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During 2009-11, Greece experienced a much slower-than-expected
adjustment in the Greek current account deficit (CAD) that narrowed by
only 1.7% of GDP per annum, despite its high starting point (14.9% of
GDP in 2008) and a steep recession (cumulative drop in GDP by 14.4% in
the period 2008-11), raising concerns over the programme’s policy mix.

In 2012, however, the CAD registered an impressive improvement of about
6.5 pps, due mainly to the accelerated drop in disposable income, declining
to 3.4% of GDP in 2012 from 9.9% in 2011. A nearly balanced position is
within reach for 2013 (a deficit of about 0.5% of GDP).

A remaining policy concern is the fact that in contrast to other euro area
countries of the periphery, in Greece non-oil imports were the single most
important driver of the external adjustment (a reduction of about 7.0% of
GDP in total imports of goods and services and an increase of only 2.3% of
GDP in total exports in the four years to 2012). On a more positive note,
the bulk of the import decline was in mostly consumption-oriented income-
elastic categories and, moreover, NBG Research estimates import
substitution of the order of 1.5% of GDP.

NBG analysis finds that the largest part of the reduction in import
dependence will not reverse when a recovery takes hold, as it reflects a
broad-based rebalancing of domestic demand from consumption to fixed
investment, resulting in a reduction in the income elasticity of demand from
2.2 pre-crisis to an estimated 1.4 currently (compared with a euro area
average of 1.7).

The export contribution in economic rebalancing is gaining steam -- despite
the recent weak performance of service exports due to adverse shipping
market conditions and the high sensitivity of the tourism sector to
uncertainty related to the economic crisis. The best performing
merchandise export sectors are labor intensive (such as food, non-alcoholic
beverage sectors), as they have improved their cost competitiveness
significantly. Goods exports have also been supported by the geographical
diversification of exports to non-EU destinations due to their proximity
combined with the rising wealth of these countries. That being said, it is
important to note that the income elasticity of Greek exports is very low
compared with the EU average (about 1.2 vs. 1.7), reflecting a high share of
low value added products in the Greek exports mix.

Empirical evidence, based on gravity models, suggests the existence of a
high level of physical constraints to the development of Greek exports
(geographical distance from core markets and poor transportation
interlinkages). Nevertheless, this analysis suggests a merchandise export
potential of almost 20% of GDP vs. 11.5% in 2012, and a euro area average
of 36% of GDP.
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® In the event, the constraints to increasing goods exports will continue to
be offset by strong service exports (tourism, shipping and transportation).
NBG Research’s empirical model for the tourism sector suggests an
increase in the net direct impact from tourism by 1.8% of GDP to 5.6% of
GDP by 2016 (excluding multiplier effects of about 2x). Regarding
shipping, the expected recovery of freight rates, combined with the
increased size of the Greek fleet (15.9% of world tonnage), suggests that
net shipping revenue will increase by 1.6 pps of GDP to 4.8% of GDP
(again excluding multiplier effects).

® The notable improvement in the economy’s savings-investment balance --
the counterpart of the CAD reduction -- mainly reflects the impressive
fiscal adjustment (by 9.5 pps of GDP), a sizeable contraction in fixed
investment (business and residential by 3.1 pps and 4.5 pps of GDP,
respectively), that nevertheless came at the cost of a large net
disinvestment in the economy. In fact, according to NBG estimates, the
level of business capital per person in the labor force has declined
considerably (-17% since 2009), and will reach a 20-year low in 2013,
with negative implications for the country’s growth and employment
potential over the following years.

® A significant increase in business investment is needed in the coming
years to ensure a sustainable economic recovery and to support a healthy
pace of capital reallocation towards more productive and export-oriented
sectors. Indeed, according to NBG Research’s VAR analysis, a 10%
increase in business investment should lead to an increase in real exports
of almost 14% within 3 years, adding about 0.7 pps to annual GDP
growth during the same period.

® Specifically, an increase of business investment to about 14% of GDP in
2016 from 10.1% in 2012 (and 11.3% in the baseline scenario of the
programme for 2016) would be followed by a much stronger export
performance in the medium-to-longer term -- exports of goods and
services would rise to 36% of GDP in 2016 from 25.5% in 2012
compared with a euro area average of 46% of GDP. However, the higher-
than-programmed investment will lead to a transitory deterioration of the
current account deficit (from -0.5% of GDP in 2013 to -4.1% in 2015
compared with the programme’s estimate for a small surplus of 0.2% of
GDP).

® The more rapid recovery in business investment envisioned under the
optimistic scenario could push the potential growth rate (NBG model) to
above 3.3% in 2016 -- compared with 1.8% in the programme’s baseline
scenario -- creating about 150,000 additional employment positions
compared with the baseline scenario, that corresponds to an
unemployment rate below 19% by end-2016 compared with 22.5% in the
baseline scenario.

® The financing of additional investment spending underlying this latter
scenario is estimated to result in an increase in external financing needs
by almost €20bn (about 10% of GDP) for the period 2013-16 compared
with the baseline scenario. To attract such private capital inflows, the
programme must be implemented efficiently (both the fiscal as well as the
structural reforms), so as to raise foreign investor confidence, while
doubts over the country’s debt sustainability must be put to rest.
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EXTERNAL REBALANCING OF THE GREEK ECONOMY
I COMBINING THE SIGNIFICANT CURRENT ACCOUNT
ADJUSTMENT WITH LONG-TERM SUSTAINABILITY
AND GROWTH

1. Introduction & Overview

During 2009-11, Greece experienced a much slower-than-expected
adjustment in the Greek current account deficit (CAD*), that
narrowed by only 1.7% of GDP per annum, despite its high starting
point (14.9% of GDP in 2008) and a steep recession (cumulative
drop in GDP by 14.4% in the period 2008-11), raising concerns
over the programme’s policy mix.

In 2012, however, the CAD registered an impressive improvement
of about 6.5 pps, due mainly to the drop in disposable income,
declining to 3.4% of GDP in 2012 from 9.9% in 2011. This is the
largest one-year adjustment ever made in the external position of a
euro area country in the past 30 years.

This trend continued in 5M:2013, with the CAD declining by
another 50% y-o-y, indicating that the achievement of a nearly
balanced current account is within reach for 2013 -- NBG Research
projects an annual deficit of about 0.5% of GDP in 2013 -- provided
that the tourism sector performs well (as is expected) and energy
prices remain supportive.

In the context of the discussion on restarting growth in Greece, it is
important to note that the pattern of external adjustment in Greece
raises concerns. In Greece, import contraction was the dominant
factor underlying the current account adjustment during the period
2009-12. Specifically, total imports of goods & services
experienced a decline of 33% in value terms (corresponding to 7%
of GDP), and accounted for about 62% of the 11.5% of GDP
adjustment in the CAD during this period. The drop in imports is
related to the sharp fall in real disposable income, especially in
2012, diminishing margins for consumption smoothing, as well as
the euro exit risk-induced drying-up of trade credits. Only 20% of
the CAD adjustment reflects export growth, which was in any case,
to a large extent, driven by the re-export of oil products, while the
remainder mostly reflects a decline in interest payments following
the PSI.

