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Preface

On 1 January 2001, Greece became the twelfth Member State of the

European Union to adopt the euro. The fulfilment by Greece of the con-

vergence criteria for entering the euro area, the result of the fiscal and

monetary policies pursued since the mid-1990s, was a significant achieve-

ment. These policies led to a high degree of macroeconomic stability and

fostered an improved environment for investment and faster output growth.

Greece’s adoption of the euro marks the end of a long stabilisation effort

and the beginning of a new era of opportunities and challenges.

To examine the performance of the Greek economy over the past quar-

ter of a century and to gain a better understanding of the challenges and

main options facing Greece after its accession to the euro area, the Bank of

Greece and the Brookings Institution decided to commission jointly a series

of studies. The decision to go ahead with this project was made in the

autumn of 1998 after a distinguished group of American and European

economists had agreed to participate.

Authors were invited to prepare papers dealing with a specific aspect of

the Greek economy. Each paper was as a rule to be co-authored by scholars

from Greece and other countries. The authors worked on their individual

contributions during 1999 and 2000 while maintaining contact with other

project participants. All the authors carried out a good part of their research

in Greece and received assistance from several staff members of the Bank of

Greece. Drafts of the individual studies were presented and discussed at a

joint Bank of Greece/Brookings Institution conference held in Athens on

7-8 December 2000.

The authors were asked to revise and update their papers in view of com-

ments made by participants at the conference and this was done in the

course of 2001. This volume contains the revised versions of the papers and

the comments of invited discussants. It also includes the Governor’s opening

address and an introductory chapter, in which the editors summarise eco-
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nomic developments and policies in Greece since the mid-1970s, highlight

the major economic challenges facing Greece at the dawn of the new millen-

nium and provide an overview of the papers in this volume.

The Bank of Greece is very happy to have participated in the organi-

sation of the conference and the publication of this book. The project falls

squarely within the Bank’s continued interest in the study of topics of

major concern to the Greek public. We hope that this joint endeavour to

assess Greek economic performance and policies in the light of experi-

ence since the mid-1970s will lead to a better public understanding of, and

promote a constructive dialogue about, the current economic situation

and the challenges and policy options that Greece will face in the future.

Our country’s experience with macroeconomic adjustment and structural

reform over the past decade can also provide lessons for countries that

are candidates for accession to the European Union as well as for other

countries which are undertaking programmes of economic stabilisation

and restructuring.

We would like to express our appreciation to all those who participated in

the conference for their outstanding contributions. We also wish to thank the

staff members of the Brookings Institution and the Bank of Greece who con-

tributed to the project.

The views expressed in this volume are those of the authors and should

not be attributed to the Bank of Greece, the Brookings Institution, or to any

institution or organisation with which individual authors are affiliated.

NICHOLAS C. GARGANAS LUCAS D. PAPADEMOS

Deputy Governor Governor
Bank of Greece Bank of Greece

December 2001
Athens
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Opening Address

The Greek Economy:

Performance and Policy Challenges

Lucas D. Papademos

This conference, jointly organised by the Bank of Greece and the Brookings

Institution, is being held at a unique juncture. At the beginning of the new

millennium, the Greek economy enters a promising but challenging phase.

On 1 January 2001, Greece will become a full member of the European

Economic and Monetary Union (EMU) and adopt the euro as its currency,

after attaining a high degree of macroeconomic stability and fulfilling the

convergence criteria set by the Maastricht Treaty. The adoption of the

single currency marks the completion of a long and difficult convergence

process, which led to an impressive improvement in the country’s economic

performance. At the same time, it marks the beginning of a new era, with

generally favourable prospects for price stability and economic growth.

Greece’s participation in EMU is expected to bring significant benefits and

opportunities, but it also poses new challenges for economic policy. This is

indeed an appropriate time to take a long-term view of the Greek economy:

assess its performance and the policies pursued over the past twenty-five

years as well as examine its prospects and the challenges to be faced within

the euro area.

In the case of Greece, the road to stability and entry into EMU was long

and arduous, a fact which underscores the importance of the substantial

progress made in recent years. From the second oil crisis in the late 1970s to

the early 1990s, the performance of the Greek economy was not satisfactory.

A few figures will serve to illustrate this point. From 1979 to 1993 inflation

was very high, averaging 18.9 per cent, well above the corresponding EU figure.
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Moreover, economic growth was rather slow, 0.9 per cent on average and

below that of our European partners. The fiscal position deteriorated sig-

nificantly, with the budget deficit relative to GDP reaching very high levels

for an OECD member country and public debt rising steadily from about 27

per cent of GDP in 1979 to 111.6 per cent in 1993. The drachma was weak

on foreign exchange markets, losing about 83 per cent of its value during this

fifteen-year period.

To a large extent, this performance reflected the macroeconomic poli-

cies pursued from the late 1970s until the early 1990s. However, significant

structural change and social transformation were also having an effect on

economic developments. Following Greece’s accession to the European

Economic Community in 1981, trade barriers, which were protecting a rel-

atively undeveloped economy, were progressively eliminated and an excess-

ively regulated banking system was gradually liberalised. Furthermore, the

economic policies pursued in certain periods also aimed to change the dis-

tribution of income, admittedly very uneven at the time, while macroeco-

nomic policies were not left unaffected by the electoral cycle. Efforts made

on a number of occasions, notably in 1985-87 and in 1992-93, to stabilise

the economy improved the situation somewhat, but only for a limited

length of time, as they had to be abandoned under the pressure of politi-

cal considerations and could not be supported by the then-existing inade-

quate institutional framework for economic and monetary policy-making.

Thus, Greek economic developments during the 1979-1993 period reflected

the cumulative impact and interaction of various economic, structural and

political factors.

In contrast to this mediocre performance, a systematic and determined

effort over the past six years has succeeded in stabilising the economy and

achieving nominal convergence to European Union norms. In the first half

of 2000, at the time when the Greek economy was assessed for joining the

euro area, average annual inflation, as measured by the harmonised index of

consumer prices, had fallen to 2 per cent; the general government budget

deficit had shrunk to 1.6 per cent of GDP in 1999; and public debt, although

still high at 104.4 per cent of GDP at the end of 1999, was declining at a sat-

isfactory pace.1 Moreover, the drachma had participated without tensions in

the Exchange Rate Mechanism (ERM) for the required two-year period and

long-term government bond yields had dropped to levels comparable with
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those in other euro area countries. A particularly noteworthy feature of the

Greek stabilisation process was that it was accompanied by a steadily rising

rate of economic growth.

The main factor underlying the brighter and more vibrant economic pic-

ture in recent years has been a fundamental change in the stance of mone-

tary and fiscal policies. But, as in the earlier period, other factors have con-

tributed as well. These include a strong political commitment to, and public

support for, stability (partly stemming from the failures and painful experi-

ences of the past), an improved institutional framework for monetary policy,

and the financial support mechanisms of the European Union. Also, the

“project euro”, i.e. the objective of joining EMU at a specific date, has helped

to speed up the stabilisation process and contributed to increased business

and consumer confidence and, hence, to higher investment which has under-

pinned growth.

The monetary policy pursued by the Bank of Greece over the past few

years was instrumental in ensuring the success of the disinflation process and

the fulfilment of the convergence criteria relating to inflation, exchange rate

stability and long-term interest rates. Reducing inflation to 2 per cent in a

country which had experienced high inflation, averaging close to 20 per cent

for more than fifteen years, was a major challenge for monetary policy. The

stance and strategy of monetary policy changed in the 1990s. In the early

1990s the Bank began to attach growing importance to the exchange rate as

a nominal anchor and in 1995 the exchange rate was explicitly adopted as an

intermediate target parallel to a monitoring range for the rate of growth of

broad money (M3). The market response to the pegging of the exchange

rate and a tighter monetary policy was large capital inflows, which had to be

sterilised in order to prevent an easing of domestic monetary conditions.

The international currency crises in 1997 put downward pressure on the

drachma exchange rate, which was defended successfully on a number of

occasions. The pressure was heightened, however, in the last quarter of 1997

and the early months of 1998 by a widening current account deficit and

rumours about an impending devaluation of the drachma associated with an

expected entry into the ERM of the European Monetary System. The policy

response was the participation of the drachma in the ERM in March 1998

at a central rate which implied a 12.3 per cent devaluation. The drachma’s

central rate in the ERM was calculated so as to be compatible with the fun-

damentals and thus sustainable until the planned entry of Greece into EMU

in 2001.

The drachma’s participation in the ERM offered various advantages.

First, it placed the disinflation strategy within a new institutional framework
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which gave it increased credibility. This was especially true since ERM

entry was accompanied by a commitment to continued fiscal consolidation

and more structural reforms. Second, joining the ERM with the standard

fluctuation band of ±15 per cent gave the Bank of Greece ample room for

manoeuvre to maintain a tight monetary policy and contain the inflationary

impact of the devaluation. Thus, inflation returned to a downward path and

decelerated to an average annual rate of 2 per cent by the end of 1999 and

the first quarter of 2000, which permitted the fulfilment of the relevant con-

vergence criterion.

In the year 2000, the Bank’s cautious monetary policy helped secure a

smooth transition to the single currency (with the gradual alignment of the

drachma parity with its euro conversion rate). Also, it contained inflationary

pressures generated by external factors and the inevitable easing of domes-

tic monetary conditions, as short-term interest rates in Greece converged

towards the lower euro area rates. Moreover, many institutional, opera-

tional and technical adjustments, required for the introduction of the euro

in Greece and for the participation of the Bank of Greece in the Eurosystem,

were completed successfully.

Against this background, the Greek banking system has gone through a

rapid transformation, adapting to the more competitive environment gen-

erated by the single financial market and the euro. Greek banks have

improved the quality of their portfolios, strengthened their capital base,

restructured their balance sheets, diversified their income sources, consoli-

dated their domestic position and enhanced their competitiveness. The

risk-adjusted capital adequacy ratio, which stood at just over 8 per cent at

the end of 1996, has almost doubled to around 15 per cent at end-2000, giv-

ing banks a solid base for increasing their business. Banks have expanded

aggressively into retail financial services and are offering a wider range of

products. The new monetary and financial environment of lower interest

rates and increased competition requires greater vigilance in monitoring

and managing credit and market risk. The Bank of Greece has been foster-

ing the necessary improvements in banks’ risk management systems.

I have tried to illustrate, with a few broad strokes, economic develop-

ments over the last twenty years as well as the main factors and policies

explaining past failures and successes. And I highlighted in particular the

role of monetary policy over the past few years in helping attain stability and

fulfilling the convergence criteria required for EMU entry. It is the objective

of this conference, however, to examine in a detailed and systematic way

Greece’s past economic performance and the relative importance of its

determining factors. Another objective is to derive some lessons which may

xxxvi LUCAS D.  PAPADEMOS
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be useful to other countries facing macroeconomic imbalances and struc-

tural problems, such as those we have dealt with in the past. Based on my

own assessment of the Greek experience, I have drawn a number of policy

lessons, which I believe could prove useful to other policy-makers. But I will

not tell you about these lessons this morning, as it would not be appropriate

at the beginning of this conference.2 We may discuss them later on and see

whether they overlap with or supplement the conclusions reached in the

conference papers.

Now that nominal convergence has been successfully completed and

Greece is about to enter the euro area, the main objective of economic pol-

icy is to achieve faster economic growth and real convergence of Greek liv-

ing standards on the EU average. Alongside this objective, a further goal is

the reduction of the unemployment rate, which is over 10 per cent in 2000.

Both these goals should be attained parallel to securing price stability, not

only because of the direct benefits which price stability entails but also

because it is a precondition for sustainable growth. In 2000, per capita income

in Greece (on a purchasing power parity exchange rate basis) is around 67

per cent of the euro area average. For this gap to close within a reasonable

period of time, say ten years, Greece will need to sustain considerably higher

real growth rates than the other members of the euro area.

It is self-evident that the above goals cannot be achieved by means of

national monetary and exchange rate policies. After entry into the euro area,

the Bank of Greece will be implementing the single monetary policy decided

by the Governing Council of the European Central Bank and it will certainly

be impossible to improve the economy’s international competitiveness by

changing the exchange rate of our new currency, the euro. The objectives of

higher employment and output growth will therefore have to be pursued

through structural reforms and fiscal measures aimed at enhancing interna-

tional competitiveness by increasing productivity, improving the quality of

Greek goods and services and securing price stability.

In order to improve the performance of the real economy so as to ensure

that real convergence or “catch-up” occurs quickly, it is necessary to imple-

ment a wide spectrum of reforms which can contribute to increased com-

petitiveness. First, there are reforms involving market deregulation, pri-

vatisation and reduced state intervention, which can help increase compe-

tition, influence price developments favourably and lower production costs.

The Greek Economy: Performance and Policy Challenges xxxvii

2. Some policy lessons from the Greek experience are presented in L. Papademos “The

Greek economy in the euro area”, The Annual Lecture of the Hellenic Observatory, The

European Institute, London School of Economics and Political Science, May 2000. 
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Second, there are reforms which involve changing and/or enhancing the

role of the state in improving the infrastructure of the economy, upgrading

the education system, promoting research and development and raising the

efficiency of public administration. Third, reforms are needed in order to

facilitate the growth of entrepreneurial activity as well as of domestic and

foreign investment.

Fiscal policy can also contribute to the growth process through tax reform

to stimulate investment and through a restructuring of government expen-

diture to channel additional resources to productivity-enhancing activities,

while curtailing subsidies to unprofitable public enterprises. Fiscal policy,

however, must strike a careful balance between the objectives of faster growth,

on the one hand, and stability and fiscal consolidation, on the other. It must

be compatible with the Stability and Growth Pact, which requires, as a medium-

term objective, a budgetary position that is close to balance or in surplus.

To this end, the implementation of measures aimed at creating a viable

and competitive social security system is a policy priority for Greece, as it

is for many other countries. Such measures are necessary for ensuring fiscal

balance in the long-run as well as for improving the competitiveness of

the economy.

To sum up, the Greek economy has made impressive progress over the

past decade and particularly in recent years. It has attained a high degree of

macroeconomic stability which has enabled Greece to enter EMU and has

fostered fairly robust growth. The adoption of the euro will change in a fun-

damental and irreversible way the country’s monetary and economic envi-

ronment. The prospects for sustaining faster economic growth combined

with price stability are generally favourable. However, as already explained,

important policy challenges remain to be dealt with.3 Real economic con-

vergence can be realised over the next ten years, provided the appropriate

economic policy and necessary structural reforms are implemented consis-

tently and effectively as in the case of the fiscal and monetary policies that

led to the economy’s nominal convergence to stability.

The philosophy underlying conferences such as this one is that they encour-

age economists from the country being studied to undertake research jointly

with economists from the Brookings Institution or other institutions. In this

way, the resulting papers benefit from the comparatively better knowledge

that “domestic” researchers have about their country and from the broader

xxxviii LUCAS D.  PAPADEMOS

3. For a comprehensive presentation of the economic policy challenges Greece will face in

the euro area, see Bank of Greece, Annual Report of the Governor (Chapter II) for the years

2000 and 2001.
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experience and analytic expertise of “foreign” researchers. And, of course,

as we know from basic trade theory, we are all better off as a result of the

free exchange of experiences and views, as well as of cooperation and spe-

cialisation according to our comparative advantage. I am sure that we will

have a productive conference and that our friends from abroad will have the

opportunity to learn much more about the Greek economy, while we will

acquire some new ideas which will help shape our policies in the future.

The Greek Economy: Performance and Policy Challenges xxxix
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Introduction

Ralph C. Bryant, Nicholas C. Garganas

and George S. Tavlas

THE papers in this book look backward at the performance

of the Greek economy in the last decades of the 20th century and forward to

the challenges that the economy will face in the first decades of the 21st cen-

tury. The historical analysis focuses in particular on the years leading up to

Greece’s entry into the euro area in January 2001.

The book is the result of a collaboration among Greek and non-Greek

economists, sponsored by the Bank of Greece and the Brookings Institution.

Details of the collaboration are summarised in the Preface. An underlying

premise of the project has been that cooperation between Greek and non-

Greek analysts would prove helpful in assessing the performance and pros-

pects of the Greek economy.

Careful analysis of an individual country’s economy is difficult even for

insiders who have a firm grasp of key features of their economy. Good analy-

sis is even more difficult for outside economists, who typically lack detailed

knowledge of the economy. Yet outsiders can bring a fresh perspective that

raises interesting questions and contributes new insights. When insiders and

outsiders cooperate, the resulting analysis may be a significant improvement

over what each group could achieve by itself.

By combining the expertise of Greek and non-Greek economists, the proj-

ect has sought to achieve two broad goals. The first is to facilitate under-

standing of Greek observers of their economy and to stimulate a constructive

policy debate within the country. The second, complementary goal is to pro-

vide an analysis of the economy useful to observers of other countries whose

economic situations and problems have similarities with those of Greece.

Greece’s efforts to attain economic convergence with the rest of the euro area,

for example, are of interest to countries in Central and Eastern Europe which

have applied, or intend to apply, for accession to the European Union (EU).

In this introductory chapter, we provide an overview of Greece’s economic

developments and policies and review broad features of the historical back-

ground. The historical review discusses the 1974-79 period, the mounting

1
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macroeconomic imbalances and stagflationary trends during 1980-85, the

1985-87 stabilisation programme, the re-emergence of large internal and

external imbalances in the late 1980s and the early 1990s and the progress in

the later 1990s towards the fulfilment of the conditions for Greece’s adoption

of the single European currency. To provide a measure with which to assess

Greece’s economic performance, we compare economic trends in Greece with

trends in Ireland, Portugal and Spain, three EU countries that were at broadly

similar levels of development with that of Greece in the mid-1970s. We also

identify the main economic challenges confronting Greece in the early stages

of its participation in the European monetary union. The final pages of the

introduction provide a guide to the papers included in the volume.

The editors wish to thank the many staff members of the Bank of Greece

and the Brookings Institution who contributed to the project. Emmanouil

Emmanouil provided valuable administrative supervision. The Bank’s Secre-

tariat organised the conference. George Nikolaidis and his colleagues in the

Bank’s Publications and Translations Section oversaw the production of the

book. Maria Emmanouilidou, Anastasia Pervena and Panayiota Printzou pro-

vided secretarial support and helped prepare the index. George Hondroyiannis

provided research assistance at the Bank of Greece. Rachel Rubinfeld and Elif

Arbatli provided research assistance at Brookings. Beth Schlenoff and Susan

F. Woollen designed the cover. Dimitris Sigalas and his colleagues in the Bank of

Greece Printing Works carried out the typesetting and printing of the volume.

An Overview Perspective

Greece’s entry into the euro area in January 2001 with its adoption of the

single European currency, the euro, represents a singular achievement in the

light of the country’s long history of macroeconomic imbalances and struc-

tural rigidities. This achievement followed several years of successful, but

often difficult, adjustment efforts to achieve the high degree of sustainable

convergence required for participation in the euro area.

Following a long period of weak growth, sluggish productivity increases,

and high inflation, Greece’s output and inflation performance improved

markedly beginning in the mid-1990s. Output growth accelerated after 1994.

