is ex-
plained on the production
side by weak growth in indus-
trial output (+2.5 %) attribut-
able to various causes such as
production losses as a result
of the floodings, weaker for-
eign demand, and more com-
petitive imports due to the ap-
preciation of the leu. A further
reason for the slowdown was
the slump in agricultural out-
put (–13.9 %) in the wake of
the severe floodings in the
spring and summer of 2005.
Factors which supported 
economic growth were – on
the back of strong growth in
mortgage loans and the reno-

vation work needed after the
floodings – a booming con-
struction industry (+9.9 %)
and a rapidly expanding ser-
vices sector (+8.1 %). On the
demand side, domestic de-
mand remained the most im-
portant growth component in
2005. Private consumption,
though slightly slower than in
2004 (+12.9 %), remained ro-
bust at +9 % in real terms on
account of strong credit
growth (corporates: +31.3 %,
households: +80 %), strong
growth in real wages (+7.4 %)
and the income effects of the
2005 tax reform. The unabat-
ed high consumption propen-
sity of the population was 
also reflected in the dynamic
growth of retail trade, which
at +17.6 % matched the
growth rate of 2004. Gross
fixed capital formation gained
momentum partly due to the
substantial progress in the re-
structuring and privatisation
of the corporate sector, and
expanded by +13 %, which
should boost industrial output
in 2006. Public consumption
grew at a much more moder-
ate +4.9 %. In light of the
strong import pull (+17.2 %)
prompted by strong domestic
demand and the appreciation
of the leu, coupled with weak-
er export growth (+7.6 %), net
exports were again strongly
negative in 2005.

We expect more buoyant
economic growth for 2006,
based on continued robust
FDI-driven investment activi-
ty and stronger inventory in-
vestments in the run-up to 
EU accession – despite a slight
slowdown in private con-
sumption as a result of a more

sandor.gardo@ba-ca.com

Sándor Gardó 

Romania
In a labyrinth of reforms

Romania – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 5.1 5.2 8.4 4.1 5.6 5.5
Industrial output (real) 4.3 3.1 5.3 2.0 4.5 3.7
Gross fixed capital formation (real) 8.2 8.6 10.8 13.0 13.5 12.5
Consumer prices (yearly average) 22.5 15.3 11.9 9.0 7.5 6.2
Unemployment (yearly average) 10.2 7.6 6.8 5.8 5.7 5.5
Budget balance (in % of GDP) –2.5 –2.2 –1.2 –0.8 –1.0 –1.5
in EUR mn

Merchandise exports 14,675 15,614 18,935 22,255 26,000 30,000
Merchandise imports 17,427 19,569 24,258 30,061 36,000 42,000
Current account –1,623 –3,060 –5,099 –6,891 –9,000 –10,000
Current account (in % of GDP) –3.4 –5.8 –8.4 –8.7 –9.6 –9.3
FDI (inflow, net) 1,194 1,910 5,127 5,208 8,000 5,000
Gross foreign debt (end of period) 16,200 17,835 21,708 30,511 36,500 44,500
Gross foreign debt (in % of GDP) 33.4 33.9 35.8 38.5 39.0 41.3
Import cover (in months) 3.5 3.4 4.8 5.9 6.4 6.2
Average exchange rate: RON/EUR1) 31,255 37,556 40,532 3.62 3.48 3.39
Average exchange rate: RON/USD1) 33,055 33,200 32,637 2.91 2.83 2.71
Sources: NBR, NIS, Bank Austria Creditanstalt Economics Department 1) Redenomination of the leu as of 1 July 2005
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moderate wage policy and the
central bank’s measures to
curb credit growth. At the
same time, the imbalance of
the growth components with
domestic demand as the key
engine of growth will persist.

Current account deficit
widens

The continued dynamic
expansion of domestic de-
mand once again resulted in a
high current account deficit
in 2005. Last year the deficit
widened to 6.9 bn euros or
8.7 % of GDP from an already
significant, revised figure of
5.1 bn euros or 8.4 % of GDP
in 2004. The deterioration is
largely explained by the
growing imbalance in the
traffic of goods. Strong de-
mand for consumer and capi-
tal goods, boosted partly by
the exchange rate, was re-
flected in strong import
growth, while exports grew at
a more moderate rate. This
trend is attributable to weaker
demand for exports, in partic-
ular for textile, metal and
chemical products, and to the
reduced competitiveness of
exports in light of rising unit
labour costs due to the appre-
ciation of the leu and a strong
rise in wages. The pressure
on the current account was
mitigated by the current
transfer payments (e. g. work-
ers’ remittances, EU trans-
fers), which rose considerably

in 2005 by almost 700 mn 
euros to 3.7 bn euros.

The financing of the cur-
rent account was facilitated
by net inflows of foreign di-
rect investment totalling
5.2 bn euros. This year, in-
flows of FDI will probably
again exceed the record level
of the previous year due to
significant privatisation pro-
ceeds (e. g. BCR). This is es-
sential because the current
account deficit is likely to 
deteriorate further in 2006 
as a result of the continued
strength of the leu, the more
robust demand for capital
goods and the anticipated ef-
fects of accelerated purchases
of consumer and capital
goods in the run-up to EU 
accession. Any financing con-
cerns will however also be
eased by the record level of
foreign exchange reserves.
These rose from 10.8 bn euros
in 2004 to 16.8 bn euros in
2005 mainly as a result of the
central bank’s interventions
on the foreign exchange mar-
ket against the leu and contin-
ued to climb to 18.1 bn euros
until the end of March 2006,
primarily due to the higher
minimum reserve ratio for the
foreign exchange liabilities of
commercial banks. The im-
port cover ratio improved
from 4.8 months in 2004 to 5.9
months in 2005 in line with
the rise in foreign exchange
reserves. The high financing
requirement for the catching-

up process also led to a
marked increase in the coun-
try’s foreign debt to 30.5 bn
euros in 2005 (2004: 21.7 bn
euros), but at 38.5 % of GDP
this was not a cause of con-
cern (2004: 35.8 %).

Inflation – a 
predicament

The growing inflationary
pressure discernible in Ro-
mania in the final months of
2005 carried over into the be-
ginning of 2006 – especially
on account of significant 
adjustments to controlled
prices. In response to the fur-
ther increase in prices, the
central bank again tightened
monetary policy so as not to
entirely lose sight of its ambi-
tious inflation target of 5 %
with a tolerance margin of
+/–1 % at year-end 2006 and
to protect the credibility of 
its policy. After lowering in-
terest rates for almost two
years, the central bank again
raised the policy rate by 
100 basis points to 8.5 % on 
8 February 2006. It also an-
nounced that it would contin-
ue its far-reaching measures
involving the sterilisation of
excess liquidity through open
market operations. In order
to increase the effectiveness
of interest rates as a mone-
tary policy tool and with a
view to curbing the strong
expansion of foreign curren-
cy loans (and reducing the

attendant inflationary pres-
sure and risk of loan losses),
the central bank raised the
minimum reserve require-
ment on foreign exchange-
denominated liabilities held
by banks from 35 % to 40 %
commencing with the main-
tenance period 24 March – 
23 April. Depending on the
effectiveness of these mea-
sures, further restrictive
measures may be taken in
the course of the year; their
dampening impact on eco-
nomic growth is however
likely to be limited in light of
the strong competition in the
banking sector.

