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President Pervez Musharraf has scheduled
parliamentary elections for 8 January 2008 and
today he relinquished his military position
ahead of being sworn in as president tomor-
row. His re-election had been confirmed as
legitimate by the Supreme Court. A state of
emergency was declared on 3 November but
do not expect this to be lifted soon as political
uncertainties persist. Main among these is who
will become PM, with former PMs, Benazir
Bhutto (PPP) and Nawaz Sharif (Muslim
League-Nawaz), heading two of the main par-
ties. Despite earlier pledges, expect both to
contest the elections. Also expect the armed
forces to remain vigilant.

In last Sunday’s general elections the ruling
centre-right HDZ won 66 of the 153 seats in
parliament and again emerged as the larg-
est single party. However, the centre-left
SDP won 56 seats and claims to have the
support of two small parties giving them a
total of 67. Both will need the support of at
least two more small parties if they are to
secure a majority coalition, giving these
smaller parties considerable bargaining
power. In any event, expect any ruling coali-
tion to be unstable, which is potentially
negative for reform policy, making a smooth
transition to EU membership targeted for
2010 more difficult to achieve.

A referendum on constitutional reforms re-
cently approved by the National Assembly that
would further President Chavez' radical-left
agenda will be held this weekend. The reforms
include an end to presidential term limits, direct
appointment of regional officers, suspension of
“due process” in a state of emergency and the
allocation of 5% of the budget to “communal
councils”. Opposition has been increasing re-
cently, notably in student protests and from a
former key Chavez ally, former general and
defence minister, Raul Baduel. Moreover, lat-
est opinion polls show a majority against the
proposals. However, expect turn-out to be
relatively low, which could prove decisive.
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The constitutional assembly approved the
draft  constitution—supporting  President
Morales’ radical-left agenda, including an
end to term limits—in its entirety last week,
but without opposition support as it is cur-
rently boycotting the process. A line-by-line
debate to be finished by 14 December prior
to a referendum should follow, though it re-
mains to be seen if the opposition will return.
Unsurprisingly, violent protests have fol-
lowed, five regional governors have refused
to recognise the draft and a one-day general
strike has been called today. In the absence
of a consensus outcome expect already
deep socio-political fissures to worsen.
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Last Friday, almost 8 weeks after the elec-
tions, the new parliament was sworn in. How-
ever, a new government has yet to be formed,
although the two major "Orange Revolution"
parties, Yulia Tymoshenko Bloc and Our
Ukraine, have a narrow parliamentary major-
ity and announced quickly after the election
that they intend to form a coalition. This is
reminiscent of 2006 when, after four months
of discussions formation of an "Orange" gov-
ernment failed because of insurmountable
personal animosities. Whatever the complex-
ion of the new government, expect continued
instability and uneven policymaking.
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Despite overall political stability, coalition gov-
ernments can be fragile and PM Ehud Olmert's
position was weakened following last year's
incursion into southern Lebanon. Other re-
gional issues continue to exert negative influ-
ences. However, the economy continues to
perform well, with annual GDP growth of 5%+
in 2004-07, low annual inflation (<2%), a cur-
rent account surplus (4% of GDP 2007) and
FX reserves currently providing almost five
months of import cover. The business envi-
ronment is above average for the region, infra-
structure is well developed, the banking system
is sound and there is a strong private sector.
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President Emile Lahoud stood down on 23
November without parliament agreeing a
successor. Executive powers remain with the
cabinet but failure to reach consensus on a
new president, who must be a Maronite
Christian, heightens political and sectarian
divides. Expect some violence and also the
30 November final deadline for the presiden-
tial nomination to be missed. A state of emer-
gency has not been called yet but, along with
direct military intervention, is possible if op-
posing political factions try to form rival gov-
ernments. Expect further uncertainty what-
ever the political outcome.

The political system is stable and although
elections are due in 2008 (expected in the
first half) these are unlikely to impact risk
fundamentally. The island economy is pri-
marily tourism-based (11% of GDP directly).
Annual average growth of real GDP in
2004-06 was 4.3%, well above the longer-
term trend. Expect around 4% in 2007 and
a more modest 3.3% in 2008, as the US
slowdown impacts on tourism while there is
little scope for fiscal expansion. The current
account deficit should narrow to 7% of GDP
in 2007, FX reserves are adequate and
external debt relatively low.
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Parliamentary elections will be held on 2 December.
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