* Refers to Balance of Payments data which, it should be noted, differ in
magnitude from the CAD on a national accounts basis. For example, the current
account deficit in Greece was 3.4% of GDP in 2012 according to BoP data and
5.3% on the basis of national accounts data. In addition, the decomposition of
exports by product category is from the Eurostat database and aggregate levels
also exhibit some differences from BoP data.
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In other euro area countries, an increase in exports accounted for
the major part of the improvement in the current account balance
(about % of the total current account adjustment in Portugal, Spain
and Ireland was based on increasing exports). Evidently, the high
level of imports at the beginning of the crisis -- reflecting excessive
domestic demand in Greece in the boom years -- and the intensity
of the subsequent recession, largely explain the significant role of
imports in the economic adjustment. Moreover, export revenue was
held back by the stagnation of service exports in the period 2010-
12, mainly due to external factors (the recession in Europe and a
weak international shipping market), as well as price reductions to
regain competitiveness in the tourism sector. However, it is also
apparent that even though the export contribution in economic
adjustment is increasing, it falls far short of the size necessary for
Greece to achieve strong growth.

An important conclusion of our analysis is that the largest part of
the reduction in import dependence is not expected to reverse when
a recovery takes hold, as there has been a sustainable rebalancing of
domestic demand from consumption to fixed investment. The
conclusion also highlights the fact that the drop in imports reflects
declining household financial leverage, and a more gradual, but
continuing, improvement in the structure of domestic production,
permitting, inter alia, import substitution. In this respect, the import
share in GDP is projected to reach a trough in 2013, when the
current broad-based contraction in domestic demand will bottom
out. Subsequently, an increase in goods imports by about 2.6% of
GDP is expected for the period 2014-16 under our baseline
macroeconomic scenario -- that mainly reflects a necessary increase
in the demand for capital goods and productive inputs needed to
support investment and exports.

The outlook for exports is also more positive. Specifically, tourism
is expected to perform strongly in 2013, and this development will
likely be complemented by a gradual normalization of the shipping
market in the near future. That being said, service exports
(especially shipping), that corresponded to a sizeable 55% of total
Greek exports in 2012, down from 64% (on average) in the
previous decade, continue to face strong headwinds from weak
international demand. Moreover, the domestic manufacturing sector
(corresponding to more than 75% of goods exports) has
traditionally been a relatively small sector of the economy. Overall,
Greece’s export potential (goods and non-shipping services)
continues to be constrained by a relatively narrow and low value-
added, productive base of the economy. In this respect, further
improvements in cost competitiveness, as well as new private
investment, are necessary to transform the productive landscape of
the economy.

Greece: Economic & Market Analysis July 2013




30

25

20

15

10

M Bysiness GFCF M Residential construction

A sharp decline in investment
by the Greek private sector...

GFCF as % GDP

4(%5verage
- e

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012

-12 9

-16 -

...together with a remarkable
reduction in the fiscal deficit, led
to a narrowing of the domestic

spending/savings gap

1995
1997
1999
2001
2003
2005
2007
2009
2011

mmm General government balance (Gross saving

ESA adj)
Private sector gross saving minus investment

e Current account balance (National Accounts

NATIONAL BANK OF GREECE S.A.

basis)

However, the prospects for obtaining the requisite investment to
transform the economy are challenging. The notable improvement
in the economy’s savings-investment balance -- the counterpart of
the CAD reduction -- mainly reflects the impressive fiscal
adjustment, an ongoing and sizeable contraction in fixed investment
(business as well as residential) and, more recently, an increase in
the gross savings of the corporate sector. These developments imply
a large reduction in net capital formation. Indeed, the level of
business capital per person in the labor force has declined
considerably (-17% since 2009), and in 2013 will reach a 20-year
low, with negative implications for the country’s growth and
employment potential over the following years. According to NBG
estimates, a 10% increase in business investment -- in the context of
an effort to gradually reverse the cumulative erosion in the domestic
stock of business capital -- is expected to lead to a cumulative
increase in real exports of almost 14% within 3 years, adding about
0.7 pps to annual GDP growth in the same period.

The main conclusion of our analysis is that a significant increase in
business investment is needed in the coming years to ensure a
sustainable economic recovery and support a healthy pace of capital
reallocation towards more productive and export-oriented sectors.
In this respect, a stronger pace of business investment than is
currently envisaged under the EC/IMF economic adjustment
programme appears necessary, including a transitory deterioration
of the current account deficit. In our scenario, an increase in
investment of the order of 9% y-o0-y in the period 2014-16 (or by
2.8% of GDP cumulatively in the 3 years to 2016) would be
followed by a stronger exporting performance in the medium-to-
longer term, with goods and services exports increasing their share
in GDP by more than 10 pps, to about 36% of GDP by 2016, from
25.4% of GDP in 2012, narrowing significantly the difference with
the euro area average (46% of GDP).

Nonetheless, the financing of the new investment spending and the
concomitant increase in demand for imported capital goods and
other inputs will lead to higher external financing needs for the
domestic private sector compared with the baseline scenario of the
programme, of the order of €20bn for the period 2013-16 (almost
10% of GDP). Therefore, the attraction of additional private capital
from abroad will be an additional challenge for macroeconomic
policy in the years to come, and will effectively determine the speed
and sustainability of the necessary business transformation, and
thus, the economic recovery and the pace of improvement in labor
market conditions. To attract such capital, the programme must be
implemented without policy slippages or delays (both the fiscal as
well as the structural reforms), so as to raise foreign investor
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confidence, while doubts over the country’s debt sustainability must
be put to rest.

The roadmap of the analysis is as follows: In section 2, we evaluate
the sustainability of the significant reduction in imports that was the
key driver of the current account adjustment in recent years (along
with PSI), focusing on the composition of imports and their income
elasticities. In section 3, we analyze the main explanatory factors
behind the performance of goods and service exports, and conclude
with projections for the trade balance during the period 2013-16
based on NBG Research’s empirical model. In section 4, a domestic
savings-investment perspective of the CAD is presented,
highlighting the adjustment role of private sector investment and its
impact on the capital base. Finally, sections 5 and 6 analyze the
export and import substitution potential of the economy under a
more ambitious scenario, which involves higher investment, but
also higher external financing of the economy.

2. Import contraction in income-elastic categories was the
most important driver of external adjustment since the beginning
of the recessioné

The first question we address is the sustainability of the significant
reduction in imports over the past few years. Recall that the import
dependence of the Greek economy has been reduced notably in the
period 2009-12 (non-oil goods imports declined by 50% in nominal
terms during the past four years, to 12.4% of GDP in 2012 from
20.4% in 2008).

The collapse in imports (in volume terms) has been mainly due to
the compression of real disposable income. Indeed, in the four years
to 2012, goods imports declined by 42% (in constant price terms)
compared with an estimated cumulative decline in real disposable
income of about 28%. This admittedly high sensitivity reflects the
large share of import categories characterized by a high income
elasticity. Indeed, import elastic categories such as consumer
durables, semi-durables and other quality-differentiated goods or
luxury goods together with capital goods, accounted for almost 50%
of total exports at the beginning of the crisis in 2008, and these
income-elastic import categories experienced a decline in their joint
share in GDP, from 10.2% in 2008 to 5.1% of GDP in 2012.