After the recent increase
in interest rates, the central
bank’s dilemma in regard to
the need to continue the dis-
inflation process whilst avoid-
ing any destabilising specula-
tive inflow of capital will
probably become more acute.
The increase could prompt
further stronger inflows of
capital. While this may make
it easier to combat inflation
through the faster apprecia-
tion of the leu, it would also
further impair Romania’s
ability to compete successful-
ly on international markets.
This year, too, the central
bank’s biggest challenge will
be to find a balanced mix of
monetary and exchange rate
instruments to bring down in-
flation and maintain Roma-
nia’s international competi-
tiveness. ■

Outlook

With the EU Commission’s decision in May 2006,
Romania’s dream of becoming a member of the EU
will probably be a reality on 1 January 2007, but
the reform process must continue without interrup-
tion, not only in the segments criticised by the
Commission, but also in the area of macroeconomic
stabilisation. In 2005, the economy turned in a per-

formance that was below its potential, partly due
to special factors, but also on account of growing
structural deficits (e. g. weak industrial output, dis-
parities in foreign trade). The downward trend in in-
flation has also slowed due to both supply and de-
mand-side factors. This has created a conflict of in-
terests for the central bank, which has to be careful
not to lose sight of its inflation target, whilst main-
taining Romania’s international competitiveness

with an eye on exchange rate developments; a 
situation which makes it more difficult to combat
inflation. The central bank’s dilemma and signs of 
a policy-mismatch first and foremost call for a 
disciplined fiscal and wage policy. The need to 
fine-tune the catalogue of economic measures 
and instruments should however not obscure the
continued sound economic outlook.

EASTERN EUROPE
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Area: 17 million sq. km
Population: 143 mn
President: Vladimir Putin
Prime Minister:
Mikhail Fradkov
GDP (2005): EUR 605.7 bn
Per capita GDP (2005): EUR 4,230 

15 years Yedinaya
Rossiya?

“Yedinaya Rossiya” would
have to remain the dominant
party for at least 10–15 years
so that neither “oligarchic”
nor “national-isolationist”
groupings can cause Russia 
to stray from its path toward
“sovereign democracy”,
Vladislav Surkov, deputy head
of the presidential administra-
tion said at a seminar of the
pro-Putin “Yedinaya Rossiya”
(United Russia) party. It may
be assumed that his position
paper summarises the think-
ing prevailing in broad sec-
tions within the Kremlin, the
“Yedinaya Rossiya” party, 
and the Russian population – 
possibly a bit exaggerated in
its grandeur but nonetheless
pointing the way.

The “oligarchic group-
ings” are the politicians and
economic magnates who in
the first half of the 90s “re-
placed competition with cor-
ruption”, who carried out pri-
vatisations by doubtful means
and utterly disrupted the Fed-
eration’s relations with the 
republics. “National-isolation-
ist” groupings refers to ex-
treme nationalists, but also 
to the “Rodina” (Motherland)
party, the only significant 
opposition party besides the
Communists. It is evidently
intended to weaken the Rodi-
na sufficiently by the time
Putin is succeeded in 2008 
so that it does not constitute
an element of uncertainty. 
According to Surkov, the dan-
gers currently faced by Russia
come from terrorism (espe-
cially in the Caucasus), “or-

ange techniques” as practised
in the Ukraine and Georgia,
and from inadequate econom-
ic competitiveness.

Sovereignty as a means
of competitiveness

Surkov stressed that in
order to improve the competi-
tiveness of the economy, one
would have to enhance Rus-
sia’s strengths. This in partic-
ular conforms to the concept
of Russia as a key energy
power, he stated. Surkov is
following President Putin in
this respect, who, at the G8
meeting chaired by Russia,
stated that his country would
like to be the guarantor of
global energy security.

Other areas to be devel-
oped are space exploration,
the armaments industry,

transport and telecommuni-
cations, Surkov said. Russian
companies should also partic-
ipate in the development of
global information networks.
The fuels-based energy sec-
tor, strategic communication,
the banking sector and the
defence industry must remain
in Russian hands. The other
sectors should be opened to
foreign investors so that they
can be modernised. Sover-
eignty should not be under-
stood to mean a Russian
stronghold, but Russia should
protect its interests rather
than merely act as a “security
service for foreign pipelines
passing through Russia”. Oth-
er countries would also pro-
tect their national interests,
this is part of normal business
practice; and in this sense
“sovereignty is the political
synonym for competitive-
ness”.

Russia should also partic-
ipate in the global economy
through multinational com-
panies, Surkov continued.
Gazprom already has con-
crete plans in this direction:
according to media reports,
Gazprom intends to acquire
an interest in a broader range
of gas supply and gas storage
and gas marketing companies
in the EU. Gazprom allegedly
has started negotiations with
its German partners E.ON and
Wintershall for the acquisi-
tion of a part of their local
sales operations.

New milestones

Enhancing “sovereignty”
has made further progress re-
cently: at the initiative of the

Russia
Guarantor of global energy security?

hans.ho lzhacker@ba-ca.com

Hans Holzhacker

Russia – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 4.7 7.3 7.2 6.4 5.8 5.2
Industrial output (real) 7.0 7.0 7.3 4.3 5.3 5.6
Gross fixed capital formation (real) 3.0 12.8 10.8 10.5 10.8 11.8
Consumer prices (yearly average) 15.8 13.6 10.9 12.7 9.5 7.8
Unemployment (yearly average) 8.0 8.4 8.2 7.6 7.3 6.9
Budget balance (in % of GDP) 1.0 1.4 4.5 7.0 5.0 3.0
in EUR mn

Merchandise exports 113,413 120,012 147,187 195,390 221,950 235,910
Merchandise imports 64,439 66,603 77,238 99,990 121,400 144,930
Current account 30,775 31,701 48,136 66,070 68,550 58,090
Current account (in % of GDP) 8.4 8.3 10.3 10.9 9.4 7.0
FDI (inflow) 3,658 7,026 9,380 17,810 10,870 9,330
Gross foreign debt (end of period) 161,927 160,777 165,724 189,930 196,870 200,270
Gross foreign debt (in % of GDP) 44.3 41.9 35.4 31.3 27.0 24.0
Import cover (in months) 6.3 9.0 11.5 13.5 15.6 15.1
Average exchange rate: RUB/EUR 29.7 34.7 35.7 35.2 33.9 33.8
Average exchange rate: RUB/USD 31.4 30.6 28.7 28.3 27.9 27.0
Sources: Bank Austria Creditanstalt Economics Department, Federal State Statistics Service, CBR
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government, Russia’s leading
aircraft manufacturers are to
be combined. The military
and civil aircraft manufactur-
ers Tupolev, Ilyushin, Irkut,
the Yakovlev Design Bureau,
Sukhoi and MiG are to be
united within the “United Air-
craft Manufacturing Company
(Obyedinyonnaya Avias-
troyitelnaya Korporaciya,
OAK)”. At least 75 % of the
shares in the new company
are to be held by the state.
The United Aircraft Manufac-
turing Company is to become
one the world’s five-largest
aviation companies by 2013.

The state-owned Russian
foreign trade bank (Vnesh-
torgbank, VTB) is to go public.
The VTB Group is one of Rus-
sia’s fastest-growing banks
and is being developed by 
the state into a second pillar
to complement the state-
owned Sberbank. Russia’s
second-largest bank wants 
to place about one quarter 
of its capital in London and
Moscow by the first quarter 
of 2007; the proceeds are to 
be used to finance the bank’s
expansion abroad. VTB ac-
quired the central bank’s for-
eign equity interests, which
include Moscow Narodny
Bank in London, Ost-West-
Handelsbank in Frankfurt,
Eurobank in Paris and
Donaubank in Vienna.

With the purchase of an
11 %–13 % interest in the dia-
mond company Alrosa, which
is currently held by minority
shareholders, the Federation
is to become the company’s
majority shareholder. It is 
rumoured that this will be 
followed by a merger with 
Norilsk Nickel, the world’s
largest producer of nickel and
platinum, giving the state con-
trol over this company, too.

Our previous edition of
CEE Report included an ac-
count of Lada manufacturer
AvtoVAZ, Russia’s largest 
automobile company which
was recently acquired by the
state-owned arms trading
company Rosoboronoexport.
AvtoVAZ is now expecting to
receive generous state sup-
port for investments in the
construction of a new assem-
bly plant in Togliatti.

