www.eulerhermes.com

Volume 7 No.33

Egll EULER HERMES

COUNTRY RISK WEEKLY BULLETIN

15 August 2007

London: David Atkinson +44 (0)20 7860 2807; Andrew Atkinson +44(0)20 7860 2577 Hamburg: Manfred Stamer +49 (0)40 8834 3607

* -

Inflation accelerated to a ten-year high of 5.6%
yrlyr in July. However, as volatile food prices
remain the main driver, notably pork (pig dis-
ease)—non-food inflation remains below 1%—
fears of imminent over-heating, though war-
ranting attention, are probably overdone at this
point. Nonetheless, the authorities will remain
concerned to slow the economy modestly and
continue attempts at re-balancing, the critical
problem. Here at least, retail sales, growth of
which quickened again in July, and industrial
production, which slowed, are mildly positive
signs, though the latest trade data offered little
comfort. Expect further monetary tightening.

The three-party ruling coalition finally col-
lapsed last weekend, as PM Kaczynski of
the leading PiS party fired all the ministers
of the two smaller parties, leaving a minority
government. This paves the way for an
early election—favoured by most parties in
parliament—which could be held from Oc-
tober. Opinion polls show the conservative
PiS trailing the pro-business PO, with the
centre-left SLD a distant third and smaller
parties generally scrambling around the 5%
entry barrier. Expect continued government
instability as any coalition between PiS, PO
and SLD will be difficult.

Official figures put inflation at 8.6% y/yr in July.
However, these data have been subject to
some question in recent months, and last week
the head of the National Statistics Institute
(INDEC)—a political appointee—resigned.
Meanwhile INDEC workers in a public hearing
in the lower house alleged that the actual rate
is around 18%, as methodologies have been
geared to show data in the best lights. It re-
mains to be seen what course the replacement
head will take. Nonetheless, expect inflation to
be a key priority after presidential elections
later this year. Meanwhile, a new scandal in-
volving cash in a suitcase has emerged this
week to dog the Kirchner administration.
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Rapid credit expansion continues to boost
domestic demand and real GDP growth
(10.7% yrlyr in Q1) contributing to intensified
inflationary pressures and wider external defi-
cits. Despite the authorities' anti-inflation plan
introduced in March this year, inflation accel-
erated to a decade high of 9.5% yr/yr in July,
fuelled by soaring nominal wage growth (33%
in Q1) and surging prices for food, housing
and utilities. The current account deficit in-
creased by 80% yr/yr in H1 and is estimated
at 25% of GDP. Expect concerns about over-
heating and pressure on the lat to remain
strong, though solid FX reserves should se-
cure the exchange rate peg for some time yet.
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President Zine al-Abidine Ben Ali, his ruling
RCD party and security forces are firmly in
control and parliamentary and presidential
elections are not due until October 2009. Lack
of a succession strategy causes some concern
but the country is relatively stable, with a gen-
erally sound policy mix generating high annual
average growth (5.2% 2003-06) and low infla-
tion (3.2%). Gradual liberalisation has diversi-
fied the economy and underpinned develop-
ment. A sound record in macro-economic
management facilitates good access to interna-
tional capital markets, which ensures that ex-
ternal financing needs are met comfortably.
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Inflation has slowed markedly from a recent
peak of 10.9% yr/yr in March to 6.9% in
July, within reach of the authorities' 4% end-
2007 target. However, the potential for
sharp lira depreciation could be an obstacle
to continued disinflation. While the currency
has withstood recent global financial disrup-
tion fairly well, losing just 2.9% against the
USD in the two weeks to Monday, it has lost
another 3.3% since then following the re-
nomination of Abdullah Gul for the presi-
dency which threatens a renewed clash
between the government and the powerful
secular and military elite (Gul's candidacy in
April sparked a serious political crisis).

Ma Ying-jeou, the main opposition KMT (pro-
Beijing) candidate in the March 2008 presi-
dential elections, has been acquitted of cor-
ruption charges. While the decision could be
reversed on appeal, it gives his campaign a
significant boost as it upholds his “clean”
image and allows the KMT to attack the alle-
gations as politically motivated. Meanwhile
ruling DPP (pro-independence) candidate
Frank Hsieh looks set to choose Su Tseng-
chang as his running mate. Expect corruption
to be a key factor in the election, as well as
cross-straits relations, and the preceding
legislative elections to provide a crucial test
of the candidates’ relative strength.

The CDP party of President Compaoré won
the May 2007 legislative elections, re-
establishing the regime’s grip on power,
though some potential for social unrest re-
mains. The economy is little diversified and
vulnerable to external shocks, though CFA
franc zone membership provides for low
transfer risk. Moreover, after substantial
debt relief in 2004-2006 public and external
debt ratios are manageable (around 20% of
GDP). Nevertheless, the economy remains
highly dependent on foreign aid, with persis-
tent structural fiscal and current account
deficits (both above 10% of GDP).

SOUTH KOREA

The central bank has raised its key policy interest rate by 25bps to 5%.
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