The high share of income-elastic categories in Greek imports also
reflects a relatively small domestic manufacturing sector (the value-
added of Greek manufacturing corresponded to a mere 12% of
GDP, on average, during the previous decade and declined further
to 10% in 2012, in comparison to a euro area average of 18% of
GDP). This low share reflects the accumulated loss of
competitiveness of the Greek economy, and the concomitant
crowding out of domestic production. Moreover, Greek production

Greece: Economic & Market Analysis July 2013
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pharmaceuticals, other sub-categories of chemical products and
household equipment, such as furniture). Indicative estimates of
NBG research suggest that import substitution in these market
segments could explain about 17% of the total contraction in non-
oil import spending (corresponding to about 1.5% of GDP over the
period 2009-12).

The analysis was based on a comparison of the ratio of the annual
change in the domestic retail-trade-value index to the change in the
import-value index, for specific product categories, with a larger
drop in imports than in retail sales suggesting the existence of
import substitution. Unsurprisingly, the identified market segments
for which import substitution trends have been found correspond to
the more developed and competitive sectors of Greek
manufacturing (e.g. food, alcoholic/non-alcoholic beverage
industries, household equipment, chemical industries, etc.), also
characterized by a relatively strong exporting performance over the
previous decade. However, these findings must be considered very
tentative at this stage, as the identification of import substitution
trends from relative changes in sales value or volumes is very
difficult in an environment of a sharp and across-the-board
contraction of domestic demand.

However, we have also found complementary evidence in
improving producer-price trends of Greek industrial products
relative to those of foreign production in the same sectors for which
we observe import substitution as described above. As a proxy of
relative price developments, in the Greek market we use the ratio of
domestic producer prices for a specific product category to the
respective EU-27 average index of producer prices for the external
market (with the latter corresponding to a proxy of export prices of
our main trade partners). Although relative price trends at an
aggregate level (e.g. total manufacturing) or for broad product
categories (such as consumer goods, capital goods, etc.) do not
provide sufficient evidence of a broad-based increase in price
competitiveness, an inspection of price trends in specific industrial
segments suggests that relative price adjustment in some sectors is
notable. Indeed, relative price inertia at an aggregate level is largely
expected, provided that Greek producers are price takers for a wide
range of industrial products (namely petroleum products, some key
agricultural commodities, pharmaceuticals, basic metals), while
they are also highly dependent on related imports of primary and
intermediate inputs.

However, Greek firms in labor intensive sectors and especially
those using mostly domestic inputs in their production (e.g.
producers in the food or non-alcoholic beverage sectors) appear to

Greece: Economic & Market Analysis July 2013




The successful debt
restructuring contributed to a
substantial decline in the income
account deficit

% GDP

o P N W b~ O o N

03
04
05
06
2007
008
009
2013f

o «

— — i

o O o

o o~ o

WPorfolio investment income (mainly interest on
Gov. Debt)

ODirect & other investment income

Goods export value increased to
a 20year high, supported by
_ dynamic oil product exports _

14 14
12 1 %GDP L 12
10 - 10
8 1 -8
e-w-e
4 -4
2 2

2004
2012

7o)
o
o
N

—
—
o
~N

2001
2002
2003
2006
2007
2008
2009
2010

Goods exports value (Total)

e G00ds exports value (excl. oil)

NATIONAL BANK OF GREECE S.A.

enjoy a wider margin for downward price adjustment. Moreover,
the international experience suggests that producers of more
basic/lower value added products -- that correspond to more than
65% of Greek merchandise exports -- tend to compete primarily on
the basis of price.

In this vein, producer prices in the food, non-alcoholic and
alcoholic beverage sectors, furniture and wood product sectors, sub-
categories of chemicals (e.g. cleaning materials, detergents, etc.)
declined by more than 7%, on average, in the three years to 2012
compared with the EU27 average. However, structural issues
related to the narrow production base, especially as regards more
differentiated quality or technology intensive products, and the high
dependence on imported primary and intermediate inputs, reflect a
significant constraint that inhibits faster import substitution.

The income account deficit has improved significantly in 2012, due
to the direct benefits of PSI and OSI

The income account deficit, which consists of net interest,
dividends and profits paid to foreigners also narrowed drastically in
2012. The successful completion of the PSI and the improvement in
the terms of official loans led to a notable reduction in total external
debt-serving costs, by about 2.5% of GDP (3% of GDP in 2012
compared with 5.5% of GDP in 2011). (It must be noted that the
payment of €5.3bn -- 2.7% of GDP -- of accrued interest on old
GGBs through the issuance of EFSF short-term notes was not
included in interest payments on government debt in 2012, as this
transaction was recorded in the financial account of the Greek
balance of payments instead of the income account). In addition, the
reduction of private foreign investors’ exposure to Greece in the
past four years contributed to an additional compression of net
income payments abroad by about 0.5% of GDP.

Looking forward, interest payments on external government debt in
2013-16 are estimated to remain low. Specifically, interest
payments will increase modestly -- by about 1.0% of GDP
cumulatively -- over the period 2014-16 and by another 1.0-1.3% of
GDP in 2017-20, compared with their 2012 level, as a result of
prospective increases in market rates on which official lending rates
are based, and the rising path of coupons paid on new GGBs. The
potential provision of additional relief on Greek debt and debt
servicing costs through a further improvement in official loan terms
or a reduction in the outstanding stock of debt held by the official
sector -- along the lines of the Eurogroup decision of November 26
2012 -- could further compress interest payments in the following
years, yet not before 2014.
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3. External rebalancing was supported by a notable recovery
in goods exports, while service exports have, so far, remained
weak

Merchandise export recovery, despite the challenging environment,
is a remarkable achievement, although the effective support to
economic activity is constrained by the relatively small size of the
domestic manufacturing sector

Exports of goods increased notably in nominal terms in the period
2010-12, following a sharp drop in 2009. Specifically, following a
decline of 21% in 2009, non-oil goods exports (value terms)
increased by 19% cumulatively over the past three years, and
showed remarkable resilience in 2012 (+3.9% y-0-y in nominal
terms and +1.8% in real terms), despite the contraction in economic
activity in the EU27 -- the main destination of Greek exports
(61% of non-oil merchandise exports in 2012).

Some of the best performing export sectors are labor intensive (such
as food, beverages, pharmaceutical preparations, textiles and
clothing apparel, and some agricultural products) and they appear to
have improved their relative price competitiveness. It is
encouraging to observe that the considerable progress in business
restructuring in these specific sectors of Greek manufacturing, in
conjunction with declining wage costs, is gradually translating into
material gains in price competitiveness. In contrast, other capital,
commodity or energy intensive sectors (such as steel, aluminum,
import-intensive segments of chemicals) have received minimum
benefit from the significant labor cost reduction.