Going East

Oil and gas are however
the Russian state’s key tools
for enhancing its position at 
a national and international
level. 34 % of the world’s gas
supplies and about 13 % of
global oil reserves are on
Russian territory. Russia is the
world’s largest exporter of gas
and the world’s second-largest
exporter of oil. In the years
2000–2004 Russia recorded

the largest increase in oil pro-
duction among the world’s
major oil producing countries.
After regaining key positions
in the oil industry (Yukos, Sib-
neft), the state is now pursu-
ing a policy of diversification
toward the East. More than
60 % of the value of Russia’s
energy exports are currently
going to the EU. Energy sup-
plies to the US also have con-
siderable potential. Autumn
2005 saw the first oil ship-
ments from the Sakhalin-1 
oilfield and the first Gazprom
liquid gas shipments to the
US. Cooperation in conjunc-
tion with the Shtokman pro-
ject is under discussion. 
Japan is participating in the
Sakhalin-1 and Sakhalin-2
projects and has expressed in-
terest in participating in the
construction of the Eastern
Siberia – Pacific Ocean oil
pipeline system. An agree-
ment concluded during
Vladimir Putin’s visit to China
in March 2006 foresees the
construction of a gas pipeline
to China. According to Energy
Minister Khristenko, deliver-
ies are to commence in 2011,
with delivery capacity reach-
ing 30 to 38 billion cubic me-
tres of gas per annum by 2020.
India is also very interested in
cooperating in such projects;
it has been given the prospect
of concrete discussions when

the G8 summit takes place in
St. Petersburg in July.

Substantial foreign 
financing

Investments and the fi-
nancing of takeovers require
substantial funding by Russian
companies. A substantial por-
tion of these funds is raised
abroad. The foreign debt of the
corporate sector consequently
increased by US dollar 50 bn to
US dollar 126 bn in 2005. Not-
withstanding a decline in the
Federation’s foreign debt, part-
ly as a result of early repay-
ments of Paris Club debt, total
foreign debt rose by US dollar
44 bn to US dollar 259 bn. De-
spite the unabated high level of
capital exports, both legal and
illegal, the country’s foreign
exchange reserves rose by US
dollar 61 bn to US dollar 182.2
bn at the same time. As of the
end of the first quarter of 2006,
they totalled already as much
as US dollar 206 bn. Given the
strong inflow of foreign capital,
the country’s monetary policy
is faced with the dilemma of
allowing a substantial appreci-
ation of the rouble or, as suffi-
cient means are not available
for a sterilisation, permitting a
ballooning of the money sup-
ply. At present, the central
bank would seem to settle for a
stronger rouble. ■

Outlook

Russia’s GDP grew by 6.4 % in 2005. While price-
adjusted export growth weakened and amounted
to only 6.3 % (with imports growing by 17.3 %)
compared to 10 %–12 % in the three preceding
years, private consumption expanded by 11 % and
capital investment by 10.5 %. If Russia wants to
implement its strategy “Guarantor of global energy
security” – and by all appearances this seems to be
the case – investment needs to grow even faster in
light of the gradual depletion of the West Siberian
oil fields. This will require considerable funding by

the corporate sector to finance the investments, es-
pecially given the continuing price controls for en-
ergy and transport. The corporate sector can receive
part of the necessary funds via cooperations with
foreign companies, but the bulk of the money will
probably be raised on the domestic and especially
foreign capital markets. The rapid growth in the for-
eign debt of large companies is therefore likely to
continue. This could adversely affect the companies’
solvency if the oil price were to fall. On the other
hand, there are ways in which revenues of the large
companies can be boosted: by permitting prices to
rise faster after the elections of 2007 and 2008 or

by making funds available via the Stability Fund
(which totalled US dollar 45 bn at the end of 2005).
At present, developments appear to be fairly stable,
however. The oil price is likely to remain high, as is
investment growth. In view of the growing difficul-
ties in increasing production of oil and gas, GDP
growth is likely to weaken slightly in the coming
years, but will remain at 5 %–6 %. There are no
signs of any major political turbulence. “Yedinaya
Rossiya” will probably remain in power for the time
being – even if perhaps not for 15 years – and 2007
will see measures being taken for a relatively prob-
lem-free succession to Putin.
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Area: 49,034 sq. km
Population: 5.4 mn
President: Ivan Gasparovic
Prime Minister: Mikulas Dzurinda
GDP (2005): EUR 37.3 bn 
GDP per capita (2005): EUR 6,930

Political situation

Parliamentary elections
in Slovakia will take place 
on June 17th, about three
months earlier than originally
planned. The ruling parties
and the opposition parties
agreed on this at the begin-
ning of February in order to
put an end to the government
crisis after the Christian De-
mocrats (KDH) had left the
coalition government. This
resulted in a precarious situa-
tion with regard to the gov-
ernment’s parliamentary 
majority, since the number of
MPs of the coalition partners,
which besides the SDKU 
comprise the SMK (Hungarian
Coalition Party) and 10 re-
maining MPs from the Al-
liance of the New Citizen
(ANO had left the government

as a party already in August
2005), declined from a total of
150 to 53. The government
had to accept that it needed to
stop the current privatisation
process as a condition for re-
maining in office until new
elections are held in June.
This above all affects the rail
cargo company ZSSK, whose
privatisation will probably be
delayed until October. The
privatisation of the Slovak
electricity utilities (Slovenske
elektrarne, HSE) may also
drag on for some time. The
agreements for the acquisi-
tion of 66 % of the Slovak air-
ports Bratislava and Kosice
were, however, already
signed with legal validity at
the end of March. According
to opinion polls, a change in
political direction may take
place in Slovakia after the

parliamentary elections in
June as the leftist populist
Smer (Direction – Social
Democracy) stands the best
chance of winning the elec-
tions. This party plans to re-
introduce progressive taxa-
tion, different VAT rates and
higher corporate taxes. It has
been leading by a consider-
able margin in the surveys for
months, enjoying relatively
stable voter approval of about
30 % to 35 %, while the
(three) parties of the (former)
coalition government are sup-
ported by a total of only just
30 % of the electorate. Given
the most recent discontent,
e. g. with the reform of the
health care system, it is
doubtful whether the good
economic data will boost vot-
er support for the SDKU. The
Smer party led by Robert Fico,

however, has recently tried 
to dispel fears that a possible
change in political direction
would also entail a radical
change in economic policy.

Record growth due 
to investments and 
exports

In the fourth quarter, Slo-
vakia’s economic growth ac-
celerated to a record level of
7.6 % yoy, up from 6.2 % in
the third quarter and 5.1 % in
the first and second quarters,
respectively. Overall, Slova-
kia’s economy grew at an 
average rate of 6 % in 2005,
which is faster than the 5.5 %
recorded in 2004.

The stronger growth in
the second half of the year is
above all attributable to
buoyant investment activity
and strong export growth.
Gross fixed capital formation
– after expanding by 10.7 %
yoy in the second quarter –
increased by 16.5 % and
15.1 % in the third and fourth
quarters, respectively. Ex-
ports of goods and services
rose at an almost identical
rate (third quarter: 16.1 %,
fourth quarter: 15.0 %). Part-
ly due to strong investment
activity (imports of capital
goods, plant and equipment),
imports in the national ac-
counts also picked up to-
wards the end of the year. In
the fourth quarter, imports
(17.7 %) outperformed ex-
ports after lagging behind ex-
port growth in the third quar-
ter with a growth rate of
11.6 %. Stockbuilding, too,
provided a significant impe-
tus to economic growth to-
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Slovakia
Change of political direction despite the boom?