Since 1996, it has exceeded the euro area average. The growth rate of real

GDP in 1999 was about 3.5 per cent; it was 4.3 per cent in 2000 (provisional

data). Following the 11 September 2001 terrorist attack against the United

States, world economic growth forecasts for the final months of 2001 and the

first half of 2002 were revised significantly downwards. Greece, however, is

2 RALPH C.  BRYANT, NICHOLAS C.  GARGANAS AND GEORGE S.  TAVLAS
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still experiencing a strong economic performance. While the forecast for

Greek economic growth was also revised downwards in the aftermath of the

11 September events, real growth was nevertheless projected to be around 4

per cent for the year 2001 as a whole. This strong output performance is

expected to continue in the medium term. Investment, which increased

sharply in the second half of the 1990s, should continue to rise at a fast rate.

Output growth should be sustained by several factors, including an easing of

monetary conditions as Greece participates in the euro area, expenditures in

preparation for the Olympic Games of 2004 and projects financed by Euro-

pean Union Structural Funds and the Cohesion Fund.

Consumer price inflation averaged 17.25 per cent in the 20-year period to

1994. It was subsequently sharply reduced; by mid-1999 it fell to about 2 per

cent, an inflation rate consistent with a broad definition of price stability.

Inflation started rising after the autumn of 1999 because of soaring oil prices

and a depreciation of the drachma. The currency depreciation reflected the

weakness of the euro against non-European currencies as well as the drach-

ma’s convergence (from a higher level) to its central rate by the end of 2000

within the Exchange Rate Mechanism II (ERM II). Rising world oil prices

and a further depreciation of the euro against the US dollar kept inflation

relatively high in the first half of 2001; it exceeded 3 per cent (year-on-year)

for 13 consecutive months through September 2001. Consumer price infla-

tion subsequently subsided to less than 3 per cent (year-on-year) in the final

three months of 2001.

The performance of the Greek economy in the second half of the 1990s

contrasts starkly with its performance during 1975-94. During that period as

a whole, economic growth was slightly below the EU average; growth was

substantially below the EU average during 1980-94 (see Table I-1).1 Weak

growth took place against the background of distinctly more accommodative

macroeconomic policies in Greece than in its EU partners. After running

budgets that were in balance or in surplus during 1970-73, the public sector

started running substantial fiscal deficits, which became larger in the early

1980s. Those deficits remained persistently high in the mid-1990s, with the

Introduction 3

1. During 1975-94, real GDP growth averaged 2.0 per cent in Greece, compared with an
average rate of 2.2 per cent in the 15 countries which currently comprise the European Union
(EU) and 3.0 per cent in the 30 countries which currently comprise the OECD. For the period
1980-94, real GDP growth averaged 0.8 per cent in Greece, 2.0 per cent in the EU and 2.7 per
cent in the OECD. The foregoing figures reflect the fact that real growth in Greece during
1975-79 was relatively strong. As discussed below, however, the growth performance during
this period was not sustainable. The figures are based on Ministry of National Economy data
for Greece and OECD data for the EU and OECD totals. In these figures and the figures that
follow, Greece has not been netted out of the EU and OECD totals.
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SOURCES: OECD, Historical Statistics 1970-1999 and Economic Outlook; National Statistical Service of Greece and
Ministry of National Economy, National Accounts of Greece (for Greek national accounts data over the 1974-2000
period, except for current external balance as a per cent of GDP). Because 1974 was an exceptional year in Greece,
the base used in calculating the rate of growth of GDP and of fixed investment in 1975 is the average of 1973, 1974
and 1975.

a. OECD forecast based on partial-year data. Preliminary Economic Outlook, November 2001.
b. GDP per person employed.
c. OECD forecast refers to private consumption deflator.
d. OECD forecast refers to ULC in the business sector.

Table I-1.  Comparative Economic Performance of Greece, Selected Periods, 1974-2001

2001a1995-20001980-19941974-1979Economic Indicators

Annual growth of GDP
Greece 4.9 0.8 3.2 3.9
Ireland 4.9 3.5 9.9 5.6
Portugal 2.9 2.8 3.3 1.9
Spain 2.3 2.4 3.6 2.7
Total EU-15 2.5 2.0 2.6 1.7
OECD 3.2 2.7 3.2 1.0

Annual growth of productivityb

Greece 4.2 -0.1 2.6 3.6
Ireland 3.4 3.2 4.1 3.7
Portugal 0.5 1.6 2.0 1.0
Spain 2.6 2.6 0.8 0.8
Total EU-15 2.2 1.8 1.4 0.7
OECD 1.6 1.7 1.7 0.8

Annual growth of fixed investment
Greece 6.8 -2.2 7.3 8.5
Ireland 5.3 0.3 14.0 2.5
Portugal -0.4 2.9 6.8 2.2
Spain -1.2 2.8 6.5 3.3
Total EU-15 0.2 1.7 4.2 0.7
OECD 2.7 2.8 5.5 -1.1

Annual consumer price inflation rate
Greece 16.2 18.3 5.5 3.3c

Ireland 14.9 7.0 2.5 4.3c

Portugal 23.5 14.6 2.9 4.3c

Spain 18.2 8.6 3.0 3.7c

Total EU-15 11.9 6.4 2.2 2.4c

OECD 10.3 7.5 4.2 2.0c

Annual percentage increase of unit labour costs in manufacturing
Greece 21.2 17.4 4.6 1.3d

Ireland . . . 1.7 . . . 3.9d

Portugal 19.5 11.1 1.7 4.8d

Spain 20.3 6.8 2.3 3.1d

Total EU-15 6.2 3.1 0.7 2.8d

OECD (business sector) 10.1 5.8 2.8 4.1

Annual unemployment rate
Greece 2.0 7.3 10.5 11.2
Ireland 7.9 14.2 8.6 4.3
Portugal 6.2 6.9 5.8 4.2
Spain 5.3 18.0 19.1 13.3
Total EU-15 4.2 9.0 9.8 7.8
OECD 4.8 7.0 6.9 6.5

General government deficit as a per cent of GDP
Greece -2.3 -10.3 -4.5 0.2
Ireland -8.4 -7.2 1.3 3.2
Portugal -4.9 -5.3 -2.8 -1.7
Spain -0.8 -4.4 -3.1 0.0
Total EU-15 -3.3 -4.6 -2.3 -0.7
OECD -2.6 -3.7 -1.7 -0.7

Current account balance as a per cent of GDP
Greece -3.7 -3.5 -4.2 -5.2
Ireland -6.7 -3.1 1.4 -2.0
Portugal -4.1 -2.6 -6.0 -9.2
Spain -2.0 -1.5 -0.9 -2.4
Total EU-15 -0.3 -0.2 0.6 -0.2
OECD -0.3 -0.4 -0.3 -1.2
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(general government) deficit-to-GDP ratio reaching double-digit levels in

the late 1980s and the early 1990s. The debt-to-GDP ratio rose to about 108

per cent of GDP in 1994.2 Monetary policy was accommodative, with real

interest rates in negative territory for much of the period through the mid-

1980s.

Overly accommodative macroeconomic policies led to the persistence of

strong inflationary pressures. Resources in the economy were sometimes allo-

cated inefficiently. Weak growth and serious structural problems in many sec-

tors led to a deterioration of conditions in the labour market. The unemploy-

ment rate rose from about 4 per cent in 1981 to almost 10 per cent in 1994.

The emergence and persistence of major domestic imbalances, combined

with successive oil-price shocks during the early part of the period, contri-

buted to a marked deterioration of the external economic position, which

acted as a constraint on growth. A two-year stabilisation programme, imple-

mented in October 1985, led to a narrowing of the current account deficit.

But then the situation deteriorated in 1989 and 1990 (Figure I-1), following

the abandonment of the stabilisation programme in 1988.

Introduction 5

2. Contributing to the rise in the debt-to-GDP ratio in the early 1990s was the taking over

by the central government of liabilities of various public legal entities to the banking system. See

Manessiotis and Reischauer (2001). The debt-to-GDP ratio peaked at 111.3 per cent in 1996.
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The domestic imbalances continued in the early 1990s. In the three years

1991-93, the fiscal deficit-to-GDP ratio averaged about 12.5 per cent. Although

inflation declined, it remained in double-digit levels; tightened incomes pol-

icy and weak domestic demand contributed to the fall in inflation. The cur-

rent account deficit as a ratio to nominal GDP was reduced, with the decline

attributable mainly to slow real GDP growth.

The impressive economic performance achieved in the second half of the

1990s reflects a substantial shift towards stability-oriented policies. Mone-

tary and fiscal policies were progressively tightened. Structural reforms were

pursued more vigorously. The policy shifts were necessitated by the Greek

authorities’ objective to achieve a high degree of sustainable economic con-

vergence in order to satisfy the criteria required for participation in the euro

area from January 2001.

The primary objective of the monetary policy of the Bank of Greece

became the attainment of price stability. To this end, the authorities main-

tained a tight monetary policy stance throughout most of the 1990s. In par-

ticular, beginning in 1995 the authorities pursued a hard-drachma policy.

For the first time, the Bank announced a specific exchange rate target in

1995, limiting the year-on-year depreciation of the drachma (against the ECU)

to a rate that did not fully offset inflation differentials between Greece and

its main trading partners. High official interest rates, aimed at facilitating

the move towards price stability, also supported the drachma’s value in the

foreign exchange market, contributing to the attainment of price stability.

The deregulation of the financial system, a process that began in the mid-

1980s and was completed in the mid-1990s, provided the monetary authori-

ties with greater flexibility in policy implementation.

The reduction in inflation was supported by a marked tightening in the

stance of fiscal policy. The general government deficit was reduced to under

1 per cent of GDP in 2000, from about 13.5 per cent in 1993.3 Over the same

period, the debt-to-GDP ratio declined by about 7.5 percentage points.

Although the debt-to-GDP ratio remained at a high level (at around 103 per

cent), by 2001 it appeared to be firmly on a downward path.

Although both growth and inflation performance improved considerably

after the mid-1990s, major policy challenges lie ahead (see below). One of

those challenges is the reduction of unemployment. Despite strong output

growth since 1994, the unemployment rate continued to rise steadily. Greece’s

experience contrasted with the situation in the euro area as a whole, where the

rate declined somewhat in the second half of the 1990s. The growth of output

6 RALPH C.  BRYANT, NICHOLAS C.  GARGANAS AND GEORGE S.  TAVLAS

3. The general government fiscal position is expected to be close to balance in 2001.
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did generate employment; but the supply of labour grew faster than the

demand for labour, reflecting mainly the rising participation of women in the

labour force, immigration and industrial restructuring. Unemployment in

Greece is concentrated among women and the young. Although the unem-

ployment rate fell below 11.5 per cent in 2000 from 12 per cent in 1999, and

was expected to fall below 11 per cent in 2001, it nevertheless remained the

second highest rate in the European Union, below that of Spain (Table I-1).

A major factor underlying Greece’s weak economic performance during

the late 1970s, the 1980s and the early 1990s was the slow growth of poten-

tial output. Inappropriate macroeconomic policies (including incomes poli-

cies) and structural rigidities limited capital accumulation. A number of reform

measures were taken in the 1990s and in 2000 and 2001 to lessen structural

rigidities and boost the growth of potential output. Despite those measures,

more needs to be done to address structural weaknesses.

In the sections that follow, we amplify on the preceding historical gene-

ralisations about the performance of the Greek economy from 1974 through

the end of the last century. We then turn to Greece’s economic challenges

for the future, identifying needed structural reforms and policy areas war-

ranting close attention.

The Greek Economy between 1974 and 1979

After an earlier extended period of strong growth and low inflation, Greece

experienced a slowdown in growth, rising inflation, and widening current-

account deficits during the second half of the 1970s. Greece’s weaker economic

performance reflected, in part, the effects of the two oil-price shocks of the 1970s

and the associated slowdown in the growth of world demand and trade. Many

other industrial countries also experienced similar developments. Even before

the oil-price shocks, however, inadequate development policies in Greece, in

force over a long period of time, exerted pressures on Greek resources and made

it increasingly difficult to sustain the high growth rates achieved through the

early 1970s. The boom of the early 1970s was clearly unsustainable.4 Sizeable

emigration abroad contributed importantly to the strains on national resources,

though difficulties were eased temporarily by productivity gains resulting from

the movement of excess labour from agriculture to manufacturing and services.

Problems came to a head in 1974. The abrupt rise in oil prices created

unfavourable conditions abroad. This development, exacerbated by the impact

Introduction 7

4. As Alogoskoufis (1995, p. 154) put it, “During the dictatorship [i.e. 1967-74] some aspects of

the institutional regime were driven to unsustainable extremes. Demand was ..expanded excessively.”
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of political events in Greece and Cyprus, led to a sharp fall of Greece’s real

GDP, an acceleration of inflation and a serious deterioration of the balance of

payments. Economic growth recovered subsequently, though to levels well

below those experienced in the late 1960s and the early 1970s. From 1975 to

1979 real GDP grew at an annual rate of around 5 per cent, compared with

over 8.5 per cent during 1961-73.5

The pattern of resource use and income developments in the second half of

the 1970s created problems for subsequent years. The trend of total fixed invest-

ment was generally downward. Growth in housing investment, supported

by controls on the allocation of credit and on interest rates, was used to stim-

ulate the economy. Housing investment was favoured because it accounted

for a substantial share in GDP, had a high labour content and resulted in only

small import leakages; between 1975 and 1980, the share of housing construc-

tion in total investment rose by about 7.5 percentage points (see Table I-2).

Meanwhile, the share of machinery, equipment and other non-construction

investment —more likely to increase the economy’s efficiency and potential

output— fell substantially during this period (Table I-2). Public sector invest-

ment also evolved unfavourably. Public outlays shifted towards current expen-

diture away from investment. Accordingly, the share of public sector invest-

ment in total investment fell by about 5 percentage points, to about 7 per cent

in 1980. Public investment in infrastructure experienced a sustained fall. Thus,

despite the economic growth of the 1970s, in 1980 Greece still had a relati-

vely narrow industrial base (unchanged from its 1970 share of 30 per cent of

GDP). The agricultural sector, accounting for about 15 per cent of GDP in

both 1970 and 1980 (Table I-2), remained large and relatively inefficient.

The combination of weak and unbalanced growth was closely associated

with an upsurge in inflation. Strong cost-push forces adversely influenced

business investment through a profit squeeze and generated strong infla-

tionary pressures. Unit labour costs in manufacturing rose by an average rate

of 21 per cent per year during 1974-79, compared with an average of about

6 per cent in the 15 countries that at present comprise the European Union

(see Table I-1).6 Cost-push inflationary forces were reinforced by an accom-

modating monetary policy stance. Monetary policy was constrained by gov-

8 RALPH C.  BRYANT, NICHOLAS C.  GARGANAS AND GEORGE S.  TAVLAS

5. The fall of about 6.5 per cent in real GDP in 1974 was due in important part to political
turbulence in 1973-74, associated with the exceptional events of the Cyprus crisis, the subse-
quent collapse of the Greek military dictatorship, which had been in power since 1967, and the
return to civilian government. The year 1974, therefore, does not provide a reliable base from
which to measure subsequent increases in real GDP. To deal with this situation, the base used
in Table I-1 in calculating real growth is the average GDP in 1973, 1974 and 1975.

6. During the same period, unit labour costs rose by about 20 per cent in both Portugal and
Spain (Table I-1).
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ernment pressures for central bank financing of the fiscal deficits. The out-

come of these various forces was a rate of inflation rising from about 12 per

cent in 1977 to 19 per cent in 1979. Inflation distorted the movement in rel-

ative prices through which market information is normally transmitted, cre-

ating economy-wide uncertainty and leading to an inefficient allocation of

resources. Consequently, real growth was weakening even before the effects

of the 1979-80 oil price shock and the associated world recession began to

work through the Greek economy.

Mounting Macroeconomic Imbalances and Stagflationary
Trends: 1980-1985

The Greek economy stagnated in the early 1980s. After the second oil

price shock in 1979, the country isolated itself from the trend in most indus-

trial countries by pursuing accommodative macroeconomic policies. Except

for a two-year stabilisation programme implemented in October 1985 (see

below), macroeconomic policies were characterised by episodes of stop and

go associated with the political cycle. Reflecting the political cycle, the pub-

lic sector borrowing requirement relative to GDP in 1981 rose by 6.5 per-

centage points, to nearly 15 per cent, resulting in a sharp acceleration in domes-

tic credit expansion.7 Despite the accommodative macroeconomic policies,

however, real GDP fell in 1981, after having risen by less than 1 per cent in

1980. Meanwhile, inflation rose to around 25 per cent in both 1980 and 1981.

The adverse impact of higher oil prices and the emerging effects of the grow-

ing imbalances of the second half of the 1970s added to the overly accom-

modative macroeconomic policies of the early 1980s in generating the stag-

flationary developments.

The government elected in October 1981 added to the weaknesses inherited

from earlier years by continuing to pursue highly accommodative policies in

the three years to 1984. Consequently, the public sector borrowing require-

ment as a per cent of GDP was little changed during those years, remaining in

the range of 11 per cent to 15 per cent. General government consumption rose

significantly. Pension expenditures and the deficits of pension funds also rose,

pushed up by the generosity of the system coupled with inadequate funding.

10 RALPH C.  BRYANT, NICHOLAS C.  GARGANAS AND GEORGE S.  TAVLAS

7. Domestic credit expansion reached an annual rate of about 36 per cent in 1981, compared

with 25 per cent in 1980 (see Garganas and Tavlas, 2001). As Alogoskoufis and Christodoulakis

(1991, p. 268) point out, “the [1981] spending spree and the deferral of taxes did not help the

[ruling] conservative government, and the socialists won [the October 1981 national election]

in a virtual landslide.”
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The need to finance the large public sector deficits continued to put pressure

on the central bank for an accommodative stance of monetary policy. Mone-

tary and credit aggregates often reached growth rates in excess of 20 per cent,

while real interest rates were consistently at negative levels. To compensate

partially for the large financing needs of the public sector, the Bank of Greece

implemented a complex credit allocation system (including quantitative limits)

that restrained credit expansion to the private sector. Thus, the private sector

increasingly became crowded out of economic activity.

The competitiveness of the economy and the growth of potential output in

the first half of the 1980s were also undermined by long-standing structural

weaknesses such as a high concentration of industrial activity in declining tradi-

tional industries and the pervasiveness of rigidities and controls in labour mar-

kets, product markets and the financial system. In a study comparing total fac-

tor productivity in Greece, Portugal and Spain during the 1980s, the OECD

(1990/91) estimated that the annual average rise in total factor productivity in

Greece was slightly negative, while total factor productivity grew by average

rates of 1.3 per cent and 0.7 per cent in Spain and Portugal, respectively (see

Table I-3).8 Bosworth and Kollintzas (2001) estimated that the average annual

growth of productivity (total factor productivity adjusted for educational impro-

vements) during the 1980s was –1.1 per cent in Greece. The authors also esti-

mated that multi-factor productivity grew in Ireland, Portugal and Spain by

average rates of 3.1 per cent, 0.4 per cent and 1.3 per cent, respectively.

As we have noted, labour productivity growth in Greece during the first

half of the 1980s suffered from relatively weak overall investment. As reported

in Table I-3, the average annual growth of final investment was –2.2 per cent

during 1980-94. Several other factors also seem to have been important.

ñ The imposition of investment ratios on banks impeded an efficient

allocation of resources. Because a majority of banks were publicly control-

Introduction 11

SOURCE: OECD (1990/91).