Moreover, exports of oil products registered a spectacular increase
of about 75% in the four years to 2012 (c. +2.9% of GDP),
reflecting increased access to rapidly growing markets (mainly
Turkey in 2011 and 2012), and the improved competitiveness of the
Greek oil-refining industry following a period of strong investment
activity (2008-10). The ambitious investment program of Greek
firms in this sector contributed to the enhancement of product
quality and domestic value added. As a result, oil-product exports
corresponded to 1/3 of total oil imports in 2012, compared with an
average ratio of 16% between 2000 and 2008.

As a result, total export revenue reached a historical high of €22bn
in 2012, while its share in nominal GDP increased by 4.8 pps to
11.4% of GDP during the three years to 2012. Moreover, the market
share of Greek merchandise exports in the EU has stabilized, and
for non-EU exports improved marginally in 2012.

As regards export growth in constant prices, the outcome is weaker
compared with nominal figures, mainly due to the positive terms of
trade adjustment arising from petroleum prices, but also those of
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metallic minerals and food. Specifically in 2010-12, total exports of
goods increased by 3.8% y-0-y per annum (in constant price terms).
However, one should not forget that the combined real GDP growth
of Greece’s main export partners was also quite weak. Moreover, it
is encouraging that the actual cumulative increase in export
volumes in 2010-12 (5.2%) exceeds the estimate from an empirical
export-demand equation for Greek goods exports (of about 3.7% in
constant prices). The equation-based estimates of income and price
elasticities of (1.2 and 0.011) were derived from data for the period
1999-2008 (see Appendix).

It is important to note that the income elasticity of Greek exports
appears to be relatively low compared with the EU average (about
1.7 according to EU Commission estimates), reflecting a relatively
high share of low value added/basic products in Greek exports
(such as food, agricultural commodities, non-metallic minerals).
Indeed, export volumes of these products typically exhibit relatively
low sensitivity to external demand fluctuations and is a potential
explanatory factor, not only for the relatively weak export
performance of Greece during the previous decade -- when Greek
exports lagged behind other euro countries that benefited the most
from the strong growth in international demand -- but also for the
relatively resilient picture of Greek goods exports during the
international economic crisis (2008-09). Indeed, in this latter period,
Greek non-oil export volumes registered a relatively mild
contraction of about -8% cumulatively, compared with -11% for
Portugal and -12.3% for the euro area average, partly due to the low
income elasticity, but also due to the increasing geographical
reorientation of exports.

Indeed, it is important to understand that the geographic
reorientation of exports also played an important role in supporting
export growth in an environment of subdued demand from key
European markets, and a relatively weak recovery in the
neighboring markets of SE Europe (jointly accounting for 61% of
Greek non-oil merchandise exports in 2012). Indeed, Greek exports
to non-EU destinations showed solid growth in the period 2011-12
(+14.7% per year in euro terms, compared with +3.7% y-0-y for
exports to the euro area). More specifically, in 2012, it was mainly
the strong demand from Turkey, the US, Russia, the Middle East
and North Africa, together with Japan and China (albeit from a low
base in the latter two cases), that more than compensated for
declining demand in the euro area and relatively weak conditions in
the SEE economies. Although oil-product exports were the main
driver of export growth to Turkey and North Africa (a cumulative
increase of almost 200% in the three years to 2012 or 1.6% of
GDP), there was also a notable and broad-based increase in non-oil
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exports toward non-EU destinations that jointly exceeded 1.0% of
GDP cumulatively during the period 2011-12.

This geographical diversification of exports is expected to continue
as exports towards specific destinations have been following a --
broadly resilient -- upward trend for several consecutive years (e.g.
exports to Turkey, Russia, China and the US have been increasing
steadily since 2006, with the exception of 2009). The main drivers
for the geographic reorientation of Greek goods exports are the
rising wealth of these countries, combined with their geographic
proximity of some of them to Greece, as well as the increasing price
competitiveness of Greek exports.

Trade projections for 20137116: Further gains in cost
competitiveness and an improvement in external demand conditions
portend a further adjustment

In this section, we use NBG Research’s empirical estimates from
import and export demand equations to forecast external trade
developments for the period 2013-16 for the baseline scenario.
Estimates of the future path of total import volume is obtained from
individual import demand equations for each import category that
were described in section 2 (basic consumer goods, durables and
semi-durables, non-energy intermediate goods, capital goods and
energy). Each category of imports has a separate driver for demand,
with income elasticities of investment and consumer durables being
about 3 times higher than those for consumer goods (see Appendix
and table on Page 13). Overall, import demand reflects a
rebalancing of domestic demand towards investment and reflects
total output growth of 2.5% per year, on average, for the period
2014-16).

As regards the projections for domestic price developments, we
assume an across-the-board reduction in average domestic producer
prices that amounts to -4.7% cumulatively in the period 2014-16 in
all industrial sectors (except for the energy sector), that corresponds
to about 5 of the estimated cumulative reduction in unit labor costs
over the period 2011-15 (provided that prices respond with a lag of
3 to 6 quarters to ULC changes). Price developments are broadly
consistent with the fact that the share of labor in total operating
costs of Greek manufacturing amounts to c. 35% on average. In
relative terms, the price competitiveness of domestic production is
expected to improve by more, as average prices of imported goods
(excluding oil products) are estimated to increase by 1.7% per
annum in this period.

With these assumptions, goods imports are estimated to increase
cumulatively by about 13% in volume terms or +1.6 pps as a per
cent of GDP in the period 2014-16, driven by increasing demand
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for imports of capital goods and intermediate inputs. Adjusting for
imported inflation developments (assuming an average non-oil
imports inflation of 1.7% per annum in 2013-16, compared with an
annual average of 3.8% in the period 2000-12) and assuming
average oil prices in the vicinity of €90 per barrel in the same
period, total import spending on goods is expected to increase to
24.3% of nominal GDP in 2016 from 21.7% in 2012, but remain
lower than its average level of 27% in the period 2007-08.
Specifically, about 2% of GDP, or almost 75%, of the total increase
in imports, will reflect increased spending on capital, intermediate
goods and primary inputs.

Similarly, we use an export demand equation (at an aggregate level
in this case, excluding oil) to estimate export trends for the period
2013-16 (see Box or Appendix). Specifically, we assume that:

i) an improvement in economic conditions in the EU (following
a further contraction of economic activity of -0.2% in 2013),
with GDP in the region converging towards a long-term
potential growth rate of +2.3% for the EU27;

i) a continuing trend of differentiation of Greek export
destinations towards higher growth non-EU destinations (at a
pace analogous to the period 2010-12);

a further improvement in relative export prices of 8%
cumulatively in 2013-16, of which around half reflects a
further reduction in domestic producer prices and the other
half the cumulative increase in the average GDP deflator in the
EU during this period); and

i)

no significant changes in the structure of exports in the period
2014-15 compared with the 2010-12 average.

iv)

Based on our model, exports of goods (excluding oil) are estimated
to increase by 4.8% y-0-y per annum (in constant price terms), on
average, during the period 2014-16. In nominal terms, the increase
is 0.8 pps of GDP, to c. 9% by 2016 from 8.1% in 2013. Including
oil exports the share of goods exports in GDP is expected to reach
14.4% of GDP in 2016 from 13.1% in 2013. Note that these
projections suggest a further small improvement in the current
account balance in the following years, which is expected to remain
broadly balanced in the period 2013-14 and register a small surplus
of about 0.6% of GDP cumulatively in 2015-16, broadly in line
with the current programme’s projections.
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The contribution of goods exports in economic activity remains
significantly lower than its potential

Despite the notable improvement in exports that is expected in the
following years, the share of total Greek merchandise exports in
GDP (14.4%) will remain far less than half of the euro area average
of 36% of GDP, and even further away from the average of the
smaller and traditionally more open euro area economies.
Differences in export performance become even more notable if we
adjust goods exports for their total import requirements in primary
and intermediate inputs, so as to estimate their contribution to value
added in the economy. Indeed, the role of re-sale and the relatively
low depth and quality of the domestic supply chain in Greece
appears to be large. Our analysis suggests that Greece, together with
Cyprus and Malta, emerge as the countries with the weakest
adjusted export performance that falls short by almost 16% of GDP
of the euro area average and by about 10% of GDP of the average
of a group of countries with broadly comparable characteristics to
Greece (namely Spain, Portugal and Slovenia).