Slovakia – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 4.6 4.5 5.5 6.0 6.3 6.5
Industrial output (real) 6.9 5.0 4.2 3.7 7.4 5.5
Gross fixed capital formation (real) –0.6 –1.5 2.5 12.4 11.9 11.2
Consumer prices (yearly average) 3.3 8.5 7.5 2.7 3.9 2.5
Unemployment (yearly average) 17.8 15.2 14.3 11.6 10.7 10.4
Budget balance (ESA 95, in % of GDP)1) –7.8 –3.5 –3.0 –3.1 –3.0 –2.9
in EUR mn

Merchandise exports 15,244 19,361 22,353 25,743 31,090 35,410
Merchandise imports 17,506 19,926 23,526 27,712 32,710 36,810
Current account –1,425 –244 –1,149 –3,268 –2,720 –1,664
Current account (in % of GDP) –5.5 –0.8 –3.5 –8.8 –6.3 –3.5
FDI (inflow, net) 4,258 506 1,016 1,534 2,390 2,100
Gross foreign debt (end of period) 13,166 15,439 18,167 22,610 24,010 25,090
Gross foreign debt (in % of GDP) 51.2 53.3 54.9 60.6 56.0 52.2
Import cover (in months) 5.2 5.1 4.9 4.6 3.8 3.5
Average exchange rate: SKK/EUR 42.7 41.5 40.1 38.6 37.3 36.3
Average exchange rate: SKK/USD 45.1 36.6 32.2 31.0 30.3 29.0
1) Including transfers to 2nd pillar pension funds (2005: 20 %, 2006: 40 %, 2007: 60 %)

Sources: Bank Austria Creditanstalt Economics Department, National Bank of Slovakia, Statistical Office
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wards the end of the year,
with the inclusion in the
books of investments not yet
completed and the tax-relat-
ed effects of accelerated pur-
chases (increase in excise
taxes on alcohol and tobacco
products) possibly having 
an impact. Supported by
favourable developments of
real wages, terms and condi-
tions for loans and higher
employment levels, private
consumption rose at a rela-
tively steady rate in 2005:
with a growth rate that aver-
aged 5.8 % in 2005, private
consumption was only just
below the growth rate of the
Slovak economy as a whole.
Public consumption rose by
2 % in 2005 and thus re-
mained at a level markedly
below the average rate.

The economy remained
essentially dynamic at the be-
ginning of 2006. Both indus-
try, retail trade and construc-
tion expanded at similar rates
as at year-end 2005. Industri-
al output, for example, con-
tinued to be bolstered by the
export-oriented sectors, par-
ticularly mechanical engi-
neering, but also by other
technological branches such
as the electrical and electron-
ics industry. 

Persistently high 
inflation rate

At the beginning of the
year, the adjustments made
to administered and regulat-
ed prices resulted in an ex-
pected surge in consumer
prices (2.1 % mom and 4.1 %
yoy). Inflation persisted at
high levels also in February
and March at the level of
4.5 % yoy. The rise in prices
is not only explained by ener-
gy-induced factors but also by
the general upward trend of
prices. This was reflected in
the increase in core inflation
to 2.2 % and in particular also
by the upturn in prices of ser-
vices. In order to counteract
the demand-induced infla-
tionary pressure resulting
from strong economic
growth, the central bank
raised key interest rates by 50
basis points. The 2-week repo
rate for instance has been
3.5 % since March 1st. In
light of the time lag with
which changes in monetary
policy have an impact on the
real economy, the central
bank wanted to take action in
time in order to meet the
Maastricht inflation target by
2007. Until the beginning of
March, the strong currency

tended to check the upward
price movement, as the 
Slovak koruna appreciated
against the euro by a little
less than 4 % (in nominal
terms) after Slovakia’s entry
to ERM II in November. 
Since then the Slovak koruna
has depreciated somewhat
again (by about 2 % until the
beginning of April), which 
indicates that the political 
uncertainties due to early
elections may have had 
a slightly delayed effect.

Investment-induced 
external imbalance

At the turn of 2005/2006
the trade deficit expanded
considerably. At about 670
mn euros, the highest month-
ly trade deficit so far was
recorded in December. At 
approximately 300 mn euros,
the trade deficit still re-
mained comparatively high 
in January. The high deficit 
is not due to inadequate ex-
port levels, as exports contin-
ued to grow at a substantial
rate of about 25 % (year-on-
year, in euros), but rather to
surging imports. The growth
rate of imports of about 40 %
was almost double the aver-
age growth rate of the previ-

ous months. Apart from the
higher bill to be paid for im-
ported oil products, the im-
port boom is evidently mainly
due to substantial imports of
plant and equipment for car
manufacturing plants which
are nearing completion – PSA
in Trnava and KIA in Zilina.
At any rate, the recent import
boom also had a considerable
impact on the current ac-
count for 2005. At just under
2 bn euros, the trade deficit
was almost twice as high as
in 2004 and thus contributed
significantly to the current
account deficit of about 3.3 bn
euros or 8.8 % of GDP. The
deficit in the income balance
had an even more significant
impact. It almost increased 
by five times the 2004 figure
(2005: 1.6 bn euros, 2004:
330 mn euros) because of
higher dividend payments by
companies to their owners
abroad, a large part of which
(about 1 bn euros) however
remained in the country as
reinvested earnings. Al-
though total foreign direct in-
vestments rose to somewhat
more than 1.5 bn euros in
2005, the inflow of new capi-
tal slowed down because very
few significant privatisations
took place in 2005. ■

Outlook

There is little doubt that Robert Fico and the Smer
party will win the elections. People are making
guesses as to which coalition partners the Smer will
find and if it will depend on reform-minded parties
or not. An alternative to a cooperation between the
SDKU and the LS-HZDS (Movement for a Democrat-
ic Slovakia) – but without the participation of
Vladimir Meciar – as the mainstay of a coalition
government cannot be completely ruled out either.
The present government has probably attained its
goal of anticipating a fait accompli by Slovakia’s
premature entry to ERM II at the end of November
2005 and the related fiscal and economic policy for
adopting the euro at the beginning of 2009. This is

because the Smer has abandoned its intention to
defer the introduction of the euro until 2010/11,
and it is still unclear in what manner the party will
scale down its other (socio-) political intentions.
There is still a high probability that a future coali-
tion will include at least one reform-minded party,
so that any adjustments to economic policy will
probably be moderate.
Under these circumstances, we expect economic
growth of just over 6 % in the current year and in
2007. The inflation rate will remain at just about
3.5 % on average in 2006 and will only decrease to
2.5 % in 2007 unless this is prevented by develop-
ments in the international commodity markets. Pri-
vate consumption is generally expected to remain
relatively robust, and investments are anticipated

to slow down somewhat with the completion of
the car manufacturing plants. This may be compen-
sated for by the continuing trend toward strong ex-
port growth, which will be progressively supported
by additional exports of motor vehicles. As report-
ed, car production will start in the PSA plant in 
Trnava in May and in the KIA plant in Zilina in 
December. Therefore, it is likely that the external 
imbalance will be eliminated in the next few years.
The current account deficit is expected to again 
decline to about 3.5 % of GDP by 2007. In addition,
a somewhat more abundant inflow of foreign direct
investment is anticipated as a result of the imple-
mentation of the privatisations delayed until the
autumn.
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Area: 20,273 sq. km
Population: 2.0 mn
President: Janez Drnovšek
Prime Minister: Janez Janša
GDP (2005): EUR 27.4 bn 
Per capita GDP (2005): EUR 13,680

Political situation

The enthusiasm with
which the coalition govern-
ment set about introducing
reforms, culminating in the
presentation of a package 
of seventy measures last 
autumn aimed at improving
the competitiveness of the
Slovenian economy in the
longer term, seems to be
paralysed by spring tired-
ness. Government members
were evidently unable to
reach agreement on the im-
plementation of the pack-
age’s ambitious privatisation
plans, especially in regard to
Nova Ljubljanska banka, the
country’s largest bank. This
prompted Joze Damijan,
Minister for Economic Re-
form, to resign at the end of
March after being asked to
head the newly-created Re-

form Ministry in the autumn.
It is possible that Mr. Dami-
jan’s resignation may dilute
the ambitious reform goals,
and the implementation of
the flat tax planned for the
beginning of 2007 is now also
less likely – especially be-
cause the Slovenians’ aver-
sion to the planned reform
measures has resulted in the
government’s lowest popu-
larity ratings since it took of-
fice almost one and a half
years ago. The necessity for
structural reforms is undis-
puted, also by the EU (e. g. in
regard to reaching the goals
of the Lisbon process). This
applies particularly to re-
forms within the pension sys-
tem: following a number of
new measures such as the
adjustment of pensions to
wage increases and the aboli-

tion of the possibility for gov-
ernment employees to post-
pone their retirement until a
later date, the pension sys-
tem has become less sustain-
able.