Table I-3.  Potential Output Growth (Business Sector)
Annual percentage change (1980-90)

PortugalSpainGreece 

Actual output 1.5 2.8 3.0

Potential output 1.4 3.0 3.2

Capital stock 1.9 3.5 2.9

Labour force 0.9 1.0 0.9

Total factor productivity -0.1 1.3 0.7

8. As shown in Table I-1, the average growth of productivity in Greece was also slightly

negative for the entire period 1980-94.
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led, economic efficiency criteria were not always given priority in banks’

lending decisions and in measuring the performance of banks.

ñ According to a 1993 study undertaken at the OECD, “lack of trans-

parency of the bureaucracy, coupled with a lack of clear rules, exacerbated

uncertainty”, thereby contributing to low foreign direct investment (FDI) in

Greece during the 1980s (OECD, 1993, p. 19). The OECD study estimated

that foreign direct investment in Greece was less than $2 billion in the 1980s,

compared with $6.5 billion in Portugal, and $46 billion in Spain.9 Foreign

direct investment in an open economy can be a catalyst to growth and pro-

ductivity. The small amount of FDI in Greece helps explain the country’s

slower growth and a more sluggish diffusion of modern technology relative

to countries receiving higher flows of FDI.

ñ The underdeveloped state of Greece’s infrastructure raised the costs

of business transactions and hindered private investment, both domestic and

from abroad. In the telecommunications sector, for example, firms in many

districts had to wait for up to two years to be connected.10

ñ Public enterprises were heavily subsidised and not well managed. The

existence of such enterprises inhibited competition and an efficient alloca-

tion of resources.

ñ Regulations aimed at raising the purchasing power of workers and

protecting them from dismissal increased labour market rigidities. For exam-

ple an automatic wage indexation system (ATA), introduced in 1982 (a time

when wage moderation was the rule in most OECD countries), contributed

to a sharp increase in wages, which was mirrored in a decline of the share of

profits in value added (excluding agriculture).

The structural weaknesses just identified were unfortunate in their own

right. They became even more problematic after Greece acceded to the

European Communities (EC) in January 1981. Participation in the EC meant

that Greece had to compete on liberalised terms with other European econ-

omies that were more advanced and more efficient. The potential benefits from

accession to the EC were limited by the large domestic and external imbalances

which emerged in the 1970s and increased significantly during most of the

1980s. Between 1980 and 1990, the share of exports of goods and services in

Greece’s GDP declined from 23.6 per cent to 18.1 per cent (Figure I-2a). This

12 RALPH C.  BRYANT, NICHOLAS C.  GARGANAS AND GEORGE S.  TAVLAS

9. Data on FDI in the 1980s are not available for Greece. Thus, the OECD data are esti-
mates and likely underestimate FDI in Greece. Nevertheless, the OECD study provides a
rough basis of comparison of FDI for these countries. The OECD study did not include Ireland.
According to data from the IMF’s International Financial Statistics, foreign direct investment
in Ireland in the 1980s appears to have been of the same order of magnitude as in Greece but
then rose to high levels in the 1990s.

10. OECD (1993, p. 19).
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experience is broadly comparable with those of other economies that joined the

EC subsequent to its initial creation. For example, Ireland underwent an inter-

ruption in the growth of its share of exports of goods and services relative to

GDP after accesion to the EC, while Spain and Portugal experienced declining

shares in the years immediately following their accession (Figure I-2a).11

Exchange rate policy in the first half of the 1980s in Greece was not con-

sistent. It alternated between periods of informal pegging (to the US dollar,

or to a basket of currencies) and periods in which the drachma was allowed

to fall in value. A discrete devaluation of the drachma was implemented in

early 1983. If the real exchange rate is calculated in terms of relative unit

labour costs in manufacturing, the drachma declined in real terms in the

immediate aftermath of the 1983 devaluation, but subsequently rose in 1984.

By the first quarter of 1985, the real exchange rate was some 30 per cent

above its average level in 1980 (Figure I-2b).12 The emergence and persis-

tence of major domestic imbalances, coupled with a less favourable interna-

tional environment, led to a marked deterioration of the current account

deficit and a rapid build-up of external government debt (Figure I-1).

In light of the factors discussed above, Greece’s economy expanded less

rapidly than those of its trading partners in the first half of the 1980s. Slow

output growth was accompanied by high inflation. During 1980-84, average

real GDP growth was slightly negative, while the rate of inflation averaged

over 20 per cent a year. During the same period, real GDP growth for all 15

countries which at present comprise the European Union was about 2.5 per

cent per year and inflation was around 8 per cent per year.

Greece’s economic performance deteriorated further in 1985, reflecting a

further shift towards accommodative policies in the first half of the year ahead

of national elections. Compared with 1984, the public sector borrowing require-

ment in relation to GDP increased by almost 3 percentage points, to about 18

per cent. The lax fiscal stance was accompanied by a sharp expansion of

domestic credit and the money supply.13 The current account deficit widened

from an annual average of about 4 per cent of GDP in the second half of

the 1970s to 8 per cent of GDP in 1985. As a result, external indebtedness

increased rapidly. The ratio of external government debt to GDP rose from

about 4.5 per cent in the late 1970s to 18 per cent in 1985 (Figure I-1).

14 RALPH C.  BRYANT, NICHOLAS C.  GARGANAS AND GEORGE S.  TAVLAS

11. Ireland joined the European Communities in 1973, well before Greece. Spain and
Portugal joined in 1985, four years after Greece’s accession.

12. The data in Figure I-2b are from the IMF’s International Financial Statistics. These data
show a real appreciation of 30.2 per cent. The Bank of Greece’s real exchange rate index based
on relative unit labour costs shows a real appreciation of 35.4 per cent.

13. Broad money (M3) grew by about 27 per cent and domestic credit by about 26 per cent
in 1985. See Garganas and Tavlas (2001).
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The 1986-1987 Stabilisation Programme

The government formed after the June 1985 elections, confronted with

the rapid deterioration in Greece’s external accounts, faced the necessity of

shifting the focus of economic policies towards macroeconomic stabilisation.

The government placed immediate emphasis on redressing the balance of

payments and laying the ground for more fundamental adjustments of the

economy over the medium term. Accordingly, it introduced a stabilisation

package in October 1985.

The principal measures of the package included: a 15 per cent devalua-

tion of the drachma; a temporary advance deposit requirement on a wide

range of imports; a modification of the wage-price indexation mechanism to

reflect the projected (adjusted to exclude the impact of increases in import

prices) as opposed to the past rate of inflation; a reduction of 4 percentage

points in the public sector borrowing requirement relative to GDP in both

1986 and 1987; and a tightening of monetary policy through a reduction of

the growth of domestic credit and the gradual establishment of positive real

interest rates for all borrowers. These measures were viewed as first steps

towards a comprehensive adjustment effort to be maintained over a two-

year period (1986-1987). The goals of the programme were to restore a sus-

tainable balance of payments position and to reduce substantially the infla-

tion differential between Greece and its main trading partners.

The strategy in support of these objectives centred on a firm incomes pol-

icy, which aimed at a sustained reduction of labour costs per unit of output.

The incomes policy was accompanied by a significant tightening of fiscal and

monetary policies and by an exchange rate policy geared to the broad main-

tenance of the gains in competitiveness obtained from the October 1985

devaluation. The stabilisation package was supported by the European Com-

munities with an ECU 1.75 billion loan, phased in over two years.

The strict implementation of the 1985 programme of economic stabilisa-

tion over the two succeeding years was a landmark, though opposition to the

stabilisation package from the labour unions was strong. Although the new

policy measures had not been designed to tackle microeconomic structural

issues, they nevertheless aimed at improving the business climate by provid-

ing a stable macroeconomic environment for at least two years and creating

conditions for the resumption of faster growth.

The programme succeeded in reversing the rapid deterioration of the

macroeconomic imbalances. Incomes policy, firmly implemented, bore the

brunt of the adjustment effort. Real wages dropped sharply in 1986 and 1987

and business profitability rose for the first time in many years. The public

16 RALPH C.  BRYANT, NICHOLAS C.  GARGANAS AND GEORGE S.  TAVLAS
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sector borrowing requirement relative to GDP declined to about 13 per cent

in 1987 from about 18 per cent in 1985. This reduction fell short of the ini-

tial objective but was nevertheless significant. Monetary policy succeeded in

lowering the rate of growth of bank credit and in gradually establishing posi-

tive real interest rates on bank deposits and loans. The programme’s exter-

nal objectives were also broadly achieved. The current account deficit dec-

lined from 8 per cent of GDP in 1985 to some 2 per cent of GDP in 1987. It

was financed almost entirely by non-debt capital inflows in 1987, thus halt-

ing the accumulation of external debt (Figure I-1). The inflation rate was

brought down from around 20 per cent in September 1985 (just before the

stabilisation programme was adopted) to 16 per cent in December 1987. The

rate at the end of 1987 remained well above the programme’s ambitious tar-

get rate of 10 per cent. About 4 percentage points of the inflation rate in

1987, however, were attributable to the introduction of the value-added tax

(VAT); the underlying inflation rate can therefore be viewed as having fallen

to about 12 per cent by the end of 1987 (Georgakopoulos, 1991). Given the

restraints on domestic demand, real GDP rose by only 0.5 per cent in 1986

and fell by 2.3 per cent in 1987.

Re-Emergence of Large Internal and External Imbalances

In late 1987, following the completion of the two-year stabilisation pro-

gramme, the government announced that its policy orientation would shift from

“adjustment” towards “development”. As a consequence, in 1988 macroecon-

omic and incomes policies were significantly relaxed. The stabilisation and con-

solidation gains of the previous two years were partly lost. Domestic credit

expansion significantly overshot its target. Real wages rose by almost 5 per cent,

about double the rate of increase in productivity. The drachma appreciated in

real terms as exchange rate policy sought to dampen inflationary pressures.

Despite the relaxation of policies, some of the benefits of the earlier sta-

bilisation programme continued to be realised. The external environment

remained relatively favourable. Hence, economic performance in 1988 and

1989 continued to improve. Output grew strongly, real investment recovered

sharply, inflation continued to fall and, in 1988, the current account deficit

narrowed. An additional expansionary impulse came from the external side.

The international upturn, which had shown signs of slackening in 1986 and

in the first half of 1987, regained momentum thereafter. The annual rate of

growth of Greek export markets was about 8.5 per cent in 1988 and 1989,

about twice the rate recorded between 1979 and 1987.

Introduction 17
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Yet, the improved economic performance was short-lived. Despite a favour-

able international conjuncture in 1989 and 1990, confidence was eroded by a

prolonged period of electoral uncertainty associated with the formation of

weak coalition governments. Moreover, a further easing of macroeconomic

policies occurred.14 The revival of output growth lost momentum and the econ-

omy again was plagued by macroeconomic imbalances. Consumer price infla-

tion accelerated, reaching about 15 per cent at the end of 1989, despite a freeze

of administered prices. The public sector borrowing requirement exceeded 18

per cent of GDP in 1989 and the current account widened (Figure I-1). At the

same time, the general government debt climbed to about 70 per cent of GDP,

imposing a heavy future burden on the economy.

The new government formed after the April 1990 general election intro-

duced immediate measures to curb the fiscal deficit. Those measures, how-

ever, were not sufficient to improve economic performance in 1990: infla-

tion rose to about 20 per cent; the general government deficit was almost 19

per cent of GDP; the debt-to-GDP ratio rose to 80 per cent; and the deficit

in the current account of the balance of payments widened further, to 4.2 per

cent of GDP. Real GDP failed to increase in 1990.15

At the end of 1990 the government announced a medium-term adjustment

programme to cover the years 1991-93. The programme included optimistic

targets to be reached by 1993, notably reductions in the rate of inflation to 8

per cent and in the public sector borrowing requirement to 3 per cent of GDP.

In order to boost the supply responsiveness of the economy, market-oriented

structural reforms were implemented. The European Communities agreed to

provide a 3-year balance of payments loan of ECU 2.2 billion to support the

adjustment programme; the first tranche was disbursed in March 1991.

As events unfolded, there were large deviations from the adjustment pro-

gramme. Progress towards structural reform also was more modest than ini-

tially projected. Thus, the government did not request the second tranche of

the EC loan, which had been scheduled for disbursement in February 1992.

18 RALPH C.  BRYANT, NICHOLAS C.  GARGANAS AND GEORGE S.  TAVLAS

14. Following the general election in June 1989, no party obtained an absolute majority.

An interim Coalition Government was formed between the former main opposition party, New

Democracy, and the Alliance of the Left and Progress. November 5th was set as a date for new

elections. In those November elections, again no party obtained an absolute majority. Hence

the three major parties —New Democracy, Pasok and the Alliance of the Left and Progress—

formed an interim government which lasted until the middle of April 1990. A new general elec-

tion was held in April 1990 following the failure of Parliament to elect a new President of the

Republic. After that election, the New Democracy party formed a Government, which had a

two-seat majority in Parliament.

15. As noted, the short-lived recovery in real GDP in 1988 and 1989 was largely attributa-

ble to the lagged effects of the 1986-87 stabilisation programme.
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The electoral cycle again led to a relaxation of macroeconomic policies in

1993. Earlier progress was partly offset and substantial fiscal slippage occurred.

When the new government came into office in October 1993, it announced

that the modest fiscal consolidation process, begun in 1991, would be resumed.

The outcome of the budget, however, proved to be otherwise. The overshoot-

ing of the budgetary target that ensued, moreover, took place in a notably weak

economy. The European recession of the early 1990s had a serious impact on

Greece. In addition, the domestic fiscal imbalances contributed to high real

interest rates, which, in turn, discouraged private spending.

During the period 1990-93 as a whole, Greece again experienced weak econ-

omic activity, with real GDP growing by an average rate of only about 0.5 per

cent annually. The derailment of the public finances, high real interest rates

and poor economic growth were associated with a rise in the debt ratio for

the general government from 80 per cent of nominal GDP in 1990 to 110 per

cent of GDP in 1993. Considerable progress was made in bringing inflation

down from about 20 per cent in 1990 to around 12 per cent (annual rate) in

December 1993. Yet, the fall of inflation relied substantially on incomes pol-

icy and occurred against the backdrop of weakness in economic activity. Inf-

lation expectations remained high, in part because of the large continuing fis-

cal imbalances. On the external side, the current account deficit narrowed to

less than 1 per cent of GDP in 1993; a primary cause of this development,

however, was weak domestic demand.

In 1992, the Maastricht Treaty was signed. It came into effect on 1 Novem-

ber 1993 and stipulated convergence criteria that needed to be fulfilled before

a country could join the euro area.16 Yet, at the beginning of Stage II of Econ-

omic and Monetary Union (EMU) in January 1994, Greece found itself in seri-

ous divergence from the other member countries of the European Union, par-

ticularly with regard to public finances and inflation. It became increasingly

clear that Greece would not be in a position to participate fully in the next

phase of EMU unless a high degree of sustainable convergence was achieved

on the Maastricht criteria.

In those circumstances, the Greek authorities drew up a new convergence

programme in June 1994, covering the period 1994-99.17 The goal of the pro-

gramme was to scale back the general government deficit to 1 per cent of

Introduction 19

16. These criteria are discussed in Garganas and Tavlas (2001) and Manessiotis and Rei-

schauer (2001).

17. In early 1993, Greece had presented to the EU a convergence programme for the period

1993-98. That programme had been discussed by the ECOFIN Council on 15 March 1993.
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GDP by 1999, with the ratio of government debt to GDP stabilising in 1996

and declining from then on. The programme was also crucially dependent

on bringing inflation down sharply, to 3.3 per cent in 1999. The govern-

ment’s strategy likewise relied on a policy of wage moderation. The stance

of monetary policy was expected to contribute to disinflation. The target

range for M3 growth in 1995 was set at a lower level (7-9 per cent, compared

with 8-11 per cent in 1994) and was judged to be consistent with a projected

slow effective depreciation of the drachma.

Progress Towards Convergence and Fulfilment of the
Conditions for the Adoption of the Single European Currency

Greece’s economic performance, as indicated above, improved markedly

beginning in the mid-1990s. Real and nominal convergence progressed dur-

ing the second stage of EMU. Economic policies were primarily oriented

towards fully satisfying all the convergence criteria set by the Maastricht

Treaty for the adoption of the single currency. On the whole, fiscal and

monetary policies were implemented consistently and the targets of the suc-

cessive convergence programmes were broadly met.

Disinflation was achieved under conditions of accelerating economic growth

and rising real incomes. Monetary policy was kept tight and, as noted above,

focused on a specific exchange rate target, a policy that became known as

the hard-drachma policy. Budgetary policy was also restrictive; the general

government deficit was brought down to 1 per cent of GDP in 2000, from

about 13.5 per cent of GDP in 1993.

In March 1998, the mix of macroeconomic policies was further redefined.

Entry of the drachma into the European Exchange Rate Mechanism (ERM)

was accompanied by a simultaneous exchange rate adjustment, which corre-

sponded to a 12.3 per cent devaluation of the drachma against the ECU. The

government introduced a package of measures to support the new exchange

rate, including budgetary measures and the acceleration of structural reform.

At the same time, incomes policy became an even more important compo-

nent of the anti-inflation strategy, leading to substantial moderation in both

wage and price increases.

As reported in Table I-1, from 1995 to 2000 the magnitude of Greece’s con-

vergence towards EU averages was striking. After growing by an average

annual rate of only 0.8 per cent during 1980-94, real GDP growth averaged 3.2

per cent per year during 1995-2000, a rate above the EU average. Long-term

interest rates and inflation converged to EU levels (Garganas and Tavlas, 2001).
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Whereas Greece’s annual productivity growth had been slightly negative dur-

ing 1980-94, productivity rose by an annual average rate of 2.6 per cent during

1995-2000, also well above the EU average. The annual growth rate of fixed

investment was –2.2 per cent during 1980-94; during 1995-2000 fixed invest-

ment rose by an average annual rate of 7.3 per cent, almost double the EU

average. The average annual increase of unit labour costs in Greek manufac-

turing exceeded 17 per cent during 1980-94, compared with an average rise of

about 3 per cent in the EU; the average annual increase in Greece’s unit

labour costs decelerated to 4.6 per cent during 1995-2000 and is expected to

slow down to 1.3 per cent in 2001.18

In addition to the post-1994 adjustment of macroeconomic policies, a

number of structural reform measures were introduced, intended to enhance

efficiency and boost potential output. Financial markets experienced signifi-

cant restructuring. In the banking sector, for example, privatisation facilitat-

ed consolidation; with increased competition, interest rate spreads nar-

rowed. Participation of Greece in the euro area was expected to give these

financial reforms a further impetus.

Reforms in the labour market were designed with the objectives of

encouraging net new hires, removing disincentives for part-time employ-

ment, facilitating more flexible working hours, providing opportunity for addi-

tional wage flexibility (through “opt-outs” from sectoral wage accords in high

unemployment areas) and legalising private employment services. A new

law was enacted in late 2001 to reorganise the Manpower Employment

Organisation (OAED) with the aim of increasing its efficiency and also to

allow the legal operation of temporary employment agencies.

New and more flexible regulatory regimes were instituted for the telecom-

munications and energy sectors, sparked by the liberalisation of these sectors

at the start of 2001 in accordance with European Communities law. The impor-

tant reforms included the establishment of independent regulatory authorities.