The pace of increase in goods exports and their respective
contribution in GDP must be substantially higher than suggested in
the scenario described above to support a faster transition to a more
export-based model. In this respect, the ongoing need to regain cost
competitiveness, as well as the need for other structural reforms,
continues to represent major constraints to the growth prospects of
the economy. Additional obstacles to export growth are, however,
beyond the control of policy makers, and reflect Greece’s position
in the world economy (geographical proximity to major markets,
supply chains, and transportation links).

One approach to estimating the long-term potential for exports is
through standard gravity models, which are frequently used to
estimate an economy’s export potential (especially as regards goods
exports) based on its geographical proximity to key markets and
supply chains, its level of economic development, relative
production and natural/commodity factor endowments and external
demand conditions. It must be noted that empirical results obtained
from these types of models are useful in identifying an indicative
level of exporting potential that is justified on the basis of the
respective explanatory factors, and not in providing estimates of a
probabilistic outcome/target that will be met within a specific
forecasting horizon.

The analysis based on a gravity model suggests the existence of a
high degree of natural constraints to Greek exports. Specifically,
these models suggest that the relatively large geographical distance
between Greece and core euro area economies acts as a major
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constraint for the development of inter-industry or even intra-
industry trade in merchandise exports with the EU (e.g. in contrast
to Portugal, which has benefited from a strong interconnection with,
and relative proximity to large EU economies such as France and
Spain). Moreover, it should be noted that the export benefit from
the increasing interconnection of Greece with the developing
economies of SE Europe since the late 1990s, as well as better
transportation links through the extensive use of EU structural
funds, is fading as these countries have turned into direct
competitors of Greek manufacturing exports in core euro area
markets, attracting considerable FDI inflows to this end.

With all these caveats, this type of analysis suggests that the
unexploited potential of Greek goods exceeded, on average, by 70-
80% the Greek export volumes in 2008 (i.e. a gap of almost 9% of
GDP). Adjusting the above estimates for actual developments in
Greek exports in 2009-12, we derive an estimate of the potential
margin of improvement for Greek goods exports as a per cent of
GDP of about 7% of GDP in the long run. Such an increase would
push the share of goods exports in GDP in the vicinity of 20% of
GDRP, still significantly below the respective euro area average of
36%.

Raising exports to such levels requires the successful
implementation of significant reforms to support the already
notable, albeit painful, progress in business restructuring. The crisis
in Greece has triggered an unprecedented bout of restructuring in
Greek manufacturing, which is reflected in the production,
employment and dis-investment figures. Labor costs are declining,
and firms are gradually adapting their strategies to the new
economic conditions. They are rationalizing their production
structure and disposing of unprofitable operations and activities.
The reduction in uncertainty, combined with the completion of
structural reforms, is gradually transforming the business
environment in conjunction with improvements in liquidity
conditions and business relations with suppliers and customers.
However, new investment, in conjunction with structural reforms, is
among the key pre-requisites for the Greek manufacturing sector to
continue to restructure and move towards its potential (see below).

Service exports will provide considerable support to the export
performance of the economy, following a period of stagnation in
2010-12

In view of the constraints to the development of goods exports, the
development of service exports — for which Greece appears to have
a comparative advantage, and are larger than goods exports in the
case of Greece -- becomes even more important. Service exports
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had a negligible contribution to the external adjustment in the
period 2010-12. Shipping revenue declined against a backdrop of a
protracted downturn in international shipping markets. Tourist
arrivals and revenue were weakened due to elevated uncertainty
surrounding Greece during this period (especially in H1:2012),
combined with a prolonged period of weak growth in the EU, the
major source of Greek tourists (70% of the total in 2012).
Moreover, terms of trade developments remained unfavorable, as
intense regional competition and a pressing need to reverse
accumulated losses in price competitiveness since EMU entry, led
to a strong adjustment in tourism prices (which fell in 2012 to
almost 20% below their 2008 level), while the prices of shipping
services are near a 17-year low, due to excess supply pressures in
the sector.

Tourism activity is set to r

Looking forward, very favorable demand conditions in core tourism
markets (e.g. bookings from key markets such as Germany and the
UK are up by +15-20% y-0-y) and actual arrivals for 5M:2013 point
to a strong year for tourism. Increased optimism for the sector also
comes from the observed increase in demand from the rising middle
class in emerging markets (especially Russia, but also Ukraine, SE
European countries and Turkey, as well as Asia, including China),
also reflected in a relatively strong tourism outlook for the
Mediterranean region as a whole (expected growth of arrivals in the
Mediterranean of 5.1% in 2013 and 5.7% in 2014). Against this
backdrop and the improved price competitiveness of the Greek
tourism sector, we expect an increase of 10-13% in tourist arrivals
in Greece in 2013. The respective increase in tourism revenue will
be somewhat weaker -- about 8-10% y-o-y -- as regional
competition maintains pressure for even more competitive pricing,
while the average duration of stay shows a slight downward trend.

A further improvement in the economic climate, combined with
structural reforms in Greece so as to attract foreign investment in
the sector, and a stabilization in economic conditions in the euro
area, would permit the Greek tourism sector to exploit its long-term
growth potential. NBG Research has estimated an empirical model
for the demand for Greek tourism based on regional demand
conditions and relative price trends (see Appendix). Tourism
demand trends at a regional level are approximated by GDP growth
in the EU27 and the trend of regional arrivals are obtained from the
WTO (World Tourism Organization) forecasts of arrivals in the
Mediterranean region, while the ratio of Greek tourism-services
inflation compared with the prices of Greece’s direct competitors
(an arithmetic average of tourism services inflation in Spain, Italy,
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Portugal, Turkey) is used to measure relative price competitiveness.
For the period 2013-16, the region is expected to experience tourist
growth of 5.8% per year based on World Tourism Forum forecasts,
so that the average annual increase in tourist arrivals from abroad
will exceed 6.0% per year in 2014-16 compared with 3.7% per year
in the period 2000-08 (an improvement in market share after 16
consecutive years of losses). In total, net tourism revenue is
projected to increase by 8.0% per year in 2013-16, to 5.6% of GDP
in 2016 from 4.3% in 2012.