Adoption of euro on
track

Although Slovenia will
probably tread the path of
economic reform more cau-
tiously, it is well ahead of the
other new EU member states
in two important areas of 
European integration. In the
course of 2007, the borders to
the old EU member countries
may be opened after Slovenia
becomes a signatory to the
Schengen agreement, and
Slovenia will probably already
join the euro area at the be-
ginning of 2007. 

In its most recent evalua-
tion of Slovenia’s convergence
programme the EU Commis-
sion commended Slovenia for
its progress because it has ful-
filled both the budget and the
debt criteria. In 2005, the bud-
get deficit pursuant to ESA 95
amounted to an estimated
1.8 % of GDP. It was thus in
line with the target thanks to
a cautious spending policy
and higher revenue due to EU
transfer payments. A deficit of
1.7 % of GDP is envisaged for
the current year, a target
which can be met from a cur-
rent perspective. Slovenia is
ready to adopt the euro in re-
gard to meeting the criteria of
a maximum 3 % of GDP in
new debt and the maximum
60 % of GDP in public debt.
Total indebtedness as a per-
centage of GDP even fell
slightly in 2005 and will re-
main below 30 % of GDP in
the next few years. Long-term
interest rates in the euro area
increased slightly after the
European Central Bank raised
key rates in the last few
months, but they fell in Slove-
nia following further interest
rate cuts by the central bank
(e. g. the interest rate on 60-
day tolar bills fell from 4 % to
a current 3.5 % within a few
weeks), so that the interest
differential to the euro area
has continued to narrow. With
long-term interest rates mov-
ing in the region of 3.7 %
p. a., Slovenia also easily
meets the convergence crite-
rion of a current 5.4 % (aver-
age value for the three EU
countries with the greatest
price stability plus 2 percent-
age points).
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Slovenia
More haste, less speed

Slovenia – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 3.5 2.7 4.2 3.9 4.0 3.8
Industrial output (real) 2.5 1.4 5.5 3.1 4.4 3.8
Gross fixed capital formation (real) 0.9 7.1 5.9 3.7 4.7 5.2
Consumer prices (yearly average) 7.5 5.6 3.6 2.5 2.4 2.9
Unemployment (yearly average) 6.3 6.7 6.3 6.6 6.4 6.3
Budget balance (ESA 95, in % of GDP) –2.7 –2.7 –2.1 –1.8 –1.7 –1.5
in EUR mn

Merchandise exports 11,082 11,417 12,933 14,474 16,000 17,600
Merchandise imports 11,347 11,960 13,942 15,471 17,050 19,000
Current account 344 –81 –544 –301 –150 –400
Current account (in % of GDP) 1.5 –0.4 –2.1 –1.1 –0.5 –1.3
FDI (inflow, net) 1,538 –118 221 –45 150 400
Gross foreign debt (end of period) 11,482 12,995 15,355 19,511 22,500 25,000
Gross foreign debt (in % of GDP) 48.5 52.2 58.7 71.3 77.7 80.9
Import cover (in months) 6.7 5.9 4.8 4.6 4.4 4.1
Average exchange rate: SIT/EUR 226.2 233.7 238.9 239.6 239.6 239.6
Average exchange rate: SIT/USD 242.7 207.1 192.4 192.7 197.3 191.7
Sources: Bank Austria Creditanstalt Economics Department, SNB, SORS
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All criteria fulfilled 
following decline 
in inflation

Inflation, which has been
a problem for many years, is
now under control. After aver-
aging 2.5 % in 2005, the infla-
tion rate fell to under 2 % in
March year-on-year. In order
to assure Slovenia’s readiness
for participation in the euro
area by also meeting this cri-
terion in the future, the gov-
ernment is supporting this
downward trend in inflation
with administrative measures.
The dual pricing requirement
for retailers (tolar and euro)
announced some months ago
came into effect on 1 March 
to prevent excessive price in-
creases in the months before
Slovenia switches to the euro.
The restraint exercised in
raising controlled prices will
in any event dampen inflation
in the medium term. The 
government has published a
list of low, maximum increase
rates for goods and services
which are subject to price
controls. These include prices
for electricity, train fares and
motorway tolls in the current
year. 

Assuming that external
factors (e. g. prices for raw
materials) remain stable, in-
flation will be around 2 % in
the remaining part of 2006. 

In the current year the infla-
tion rate should therefore 
not represent an obstacle for
the adoption of the euro. We
expect inflation to average
2.4 % in 2006. 

The exchange rate of the
tolar has been moving within
a very narrow range close 
to the parity rate of 239.64
EUR/SIT. Based on past de-
velopments and the sound
fundamental data it will con-
tinue to move within a range
of +/–15 % of the parity. At the
end of June this year Slovenia
will consequently have pro-
vided evidence of the stability
of its currency after success-
fully participating in ERM II
for two years, and as of this
date the country will probably
have fulfilled all the Maas-
tricht criteria. As the EU will
next assess Slovenia’s state of
readiness for adoption of the
euro in the convergence re-
ports published this coming
October, the Slovenian gov-
ernment submitted an appli-
cation at the beginning of
March for its assessment to be
brought forward to enable it
soon to embark on the final
preparations for the adoption
of the euro (e. g. the striking
of coins). Based on the posi-
tive report of the Commission
and the European Central
Bank we consider it very like-
ly that the Commission will

propose to the Council of
Ministers around the middle
of 2006 that Slovenia be ac-
cepted into the euro area. The
Slovenian tolar would in that
case be replaced by the euro
at the beginning of 2007 at 
a conversion ratio probably
corresponding to the current
parity rate.

Buoyant growth 
continues

The final months of
preparation for entry into the
euro area are characterised
by continued strong growth
of the Slovenian economy. 
In the final quarter of 2005
GDP growth accelerated to 
a seasonally adjusted 1 %
compared with the previous
quarter (3rd quarter: +0.7 %).
With a growth rate of 3.7 %
year-on-year, the economy
expanded by an impressive
3.9 % in 2005 as a whole.
This was only slightly below
the level of the previous year.
In 2005, economic growth
was driven by foreign de-
mand which boosted export
growth to over 9 % in real
terms. However, towards the
end of the year the impetus
provided by foreign demand
slackened off considerably:
import growth rose sharply,
fuelled by strong consump-
tion (2005: +3.3 %) and a re-

vival of investment activity –
the planned cuts in the in-
vestment allowance prompt-
ed an increase in gross fixed
capital formation to over 8 %
year-on-year in the final
quarter of 2005. In 2005 as 
a whole, after a weak start,
gross fixed capital formation
grew by almost 4 %.