The role of the Competition Committee, which oversees competition in the

goods and services markets, was enhanced by legislation passed in August 2000,

giving the Committee increased administrative and financial autonomy.

The structural reforms and the macroeconomic convergence program-

mes implemented in the second half of the 1990s appear to have contributed

to a change in the structure of investment. Whereas the share of non-resi-

dential business investment in total investment fell from about 56 per cent

in 1970 to 51 per cent in 1990 (Table I-2), the share subsequently rebounded,

reaching 60 per cent in 2000 (Table I-2).
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Further Reforms and Challenges for the Future

Notwithstanding the substantial progress in economic performance

achieved after the mid-1990s, Greece will continue to face important econ-

omic challenges. Most notably, Greece’s participation in the euro area will

have far-reaching implications for the evolution of the Greek economy. In a

variety of significant ways, the Greek economy will become more extensively

and deeply integrated into the wider economy of the single European cur-

rency area. That integration will, in turn, pose further challenges for Greece’s

economy and will require appropriate policy responses.

For successful participation in the euro area, it will be vital for Greece to

maintain balanced and prudent macroeconomic policies. Additional struc-

tural reforms will also be essential so that the Greek economy can attain full

real convergence with the other euro area economies. In this overview, we

identify some key aspects of these future challenges facing the Greek econ-

omy. Subsequent chapters in the volume provide a more detailed discussion.

External balance and competitiveness. Economic growth and prosperity

in Greece require, as a minimum condition, a sustainable evolution of Greece’s

external transactions with other euro area Member States and with non-euro-

area countries. Greece must thus nurture its existing comparative advantage

relative to the comparative advantages of other countries and seek new ways

to strengthen its external competitiveness.

The behaviour of the external imbalances of the Greek economy during

the latter years of the 1990s could be a reason for some concern. The cur-

rent account deficit widened sharply during the acceleration of output growth

in the second half of the 1990s and in 2000. The deficit (including capital

transfers) increased from about 3 per cent of GDP in 1998 to 6.8 per cent of

GDP in 2000 (preliminary data), reflecting the growth differential between

Greece and its EU trading partners; that deficit ratio was the second high-

est level among euro area countries. The deficit ratio, however, is expected

to fall to between 5 and 6 per cent in 2001.

In addition to the growth differential, a substantial part of the recent

increase in the current account deficit is due to a combination of factors that

were temporary. Following the sharp increase in world oil prices, Greece’s

import payments for oil were unusually high in 2000. Also, the growth of

passenger car imports was exceptional, spurred by tax cuts and a faster

growth of consumer credit. According to Bank of Greece estimates adjust-

ing for the effects of higher oil prices and the exceptional rise in passenger

car imports, the current-account-deficit-to-GDP ratio was about 5 per cent

in 2000, compared to the unadjusted figure of 6.9 per cent. Current account
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deficits of moderate size, moreover, may not be cause for concern. Greece

has traditionally been a net importer of capital and hence has registered

deficits on its current account. Some investments in Greece have yielded

higher rates of return than those in other European countries, stimulating

capital imports. When rates of return earned on investments in Greece

financed by foreign capital are reliably higher than the interest costs paid on

the foreign borrowing, current account deficits associated with those foreign

borrowings are beneficial. Another mitigating factor is that Greece has his-

torically received significant remittances from Greeks living abroad; other

things being equal, such remittances (with respect to the trade deficit) per-

mit a deficit in goods trade larger than would otherwise be sustainable.

Even so, a part of the widening current account deficit at the end of the

1990s might have reflected underlying structural weaknesses and, to some

extent, weaknesses in external competitiveness. Achievement of a sustainable

current account is, therefore, likely to be a major preoccupation for Greece’s

policy authorities in the first years of the 21st century. Adoption of the single

European currency is expected to bring a wide variety of shorter-run and

longer-run benefits to Greece (Garganas, 1998). Participation in the European

monetary union also means, however, that Greece no longer has any policy

option for nominal exchange rate adjustment. Within the euro area itself, the

possibility of exchange rate adjustment no longer exists because of monetary

union. The exchange rate of the euro vis-à-vis non-European currencies will

inevitably be dominated by European-wide and rest-of-the-world considera-

tions. Movements in the exchange rate of the euro against the US dollar, the

yen and the currencies of developing countries, for example, will not be notice-

ably and predictably influenced by Greece’s external-sector competitiveness.

Thus, the adjustment mechanism of changes in exchange rates —permitting cur-

rency depreciation as a way of improving external competitiveness (especially

in the short run)— will be completely absent for Greece in its euro area future.

Without an exchange rate adjustment mechanism under European mon-

etary union, Greece will have to rely entirely on other types of policies to pro-

mote external adjustment and to strengthen competitiveness. Sound budget

and debt policies and effective structural reforms will thus become even more

important than they were in the past.

The strength in Greece’s comparative advantage has traditionally been in

services, especially tourism and shipping. Greece has also been an exporter of

traditional manufactured products. One possible vision of the evolution of

Greece’s comparative advantage, therefore, would be to encourage strength-

ening of the services sectors of the economy and their exports to the rest of the

world. With such an outcome, Greece might move relatively smoothly from a
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primarily agricultural to a service-dominated economy without the need for an

intensive development of the industrial sector (as occurred in other European

economies). In any case, all visions of the future evolution of the economy

require robust, efficient growth in Greece’s exports (services, goods, or both).

Shipping and, more broadly, transportation services seem likely to continue

as components of Greece’s future comparative advantage. Tourism may be

even more promising. Greece’s Mediterranean location and climate already

substantially favour tourism and related services. The combination of marvel-

lous geography and resonant history might be exploited still more intensively in

the future. As discussed below, under the appropriate economic conditions, the

new economy could also be a part of the country’s comparative advantage.

Another favourable dimension of Greece’s geography is its proximity to the

Balkans, southern parts of Eastern Europe, and the Middle East. During the

later years of the 1990s and in 2000 and 2001, substantial amounts of outward

Greek foreign direct investment flowed into those areas, for example in finan-

cial service industries. The evolution of Greece as a regional financial centre

and a regional source of financial intermediation and entrepreneurship might

thus be another, complementary component of Greece’s future comparative

advantage. Ireland in the 1990s benefited strongly from being chosen as a

location from which American and other non-European firms could establish

an EU base for operations in northern and western Europe. The pool of Greeks

who have lived in the former Soviet Union and the Middle East and who

speak the native languages of those regions provides a good starting point. As

countries in eastern and southern Europe develop further and as they seek to

become Member States of the European Union, Greece might conceivably

enjoy an upward surge in inward foreign direct investment, enabling it to play

an analogous role as an EU base of operations for non-EU firms seeking to

expand their activities in eastern and southern Europe.

As discussed above, Greece for many years was not widely regarded as a

highly attractive location for foreign direct investment. When inflows of for-

eign direct investment to Greece are compared with inflows into Ireland,

Spain and Portugal (both prior to and following accession to the European

Communities), Greece stands out both for the smallness of its inflows and

the lack of an upsurge after accession. The vision of Greece as a future regi-

onal entrepot could presumably become a reality only if structural reforms

in labour-market, tax, pension-system and product-market policies (see below)

could significantly improve perceptions by foreign firms that Greece offers

a favourable climate for inward investment.

Economists continue to debate the complex relationships between

increasing openness of economies and their ability to grow vigorously. A cau-
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tious inference from the existing literature is that Greece cannot be confident

—merely by joining the European monetary union— of boosting its sustain-

able real growth rate to higher levels. A consensus exists that open economies

should reduce inefficient and distorting barriers that inhibit cross-border

transactions. It is not clear, however, that open economies should pin their

hopes for robust future growth predominantly on exports of goods and ser-

vices rather than on domestic sources of growth. A middle-of-the-road judge-

ment suggests that Greece should respond to the economic challenges ahead

by trying to nurture both the external and the domestic sources of growth.19

High-quality education and communication facilities, widely available to

the entire society, are critical requirements for supporting both the external

and the domestic dimensions of future economic growth. Such facilities are

essential inputs to any modern economy and crucial inputs for the develop-

ment of the new economy. They will be especially important for Greece to

the degree that its external competitiveness depends on exports of services.

Cessation of EU Structural Funds transfers. Following Greece’s 1981

entry into the European Communities, the economy benefited from sizeable

amounts of inward net transfers from EU institutions. Transfers in the 1980s

came under the European common agricultural policy (CAP) and were pri-

marily for the support of agricultural incomes and rural areas. After 1988,

transfers in support of infrastructure investment and other non-CAP transfers

also became quite significant. The total of net transfers from the European

Union rose to levels well above 4 per cent of GDP in the early 1990s; even at

the end of the 1990s such transfers were well above 3 per cent of GDP.

The likely termination of large transfers from the European Union is a fur-

ther important reason to be concerned about the sustainability of Greece’s

future external balance. The current Community Support Framework will end

in 2006. If another support programme is implemented, Greece’s share is sure

to be smaller than the current support programme because of EU enlargement.

As inward transfers of structural funds from the EU diminish (and possi-

bly even cease), other macroeconomic variables —in Greece’s balance of

payments, and in the domestic economy— will need to adjust to offset the

change in the flow of transfers. As already discussed, none of the adjust-

ments in the future can take the form of changes in exchange rates within

European monetary union.20 As the Greek authorities formulate policies for

the future, it will become even more essential to make efficient use of the
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inward transfers while they last and to implement prudent measures to ease

the transition towards their cessation.

Reform of the pension system. Achieving an improved external compet-

itiveness is one of the most important challenges facing the Greek economy.

But other structural problems need policy attention and reform. Reform of

the complex and fragmented pension system is one of the top priorities.

Pensions equalled some 12 per cent of Greek GDP at the end of the 1990s.

Because Greece’s population will be ageing rapidly over the first decades of

the 21st century, the fraction of GDP going to pensions will rise sharply, per-

haps reaching more than 20 per cent of GDP. Though the Greek pension sys-

tem has successful aspects, it is widely agreed that serious difficulties lie ahead.

In addition to the adverse demographic trends with which the system will be

increasingly confronted, it is saddled by relatively low retirement ages and

unsustainably high benefits compared to contributions.

Reform of the pension system appeared to stall in the latter half of the

1990s. Recently, however, a consensus has emerged among the social partners

on the need for reform. Such a consensus is crucial, given that the prospective

further ageing of the population will interact with inefficiencies in the existing

system to produce major pressures on the system itself and more broadly on

the government’s budget. The adverse trends will become more severe after

2005, but this fact should lead analysts and the authorities to seize the oppor-

tunity for reform in the period prior to 2005. Without structural reform in the

near term, a substantial hike in the tax burden to cover future pension expen-

ditures will become virtually inevitable over the longer run.

Most other developed nations are struggling with demographic pressures

and growing burdens on their pension systems and government budgets. The

problems in Greece, however, appear to be especially acute. As Greece plans

and implements its reforms, it will have the advantage of being able to draw on

the experiences and best practices in other countries. Yet, Greece should not

wait to adopt needed reforms until other European countries have shown the

way. Greece should be, if anything, a leader rather than a follower in this area.

Labour market and tax reforms. As noted above, the unemployment

rate has been high in Greece; at the end of the 1990s it was higher than in

any European Union country except Spain. The high levels of joblessness

and relatively slow growth rates of labour productivity have been caused, at

least in part, by structural weaknesses and rigidities in the labour market.

One sign of these weaknesses and rigidities is that a very large proportion of

the labour force remains in small-scale farming and modest-sized family

businesses. The share of Greek workers who are self-employed, for example,

is the highest in the OECD area.
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The legal and regulatory environment in Greece relative to that in the

richest industrialised countries appears to be less congenial to formal

employment in medium-sized and large firms. For example, sole proprietor-

ships and small family firms are not required to observe (or find it easier not

to observe) legal restrictions on conditions of employment. Numerous small

firms and family businesses also appear to evade contribution requirements

for social insurance (for unemployment, health and retirement pensions).

Larger firms thus are at a competitive disadvantage relative to small firms

and family businesses in creating employment.

Structural rigidities in the labour market are linked closely with tax-sys-

tem weaknesses. Compliance with tax laws is noticeably poorer for small and

family businesses. Taxation of the self-employed appears to be ineffective

relative to the situation in other EU countries. Revenue from personal income

tax is also low compared with levels of other countries.

Recent government actions in, and proposals for, the labour market have

gone some way towards improving performance. Some efforts have been made

to achieve better compliance with tax laws. Even so, stronger tax and labour-

market reforms are required. Broadly, policies are needed either to reduce

the private costs of creating employment in large, modern-sector firms or to

increase the incentives for sole proprietorships and family firms to pay their

mandated tax and social insurance contributions. Policies to improve education

and job training, facilitating better matching of jobs and skills, would also be

desirable. A variety of options exist for tax reform, especially for broadening tax

bases and even for lowering tax rates. Choosing among the options for tax and

labour market reforms will, of course, be politically difficult. If the Greek gov-

ernment and Greek citizens wish to encourage efficient and robust growth in

the economy and reduce unemployment, such structural reforms are essential.

Structural reforms and improved regulations in product markets.

Similar comments apply to product markets. In the second half of the 1990s

Greece succeeded in introducing some structural reforms. The reforms pro-

ceeded farthest (partly because they were the easiest to implement) in areas

such as telecommunications and air travel. Looking ahead to full participa-

tion in the European monetary union, moreover, the government consid-

ered further proposals for reform.

At the time this book is published, efforts to achieve structural reforms and

improved regulations in product markets appear to have strengthened. Sub-

stantial scope for further progress, however, remains in virtually all sectors of

the economy. Recent efforts to privatise key publicly-owned companies, for

example, need to continue. Further progress on privatisation is desirable for

the efficiency gains it brings to the economy. Privatisation also has beneficial
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effects on the government’s budget; it reduces the costs of subsidising loss-

making public enterprises and its proceeds can be used to retire government

debt (which in turn reduces interest payments on the debt. Government trans-

fers to public sector enterprises are equal to over 1.5 per cent of GDP).

Further enhancements would be desirable in the regulations and supervi-

sory procedures for ensuring transparency and integrity in accounting prac-

tices and for promoting strengthened corporate governance. More progress

is needed in reducing the barriers to establishment of new firms. A recent

study by EOS Gallup Europe21 found that Greece is below the EU average

in providing a regulatory environment conducive to business activity. According

to the study, 42 per cent of the Greek firms surveyed considered the regula-

tory environment not to be fully adapted to current market realities. Greek

firms estimated that they could reduce compliance costs by 15 per cent with

better-quality legislation. Greece had the most onerous regime in the EU for

starting a small or medium-sized enterprise. Finally, the study found that

Greece was considered one of the four most difficult EU members to trade

with. A recent EU survey (2001, page 5), however, found that Greece has

started making “impressive progress” in implementing EU legislation regard-

ing the Single Market, after being a laggard for quite some time.

The government has cut back by about one fourth the number of required

certificates for new businesses and streamlined approval processes through

the introduction of “one-stop shops”, but further efficiency gains could be

achieved through the opening up of sectors where competition may be hin-

dered by unnecessarily restrictive entry regulations, including some profes-

sions and some transportation sectors. Another suggestion that has been

made is that the Competition Committee should be further strengthened so

as to play a more assertive role in championing competitive conditions in

Greek product markets.

Greece, no less than other European countries, would like to nurture a

robust development of information and communications technologies (ICT),

the key components of what is frequently called the “new economy.” But fur-

ther structural reforms in product and labour markets are likely to be nec-

essary conditions for ICT and the new economy to prosper in Greece. In

this connection, a study by the European Central Bank (ECB) in 2001

found that, while there is evidence of an increased contribution of ICT to

euro area economic growth both in terms of investment and production in

the second half of the 1990s, there is —as yet— little evidence of positive
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spillover effects from the use of ICT to overall productivity growth. The

ECB study supports the view that structural reforms in euro area econ-

omies are crucial in order to reap the full benefits of the new technological

possibilities.

Macroeconomic policies. External competitiveness and structural reforms,

the challenges emphasised so far, will in themselves prove challenging. Making

progress on those fronts would be still more daunting —and, unfortunately,

less likely— in the absence of a continuation of sound macroeconomic poli-

cies for the government’s budget and debt.

Prudent macroeconomic policies will be even more essential in the future

than in the past. Because monetary conditions in the Greek economy will be

determined by a European-wide monetary policy and cannot be differen-

tially shaped to meet Greece’s particular needs and problems, it will no

longer be possible for stringency in a Greek monetary policy to offset laxness

in fiscal policy. Moreover, fiscal policy will be disciplined by the EU’s Stabi-

lity and Growth Pact, which requires that budget balances be in surplus or

close to balance over the medium term (Economic Commission, 1999).

As discussed above, during the second half of the 1990s Greece made excep-

tional progress in its efforts at fiscal consolidation. The fiscal consolidation

achieved, however, was based largely on tax revenues, including measures which

widened the tax base, and on the associated reductions in interest payments on

government debt. Primary government spending continued to creep upward.

For the future, a successful and sustainable fiscal consolidation will need

to rely primarily on spending cuts and further progress against tax evasion

rather than increases in taxes. The experiences of other countries attempt-

ing to consolidate the fiscal situation after a period of excessive weakness —

as well as an analysis of the Greek budget itself— suggest strongly that a last-

ing fiscal adjustment can be obtained only through substantial cuts in pri-

mary government spending. Reductions in interest payments on government

debt are helpful but should not be relied on to attain consolidation goals.

If it should prove necessary in future years to restrain the government’s

budget through tax increases rather than spending cuts, it would be prefer-

able from the perspective of fostering robust growth to increase indirect

rather than direct taxes. Direct taxes typically have more adverse longer-run

effects on investment and growth than indirect taxes.

When growth in primary government spending needs to be held back,

government wages and especially transfers are likely to have to bear a major

portion of the restraint. Political pressures invariably make such restraint

difficult. Without it, however, the chances of maintaining a prudent evolu-

tion of the budget are small.
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Greek budget expenditures for defence are large. In 1998, for example,

Greece allocated 4.8 per cent of its GDP to defence, a proportion very much

higher than the EU average. This atypically high figure is, of course, largely

attributable to tensions with neighbouring states, especially Turkey. (Turkey,

likewise, spends a very high proportion of its GDP on defence — of the order

of 3.6 per cent in 1998.) In contrast to most other countries, Greece did not

experience a “peace dividend” in the 1990s. On the contrary, the conflicts in

the Balkans and the eastern Mediterranean area necessitated increased vigi-

lance and, therefore, larger defence expenditures. It would be highly benefi-

cial for the government’s budget and for growth in the Greek economy if the

large burden of defence expenditures could somehow be eased. Self-evi-

dently, reductions in defence expenditures in relation to the economy will

depend on achieving more peaceful relations with neighbouring states. The

subject of Greece’s security and diplomatic relations is outside the scope of

this book. Yet, as economists, we would be remiss if we failed to observe that

a successful easing of tensions in the Balkans and the eastern Mediterranean

area could free large amounts of resources in Greece and the neighbouring

states for economically productive purposes.

Prudential supervision and regulation of financial institutions. A final

challenge for the future deserves identification. In the new environment of

Greek participation in the European monetary union, the Bank of Greece

itself is experiencing major changes in its responsibilities. It is an integral

participant in the decision-making of the European Central Bank with regard

to euro area general monetary policy.