It must be noted that this estimate does not incorporate the effect of
any potential improvements in the attractiveness of the Greek
tourism product originating from quality upgrades to tourism and
public infrastructures or the effect of other structural reforms in
transforming the business environment and quality of services.

In addition, assuming solid progress as regards the transformation
of Greece into a home port hub for cruise ships and that Greece
retains its share in the Mediterranean cruise market (corresponding
to almost 20% of total arrivals in the region in 2012), the additional
annual revenue from cruise tourism is expected to exceed €0.9bn
(about 0.5% of GDP) in 2016, with the average annual boost to
GDP in the period 2013-16, from basically nil currently, to exceed
€0.7bn or 0.35% of GDP in 2016 (NBG Sectoral Report on Cruise
industry, August 2012).

ewhile downward pressures on
in the near term, but the reduction of excess supply imbalances, that
keeps freight prices at relatively low levels, is unlikely to be
complete until 2014

The shipping sector -- the second largest export sector of the
economy after tourism, which corresponded to 22% of total export
revenue, on average, in the period 2000-12 -- continues to face
severe headwinds from a protracted adjustment in international
shipping markets as a result of weak demand conditions and excess
supply of transport capacity in most market segments (especially in
large dry bulk cargo and oil carriers and, more recently, in
containerships). Net shipping revenue was almost 0.7% of GDP
lower in 2012 compared with its peak of 2008 or about 4.3% of
GDP and this trend continues in 5M:2013, with revenue declining
by another 15.2% y-0-y. The above trends reflect the drop of
composite freight prices to a 15-year low in 2012 -- 45% below the
20-year average -- and the negative impact of the Greek crisis on
the attractiveness of the Greek shipping registry (a 5% decline in
the combined tonnage of ships that carry the Greek flag compared
with 2009).
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These developments have outweighed potential gains from a further
increase in the size of the Greek-owned fleet (to 15.9% of world
tonnage in 2012 from 14.9% in 2009), that reflects strong
investment activity by Greek shipowners in the period 2010-12,
who took advantage of rapidly contracting shipbuilding costs and
very low prices in the second-hand market. The shipping market is
expected to work through its excess capacity through further
cancellations of shipbuilding in specific market segments, and a
streamlining of the order-book through deferrals or the focus in
maintenance of existing orders only in market sub-segments that
have better prospects of recovery. Combined with the expected
improvement in world demand by H2:2013 and especially in 2014
and 2015, these developments could support a gradual recovery of
composite freight prices towards their 10-year average by 2015 (see
projections of global shipping market trends from the latest analysis
of Platou and Clarksons’ research departments). Under this
scenario, the cumulative increase in net shipping revenue will
amount to +1.6% of GDP in the period 2014-16, to a projected
4.8% of GDP at end-2016.

It is important to note that gross revenue from “other services”
categories is gaining ground in the Greek export structure, with road
transportation revenue registering a notable increase of +18% in
2012. These gains have translated into an increase of its share in
total export service revenue by 0.2 pps to 2.3% GDP in the two
years to 2012. This development is mainly related to the exporting
activity of Greek transportation firms to neighboring countries (e.g.
petroleum products) and the opening of the market for truck
services since 2011. The opening of the trucking sector to new
entrants has intensified business restructuring trends and, in
conjunction with the sharp reduction in domestic demand, has
exerted pressure on Greek transportation firms to internationalize
their activities. Finally, synergies from the gradual increase in the
transportation of transit cargoes that is related to the booming
activity in Piraeus port (due to the large efficiency gains and cargo
handling potential related to the COSCO investment in this port) are
providing support to the sector (NBG Sectoral Study, April 2013).

The upside potential of other segments of exporting services, such
as construction -- that registered a strong increase in the period
2009-07 -- is also estimated to be considerable, in view of the
significant amount of projects that large Greek firms have
undertaken abroad and will implement projects valued at an
estimated €3.5bn in the following years. An important comparative
advantage of the construction sector is their experience in
undertaking many domestic projects financed by EU structural
funds during the past two decades.
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Overall, total net revenue from export services is expected to grow
by 9.2% per year in the period 2013-16, reflecting a cumulative
increase in net tourism and shipping revenue of 35.2% and 38%,
respectively, and of other services of 13%. The share of net revenue
from export services in GDP is expected to increase by 2.8% of
GDP, to slightly above 10.4% of GDP in 2016, compared with
1.1% of GDP for the euro area in 2012.

As was the case in manufacturing, new investment in the Greek
exporting-services sector (excluding shipping where investment
activity remains at high levels) is a vital aspect of economic
transformation that aims at providing high quality and sufficiently
differentiated and competitive services.

The exporting potential of the Greek economy could be significantly
augmented by new investment and other supply-side reforms
Summing up, the NBG forecast of Greek export trends, in a
baseline scenario of a gradual recovery in international demand and
additional gains in cost competitiveness, indicates that the share of
exports of goods and services in GDP will increase by about 5.4%
of GDP in the period 2013-16, to c. 31% in 2016. This ratio will be
still significantly lower than Portugal (38%), and the current euro
area average of 46% of GDP. The contribution of net exports to
activity would be about 1.3 pps per year in the period 2013-16,
while the CAD improves by another 4.0% of GDP to a small
surplus of about 0.5% of GDP in 2016, broadly in line with the
latest programme’s projections.

4, The closing of the national savings-investment gap
reflects a steady reduction in fiscal imbalances, in conjunction
with declining investment and a concomitant recovery of gross
corporate savings

A closer look at recent developments in the economy’s savings-
investment balance provides a useful complementary perspective to
the external adjustment process in Greece, and of the challenges
lying ahead. In fact, the widening gap between investment and
national savings in the economy over the previous decade, against a
backdrop of excess domestic demand and rising public and private
sector debt, translated into a large current account deficit (14.9% of
GDP in 2008). Specifically, the counterpart to the large external
imbalance were increasing fiscal imbalances, strong investment by
firms and households -- with the latter pushed up by the residential
housing boom -- in conjunction with diminishing private savings
(see diagram).

This trend reversed course in 2009-12, with both the private and
government sectors narrowing their savings-investment deficit. In
this respect, the government sector and the investment part of
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private sector balance sheets appear to have carried the burden of
rebalancing, against a backdrop of an unprecedented fiscal
consolidation effort and severe recessionary headwinds.

In view of the currently depressed levels of investment, and the
need for investment to increase strongly if the growth and export
potential of the economy is to be achieved, sections 5 and 6 attempt
to quantify the impact of higher investment on the current account
and compare it with the deficit assumed in the programme so as to
gauge the impact on external financing.

The reduction in fiscal imbalances played a central role in closing
the national savings-i nvest ment gapeé

Indeed, the solid progress in fiscal consolidation was the key
determinant of external adjustment. The reduction in the general
government deficit by 9.3 pps of GDP in the three years to 2012
(excluding the fiscal impact of banking system support measures)
has come in parallel with a large decline in the current account
deficit. This trend is expected to continue in the following years, as
the government deficit is estimated to decline by almost 2.5% of
GDP in 2013 (to below 4% of GDP), and by another 3.3% of GDP
in the three years to 2016.