We expect the economy
to continue to grow strongly
at 4 % in the current year,
with domestic demand pro-
viding a much stronger impe-
tus than in the previous year.
The low interest rates and the
new public infrastructure
projects will make invest-
ments the key growth compo-
nent in the current year. Dri-
ven by unabated strong de-
mand for credit on account of
low interest rates and the im-
proved situation of the labour
market, private consumption
will again grow at a dynamic
rate. The external sector’s
contribution to economic
growth will be only negligible
in the current year because
the strong export growth in
2005 was attributable to an
exceptionally strong perfor-
mance of the automotive 
sector. For these reasons, the
export growth levels of 2005
will not be maintained de-
spite the relatively favourable
international business condi-
tions. ■

Outlook

There is little doubt that Slovenia benefited greatly
from the EU enlargement in 2005. There is every in-
dication that the country will in the next two years
continue to enjoy strong economic growth similar
to the 3.9 % seen in the previous year. Consump-
tion will remain an engine of growth and invest-
ments will gain further momentum, with both com-
ponents being supported by interest rates which
are converging towards EU levels. The inflation rate,
for many years a weakness of the Slovenian econo-
my, has approached the EU average. In fulfilling all

the Maastricht criteria, Slovenia has become eligi-
ble for participation in the euro area. The adoption
of the euro at the beginning of 2007 will however
also signify the end of the restraint exercised in
raising prices in the public sector. Inflation will
therefore probably again rise fairly rapidly to al-
most 3 % in 2007. Changes in taxation, primarily
the introduction of a flat tax, could make it more
difficult for the government to reach its fiscal tar-
gets next year, but this will not jeopardise the fulfil-
ment of the Stability Pact. The current account
deficit, which will again amount to less than 1 % of
GDP in 2006 due to the positive trend in the bal-

ance of services (tourism and transportation), could
widen next year through stronger growth of mer-
chandise imports based on strong consumption and
investment activity. At just over 1 % of GDP the
current account deficit would however be fairly
low. Slovenia’s balanced economic policy is likely to
continue to provide a basis for a stable framework
also after the adoption of the euro. There is a grow-
ing need to address the structural challenges such
as improving Slovenia’s competitiveness on foreign
markets and the financing of the country’s social
systems in the longer term if this stability is to be
maintained.
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Area: 603,700 sq. km
Population: 47.3 mn
President: Viktor Yushchenko 
Prime Minister:
Yuriy Yekhanurov
GDP (2005): EUR 65.6 bn
GDP per capita (2005): EUR 1,390 

Unstable government

Ukraine elected a new
parliament on 26 March 2006.
The “Party of the Regions” 
received the most votes
(32.1 %), while 22.3 % of
Ukrainians voted for the “Yulia
Tymoshenko Bloc”, 14.0 % 
for “Our Ukraine People’s
Union”, 5.7 % for the “Socialist
Party of Ukraine”, and 3.7 %
for the Communists. A further
40 parties who contested 450
seats fell short of the three per
cent hurdle. Of the fourteen
factions who held seats in par-
liament before the elections
there are now only five.

The formation of a coali-
tion government is anything
but easy. Some groupings
within “Our Ukraine” (the
party of President Viktor
Yushchenko led by Roman

Bezsmertny) would like to 
see an “orange” coalition 
with the Yulia Tymoshenko
Bloc and the Socialists led by
Oleksandr Moroz. They would
have 240 seats in parliament.
Another grouping within 
“Our Ukraine” evidently
wants a coalition with the
“Party of the Regions” led by
Yushchenko’s former rival in
the presidential elections, 
Viktor Yanukovych. Prime
Minister Yuri Yekhanurov for
example pointed out that the
policy overlap of the two par-
ties covers 75 % of the eco-
nomic programme. Whatever
the government will look like
in the end, there will be a dan-
ger of political infighting be-
tween the respective group-
ings in the “Our Ukraine” par-
ty, which could result in the
collapse of a coalition govern-

ment. This political uncertain-
ty will have economic implica-
tions: the economic groups in
Donetsk and Dnepropretovsk
will feel concerned and conse-
quently invest only a little and
export capital abroad, while
the government will not be
strong enough to take effec-
tive measures to prevent such
developments. 

Weak growth and even
weaker investment

Aside from lower global
prices for steel, the political
situation in the country was
already to blame for the mea-
gre economic growth in 2005,
especially on account of low
investment activity. GDP, ad-
justed for inflation, grew by
only 2.6 % despite a boom in
consumption. Inflation-ad-

justed figures for the GDP
components have not yet been
released, but in nominal
terms, with GDP growth of
21.3 %, private consumption
grew by 31.5 %, while gross
fixed capital formation ex-
panded by only 13.6 %. Data
on investment by the business
sector suggest that capital in-
vestment grew by no more
than 1.9 % after being adjust-
ed for inflation. According to
the National Accounts, ex-
ports of goods and services
expanded by a nominal 2.8 %
and imports by 16.2 %. In the
first quarter of 2006, GDP
growth amounted to a real
2.4 %, which corresponds to
stagnation when this is ad-
justed for seasonal factors. 

Resistance to tax?

In 2005, the revenues of
the consolidated budget of the
central government and the
local authorities were well
above the level of the previ-
ous year, climbing from
26.3 % of GDP to 32.0 % of
GDP despite the marked slow-
down in economic growth.
The improvement is largely
attributable to the abolition of
tax exemptions, especially in
conjunction with special eco-
nomic zones, and to higher
profits as disclosed in the fi-
nancial statements of large
companies; the latter partly a
consequence of the pressure
exerted by the tax authorities.
Budget spending rose from
29.4 % to 33.8 % of GDP due
to the many promises made 
in the election campaign in
2004. The deficit fell from
3.4 % to 1.8 % of GDP.
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Ukraine
Difficult times on the way to parliamentary democracy

Ukraine – Selected Indicators

2002 2003 2004 2005 2006 2007

Change from previous year in % Forecast

GDP (real) 5.2 9.4 12.1 2.6 3.0 3.5
Industrial output (real) 7.0 15.7 12.5 3.0 3.0 7.8
Gross fixed capital formation (real) 6.0 15.8 10.2 1.0 1.0 3.0
Consumer prices (yearly average) 0.8 5.2 9.0 13.5 12.6 11.3
Unemployment (yearly average) 10.1 9.1 7.8 7.5 9.0 10.0
Budget balance (in % of GDP) 0.2 0.1 –3.1 –1.9 –4.5 –3.5
in EUR mn

Merchandise exports 19,732 20,959 26,868 27,410 29,030 31,210
Merchandise imports 18,982 21,197 23,862 28,230 35,510 37,770
Current account 3,354 2,552 5,468 2,030 –2,290 –2,760
Current account (in % of GDP) 7.5 5.8 10.5 3.1 –3.0 –3.5
FDI (inflow, net) 732 1,257 1,378 6,270 1,640 2,000
Gross foreign debt (end of period) 22,922 21,023 24,585 31,140 35,110 39,350
Gross foreign debt (in % of GDP) 51.2 47.5 47.1 47.4 46.1 50.0
Import cover (in months) 2.4 3.0 3.2 5.9 3.4 3.1
Average exchange rate: UAH/EUR 5.0 6.0 6.6 6.4 6.2 6.9
Average exchange rate: UAH/USD 5.3 5.3 5.3 5.1 5.1 5.5
Sources: Bank Austria Creditanstalt Economics Department, National Bank of Ukraine
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Outlook