As one looks ahead, the prudential oversight of Greece’s financial system,

in particular the supervision and regulation of banks and other financial

intermediaries, will become a relatively more dominant part of the Bank of

Greece’s responsibilities. Additionally, the provision of banking and finan-

cial services through the Internet, as well as the oversight of payment sys-

tems and e-money credit institutions, will bring new challenges for the super-

visory authorities. A strengthening of prudential supervision in all European

countries seems necessary for financial stability in a European financial envi-

ronment that is becoming ever more strongly competitive. The Bank of Greece

moved in 1992 to tighten Greek supervisory arrangements as Law 2076/1992

was adopted to enact the provisions of the European Union’s Second Banking

Directive. Other measures were taken later in the 1990s, such as a series of

measures to improve the quality of banks’ credit portfolios, as well as changes

in the credit culture, the legal framework, disclosure requirements and the

power of the supervisory authorities (Bank of Greece) to implement the

measures.
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The challenge facing the Bank of Greece and indirectly all Greek financial

institutions is to continue to improve prudential supervision in the Europe-wide

context of increased financial liberalisation and financial integration. Credit

risk, market risk, systems of risk management and internal control, accounting

standards, evaluation of capital adequacy, especially the challenges set by the

new Basle Accord, and the role of foreign financial institutions in the restruc-

turing of the Greek financial system are challenges which the Bank of Greece

should address, so that the relevant benefits are fully realised.

The Papers in This Volume

The eleven papers that follow this introduction, together with comments

of discussants, examine in greater detail the developments and issues identi-

fied above. Parts of their analyses are backward looking, evaluating Greece’s

experience with economic adjustment and reform and its efforts to achieve

convergence within the euro area. Other parts look forward to the key chal-

lenges facing the Greek economy in the years ahead.

Disinflation commenced in most industrial countries in the early 1980s

following the two oil price shocks of the 1970s. As discussed above, however,

inflation in Greece persisted at high levels through the early 1990s, before

falling sharply thereafter. In the first paper, Nicholas C. Garganas and George

S. Tavlas focus closely on Greece’s inflation performance. Michael Artis pro-

vides comments on their paper.

Garganas and Tavlas investigate the principal causes of Greek inflation,

its effects on economic activity, and the policies needed to achieve low infla-

tion. Based on inflation experiences, the authors separate the period 1975-

2000 into two sub-periods of different monetary regimes and a transition

period between them. The first regime encompasses the period 1975-90, when

annual inflation persisted in the vicinity of 20 per cent. During this period,

monetary targets were frequently exceeded because of the need to finance

large fiscal deficits, the difficulty of controlling monetary aggregates in a reg-

ulated financial system (which often featured negative real interest rates),

and money-demand instability. A wage indexation system served as a prop-

agation mechanism through which an initial inflationary impulse could affect

wage outcomes, helping to lock in higher rates of price increases.

Statistical tests performed by Garganas and Tavlas confirm that a significant

break in the inflation data occurred in the first half of the 1990s, as disinflation

began. Accordingly, the authors characterise the years 1991-94 as a transition

period. Inflation came down to around 11 per cent, as incomes policy was tight-

Introduction 31

INTRODUCTION 2-10-09 12:22 ™ÂÏ›‰·31



ened. Still, large fiscal deficits continued to undermine the effectiveness of

monetary policy, contributing to high real interest rates and sluggish growth,

while the inflation process displayed inertia at the end of the period.

According to Garganas and Tavlas, the second regime runs from 1995 to

the present. Inflation has decelerated sharply to the low single digits, while

economic growth has accelerated. Garganas and Tavlas credit this recent per-

formance to the critical role of increased policy credibility, which the authors

attribute to a change in policy regime, as the Bank of Greece adopted an

explicit exchange rate target in 1995 and the exchange rate was used as a nom-

inal anchor. Important factors reinforcing the credibility of exchange rate pol-

icy were: sustained and substantial fiscal adjustment, wage restraint, legisla-

tion providing independence to the Bank of Greece, and the entry of the

drachma into the European Exchange Rate Mechanism (ERM). Additionally,

the authors argue that monetary policy actions were more effective during the

second regime than during the first one, because monetary policy was con-

ducted in a deregulated financial system. The authors show how the Bank of

Greece, confronted with the challenge of large capital inflows, responded

with sterilisation measures, thereby limiting the appreciation of the nominal

exchange rate and curbing the monetary effects of the inflows.

Garganas and Tavlas also examine the factors underlying the drachma’s

orderly devaluation of March 1998. Among these factors were policy credi-

bility, including the Bank’s prior move to make low inflation its main objec-

tive, effective prudential supervision, which limited the exposure of banks to

foreign currency risk, the combined backward and forward nature of the

devaluation, which took account of both past and prospective inflation dif-

ferentials, and the wide ERM bands, which permitted the Bank to maintain

its tight policy stance in the period prior to euro area entry.

Large and growing fiscal deficits were, as stressed above, a main factor under-

lying the difficulty of controlling monetary growth during the period from the

mid-1970s through the early 1990s. The paper by Vassilios Manessiotis and

Robert D. Reischauer examines the factors contributing to the profligate fis-

cal stance. Discussion of the paper is provided by Vito Tanzi.

Manessiotis and Reischauer document that fiscal discipline began to

erode during 1975-80, as revenue growth fell short of the growth in general

government expenditures (characterised especially by expanding defence

spending, public sector wage increases and a general increase in public sec-

tor activities). Beginning in the second half of the 1970s and the early 1980s,

the fiscal deficits widened significantly, averaging 12 per cent of GDP bet-

ween 1981 and 1994. During this period, a pronounced political cycle emerged,

contributing to substantial increases in spending in a number of areas, includ-
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ing pensions, public sector wages, employment in the public sector, and

funds for ailing private and public enterprises. General government debt

grew from below 30 per cent of GDP to over 110 per cent of GDP and net

public sector interest payments grew from about 1 per cent of GDP to a peak

of about 14 per cent of GDP. The authors point out that, except for the two-

year stabilisation programme introduced in October 1985, there were no

explicit fiscal targets through the late 1980s.

Manessiotis and Reischauer note that some efforts were made in the early

1990s to control public sector spending and the fiscal deficits, but these efforts

were neither maintained nor successful because of the political cycle. Sustained

and significant fiscal consolidation began in earnest in 1994, however, as Greece

strove to satisfy the Maastricht fiscal criteria. The authors provide data show-

ing that fiscal adjustment was achieved mainly through revenue increases,

including a widening of the tax base and a more efficient tax collection system,

as well as a decline in interest payments relative to GDP (especially in the later

part of the period) because of reduced interest rates. Reductions in primary

government spending, however, did not contribute to the fiscal consolidation.

The authors argue that, although Greece successfully met the Maastricht cri-

teria and qualified for European monetary union, Greece’s high tax structure

compared to those of other euro area economies may impede its competitive-

ness inside the euro area. Effective control of future primary spending will

therefore be required in order to alter the composition and ensure the sustain-

ability of the fiscal adjustment. According to Manessiotis and Reischauer, such

control will better enable fiscal policy to tackle the major remaining problems

related to the social security system and the large public debt.

The paper by Barry Bosworth and Tryphon Kollintzas examines the past

growth performance of the Greek economy and the outlook for future growth

in light of the macroeconomic stabilisation achieved over the last half of the

1990s and in 2000, and Greece’s entry into the euro area. Comments are pro-

vided by John F. Helliwell and by George Tavlas and Nicholas Zonzilos.

Bosworth and Kollintzas characterise the growth performance of the

Greek economy as “very disappointing” over the period from 1973 to 1995.

They develop a set of growth accounts that attributes part of the disap-

pointing performance to a fall-off in capital formation. The most significant

factor, however, was a sharp deterioration in total factor productivity. The

authors attribute this deterioration in productivity growth partly to overly

accommodative macroeconomic policies. High rates of wage inflation led to

a squeeze of profit margins and a weakening of investment incentives. The

authors also believe that the Greek economy underperformed in other dimen-

sions, for example because of a lack of competitiveness in its tradeable goods
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sectors and structural rigidities in its labour market. These factors, the

authors argue, imparted a reputation to Greece as a relatively unattractive

market for foreign capital. With regard to the trade sector, the authors argue

that Greece did not follow the approach of some other European Union

countries in using trade policy as an active part of its growth strategy.

Bosworth and Kollintzas point out that, over the last half of the 1990s,

Greece undertook a successful programme to restore fiscal and monetary

stability, allowing the country to qualify for admission to the European mon-

etary union and leading to a substantial acceleration of economic growth.

According to the authors, Greece’s recent growth rates appear to be sus-

tainable and consistent with current rates of capital accumulation.

Given that Greece has achieved macroeconomic stability, Bosworth and

Kollintzas believe that the next step for Greece is to attain an accelerated

path of growth to promote the catch-up of Greek per capita GDP with that

of the rest of the European Union, following perhaps the experience of

Ireland. In these authors’ view, however, Greece has yet to develop an effec-

tive strategy to achieve a further acceleration of growth. The authors argue

that the country does not possess a strong export sector, comparable to that

of Ireland, which could propel growth. They say that, without further struc-

tural reforms, Greece may continue to be an unattractive destination for for-

eign direct investment. They express concern that domestic rates of saving

will be insufficient to finance higher rates of capital investment. The authors

conclude that Greece needs to quicken the pace of reform of domestic econ-

omic institutions to promote innovation and entrepreneurship.

The wage-price mechanism has been a significant factor underlying infla-

tion in Greece. In their paper, Stephen G. Hall and Nicholas Zonzilos ana-

lyse the operation of this mechanism in the context of the transformation in

wage and price behaviour that has taken place over the past 25 years. Com-

ments on the paper are by Peter Pauly.

Hall and Zonzilos draw on recent developments in the identification of

cointegrated systems in small samples to build a data-coherent model of wage,

domestic price, exchange rate, and import price behaviour. Underlying this

system are three identified structural cointegrating relationships for wage

formation, price formation and import price/exchange rate determination.

The complete, identified system is estimated as a whole using full informa-

tion maximum likelihood techniques.

The authors’ results suggest that the recent sharp fall in inflation can be

attributed to three policy-related factors. First, wage restraint associated with

the two-year Stabilisation Programme introduced in October 1985 caused a

permanent slowdown in real wage increases relative to their previous trend
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rate of increase. Second, the 1990s saw a general increase in unemployment,

which caused a reduction in wage-inflation pressure. Finally, the “hard-drachma”

policy pursued from the mid-1990s meant that the exchange rate had a strong

stabilising effect on inflation.

The empirical results derived by Hall and Zonzilos suggest that the most

important of these effects was the reduction in real wages relative to their

trend value, occurring during the stabilisation programme and the struc-

tural reforms which took place at that time. The authors argue that the “hard-

drachma” policy appears to have modified wage behaviour so that it rein-

forced the disinflationary dynamics. Because that policy is of much more

recent vintage than the stabilisation programme, the full effects of the hard-

drachma policy are still working their way through the system. A key prop-

erty of the authors’ estimated system is that the unit root in inflation means

that effects can build up over a long period to become very powerful. Once

inflation has begun, therefore, it is difficult to stop. An implication of the

authors’ findings is that the success of the hard-drachma policy in bringing

down inflation rapidly is attributable to the credibility of that policy.

The monetary transmission mechanism consists of the various channels

through which monetary policy actions are transmitted into changes in real

GDP and inflation. Knowledge of the operation of the transmission allows

more informed judgements to be made about the timing and extent of changes

in the stance of monetary policy which might be needed to keep inflation in

check than are possible in the absence of this knowledge. The paper by

Sophocles N. Brissimis, Nicholas S. Magginas, George T. Simigiannis and

George S. Tavlas examines the operation of the monetary transmission mec-

hanism in Greece. Comments on the paper are provided by Frank Smets and

by Lawrence Klein.

The authors examine the main channels through which monetary policy

operates. Those channels include the cost-of-capital channel, the exchange-

rate channel, wealth effects of monetary policy and credit channels caused

by asymmetric information. The authors point out that, in a small, open econ-

omy, the identification of a monetary policy impulse that sets in motion the

transmission mechanism is not always clear-cut. In the case of Greece, large

capital inflows during the 1990s and their occasional, but sharp reversals

complicated the implementation and identification of monetary policy actions.

The authors provide some specific examples of the reactions of the Bank of

Greece to capital flows.

Brissimis, Magginas, Simigiannis and Tavlas use vector autoregressive

(VAR) methodology to identify monetary policy shocks as innovations in

the equation for the short-term interest rate, which is represented in their

Introduction 35

INTRODUCTION 2-10-09 12:22 ™ÂÏ›‰·35



model by the 3-month Treasury bill rate. The authors find that a shock to

the interest rate produces a significant, but short-lived, effect on real GDP.

An appreciation of the exchange rate causes the price level to fall; the

appreciation does not, however, have a significant effect on output. The

authors argue that this finding supports the notion that the use of the

exchange rate as a nominal anchor by the Bank of Greece was viewed as

credible in the markets so that an appreciation of the exchange rate reduced

prices, but not real growth. The authors also find that there is some evi-

dence of a wealth channel and a credit channel. When compared with the

results of other studies, the authors’ results suggest that monetary innova-

tions have a faster effect on real output and prices in the Greek economy

than in other European Union economies.

The next paper in the volume, by John Spraos, discusses the large trans-

fers that Greece has received from European Community institutions since

its accession to the European Economic Communities in the early 1980s. His

analysis focuses on how these inward transfers affected the drachma’s real

exchange rate. Apostolis Philippopoulos discusses the paper.

Spraos performs his analysis in four steps. The first step involves calcu-

lating the change in the real exchange rate over relevant periods of analyti-

cal interest. The index he chooses to measure this change is the CPI-deflated

real exchange rate. Because only two years of data were available following

the March 1998 devaluation of the drachma, the author uses two-year aver-

ages for both his starting and ending points. The author’s second step is to

adjust the measured change in the real exchange rate during the relevant

periods so that the end-of-period rate is consistent with the authorities’

intended fundamental equilibrium exchange rate. The third step consists of

making the initial and final observations compatible by adjusting for any

major accidental distortions which could affect the current account balance.

The fourth step involves identifying and accounting for the “other things”

which may not have stayed equal between the two end-points.

Spraos finds that the real effective exchange rate does not show a signif-

icant difference between the immediate pre-transfers period and the most

recent period, after ironing out incomparabilities by reference to a simple

fundamental equilibrium exchange rate. In the interim years, however, the

other things that did not stay equal are assessed as having pushed towards

real depreciation. That such a real depreciation did not occur is consistent

with the inward transfers from the European Union exerting an influence

towards real appreciation. Thus, Spraos concludes that Greece received a

double gain from the transfers: directly from the resources transferred and

indirectly from the appreciation of the real exchange rate. The author notes,
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however, that judgments about the longer-run value of the EU transfers for

the Greek economy will depend upon the way Greece adjusts to the chal-

lenge of the eventual winding down of these transfers.

As noted above, Greece has long experienced current account deficits,

indicating a shortfall of domestic saving relative to domestic investment.

Despite the current account deficits, the Greek authorities found it neces-

sary to devalue the drachma on only four occasions in the second half of the

20th century (in 1953, 1983, 1985 and 1998). Nicholas Tsaveas contributes a

paper to the volume that assesses the evolution of Greece’s balance of pay-

ments and competitive position since the mid-1970s.

Tsaveas shows that trade in services plays a very important role for

Greece’s external sector. The services sector comprises more than half of

Greece’s exports of goods and services, which is more than double the ratio

for most countries. Tourism receipts are the main component of Greece’s

services exports. The author finds that Greece has maintained competitive-

ness over the years as a tourist destination.

Tsaveas documents that, following Greece’s accession to the European

Communities in 1981, there was an upward trend in the share of Greece’s

exports directed to its EC (subsequently, European Union) trading partners.

Since 1994, however, this share has declined to pre-accession levels, while the

share of exports to the countries of Central and Eastern Europe has increased.

The author attributes this shift in export shares in part to differential trade lib-

eralisations. In the 15 years following accession to the EC, Greece became a

less open economy (in terms of the ratio of exports and imports of both goods

and services to GDP). As Tsaveas shows, however, the economy has become

more open in recent years. Regarding competitiveness, Tsaveas concludes

that the recent levels of current account deficits appear to be sustainable.

Nevertheless, he suggests, those levels are high enough to warrant policy

actions aimed at improvements in the supply side of the Greek economy.

The complex Greek pension system, incrementally enacted over the last

half-century, has succeeded in limiting social exclusion. This function of the

pension system will continue to be needed in the future. However, the chal-

lenges facing the system in the future —identified briefly above— appear

formidable. Efforts since 1992 to reform the pension system have been only

modestly successful despite the widespread knowledge that population age-

ing, projected to accelerate sharply after 2005, is certain to threaten the sus-

tainability of existing pension arrangements. Against this backdrop, the

paper by Axel Börsch-Supan and Platon Tinios describes the Greek pension

system, analyses its strengths and weaknesses and suggests a framework for

reform. Discussion of the paper is provided by E. Philip Davis.
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Börsch-Supan and Tinios argue that the Greek pension system is repre-

sentative of the “Mediterranean Welfare State.” They perceive the complex

of pension arrangements as extremely fragmented and characterised by

“islands of privilege in a sea of insufficient provision.” The longevity of the

existing arrangements in the face of obvious inefficiencies may be explained

if it is understood as an effective second-best response to real problems faced

by Greek society in the 1950s and 1960s.

The authors find that reform is urgently needed, not only for financial

viability considerations, but also for wider reasons, both social and econ-

omic. They also emphasise that the Greek pension system has a window of

opportunity for reform that lasts only until about 2005, at which point demo-

graphic trends will become much less favourable. Börsch-Supan and Tinios

present reform alternatives in detail, ranging from parametric reform of the

existing pay-as-you-go (PAYG) system to a partially funded, mixed system.

The authors do not believe that a fully funded pension system would be fea-

sible and advisable for Greece. However, Börsch-Supan and Tinios empha-

sise that a continuation of the current system is not a feasible policy either.

They argue that reforms moving towards a mixed system, by changing the

system’s architecture, can be made a win-win game for public policy. According

to the authors, because of the growth-enhancing effects of such a reform, it

is not, as is often claimed, a zero-sum game across generations.

The structure and institutions of the Greek labour market and their

impact on economic performance are the subject of the paper by Gary Burtless.

Plutarchos Sakellaris discusses the paper. After an introductory overview,

Burtless explains the system of social and legal protection defining employer

responsibilities towards workers in the formal sector and describes the sys-

tems of collective bargaining, employment protection and social insurance.

His empirical analysis provides data on trends in, and the structure of, the

Greek labour market, for example trends in the job-holding rates of differ-

ent classes of potential workers. Burtless compares Greek labour market

trends with corresponding trends elsewhere in southern Europe and in the

United States. He also analyses the reasons for the slow growth in output

per capita in Greece relative to the growth rates in other industrialised

countries.

Burtless notes that, when the Greek system of employment and social

protection was introduced, a large percentage of the Greek workforce was

employed in small-scale farming and in modest family businesses. He then

stresses that a striking feature of today’s labour market in Greece is that a

large fraction of workers continues to be employed in small-scale farming

and in modest family businesses. This feature sharply differentiates Greece
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from other European Union member countries. The author argues that an

important reason for this unusual structure of the Greek labour market is

that Greece maintains a legal and regulatory environment unfriendly to the

creation of wage and salary employment.