é and the remainder of

downsizing of private investment

adj us

The adjustment in the private sector has also played an important
part in reducing the external imbalance. Private sector balances
(gross savings minus investment of non-financial corporations and
households, unadjusted for capital depreciation) posted a surplus of
1.6% of GDP in 2012 -- for the first time since 1995 -- as a result of
an intensive adjustment forced by the severity of the recession.
Indeed, against a backdrop of declining domestic demand, gross
private investment declined by 7.6% of GDP between 2008 and
2012 (or -4.6% of GDP between 2009 and 2012) to a 40-year low
of 12.7% of GDP, reflecting a reduction of business and residential
investment of 3.1% and 4.5% of GDP, respectively, more than
offsetting a decline in private sector savings, mostly by households.

It must be stressed that the pace of reduction in net capital
formation is significantly higher than that suggested by
developments in gross-fixed investment (-60% vs -38% during the
past four years), as the latter does not reflect the cumulative erosion
of the existing capital stock. The statistical adjustment for obtaining
net capital formation by Eurostat applies a fixed depreciation rate
on the stock of existing capital that is equal for all countries and
independent from cyclical conditions or differences in capital
structure (e.g. relative weights of equipment, other business
investment and construction). In the case of Greece, the rate of
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depreciation should, however, be higher due to the rebalancing of
the economy from the tradables sector from the non-tradables
sector, rendering investment obsolete (see below).

Moreover, in the corporate sector, the impact from the sharp decline
in investment was reinforced by higher savings during the past three
years. The latter arose from an intensifying trend of deleveraging
and precautionary hoarding of liquidity in an environment of high
uncertainty.

A positive sign of the evolving restructuring of the Greek corporate
sector is the improvement in its operational profitability (as proxied
by developments in the gross operating surplus for the non-financial
business sector of the economy). This has occurred due to the
ongoing corporate restructuring in recent years, together with the
reduction in unit labor costs and rising turnover from exporting
activities.

It must be noted that intrinsic characteristics of the Greek business
structure related to the extremely high share of micro enterprises in
economic activity and concomitant difficulties in separating
personal from corporate income sources are likely to create an
upward bias in corporate savings figures derived from sectoral
accounts data. Indeed, household income tends to be
underestimated and corporate income overestimated in the national
accounts, resulting in an upward bias in corporate savings rates.
These deficiencies in household income measurement could reflect,
inter alia, income from unreported employment and/or difficulties
in separating employment income from “quasi-business” income
incorporated in the mixed-income definition of corporate sector
income (mostly profits of unincorporated enterprises).

This trend is expected to intensify in the following years, as the
operational profitability of Greek businesses will be supported by a
further reduction in labor costs, and a further improvement in
liquidity conditions. More specifically, the cumulative reduction in
unit labor costs between 2012 and 2016 is expected to exceed 11%,
providing a further boost to the operational profitability of the
Greek business sector, which combined with a normalization in
credit supply and reduction in average business lending rates (by
about 1.2-1.8 pps) is estimated to lead to an average increase in the
operating surplus of the Greek non-financial business sector by
about €2.3bn per year in the period 2014-16 (3.3% of GDP).

As regards the household sector, and without attempting to adjust
for possible biases in household income measurement, it appears
that the drastic reduction in residential construction was the only
option for households to close their financing gap. Indeed, the share
of residential investment in GDP declined by about 4.5 pps in the
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four years to 2012, accounting for the bulk of the balance sheet
adjustment in this sector. On the other hand, severe downward
pressure on household disposable income from austerity measures,
rising unemployment and wage reductions have inhibited a
recovery in gross household savings.

Overall, the progress in the adjustment of government and private
sector balances over the period 2009-2012 is reflected in a
cumulative reduction of the economy-wide gap between savings
and investment of about 13% of GDP, of which 9.3 pps reflect the
adjustment by the government sector and 3.6 pps is the net
improvement in private sector balances, of which 4.5 pps is from a
reduction in investment that outweighed a 1.0 pps decline in total
private sector savings in the same period. This adjustment broadly
mirrors the cumulative reduction of the current account deficit in
the same period on a national accounts basis that amounted to
11.2% of GDP (7.8% of GDP on a balance of payments basis).

5. A strong recovery in business investment in the following
years is needed to increase the productive potential of the
tradables sector, and act as a catalyst for a new growth model

A more rapid adjustment of the supply side, that will complement
the rationalization of domestic demand and augment the economy’s
import substitution-and-export potential, is expected to play a key
role in the economic recovery. This supply-side adjustment will be
primarily based on new investment spending and the efficient
implementation of structural reforms with a view to creating an
attractive business environment (e.g. product market, judicial
sector, public and tax administration).

Indeed, the severe decline in investment in previous years and the
tendency of firms to defer the replacement of depreciated capital in
a period of extremely deep recession, and high uncertainty, have
taken a sizeable toll on the capital stock of the Greek economy.
Specifically, total business investment (comprised of investment in
equipment, machinery and business construction) declined by 3.1%
of GDP in the four years to 2012, following a period of strong
growth that brought its share in GDP to a peak of 13.3% in 2007,
and then fell to a 22-year low of 10.1% in 2012 compared with a
euro area average of 13% in 2012.

Indeed, the net formation of business capital in the economy was
negative over the past five years, reflecting a cumulative decline in
business investment of -39%, combined with a depreciation of the
capital stock by about 25% during the same period (assuming an
average annual depreciation rate of 7.8%). The international
experience, suggests that these rates tend to be significantly higher
for business capital compared with residential capital, and to
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increase during recessions or in periods of economic crisis that are
accompanied by major changes in the structure of the economy. In
this light, the NBG estimates for a depreciation rate of 7.8% appear
in line with international empirical estimates (with estimates
ranging from 5.5-14% for business capital depreciation during
significantly milder recessions — see Appendix).

As a result of the sharp decline in capital stock, the estimated
contraction of the level of business capital per person in the labor
force in Greece exceeded 17% in the past four years, and is
projected to drop by another 5% in 2013, bringing the ratio to the
lowest level in twenty years. The respective estimates for Portugal,
Spain and Italy point to significantly lower declines of about 9.5%,
5.2% and 3.0%, respectively.

The reversal of this impairment in the economy’s stock of capital is
undoubtedly necessary for an economic recovery to take hold. Our
baseline scenario for external adjustment described in section 2 is
based on the assumption of an average annual increase in real
business investment of 7% in the four years to 2016. This
development would be sufficient to increase the capital ratio of the
economy by about 1.5% of GDP during the same period, which
would still reflect a ratio of business capital to the labor force and a
share of business investment in GDP about 22% lower than their
20-year averages by end-2016.