2006 will not be an easy year for Ukraine. Political
tension, the gas conflict with Russia, moderate 
economic growth and a deterioration of the foreign
trade balance depress sentiment and put the coun-
try’s currency under pressure. Nevertheless: for the
first time in its history, Ukraine is moving toward 
a parliamentary democracy – even if this is proving
to be an arduous process. Party discipline may not

yet be particularly pronounced and there is still a
strong regional distribution of the political spectrum.
But the party hotchpotch in the parliament that
characterised the political landscape before March
2006 has disappeared and we are now seeing the
emergence of political parties which are worthy of
this name.The economy, too, will benefit from the
mutual political control. The “krysha” system, which
has in the past required a political “roof” (“krysha”
in Russian) for every economic initiative, making 

corruption an indispensable lubricant, is gradually
disappearing.The transition period will require
strong nerves. But Ukraine is very important for 
Europe, not least because it plays a key role as an 
energy transit route. Europe should help toward facil-
itating and accelerating the establishment of democ-
racy and prosperity in Ukraine by supporting the
country’s entry into the WTO and through the related
promise of a free-trade zone, as well as by integrat-
ing Ukraine in a common European energy policy.
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The situation is complete-
ly different in 2006: Ukraine
reached its budget targets 
for the first quarter, but only
thanks to high revenues 
from customs duties and val-
ue-added tax. Revenue from
corporate tax fell sharply, 
especially in the regions
where the country’s heavy 
industry is concentrated.
While the high revenues 
from value-added tax reflect
the boom in consumption,
they are partly also the result
of some window dressing: 
the repayment of the excess
advance payments made in
the previous year was slowed
down. It is at present difficult
to ascertain to what extent the
shortfall in the tax on profits
is attributable to economic
problems or whether it is 
an indication of resistance to
taxation which is partly politi-
cally motivated. 

Under these circum-
stances it is questionable
whether the target deficit 
of the general government
budget in the amount of 
12.9 bn hryvina (2.5 % of
GDP) can be met in 2006. It 
is likely that the deficit will
widen to 3.5 % of GDP, and
that the deficit of the consol-
idated budget will rise to
4.5 % of GDP. The deficit
may be even larger if the 
gas-related conflict with 
Russia were to escalate, or 
in the event of an ongoing
political stand-off. 

Smouldering gas 
conflict

Ukraine’s gas supplies re-
main a source of uncertainty
for a number of different rea-
sons. Firstly, the fate of the
contract negotiated on 4 Janu-
ary 2006 between the state-
owned Naftohaz Ukrainy and
Gazprom is unclear. The
Ukrainian government has so
far not signed the annual
Russian-Ukrainian govern-
ment-to-government agree-
ment on gas supplies for 2006.
This is to be taken care of 
by the new government; the
Yulia Tymoshenko Bloc is
however strictly opposed to
the deal. 

Secondly, according to re-
ports in the media Aleksander
Medvedev, deputy chairman
of Gazprom, wants to conduct
negotiations with Ukraine 
as from 1 July 2006 for an in-
crease in gas prices. 

Thirdly, the position tak-
en by the gas trading compa-
ny RosUkrEnergo, which
plays a key role pursuant to
the gas agreement signed in
January (see CEE Report
2006/1), is hotly disputed. 
Yulia Tymoshenko and other
forces in Ukraine are calling
for direct relations with
Gazprom and Turkmenistan,
without any intermediaries.
Gazprom owns 50 % of Ros-
UkrEnergo, and the remain-
ing half is held by Raiffeisen
Investment AG as trustee.

Fourthly, Naftohaz
Ukrainy is a source of friction.
Various parties are accusing
the company of failing to meet
its payment obligations. Ac-
cording to the media these
parties include Finance Min-
ister Viktor Pynzenyk, Turk-
menistan and RosUkrEnergo.
Naftohaz Ukrainy has howev-
er denied this and has refuted
the allegations. 

The conflicts of interests
and the disputes have re-
mained acute. We expect the
gas conflict to again flare up
in July 2006 at latest. 

Quo vadis hryvnia?

A renewed flaring up of
the gas conflict will come at a
time when Ukraine’s external
position has deteriorated. In
2004, exports grew by 41 % in
US dollar terms, in 2005 by
only 5 %. According to prelim-
inary data, exports contracted
by 5 % year-on-year in the
first two months of 2006. Im-
port growth only slowed from
28 % in 2004 to 22 % in 2005
and accelerated to 40% year-
on-year at the beginning of
2006. The current account
surplus shrunk from 6.9 bn US
dollars in 2004 to 2.5 bn US
dollars or 3.1 % of GDP in 2005. 

The narrowing of the cur-
rent account surplus and cap-
ital flight are beginning to put
the hryvnia under pressure.
In the first quarter of 2006 the
central bank intervened with

1.8 bn US dollars in support 
of the currency. Foreign ex-
change reserves fell from 
19.4 bn US dollars at the end
of 2005 to 17.3 bn US dollars
at the end of March 2006. The
central bank’s inflation target
for 2006 is 8.5 %–9.5 %; a tar-
get of 9.5 %–10.2 % is being
discussed for 2007. After
peaking last year at 14.9 %
yoy in August, inflation de-
creased to 8.6 % yoy by March
2006. However, prices for gas
and electricity will be raised
by 25 % on 1 May for private
persons and for government
institutions. The hryvnia
therefore cannot afford to de-
preciate significantly if the in-
flation target is to be met.
This speaks against a devalu-
ation, in addition to which the
costs of the servicing of the
government’s foreign debt and
the gas bill – denominated in
hryvnia – would rise. At pre-
sent, the central bank is tar-
geting a corridor for the hryv-
nia of 5.0–5.2 to the US dollar
for 2006, and now 4.95–5.25
for 2007. In light of the contin-
ued political uncertainty, the
threat of a gas conflict, and
the strong outflows of foreign
currency, it remains to be
seen whether the central bank
will not liberalise foreign ex-
change policy earlier and
more significantly. Such a
move is not that easy, howev-
er, as rumours of a devalua-
tion could prompt Ukrainians
to rush into the dollar. ■
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Überblickstabellen

Overview

Real GDP
change in %

2003 2004 2005 2006 2007

Forecast

Albania 5.7 6.7 5.5 5.0 6.0
Bosnia and Herzegovina 3.5 5.0 5.5 6.0 5.5
Bulgaria 4.5 5.7 5.5 5.5 5.5
Croatia 5.3 3.8 4.3 4.4 4.2
Czech Republic 3.2 4.7 6.0 5.4 4.5
Estonia 6.7 7.8 9.8 9.5 8.5
Hungary 3.4 4.6 4.1 4.2 3.8
Latvia 7.2 8.5 10.2 8.5 7.5
Lithuania 10.5 7.0 7.5 6.5 6.3
Macedonia 2.8 4.1 3.8 4.0 4.0
Poland 3.8 5.3 3.2 4.6 4.7
Romania 5.2 8.4 4.1 5.6 5.5
Russia 7.3 7.2 6.4 5.8 5.2
Serbia and Montenegro 2.4 8.8 6.1 5.0 5.5
Slovakia 4.5 5.5 6.0 6.3 6.5
Slovenia 2.7 4.2 3.9 4.0 3.8
Ukraine 9.4 12.1 2.6 3.0 3.5

Unemployment rate 
in %

2003 2004 2005 2006 2007

Forecast

Albania 15.0 14.4 14.5 14.0 13.5
Bosnia and Herzegovina 40.5 40.5 41.5 42.5 40.0
Bulgaria 14.3 12.7 11.5 10.5 10.0
Croatia 19.5 18.2 18.0 17.8 17.5
Czech Republic 9.9 9.8 8.9 8.5 8.3
Estonia 10.0 9.6 7.9 7.2 6.9
Hungary 5.9 6.1 7.2 7.1 6.8
Latvia 10.6 10.4 8.9 8.0 7.5
Lithuania 12.4 11.4 8.5 7.5 7.0
Macedonia 36.7 37.2 36.5 35.0 35.0
Poland 20.0 19.1 18.2 17.3 16.6
Romania 7.6 6.8 5.8 5.7 5.5
Russia 8.4 8.2 7.6 7.3 6.9
Serbia and Montenegro 31.7 31.7 32.5 32.2 31.5
Slovakia 15.2 14.3 11.6 10.7 10.4
Slovenia 6.7 6.3 6.6 6.4 6.3
Ukraine 9.1 7.8 7.5 9.0 10.0