Government-enforced hurdles to the creation of wage and salary employ-

ment would not represent a problem, Burtless argues, if the alternatives to

this kind of employment relationship were equally efficient. But in many

industries this is apparently not the case. Burtless argues that sole propri-

etorships and family businesses are rarely able to take advantage of econ-

omies of scale in production. He cites a range of empirical evidence sug-

gesting that small firms pay lower wages and produce less output per hour

of labour input. The experience of the richest industrialised countries shows

that larger firm size is closely associated with increases in productivity. Big

firms have greater scope for worker specialisation, better access to capital

financing and more resources to invest in research, development and worker

training.

Burtless observes, as mentioned already above, that sole proprietorships

and family firms enjoy one big advantage over larger companies in Greece.

They do not need to observe the legal restrictions that regulate workers’

wages, hours, vacation and sickness compensation, separation allowances

and dismissals. Furthermore, they are more likely than large firms to evade

taxes and contribution requirements for social insurance. Burtless concludes

that, as long as the cost savings from these advantages remain important,

smaller Greek firms will continue to prosper even though they tend to be

less efficient producers than large firms.

Several papers in the volume emphasise that Greece’s entry into the

European monetary union heightens the need for structural reforms that

enhance productivity and raise Greek per capita GDP to the levels of Greece’s

partner countries. The paper by Paul Mylonas and George Papaconstantinou

contributes to this theme, focusing on reforms for product markets. Leonard

Waverman discusses the paper.

Mylonas and Papaconstantinou observe that, although it is difficult to

pinpoint empirically the policies that will improve productivity, it is generally

agreed that they include those that will make product markets function more

efficiently. The immediate benefits from product market reform are a more

efficient use of resources and a higher quality of products and services and

lower prices for the consumer. The authors report that Greece is near the

bottom of the list of OECD countries with respect to productivity in the

largest sectors. In Greece, these sectors are, for the most part, dominated by

public enterprises. The overall influence of such enterprises on productivity
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is large as they provide key inputs to the economy in such areas as telecom-

munications, energy and transport. Greek public enterprises have performed

poorly in terms of productivity and have consistently required financial

support, mainly because of high operating costs. The authors attribute this

situation to high labour costs and the fact that most public enterprises have

not updated their technologies or maintained their infrastructure and equip-

ment.

Mylonas and Papaconstantinou discuss the reform efforts currently being

attempted and note that they should benefit from the experience of coun-

tries that have already undertaken reforms. Most reforming countries, accord-

ing to the authors, have aimed at creating more competitive environments to

ensure the efficient operation of public enterprises. International experience

indicates that it is not easy to introduce a suitably contestable environment,

with easy entry and exit for potential competitors. In the case of Greece, its

relatively isolated geographical location, which acts to reduce potential com-

petition from imports, complicates the situation. Mistakes have been made

most frequently, argue the authors, in designing contestable markets in sec-

tors containing elements of natural monopoly (e.g. electricity, natural gas,

water, rail service and, to a lesser extent, telecommunications) where Greece

is facing institutional changes. The authors stress that the most common reg-

ulatory flaws have involved inadequate third-party access conditions to net-

works (especially access charges), failures to reduce the market power of

incumbents and failures to properly deal with such issues as public service

obligations and sunk costs. A difficult question to analyse is whether a sep-

aration of the non-competitive segment of the industry from the competitive

component will enhance the level of competition and the quality of regula-

tion. In the case of Greece, where liberalisation has, thus far, left the incum-

bents in the electricity, natural gas and telecommunications sectors as verti-

cally integrated firms, another option is the development of the role of inde-

pendent competition agencies with economy-wide competencies, as well as

sector regulators.

Mylonas and Papaconstantinou also assess measures necessary to pro-

mote competition and entrepreneurship in the rapidly growing private sec-

tor. The authors point out that, similar to the situations in markets domi-

nated by public enterprises, a level playing field is a necessary condition to

foster competition. In the case of Greece, weaknesses exist in the framework

conditions relating to entry and exit issues, such as licensing requirements

and insolvency, as well as financing issues and operation of the legal frame-

work. The authors believe that the government can and should help promote

a more dynamic private sector by eliminating obstacles to competition.
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The final paper in the volume, focusing on Greek banking and financial-

market issues, is by Barry Eichengreen and Heather D. Gibson. Their paper

is followed by a comment by W. Max Corden, giving some thoughts on

Greece joining the European monetary union.

Eichengreen and Gibson point out that Greek banking is being reshaped

by three powerful forces: catch-up (with trends in banking in the rest of the

European Union), competition and privatisation. As Greek per capita incomes

and economic development continue to converge with those in the rest of

the European Union, the level of banking services will also continue to con-

verge. Typically, a rapidly growing market creates favourable prospects for

profitability. Eichengreen and Gibson argue, however, that, in the case of

Greek banking, such prospects need not follow, because competition is inten-

sifying as the market grows. European integration will further intensify com-

petition. The authors note that the Single European Act and the First and

Second Banking Directives have made it easier for banks from other Euro-

pean Union countries to operate in Greece, resulting in new entrants and

increased competition in all segments of the market. Competition will also

come from the deregulated financial markets. With the growth of securities

exchanges and derivative financial instruments, corporate and other clients

will be able to choose among alternative sources of finance. Individuals, once

forced to park their savings in deposit accounts, will be able to choose among

a variety of financial instruments.

Eichengreen and Gibson assess the impact of these trends. They analyse the

determinants of bank profitability using a panel of data for Greek banks. The

authors’ analysis takes account of both bank-specific effects that control for

possible proprietary advantages and time-fixed effects that control for aggre-

gate factors such as the business cycle. Their results indicate that profitability is

a non-linear function of bank size. The implication is that smaller Greek banks

will reap scale and scope economies and raise profits if they grow larger. Some

of the larger banks, however, have already exhausted their scale economies and

will need to downsize in order to reduce per unit costs. While there is some evi-

dence that banks which engage in more progressive asset management prac-

tices, such as off-balance-sheet business, are more profitable, there is no indi-

cation that increasing loans enhances profitability. The authors find only a

weak relationship between market concentration and profitability.

Looking to the future, Eichengreen and Gibson argue that the most rev-

olutionary transformation will follow from the privatisation of Greece’s pub-

licly-owned banks. Publicly-owned banks face softer budget constraints than

their private counterparts because the management of the former is pro-

tected from hostile takeovers. Also, their loan portfolios, staffing and tech-
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nical efficiency differ from those of private banks. Thus Eichengreen and

Gibson argue that privatisation, together with the other trends they identify,

will alter the structure of Greek banking. The authors conclude that the

challenge for policy makers will be to ensure that this transformation in

financial structure is completed without jeopardising financial stability.
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1 Monetary Regimes and

Inflation Performance:

The Case of Greece

Nicholas C. Garganas and George S. Tavlas

A SALIENT feature of the Greek economy since the mid-

1970s has been the rise, persistence and, subsequent, sharp fall in inflation.

The past quarter century has witnessed three major inflation peaks, in 1979-

80, 1985-86, and again in 1990. In each instance, inflation rose to at least 20

per cent. As was the case for other industrial countries, the peak of 1979-80

was partly due to steep increases in primary commodity prices, particularly

that of oil, and the peak of 1990 was caused in part by a temporary rise in oil

prices. The peak of 1985-86, however, was, among industrial countries, pecu-

liar to Greece. Indeed, throughout the period encompassing the mid-1970s

through the mid-1990s, inflation in Greece was well above inflation in the

other industrial countries. While disinflation commenced in most industrial

countries in the early 1980s, inflation in Greece persisted at high levels

through the early 1990s (Figure 1-1a).

From Greece’s experience over the past twenty five years, what are the

principal lessons about inflation’s causes, its effects on economic activity,

and the policies needed to achieve low inflation? These are some of the

issues explored in this paper. In order to make the following presentation

more manageable, we separate the past twenty five years into two broad

monetary regimes and a transition period. The two regimes and the transi-

tion period each correspond to a particular inflation experience.

(1) The first regime covers the period 1975-90. Except for the beginning

of the period and a two-year stabilisation programme introduced at the end

of 1985, inflation persisted in the vicinity of 20 per cent. The ability of mon-
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etary policy to reduce inflation appeared to be limited, while the overall per-

formance of the economy was less than successful.

(2) The transition period comprises the years 1991-94. The period marks

a transition from high inflation (around 20 per cent) to a more moderate

inflation rate (around 11 per cent), while real economic growth was sluggish.

During this period, the effectiveness of monetary policy gradually increased

in light of continued financial deregulation. In 1994, monetary policy was

tightened. This tightened policy stance was maintained in subsequent years

and was pivotal for the disinflation of the mid-1990s.

(3) The second regime runs from 1995 to the present. While the experi-

ences of other countries have shown that it is typically easier to disinflate from

high (above 20 per cent) inflation rates to moderate inflation rates (between

10 and 20 per cent) than to reach the territory of single-digit annual inflation

rates (IMF, 1996, p. 113), in the case of Greece disinflation to very low levels

was achieved within a few years while economic growth accelerated. This

recent performance is largely attributable to the adoption of a nominal

exchange rate anchor as the main intermediate target for monetary policy, a

significant tightening of fiscal policy, and the implementation of a number of

institutional measures which increased policy effectiveness and credibility.

The remainder of this paper examines each of these regimes and the tran-

sition period in turn. Briefly to anticipate, several key policy lessons emerge

from Greece’s experience. First, it is important to limit the monetary accom-

modation of adverse supply shocks, since the inflation that is permitted

tends to get built into inflation expectations, to become persistent, and to

raise the cost of subsequent disinflation (IMF, 1996). Second, a nominal

exchange rate anchor can provide an important mechanism for disinflation

if supported by (1) institutional arrangements that enhance the effectiveness

of monetary policy and (2) tightened fiscal and incomes policies. Third,

increased capital mobility brings new opportunities, but also new challenges.

We show how capital inflows to Greece in the mid- and late 1990s compli-

cated the conduct of monetary policy, and we describe the policy reactions

of the Greek authorities to this new reality.

First Regime: 1975-90

Background

The advent of floating exchange rates among the major currencies in 1973

provided countries with some freedom to respond to adverse supply shocks

with different degrees of monetary accommodation. When the first oil price
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shock hit in 1973-74, many governments sought to offset its adverse output and

employment effects with accommodative monetary policies (IMF, 1996). The

quadrupling of oil prices was followed by sharp increases in inflation in indus-

trial (and other) countries along with severe contractions in economic activity.1

In Greece, inflation shot up from single digit levels prior to the 1973-74

oil price hike to over 20 per cent in the immediate aftermath of the shock.

Inflation subsequently subsided, but still remained around 12 per cent in the

period leading up to the oil price shock of 1978-79 (Figure 1-1a). As was the

case in other countries in which the monetary authorities failed to ade-

quately counter inflation in the first half of the 1970s, Greece was left not

only with a high inflation rate, but also with a ratcheting up of expectations

of future inflation that made the country more vulnerable to the impact of

the second oil price shock than countries where the containment of inflation

had been given a higher priority.

Faced with unacceptable rates of inflation following the second oil price

shock, most industrial countries realised that bringing inflation down was

crucial for achieving broader economic goals. Beginning in the late 1970s

and the early 1980s, strong and widespread efforts were made to attain rea-

sonable price stability (Hutchison, 1991; IMF, 1996). Economic policies

were reoriented toward medium-term objectives, with monetary policy play-

ing a pivotal role in the disinflation strategy. By the early 1980s, inflation in

most industrial countries had fallen to single digit levels and remained there

for the rest of the 1980s and the 1990s (Figure 1-1a).

In Greece, efforts to disinflate were, by and large, unsuccessful in the late

1970s and throughout the following decade. Why was monetary policy less

successful in Greece in restoring reasonable price stability than in most

other industrial countries? To answer this question, in what follows we

describe the key features of the financial environment and the constraints

placed on the operation of monetary policy.

The Financial System

In common with the financial systems in many other countries at the time,

the Greek financial system of the 1970s and early 1980s was highly regulated.2
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1. The impact on inflation of the oil price shock varied among countries, depending, in part,

on the policy response. For example, although inflation surged in Germany and Switzerland, it

was better contained in these countries than in other industrial countries (Hutchison, 1991).

2. Detailed discussions of the earlier Greek financial system are provided in Papademos

(1992) and Garganas (1994), upon which the discussion in this paper draws.
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The aims of the general system of controls were to lower the costs of financ-

ing the public sector, provide incentives to preferred sectors of the economy,

such as agriculture, and discourage some activities, including consumer credit.

The key features of the system included the following.

(1) The banking system was highly concentrated. In 1985, for example,

the three largest financial institutions accounted for 64 per cent of total pri-

vate deposits and 63 per cent of loans to the private sector. Eight (out of

thirty-three) commercial banks, including the three largest, were publicly

controlled.

(2) The banking system was subject to extensive controls and regulations.

Interest rates on all categories of bank deposits and loans were set adminis-

tratively. The allocation of financial resources through the banking system

was determined according to a complex set of rules and regulations. These

included general portfolio allocation requirements on commercial banks to

earmark specific fractions of their deposits for the financing of the public

sector and small and medium-sized firms, and for long-term loans to indus-

try. In 1985, these requirements, plus a primary reserve requirement of 7 per

cent on total deposits, restricted the allocation of 78 per cent of commercial

bank deposits. Moreover, the quantity and terms of commercial bank lend-

ing to selected sectors or industries came under credit controls and regula-

tions aimed at subsidising certain sectors. The overall credit expansion of

specialised credit institutions was subject to quantitative ceilings, while some

of these institutions operated under special regulations and were heavily

dependent on central bank funds.

(3) The capital market was narrow and thin. There was no nonbank

money market. Public sector deficits were financed exclusively through the

banking system and foreign borrowing.

(4) Foreign exchange transactions were tightly regulated. As a rule, long-

term and short-term international capital transactions by Greek residents

were prohibited.

As is typically the case in repressed financial systems (Llewellyn and

Holmes, 1992), a number of problems emerged. First, the pervasive restric-

tions limited the effectiveness of monetary policy (see below). Second, com-

petition within the banking system was blunted, impairing its efficiency.

Third, some controls, such as those on capital account transactions, tended

to be circumvented and, to that extent, had only limited power. Fourth, as

the controls were not applied universally and equally to all lending institu-

tions, they caused serious distortions. Fifth, the maintenance of artificially

low real rates of interest discouraged savings in financial assets and reduced

the efficiency of investment.
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Institutional Setting

The government played a key role in setting the objectives of monetary

policy, especially in the early part of the first regime. Prior to 1982, the gov-

ernment exerted its influence directly, through what was called the Currency

Committee. This Committee, comprised of five Ministers and the Governor

of the Bank of Greece, decided on monetary policies and targets, and fre-

quently on detailed matters related to banking, foreign exchange, and the

balance of payments. The Currency Committee was abolished in 1982, but the

government continued to set the broad outlines of monetary and exchange

rate policies.

The behaviour of wages was a crucial determinant of the inflation out-

comes of the second half of the 1970s and the 1980s. During the period 1975-

81, weekly earnings of blue-collar workers in manufacturing rose by an aver-

age of 22.7 per cent (Table 1-1). In 1982, the government introduced an

automatic wage indexation system (ATA), under which low wages were fully

indexed to past inflation at four-month intervals, while average and high

wages were partially indexed.3 As shown in Table 1-1, the average annual

ATA adjustment during 1983-90 was 15.6 per cent. Excluding the two years

1986 and 1987, during which a temporary stabilisation programme had been

enacted (see below), the average ATA adjustment was 17.3 per cent; over

these same years (i.e. excluding 1986 and 1987), weekly earnings in manu-

facturing rose by an average of 23.1 per cent. The indexation system served

as a propagation mechanism through which an initial inflationary impulse

could affect wage outcomes, helping to lock in higher rates of inflation.

Welfare Costs of Inflationary Finance

As Corbo and Fischer (1994, p. 62) have noted, the arguments for seek-

ing to reduce inflation are conceptually clear, even if they are difficult to

quantify.4 Inflation imposes significant economic and social costs. By dis-

torting relative price signals, generating uncertainty about future inflation,

and generally reducing the information provided by the price system, infla-

tion impedes the allocation of resources and adversely affects economic effi-
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3. In 1986, the system was changed to one under which wages were adjusted every four

months in line with the government’s inflation forecasts. For a detailed discussion of the ATA,

see Burtless (2001).

4. Empirical evidence shows consistently that inflation is negatively correlated with

growth. See, for example, Fischer (1993) and Barro (1995).
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ciency and growth. In Greece, a casual inspection of the data shows that the

decade of the 1980s was associated with not only high and variable inflation

(Figures 1-1a and 1-1b), but also with relatively low economic growth

(Figure 1-2).

If inflation retards growth, why did the government fail to undertake ade-

quate measures to reduce it? To address this issue, the benefits of lower infla-

tion must be weighted against the costs of lower inflation. According to the

theory of optimal public finance, rational governments will use sources of rev-

enue so that the marginal cost of raising the last unit of revenue through these

different sources is equalised (Fischer, 1982). The less developed a nation’s
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SOURCE: National Statistical Service of Greece.
a. Increase through the year in basic wage rates (applying to low-paid workers) in line with the ATA (automatic

indexation adjustment) based on past inflation up to 1985 and targeted inflation since then.
b. Includes lump-sum increases at the beginning of the year.
c. The ATA was abolished in 1991.
d. Estimates.

Table 1-1.  Weekly Earnings and Unit Labour Costs
Annual percentage change

Unit labour costs
in manufacturing

(including
employers’

contributions)RealNominal

ATA
wage

adjustmentaYear 

Weekly earnings
of blue-collar workers

in manufacturing

1975 … 21.4 6.9 17.2
1976 … 26.0 11.5 20.9
1977 … 18.7 5.6 22.5
1978 … 24.2 10.3 18.9
1979 … 20.4 1.3 16.6
1980 … 25.5 0.6 25.9
1981 … 22.8 -0.6 24.0
1982 9.4 (45.9)b 30.3 7.7 33.4
1983 19.9 19.2 -0.8 19.5
1984 19.0 25.3 5.7 24.0
1985 17.8 23.1 3.2 18.8
1986 10.8 12.5 -8.5 13.3
1987 9.9 9.8 -5.7 10.6
1988 17.3 24.0 9.3 19.2
1989 16.4 20.7 6.2 18.3
1990 13.3 19.3 -0.9 21.2
1991 …c 16.7 -2.3 11.5
1992 … 13.7 -1.9 10.0
1993 … 10.5 -3.4 10.1
1994 … 13.2 2.1 8.7
1995 … 13.3 4.0 11.3
1996 … 8.8 0.6 7.7
1997 … 8.8 3.1 4.4
1998 … 4.6 -0.2 0.2
1999d … 4.4 1.8 2.5
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fiscal system, the greater the economic costs of raising revenue by increasing

taxes, and the lower the costs of increasing revenues through inflation (rela-

tive to the cost of explicit taxation) (Tavlas, 1993; De Grauwe, 2000).

The decade of the 1980s was characterised by large government deficits.