Moreover, Greece has to overcome an additional supply-side
problem related to the relatively weak structure of the existing
capital stock. Indeed, the seemingly strong pace of business capital
formation in the previous decade has overshadowed underlying
weaknesses related to the structure of investment, and especially the
large share of non-tradable sectors in investment activity. Excess
domestic demand, strong and stable profit margins and favorable
liquidity conditions had encouraged investment in non-tradables,
and especially in the consumer segment (e.g. retail and wholesale
trade, services to households, personal services and to some extent
health services), while investment in export-oriented or higher-
value added segments of the Greek economy was significantly
lower (such as manufacturing, information technology, business and
other exportable services other than tourism and shipping).
Investment in transportation equipment and the tourism sector
(mainly construction in the latter case) were the only export-
oriented segments of Greek economy that showed a relatively
strong performance in terms of new investment during this period.
Against this backdrop, a strong recovery in business investment is
necessary not only for restoring a more favorable balance between
capital and labor force at an aggregate level, but also for directing
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new investment towards more productive uses as soon as possible.

In this respect, NBG Research believes a more ambitious
adjustment in the Greek production structure is needed to Kick-start
more rapid growth, originating from a stronger recovery of business
investment. More specifically, the average growth of business
investment should double to exceed 14% y-o0-y in the period 2014-
16, with the main part directed to the tradable sectors. The level of
new investment is about 5 pps of GDP higher -- or about €11bn --
in nominal terms compared with the baseline scenario. This
investment would be sufficient to bring the ratio of business-capital
stock to GDP to above its 30-year average by 2016 (and business
investment to near 14% of GDP compared with a 23-year average
of 12.9%), and is estimated to also translate into a significantly
stronger exporting performance by 2015. Indeed, the international
experience suggests that countries that experienced an economic
recovery based on strong net export performance had enjoyed a
period of strong business investment that preceded the export boom
by 1 to 4 years.

Indeed, historical evidence from aggregate data for the Greek
economy supports the role of business investment in increasing the
export potential of the country. Based on the analysis for the Greek
economy obtained from a VAR system that describes the joint
dynamics of business investment, exports and other macroeconomic
variables representing internal and external demand and relative
prices, a 10% increase in business investment (in constant prices) --
after adjusting for the impact of other macroeconomic factors --
leads to a cumulative increase in export volumes of almost 14% in
the three years following the increased investment (see Appendix).
Nonetheless, the investment boom tends to be accompanied by an
almost contemporaneous increase in imports that lasts for two
years, which is not followed by a statistically significant reduction
in import spending through import substitution. That being said,
historical estimates from a 23-year sample for Greece covering the
period 1990-2012 are also affected by the relatively weak
investment composition and a relatively protracted period of
demand-driven  expansion (1997-2007), and thus, likely
overestimate the increase in imports.

Based on the VAR model, the increase in business investment
assumed in the optimistic scenario would translate into a cumulative
increase in export volume of almost +35% in the period 2015-16
(compared with +18% in the baseline scenario). The direct impact
-- for the period 2013-14 -- on external balances is likely to be
negative, as the increase in imports that comes with rapid
investment recovery will result in a deterioration in the current

Greece: Economic & Market Analysis July 2013




r 3,0
r 20
- 10
- 00
ro-1,0

-2,0
-3,0

ro-4,0

-5,0

Current account balance
developments under the baseline
and the "high investment"
30 1 scenarios
20 1 g pp
10 A
0,0
-10 -
20 A
30 -
40 -
50 -
[ [ <5 [ - = M= 4
g 83585885838
N QIR
= Baseline
e Optimistic/high investment growth

Current account balance (% GDP)

2013f 2014f 2015f 2016f

CA Deficit (% GDP) 11,2 3,4 05 1,8 41 28
Trade balance - Total -13,3 -10,1| -7,8 9,3 -11,3 -11,8
OlL balance 3,3 53| 39 S5 61 -68
Trade balance excl. oil -10 49| 39 43 52 5
Exports 6,6 11,4/ 13,0 13,5 144 16

Oil 1,3 38| 48 5 51 53

Other goods 53 76/ 82 85 93 10,7
Imports 19,9 21,5/ 20,8 22,8 253 27,1

oil 46 91| 87 10 11,2 121

Other goods 15,3 12,4| 12,1 12,8 14,1 15
SERVICES Balance 55 76/ 84 89 9 10,2
Receipts 11,7 14| 143 15 159 19,6
Travel 45 52| 59 61 63 77
Transportation 59 69| 64 68 73 93

Other services 1,3 2 2 2 23 26
Payments 6,2 6,4 6 61 69 94
Travel 1 1 09 08 09 13
Transportation 3,1 33| 32 33 37 46

Other services 2,1 2.2 2 2 23 35
INCOME account 39 -16| 1,9 23 -2,7 -28
CURRENT TRANSFERS 06 07/ 09 09 10 15

NATIONAL BANK OF GREECE S.A.

account deficit by about 4.0% of GDP. However, stronger export
dynamics from 2015 onwards would more than compensate for the
near-term deterioration. Indeed, total exports are estimated to
increase by almost 10 pps of GDP compared with their 2012 level,
to almost 36% of GDP until 2016 and to 39% in 2020. In fact, the
net improvement in the external balance of the country should be
higher still, as the model does not capture the import-substitution
capacity of investment, as it is estimated on the basis of sample in
which Greece performed extremely poorly in terms of import
substitution.

Overall, the higher investment/export growth path will also lead to a
more rapid recovery in potential GDP growth and a faster
improvement in labor market conditions. This is suggested by the
results obtained from a stylized and internally consistent context of
a Cobb-Douglas production function, that is used supplementary to
the VAR analysis with a view to describing the long-term
determinants of potential growth from the supply side and, most
importantly, the interplay between capital and employment
developments in determining a country’s long-term growth
prospects (see Appendix). In this context, the rapid recovery in
business investment envisioned under the optimistic scenario could
push the potential growth rate to above 3.3% in 2016 compared
with 1.8% in the baseline scenario. This difference corresponds to
the creation of about 150,000 additional employment positions in
the next 3 years, which implies a reduction in the unemployment
rate to below 19% in 2016 compared with 22.5% in the baseline
scenario.

6. Investment financing is expected to be based on a
combination of increasing domestic resources and accelerating
inflows of foreign capital

The additional amount of business investment needed for a timely
and comprehensive upgrade of the economy’s export and GDP
growth potential suggests that a combination of financing sources --
most importantly foreign capital inflows — will be needed in the
following years to support the investment recovery.

The Greek crisis effectively closed private sector sources of
external financing to the economy, leading to the activation of the
extraordinary support mechanisms embedded in the economic
support Programmes for Greece. In this respect, official sector loans
and ECB financing (reflected in the cumulative change in Target 2
balances) allowed for a smooth reversal of current account
imbalances by providing adequate financing to the Greek public
sector and the banking system, and permitted a gradual adjustment
of fiscal deficit, while preventing a much larger forced deleveraging
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Greece: External financing needs and sources (

financing under the optimistic scenario

% GDP

2013 2014 2015 2016

Current account balance -0,5 1,8 41 2,8
Official loan amortization -0,9 -4,0 -4,5 -1,5
Otherf)ublllc sectorloan 77 103 87 44
amortization

Current & Capital transfers 1,8 1,9 1,7 1,6
Other private capital (net)* 2,2 4,9 7,1 7,2
Change in Target Il liability -15,2 6,5 -5,9 -5,5
Program financing** 20,3 12,8 9,1 3,2

Additional Private 