Sources: National banks, nat. statistical offices, BA-CA Economics Department

Consumer prices
in %

2003 2004 2005 2006 2007

Forecast

Albania 2.4 2.9 2.4 2.7 3.0
Bosnia and Herzegovina 0.1 0.7 3.6 6.5 3.9
Bulgaria 2.3 6.2 5.0 7.3 4.7
Croatia 1.8 2.1 3.3 3.2 2.9
Czech Republic 0.1 2.8 1.9 2.7 2.9
Estonia 1.3 3.0 4.1 3.5 3.1
Hungary 4.7 6.8 3.6 2.1 2.7
Latvia 2.9 6.2 6.7 5.7 4.6
Lithuania –1.2 1.2 2.7 2.8 3.0
Macedonia 1.2 –0.4 0.5 1.0 1.5
Poland 0.8 3.5 2.1 1.3 2.5
Romania 15.3 11.9 9.0 7.5 6.2
Russia 13.6 10.9 12.7 9.5 7.8
Serbia and Montenegro 9.7 10.8 15.2 11.5 9.7
Slovakia 8.5 7.5 2.7 3.9 2.5
Slovenia 5.6 3.6 2.5 2.4 2.9
Ukraine 5.2 9.0 13.5 12.6 11.3

Budget balance* 
in % of GDP

2003 2004 2005 2006 2007

Forecast

Albania –4.3 –5.0 –3.3 –4.0 –3.5
Bosnia and Herzegovina –1.3 –1.0 0.0 0.3 0.4
Bulgaria 0.0 1.7 3.2 3.0 2.0
Croatia –6.1 –4.9 –4.2 –4.5 –4.0
Czech Republic –4.3 –3.4 –1.9 –2.0 –2.0
Estonia 2.6 1.7 1.8 1.8 0.0
Hungary –6.4 –5.4 –6.2 –5.5 –4.1
Latvia –1.6 –1.1 –1.0 –1.5 –1.3
Lithuania –1.2 –1.5 –0.5 –1.5 –1.5
Macedonia –0.7 0.3 –1.0 –0.6 –1.0
Poland –4.8 –3.9 –3.8 –4.2 –5.1
Romania –2.2 –1.2 –0.8 –1.0 –1.5
Russia 1.4 4.5 7.0 5.0 3.0
Serbia and Montenegro –3.4 –0.3 0.9 2.4 0.9
Slovakia –3.5 –3.0 –3.1 –3.0 –2.9
Slovenia –2.9 –2.3 –1.8 –1.7 –1.5
Ukraine 0.1 –3.1 –1.9 –4.5 –3.5

*) According to ESA 95
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FDI
in % of GDP

2003 2004 2005 2006 2007

Forecast

Albania 3.2 4.5 3.1 3.4 4.1
Bosnia and Herzegovina 4.5 4.9 5.3 2.8 4.4
Bulgaria 10.3 11.5 8.7 9.1 8.2
Croatia 6.8 3.5 4.3 5.7 4.9
Czech Republic 2.3 4.6 8.9 4.1 4.0
Estonia 9.8 8.2 23.2 15.3 14.2
Hungary 0.6 3.5 4.9 4.6 3.7
Latvia 2.3 4.3 3.1 2.7 2.2
Lithuania 1.0 3.4 2.4 2.7 2.7
Macedonia 2.1 2.9 1.7 6.9 4.9
Poland 2.3 2.1 1.8 1.6 1.6
Romania 3.6 8.4 6.6 8.5 4.6
Russia 1.8 2.0 2.9 1.5 1.1
Serbia and Montenegro 6.9 4.2 7.3 5.8 4.8
Slovakia 1.7 3.1 4.1 5.6 4.4
Slovenia –0.5 0.8 –0.2 0.5 1.3
Ukraine 2.9 2.6 9.6 2.1 2.5

Exchange rate 
against EUR, annual average

2003 2004 2005 2006 2007

Forecast

Albania 137.6 127.6 124.2 126.0 126.0
Bosnia and Herzegovina 1.96 1.96 1.96 1.96 1.96
Bulgaria 1.96 1.96 1.96 1.96 1.96
Croatia 7.6 7.5 7.4 7.3 7.3
Czech Republic 31.8 31.9 29.8 28.8 27.9
Estonia 15.65 15.65 15.65 15.65 15.65
Hungary 253.5 251.7 248.0 265.0 261.0
Latvia 0.65 0.67 0.70 0.70 0.70
Lithuania 3.45 3.45 3.45 3.45 3.45
Macedonia 61.3 61.9 61.2 61.5 62.0
Poland 4.4 4.5 4.0 3.8 4.0
Romania* 37,556 40,532 3.6 3.5 3.4
Russia 34.7 35.7 35.2 33.9 33.8
Serbia and Montenegro 65.1 72.6 83.2 89.4 93.3
Slovakia 41.5 40.1 38.6 37.3 36.3
Slovenia 233.7 238.9 239.6 239.6 239.6
Ukraine 6.0 6.6 6.4 6.2 6.9

*) Redenomination of the Leu as of 1 July 2005

Current account
in % of GDP

2003 2004 2005 2006 2007

Forecast

Albania –8.0 –5.7 –7.5 –6.2 –5.3
Bosnia and Herzegovina –24.5 –22.4 –22.5 –20.3 –17.3
Bulgaria –9.2 –5.8 –11.8 –12.5 –11.2
Croatia –7.1 –5.1 –6.3 –6.8 –7.0
Czech Republic –6.3 –6.1 –2.1 –2.3 –2.5
Estonia –13.0 –12.7 –10.5 –10.0 –9.3
Hungary –8.7 –8.6 –7.3 –7.0 –6.5
Latvia –8.1 –12.9 –12.5 –12.2 –11.3
Lithuania –6.8 –7.7 –7.1 –6.8 –6.5
Macedonia –3.3 –7.8 –1.5 –4.2 –4.5
Poland –2.1 –4.1 –1.6 –2.1 –3.1
Romania –5.8 –8.4 –8.7 –9.6 –9.3
Russia 8.3 10.3 10.9 9.4 7.0
Serbia and Montenegro –9.8 –12.5 –8.7 –8.3 –6.8
Slovakia –0.8 –3.5 –8.8 –6.3 –3.5
Slovenia –0.4 –2.1 –1.1 –0.5 –1.3
Ukraine 5.8 10.5 3.1 –3.0 –3.5

Gross foreign debt 
in % of GDP

2003 2004 2005 2006 2007

Forecast

Albania 24.2 21.9 21.4 22.1 21.9
Bosnia and Herzegovina 57.1 52.9 50.2 44.5 39.7
Bulgaria 60.2 64.2 67.7 68.0 69.0
Croatia 83.6 87.9 82.4 84.6 85.3
Czech Republic 34.3 38.3 41.7 41.0 40.5
Estonia 68.7 81.2 90.2 92.5 95.8
Hungary 64.7 70.2 77.4 82.4 79.4
Latvia 79.1 92.8 101.1 107.7 113.2
Lithuania 40.6 42.5 46.0 47.3 50.1
Macedonia 39.2 38.2 40.3 41.6 42.1
Poland 43.7 46.2 43.5 40.6 41.7
Romania 33.9 35.8 38.5 39.0 41.3
Russia 41.9 35.4 31.3 27.0 24.0
Serbia and Montenegro 69.9 61.1 61.6 58.5 53.8
Slovakia 53.3 54.9 60.6 56.0 52.2
Slovenia 52.2 58.7 71.3 77.7 80.9
Ukraine 47.5 47.1 47.4 46.1 50.0

Sources: National banks, nat. statistical offices, BA-CA Economics Department
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