The general government deficit-to-GDP ratio jumped from around 2.5 per

cent in 1980, to around 8.5 per cent in 1981 (Figure 1-3). The ratio averaged

about 10.5 per cent for the remainder (i.e. 1982-90) of the first regime, peak-

ing at about 16 per cent in 1990. The influential role played by the govern-

ment in matters of monetary policy, and the underdeveloped nature of the

tax system, provided powerful incentives for money creation.5 This money

creation was the source of seigniorage revenues in the form of inflation.

Empirical work has shown that seigniorage revenue was considerably

higher in Greece during the late 1970s and the 1980s than in low-inflation
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5. This argument does not mean that seigniorage was an explicit goal of the government.

As Dornbusch and Fischer (1993, p. 40) argued in their study of moderate inflation: “There is

little evidence ...that seigniorage considerations played an important role in the thinking of any

government. This absence may reflect a general lack of understanding of the inflationary

process, or may rather mean that seigniorage is rarely an explicit reason for a government to

pursue inflation policies. We believe the latter interpretation”. Calvo and Reinhart (2000, p.

20) argued that “Emerging markets have a weak revenue base and rudimentary tax collection

system. This combination has driven many a country, particularly in Latin America, to use and

abuse the inflation tax.”
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EU countries, such as the former West Germany. Dornbusch (1988) esti-

mated that Greece’s seigniorage revenue averaged 3.4 per cent of GNP dur-

ing 1976-85. Over this same period, Dornbusch estimated that seigniorage

revenue in the former West Germany was only 0.2 per cent of GNP.

Hochreiter (1999) estimated that Greece’s seigniorage revenue averaged 2.7

per cent of GNP in the 1980s, compared with 1.2 per cent in the 1970s. For

the former West Germany, Hochreiter estimated that seigniorage revenue

averaged 0.9 per cent of GNP in the 1970s and 0.8 per cent in the 1980s. In

a study of countries with moderate inflation rates, Dornbusch and Fischer

(1993) estimated that Greece’s seigniorage during 1982-87 was 2.6 per cent

of GNP, which was within the range (2-3 per cent) of the other countries in

the authors’ study. In a study confined to Greece, Tavlas (1987) estimated

that seigniorage revenue averaged 2.9 per cent of GNP during 1981-83.

Monetary Policy

With inflation at post-war highs following the 1973-74 oil price shock,

starting in the mid-1970s central banks in many industrial countries adopted

monetary targets to guide the conduct of monetary policy. Monetary targets

served two main purposes: they acted as a guidepost of monetary policy, aid-
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ing central banks in setting their instruments for an appropriately disinfla-

tionary policy stance; they signalled to the public the central banks’ inten-

tions and goals with respect to inflation and provided the basis for a public

understanding of policy actions (IMF, 1996). In Greece, monetary targets

were first announced (for M0) in 1975; in the early 1980s the Bank of Greece

placed increasing weight on the broader aggregates, especially on M36

(Table 1-2).

In practice, the Bank found it useful to monitor a range of supplementary

targets, including domestic credit expansion and the exchange rate, that had

potential predictive content for the ultimate goals of policy. This practice

continued into the second regime. Underlying the use of supplementary tar-

gets, in Greece and in other countries, have been the views that (1) no single

indicator can adequately summarise the stance of monetary policy and (2)

each indicator might be subject to influences other than that of monetary

policy. The chances of correctly identifying the timing and nature of economic

disturbances are, therefore, improved by observing several intermediate targets

(IMF, 1996, p. 106).

The Bank often exceeded its targets for the monetary aggregates, and

monetary growth in the second half of the 1970s and the 1980s remained at

rates that accommodated inflation. M0 growth averaged 18.2 per cent in the

eight years (1975-82) during which it served as the targeted aggregate. M3

growth averaged 24.1 per cent in the seven years (1983-89) following the

decision to place greater emphasis on that aggregate. One factor accounting

for the difficulty in controlling the growth of the monetary aggregates was

the apparent instability in the demand for the aggregates. Although mone-

tary targeting relies on a stable demand-for-money function, in common

with the situation in many other countries in the 1970s and 1980s, the

demand for money in Greece became unstable in light of innovations in

financial services, sparked, in part, by higher rates of inflation.7

A second factor contributing to the difficulty of controlling monetary

growth was the fact that the instruments of monetary policy were not well
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6. M3 consisted of M1 (currency plus private demand deposits) and private savings and

time deposits. In 1992, M3 was redefined to include bank bonds and repurchase agreements.

Initially, specific values were announced for the growth of the monetary aggregates. Beginning

in 1988, growth ranges were announced.

7. Another factor that may have contributed to unstable money demand is the so-called

Lucas critique. Lucas (1976) demonstrated that coefficient estimates of typical forecasting

models are unlikely to be stable across policy regimes. The adoption of monetary targeting con-

stituted a regime shift. A number of empirical studies have found that Greek money demand

was unstable during this period (e.g. Psaradakis, 1993; Papadopoulos and Zis, 1997; Apergis,

1997; 1999; Brissimis, Hondroyiannis, Swamy and Tavlas, 2001).
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SOURCES: Bank of Greece and Houben (2000).
a. Since 1990, increasing attention has been placed on the CPI inflation projection underlying the monetary pro-

gramme, without, however, entailing a switch to direct inflation targeting.
b. Data relate to December on December percentage growth rates.
c. Specifies the exchange rate commitment, the targeted rate of devaluation under the drachma/ECU peg and the

relevant fluctuation margin under the ERM.
d. Defined as the percentage devaluation (-) relative to the ECU, unchanged parity (=) or withdrawal of the

exchange rate commitment (≠).
e. DCE = Domestic Credit Expansion; at times targets were also set for domestic credit to the private sector.
f. The Greek Drachma (GRD) was pegged to the US dollar between the end of 1973 and March 1975.
g. M0 comprises only currency in circulation, except for 1975 when sight deposits were also included.
h. The drachma was pegged to the dollar for 7 months between January and August 1983.
i. Greece pegged the drachma to the ECU with a targeted devaluation in 1995 and an objective of ‘broadly stable’

thereafter; the quantitative targets for 1996-98 are taken from Greece’s convergence programme.
j. With the introduction of the ECU-peg, M4 and DCE became monitoring ranges.
k. On 16 March 1998 Greece joined the ERM at a parity that implied a 12.3 per cent devaluation against the ECU-peg.
l. Subsequent to Greece’s entry in the ERM, M3 became a monitoring range.
m. M4N is equal to M0 + private deposits in drachmas and foreign exchange + repos + bank bonds + money mar-

ket fund units + private investment in Greek government securities with an initial maturity of up to one year.

Table 1-2.  Monetary Targets and Outcomes, 1975-2000

CreditbMoneybExchange rate

Out-
comedYear Targetc

Out-
comedTargetc

Out-
comedTargetc

Monetary policy targeta

1975 GRD/$f ≠f M0g 20.0 15.6 DCEe 25.0 27.5
1976 M0 12.0 21.9 DCE 18.0 22.8
1977 M0 14.0 18.3 DCE 23.9 24.8
1978 M0 16.6 21.1 DCE 23.8 24.5
1979 M0 15.6 14.2 DCE 22.4 21.7
1980 M0 15.0 14.6 DCE 14.9 25.4
1981 M0 17.2 24.3 DCE 22.5 36.4
1982 M0 24.0 15.2 DCE 30.3 31.7
1983 GRD/$h ≠h M3 26.1 20.9 DCE 26.4 21.8
1984 M3 22.0 29.6 DCE 21.6 26.6
1985 M3 23.5 27.3 DCE 21.3 26.0
1986 M3 20.0 19.1 DCE 17.0 18.5
1987 M3 15.5 24.7 DCE 13.2 13.0
1988 M3 14-16 22.9 DCE 10.5-11 15.5
1989 M3 18-20 24.2 DCE 13-14 20.0
1990 M3 19-21 15.3 DCE 16.2-17.4 15.0
1991 M3 14-16 12.3 DCE 12.5-13.5 11.2
1992 M3 9-12 14.4 DCE 7-9 11.6
1993 M3 9-12 15.0 DCE 6-8 13.5
1994 M3 8-11 8.8 DCE 6-8 8.9
1995 GRD/ECU (-3.0%)i -3.0%i M3 7-9 10.3 DCE 6-8j 7.9

M4 11-13j 8.2
1996 GRD/ECU (-1.0%)i -1.0%i M3 6-9 9.4 DCE 5-7j 5.9

M4 9-12j 12.0
1997 GRD/ECU (0.0%)i -1.7%i M3 6-9 9.5 DCE 4-6j 9.6

M4 8-11j -1.6
1998 GRD/ECU (0.0%)i -12.3%k M3 6-9l 8.9 DCE 4-6j 9.8

16.03.98k ERM (±15.0%)k =
1999 ERM (±15.0%)k = M4Nm 7-9 5.5 DCE 7-9 12.2
2000 ERM (±15.0%)k = M4Nm 5-7
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developed. Financial regulation, for example, limited the scope for using

interest rates to influence monetary aggregates. Additionally, interest rates

were administratively set and the discount rate was rarely altered. Open

market operations did not exist in any meaningful sense, since most govern-

ment securities were held by commercial banks as part of their secondary

reserve requirements and a secondary market for these securities effective-

ly did not exist. Monetary policy was conducted through direct instruments

of monetary control, which operated by setting or limiting either prices

(interest rates) or quantities (amounts of credit outstanding) through regu-

lations.8 To the extent that economic agents found ways to circumvent con-

trols over time, the controls tended to lose their effectiveness.

A third, and probably the most important, factor underlying the high mon-

etary growth rates was the need to finance the large fiscal deficits (Figure

1-4). The public sector enjoyed preferential access to credit at subsidised

rates, though the degree of subsidisation declined during the course of the

1980s. With the aim of keeping government borrowing costs down, the real

rate of interest on twelve-month Treasury bills was negative until the mid-

1980s (Figure 1-5). Effectively, the money supply was rendered endogenous
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8. The term “direct” refers to the one-to-one correspondence between the instrument (such
as a credit ceiling) and the policy objective (such as a specific amount of domestic credit out-
standing). See Alexander, Balino, and Enoch (1995).
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(Garganas, 1992). The low levels of interest rates and the large public sector

claims on financial flows contributed to a significant overshooting of the

credit aggregates; during the sixteen-year period 1975-90, domestic credit

expansion exceeded its target on twelve occasions (Table 1-2). The Bank of

Greece was often called upon by the government to support an expansion of

economic activity while not fuelling inflation or provoking disequilibrium in

the balance of payments, goals that were, at times, inconsistent with one

another. When conflicts appeared, all too often they were resolved at the

cost of the inflation objective.9

Fiscal Deficits and Money Growth: Causality Tests

To examine the statistical relationship between the fiscal deficits and the

money supply (M3) during the first regime, we performed causality tests

using quarterly data. For the measure of the fiscal deficit, we used the cen-

tral government borrowing requirement (i.e. cash basis).10 This measure of

the deficit is available beginning in the first quarter of 1980. The causality

tests reported below use four lags; therefore, the estimation period covers

1981:1-1990:4. To perform the causality tests, we use extensions of vector

error correction models (VECMs). These extensions can help distinguish

between exogenous and endogenous variables.11

Testing for the existence of a statistical relationship among the two vari-

ables is performed in three steps. The first step is to determine the order of

integration of the variables because the following causality tests are valid only

if the variables have the same order of integration. The tests indicated that

the levels of the variables are integrated of order one (the first differences are

stationary) and can be used to perform cointegration tests. These results are

reported in Table 1A-1 (see page 84). The second step involves testing for

cointegration using the Johansen maximum likelihood approach (Johansen

and Juselius, 1992). We found evidence of cointegration between the two

variables, ruling out the statistical possibility of a spurious relationship. The

results of testing for cointegration are reported in Table 1A-2 (see page 85).
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9. A similar situation pertained in other industrial countries in the 1960s and 1970s. As
Hafer and Wheelock (2001, pp. 2-3) report for the United States, “Because unemployment fre-
quently was viewed as a more serious concern than inflation, for many years the Fed opted for
maintaining an inflationary bias in monetary policy to avoid higher rates of unemployment”.

10. The fiscal data reported in Figure 1-3 are on a national accounts basis, for which quar-

terly data do not exist. The source of the data in Table 1-3 is the Bank of Greece.

11. Causality testing using VECMs extends the techniques developed in the 1960s and

1970s by Granger (1969) and Sims (1972). See Granger (1988) for a discussion of VECMs.
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The third step involves implementing the VECMs and testing for exogene-

ity. To test the null hypothesis that “X does not cause Y” we regress Y against

(1) lagged values of Y, (2) the lagged error correction term, and (3) lagged

values of X. The results of the causality tests are reported in Table 1-3. Three

kinds of exogeneity were tested. Each involves regressing Y (e.g., money

growth) on lagged Y, lagged X (e.g. the change in the deficit) and the lagged

error correction term (which uses the logs of the variables, since they cointe-

grate). The three tests differ in terms of the restrictions tested.

(1) Strict Granger causality. We test for the joint significance of the lagged

values of X using a Wald test. As shown in Table 1-3, the ¯2 test rejects the

hypothesis that the growth in the fiscal deficit does not cause the growth in

M3. The test does not reject the hypothesis that the growth in M3 does not

cause the growth in the fiscal deficit. Thus, the growth in the fiscal deficit is

exogenous in the strict Granger sense.

(2) Weak exogeneity. This approach tests the hypothesis that the error cor-

rection term is not statistically significant in the VECMs. That is, we run the

regression as under the strict Granger causality test above, but we test for

the significance of the lagged error correction term. The results suggest that

the error correction term in the M3 growth equation is statistically signifi-

cant, indicating that M3 is not weakly exogenous. The error correction term
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SOURCES: Bank of Greece and authors’ calculations.
DLM3 is the growth of money supply M3. DLCGBR is the growth of central government borrowing requirements

(cash basis). ECT is the error correction term. Normalising the cointegrating vector on money supply variable
derives the lagged ECT. The statistics reported are distributed as ¯2 distribution with the degrees of freedom equal
to the number of restrictions. 

a. In the short-run dynamics asterisks indicate rejection of the null hypothesis that there is no short-run causal
relationship between the two variables. 

b. Asterisks indicate rejection of the null hypothesis that the estimated coefficient is equal to zero (weak exo-
geneity). 

c. Asterisks denote rejection of the null hypothesis of Granger non-causality and strong exogeneity. 
d. Z is the cointegrating vector LM3-0.73LCGBR, where LM3 is the log of money supply M3 and LCGBR is the

log of central government borrowing requirement (cash basis). 
*** Indicates significance at the 1 per cent level.

Table 1-3.  Summary of Tests for Weak and Strong Exogeneity of Variables  Based on Vector
Error-Correction Models 

Test of restrictions (Wald test)

Tests for Granger
non-causality,

(joint short-run dynamics
and ECT)c

DLCGBR
and ECT

DLM3
and ECTZ=0dDLCGBRDLM3Equations

Weak
exogeneity,

(ECT coeffi-
cient)b

Strict Granger
non-causalitya

DLM3 17.11*** -0.10*** 23.09***

DLCGBR 2.03 0.17 2.97
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in the growth in the fiscal deficit equation is not statistically significant, indi-

cating that the growth in the deficit is weakly exogenous.

(3) Strong exogeneity. A Wald test is applied to test the joint significance

of the lags of X and the lagged error correction term. The empirical results

reject the hypothesis of strong exogeneity of money growth variable. The

results suggest that the fiscal variable is strongly exogenous.

In sum, the results of each of the three exogeneity tests support the view

that, during the 1980s, growth in the fiscal deficits caused growth in M3. The

results of each of the tests do not reject the hypothesis that changes in M3

did not cause changes in the fiscal deficits. Thus, in the first regime the

change in fiscal deficits caused, in the statistical sense, changes in M3, but

changes in M3 did not cause changes in the fiscal deficits. As reported in

Table 1-3 (footnote d), the long-run cointegrating vector indicates that a 1

per cent change in the fiscal deficit led to a 0.7 per cent change in M3.

The 1985-87 Stabilisation Programme

To provide some context to the discussion, consider some key features of

macroeconomic policy during 1985-87. This particular period is an instructive

one, because it includes a serious, though transitory, attempt to disinflate. In

the five years (i.e. 1980-84) leading up to 1985, inflation averaged over 20 per

cent, contributing to an appreciation of the real exchange rate. As a result, the

current account deficit widened to almost 10 per cent of GDP in 1985, from

about 5 per cent in 1982. In these circumstances, the drachma was devalued

by 15 per cent in October 1985. Although the devaluation helped restore com-

petitiveness, it provided the potential for additional inflationary momentum.

To deal with the inflationary impact of the devaluation, the government

announced a stabilisation programme aimed at reducing the large macroeco-

nomic imbalances (reflected in the high inflation rate, the large current

account deficits, and large public sector borrowing requirements). All compo-

nents of macroeconomic policies (including incomes policy) were tightened.

Despite the devaluation, the tightened policy mix led to a marked decel-

eration in inflation. The (CPI) inflation rate fell from 25 per cent in the year

to December 1985 to about 16 per cent in the year to December 1987;

excluding the effects of a VAT introduced at the beginning of 1987, the infla-

tion rate fell to about 12 per cent in the year to December 1987.12 Additionally,
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12. The VAT is estimated to have added three to five percentage points to inflation in

1987. See Georgakopoulos (1991).
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the fiscal deficit and the current account deficit were significantly reduced.

However, the tightened policies also contributed to a downturn in economic

activity (with real GDP declining by over 2 per cent in 1987). The political

business cycle led to a termination of the stabilisation programme (in

November 1987) and macroeconomic policies were relaxed. The decelera-

tion in inflation was short-lived (Figure 1-1a).

Assessment

The experience of Greece in the first regime demonstrates that attempts

to garner seigniorage and support government objectives that are incompat-

ible with price stability tend to propagate supply-side inflationary impulses,

resulting in persistent inflation. To enhance the potential effectiveness of

monetary policy, the monetary authorities must be able to perform in an

environment free of political constraints and in a financial system in which

financial prices reflect market clearing values. The termination of the 1985-

87 stabilisation programme, despite its successful effort to disinflate, clearly

demonstrates how the political business cycle can influence policies. While

there are sound reasons to monitor a range of intermediate targets for mon-

etary policy, a multiple-target approach does not enable monetary authori-

ties to reap the potential credibility benefits that a commitment to a single,

visible intermediate target can bestow by serving as a focal point for expect-

ations. As we discuss below, in the second regime the Bank of Greece adopt-

ed an explicit exchange rate target as the main intermediate target of mon-

etary policy in order to disinflate.

Transition Period: 1991-94

Background

In 1990 there was an upturn in inflation, which reached about 5 per cent

(on average), in the industrial countries (Figure 1-1a). Contributing to this

rise in inflation was a temporary, but sharp, increase in oil prices in 1990.13

Other developments contributing to the upturn in inflation included a robust
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13. Oil prices rose from an average of about $16 per barrel in July 1990, to near $40 per

barrel in September 1990 following the invasion of Kuwait by Iraq on 2 August 1990. They sub-

sequently declined sharply following the outbreak of war in the Gulf region in January 1991.

See IMF (1991).
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economic recovery in most industrial countries that had begun in the mid-

1980s and the reunification of Germany, which resulted in a substantial pro-

cyclical fiscal stimulus in that country (IMF, 1996). In response to this

episode of increased inflationary pressures, monetary authorities in most

industrial countries reacted to resist further increases in inflation by tight-

ening monetary policies (IMF, 1996, p. 104).

Monetary Policy

In Greece, after accelerating during the course of 1989, inflation again

reached the vicinity of 20 per cent in 1990 (Figure 1-1a). As had been the case

under the first regime, the necessity of financing a large fiscal deficit rein-

forced the impulse of the rise in oil prices, while wage increases acted as a

propagation mechanism.14 The fiscal deficit-to-GDP ratio reached the vicinity

of 16 per cent (Figure 1-3), and (ex post) real interest rates, which had attained

positive levels in 1987, once again approached the zero per cent level (Figure

1-5). A 13.3 per cent rise in the ATA contributed to an increase of about 19

per cent in average earnings in the manufacturing sector (Table 1-1).

Faced with a fresh surge in inflation and saddled with macroeconomic

imbalances that were probably the largest imbalances in all industrial countries

(OECD, 1990/91, p. 11), Greek incomes policy was tightened in 1991 (Table

1-1). With regard to monetary policy, the growth of M3 remained the main

intermediate target, while credit targets were also announced. The M3 and

credit targets were closely followed in 1991 (Table 1-1). Contributing to the

slowdown in the growth of M3 in the early 1990s was a portfolio shift in favour

of government securities at the expense of time and savings deposits with finan-

cial institutions. This shift was induced by a steep increase in the relative yield

on government securities in the aftermath of the initial phase of financial dereg-

ulation (see below). With the gradual dismantling of the credit allocation sys-

tem, which had been used to serve the financing needs of the public sector,

interest rates increasingly became the main instrument of monetary manage-

ment, especially in 1994 with the full liberalisation of capital movements. As the

fiscal deficit-to-GDP ratio remained at high levels in the 1991-94 period (Figure

1-3), the deficits resulted in an increased cost of credit to the private sector.

Inflation fell from around 20 per cent to about 11 per cent during the

period 1991-94. An important factor contributing to the fall in inflation was
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14. Contributing to the rise in inflation in 1990 were increases in indirect taxes and public

utility rates introduced in December 1989 (Bank of Greece, 1991, p. 10).
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the tightening of incomes policy. In 1991, the ATA system was abolished.

During the four years, 1991-94, weekly earnings in manufacturing rose by an

average of about 13.5 per cent; in real terms, weekly earnings in manufac-

turing declined on average in these years (Table 1-1). Another factor figur-

ing in the transition from high inflation to moderate inflation was a non-

accommodating exchange rate policy. During 1991-94, the Bank of Greece

aimed to set a rate of depreciation of the drachma that did not fully accom-

modate the inflation differential between Greece and the country’s main

trading partners, mainly other EU countries (Figure 1-6).15 Ultimately (in

the second regime), the exchange rate target would attain precedence over

other monetary policy targets.

Financial Deregulation

As noted above, for much of the 1980s the financial system was highly

regulated and monetary policy operated through direct instruments of mon-

etary control, including directed credits, credit ceilings, and interest rate

controls. Beginning around 1987, a series of deregulation measures improved

the functioning of financial markets, allowing the gradual adoption (in the

1990s) of indirect instruments of monetary control. Financial liberalisation,

however, was a gradual process, reflecting the view that gradualism was nec-

essary to avoid potentially destabilising effects from a rapid elimination of

extensive regulations in an economy characterised by sizeable macroecon-

omic imbalances (Papademos, 1992, p. 280). Thus, even in the late 1980s and

early 1990s the level and structure of interest rates were effectively influ-

enced by the authorities through their control of interest rates on savings

deposits, which accounted for nearly two-thirds of private deposits, and on

government securities (Garganas, 1992, p. 133). Subsequently, indirect instru-

ments, including a refinance facility, open market operations, and reserve

requirements, were increasingly used (especially in the second regime) to

influence overall monetary and credit conditions by affecting the supply of,

and demand for, liquidity, working through markets and the general level

of interest rates.16 Indirect instruments permitted the authorities to have

greater flexibility in policy implementation. Small, frequent changes in the
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15. The use of the exchange rate as an implicit target commenced in the late 1980s.

16. In contrast to direct instruments, which often lead to flows of funds into unregulated

or informal financial markets, indirect instruments encourage intermediation through the for-

mal financial sector. See Alexander, Balino, and Enoch (1995).

1/TAVLAS 2-10-09 11:54 ™ÂÏ›‰·61



instrument became feasible, enabling the authorities to respond rapidly to

shocks.

Financial reform initially involved raising interest rates on deposits, loans

and government securities to market-clearing levels. This was followed by

the abolition of interest rate ceilings, and the elimination of quantitative

restrictions on credit allocation. At the beginning of 1994, the monetary

financing of the government (i.e. PSBR) and privileged access by the govern-

ment to the banking system were abolished, as mandated by the Maastricht

Treaty. Financial liberalisation was accompanied by the lifting of foreign

exchange controls, with the last vestige of capital controls removed in May

1994.17 Essentially, by 1995 financial deregulation had been completed.

Appendix 1 provides a detailed list of measures taken.
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17. In May 1994, an episode of foreign exchange market turbulence was experienced. There
arose market expectations that the lifting of the remaining controls on capital movements,
scheduled for July 1, 1994, would be accompanied by a devaluation of the drachma. Capital out-
flows ensued, and the authorities responded by bringing forward the timing of the liberalisation
to mid-May. Also, the Bank of Greece raised its intervention rate sharply and imposed an addi-
tional surcharge on banks’ overdrafts, bringing the cost of borrowing in drachmas to very high
levels. As a result of these actions, capital outflows were reversed and interest rates returned to
pre-turbulence levels. See Brissimis, Magginas, Simigiannis and Tavlas (2001).
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Assessment

The tightened incomes policy and weak economic growth (see below)

contributed crucially to the fall in inflation. Financial deregulation paved the

way for a deeper and broader financial sector which could more effectively

contribute to growth by mobilising savings and more efficiently allocating

resources among competing investment opportunities. The annual rates of

growth of both M3 and domestic credit fell significantly during the 1991-94

period compared with their growth under the first regime (Table 1-2). Still,

M3 growth and domestic credit expansion overshot their targeted ranges in

both 1992 and 1993.

Also, the fiscal deficit-to-GDP ratio remained in double digit levels

(Figure 1-3). While the deregulation of the financial market and the indirect

instruments of monetary control provided some insulation for monetary pol-

icy from pressure to finance the fiscal deficits, the large deficits contributed

to real interest rates that averaged about 5 per cent during the years 1991-94

(Figure 1-5). The large fiscal deficits also led to a rapidly growing public debt

(Figure 1-3). As the experiences of a large number of countries with high lev-

els of public debt have shown, an anti-inflationary monetary policy that is not

supported by fiscal adjustment is not likely to be credible (IMF, 1996, p. 126).

Although inflation fell during the course of what we have called the tran-

sition period, by 1994 it had become apparent that the inflation process con-

tained a good deal of inertia. Thus, the annual rate of inflation in the year to

December 1994 was 10.6 per cent, only slightly below the rate of January 1994

(11.3 per cent) and above the rate of July 1994 (10.3 per cent). A factor con-

tributing to the inflation inertia was the large fiscal deficits, which gave rise

to expectations of future money growth, undermining policy credibility.

Additionally, growth performance was sluggish in 1991-94, as real GDP

growth averaged only about 1 per cent. A new policy regime was called for.

Second Regime: 1995-2000

Background

Although inflation in Greece had essentially been cut in half in the transi-

tion period, in 1994 Greece’s inflation differential with the other industrial

countries remained substantial. During the period 1990 to 1994, the other

industrial countries had also lowered their inflation rates; the average annual

rate among industrial countries fell from 5.0 per cent to 2.3 per cent (Table

1-4). Indeed, in 1994 Greek inflation was more than double the rates experi-
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enced in such formerly-high inflation EU countries as Italy, Portugal and

Spain, and the government deficit (as a per cent of GDP) was higher in Greece

than in any of these three countries (Table 1-4). The challenge for the Greek

authorities was to pursue disinflationary policies while avoiding the short-run

output costs typically incurred in bringing inflation down significantly further.

As noted above, empirical studies have found that it is often easier to

decrease inflation from the vicinity of 20 per cent (or higher) to around 10 per

cent than it is to attain inflation rates in the lower single digits (e.g. Dornbusch

and Fischer, 1993; IMF, 1996). There are several reasons for this finding.

First, in most countries with moderate inflation (i.e. 10 per cent to 20 per

cent) seigniorage is of the order of 2-3 per cent of GDP and accounts for a

significant share of government revenue. A shift to inflation in the low single-

digits requires that fiscal adjustment be tackled partly through tax reforms

that make it possible to generate tax revenues at levels comparable with those

of low-inflation countries, and/or through public expenditure restraint (IMF,

1996, p. 113). Often, the needed fiscal adjustment is difficult to bring about.

Second, nominal rigidities tend to become more important at lower inflation

rates because of inflationary expectations. Without a supportive fiscal policy,

economic agents may expect that a persistent budget deficit will be financed

with future money creation, leading to higher inflationary expectations. It is

crucial, therefore, that an anti-inflationary monetary policy be accompanied

by a consistent fiscal policy (Dornbusch and Fischer, 1993, p. 40).18

In Greece, with the prohibition of the monetary financing of the PSBR in

1994, a significant tightening of monetary policy had taken place that year,

which laid the foundation for the disinflation of 1995 (and beyond). The (ex
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SOURCE: IMF, International Financial Statistics.

Table 1-4.  Inflation and Fiscal Balances, 1990 and 1994

Fiscal deficit
(per cent
of GDP)Inflation

Fiscal deficit
(per cent
of GDP)Inflation

19941990

Greece 20.6 15.9 10.8 9.9
Italy 6.5 11.0 4.0 9.2
Portugal 11.9 5.5 4.9 6.0
Spain 6.6 3.9 4.7 2.9
EU 5.3 3.6 5.3 5.7
Industrial countries 5.0 2.1 2.3 3.5

18. Under a situation where there is a persistent budget deficit and the real rate of inter-

est exceeds the economy’s growth rate, a tightening of monetary policy can worsen the debt

dynamics, as higher interest rates increase the stock of debt.
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post) real interest rate on 12-month T-bills rose from about 5 per cent at the

beginning of 1994 to the 7-8 per cent range for much of the remainder of the

year (Figure 1-5). For the first time since 1991, the M3 growth target was

attained, while domestic credit expansion was only slightly above its targeted

range (Table 1-2). The real effective exchange, whether based on relative

CPIs or relative unit labour costs, appreciated during the course of 1994

(Figure 1-6).

As we discuss below, to focus expectations, beginning in 1995 the Bank of

Greece adopted a “hard drachma policy”, under which the exchange rate

was used as a nominal anchor. For the first time, the Bank announced a spe-

cific exchange rate target. As we also discuss below, during the mid- and late

1990s the Greek monetary authorities had to deal with the challenge posed

by large capital inflows and occasional, but abrupt, reversals of capital flows.

In common with the experiences of a large number of other countries dur-

ing the 1990s, the increase in capital flows had several origins, including the

removal of restrictions on capital account transactions, the deregulation of

the financial system, and the macroeconomic stabilisation and policy

reform.19 The rise in capital movements increased the potential for intertem-

poral trade, portfolio diversification, and risk sharing. At the same time, the

increase in capital flows complicated considerably the conduct of monetary

policy, underscoring the crucial role of prudential supervision and regula-

tion, and heightening the need for an appropriate policy mix.

Crucially, fiscal policy was progressively and sharply tightened through-

out the period 1995-2000. The signing of the Maastricht Treaty in 1992 and

the government’s publicly-stated objective of joining the euro area provided

powerful incentives to garner support for policy adjustment. In mid-1994,

the government introduced a convergence programme, adopted by the

ECOFIN Council20 on 19 September 1994 and covering the period 1994-99.

The programme aimed to reduce the general government fiscal deficit from

12.5 per cent of GDP in 1993 to below 3 per cent in 1998.21

Exchange-Rate-Based Disinflation: the Hard-Drachma Policy

The decision to use the exchange rate as a nominal anchor is, in part, based

on the belief that the adoption of a visible anchor can enhance the credibility
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19. For a detailed discussion of the factors underlying the explosive growth of international
capital flows during the 1990s, see Eichengreen and Mussa (1998).

20. The ECOFIN Council is comprised of EU National Economy Ministers and Finance
Ministers.

21. The figure for the 1993 deficit-to-GDP ratio was subsequently revised to 13.6 per cent.
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of the disinflation effort. By pegging the exchange rate to the currency of a

low-inflation country, inflation could be brought down rapidly, because (1)

the traded goods component of the price level can be stabilised, (2) of the

attendant restraint imposed on wage-setting and price-setting behaviour,

and (3) of the restraint imposed on aggregate demand, especially govern-

ment spending (IMF, 1997, p. 90). If the exchange rate commitment is cred-

ible, so that it is really believed in the goods, labour, and foreign exchange

markets, then the output costs of a given set of restrictive policies will be

reduced (Corden, 1994; Tavlas, 2000).22

The Hard-Drachma Policy: Targets and Outcomes

To demonstrate the operation of the hard drachma policy, consider the

objectives of monetary policy during the course of 1995-97, a period marked

by a sharp deceleration of inflation. In 1995, the Bank of Greece announced

that the main objective of monetary policy would be to contribute to a fur-

ther deceleration of inflation, while at the same time supporting the antici-

pated growth of economic activity (Papademos, 1996, p. 7). To attain this

goal, the Bank set two intermediate targets: (i) to limit the year-on-year

depreciation of the drachma against the ECU to 3 per cent, a rate that would

not fully offset inflation differentials between Greece and its EU partners,

and (ii) to contain monetary expansion, as measured by the growth rate of

M3, to 7-9 per cent (Papademos, 1996, p. 7). The Bank aimed to reduce

inflation to 8 per cent in 1995, from 10.8 per cent in 1994. To this end, the

exchange rate target was assigned preeminence. The Bank also monitored

the evolution of supplementary indicators, including M4 and total domestic

credit. In the event, M3 rose by 10.3 per cent in 1995, but the exchange rate

target and the supplementary indicators were attained (Table 1-2). Inflation,

at 8.9 per cent, was somewhat above the Bank’s objective. The differential

between drachma-denominated and deutsche-mark-denominated twelve-

month T-bills averaged about 1,200 basis points in 1995 (Figure 1-7a).
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22. During the 1980s and the 1990s, a large number of countries began pegging their exchange

rates to the currency of a low-inflation country in order to enhance credibility. The deutsche mark,

for example, was used as the anchor currency within the Exchange Rate Mechanism of the EMS

(Tavlas, 1991). Another framework that has been used to enhance credibility is direct inflation tar-

geting. As Masson, Savastano and Sharma (1997) point out, however, to be really effective infla-

tion targeting requires several preconditions, including central bank independence and an infla-

tion rate under 10 per cent when inflation targeting is introduced. As we discuss below, in Greece

legislation for central bank independence was passed in December 1997. For a discussion of the

strategies at various central banks, see von Furstenberg and Ulan (1998).

1/TAVLAS 2-10-09 11:54 ™ÂÏ›‰·66



Monetary Regimes and Inflation Performance 67

1/TAVLAS 2-10-09 11:54 ™ÂÏ›‰·67



The Bank’s objective for 1996 was to reduce inflation to 7 per cent. As in

the previous year, the Bank relied on two intermediate targets—an exchange

rate target and a target range for M3 growth (of 6 to 9 per cent). Again, the

exchange rate target was given preeminence and was achieved; the M3 tar-

get was exceeded slightly, with M3 growing by 9.3 per cent. Although infla-

tion, at 8.2 per cent, exceeded its target value, the outcome reflected insuf-

ficient support from fiscal policy and incomes policy, contributing to the

high interest rates (Bank of Greece, 1997; see, also OECD, 1997, pp. 24).

Transitory factors (such as rises in food and oil prices) caused the headline

rate of inflation to rise relative to the underlying rate.

The hard-drachma policy continued in 1997. The Bank aimed to bring

inflation down to 4.5 per cent by the end of the year, using both an exchange

rate target and an M3 target.23 The Bank announced that monetary policy

would respond more than in the past to the progress made towards attaining

the inflation target, as well as to developments in capital and foreign

exchange markets. Correspondingly, the Bank made it clear that monetary

policy would respond more slowly than in the past to variations of monetary

aggregates from their target ranges in view of their instability. In the event,

the exchange rate objective was achieved, while the M3 objective was slightly

exceeded (a 9.6 per cent outturn compared with a target range of 6-9 per

cent). Inflation fell to 4.7 per cent by the end of the year, just above the

Bank’s objective.

Thus, during the first three years of the hard-drachma policy, inflation was

more than halved. Indicative of the stance of monetary policy and of the large,

but declining (as a per cent of GDP), fiscal deficits in the three years through

1997, nominal and real interest rates remained at very high levels (Figures 1-5,

1-7a and 1-7b). Correspondingly, the real effective exchange rate (measured

on the basis of relative unit labour costs) appreciated by about 17 per cent

(Figure 1-6), which may have reduced competitiveness (see below). Although

inflation fell sharply, real growth accelerated; real GDP growth averaged

about 2.8 per cent during 1995-97 compared with 1 per cent during 1991-94.

Why did real growth accelerate during a period when inflation fell from a

moderate level to the single digits? Although the credibility gain is difficult to

quantify, the hard-drachma policy provided an unambiguous target for mon-

etary policy, exerting a measure of self-discipline and serving to tie down

inflationary expectations. Other factors that strengthened credibility included

the following.
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23. The Bank announced that, in gauging progress on disinflation, it would also examine

several indicators that affect core inflation and inflationary expectations.
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ñ Substantial fiscal adjustment occurred. The fiscal deficit, as a per cent

of GDP, fell from about 10 per cent in 1995 to around 4 per cent in

1997 (Figure 1-3). Measures to improve the efficiency of tax collection

were stepped up (Manessiotis and Reischauer, 2001) so that seignior-

age became a less significant source of revenue. The prohibition of the

monetary financing of the PSBR (as from 1994) increased the scope

for monetary control.

ñ With the complete deregulation of the financial system by 1995, the

Bank of Greece was increasingly able to use interventions that are

flexible and reduce the operating costs of monitoring and controlling

incurred by the Bank and other financial institutions. The operation of

monetary policy in the deregulated system is described in Appendix 2.

ñ The Greek Parliament approved central bank independence and pro-

vided the Bank of Greece with a mandate to achieve price stability.

The law granting central bank independence gave the Bank control

over exchange rate policy within a framework agreed with the govern-

ment. Although not approved until December 1997, the impending

enactment of the legislation had been communicated to the markets

well in advance, providing an unambiguous signal that a regime shift

was in process. One factor underlying the move to central bank inde-

pendence in Greece, and elsewhere, has been the view that pressures

to follow expansionary monetary policies frequently are political in

nature. As we have seen, government involvement in the conduct of

monetary policy was an important reason for the high inflation out-

comes during 1975-94.24

ERM Entry

While the hard-drachma policy was crucial in bringing down inflation, as is

typically the case with all nominal-anchor exchange-rate pegs, it presented dif-

ficulties for the monetary authorities. (1) The relatively high Greek interest

rates, coupled with the increasingly credible exchange rate peg, led to a capi-

tal inflows problem. If the inflows had not been sterilised, they would have

increased the monetary base and pushed down nominal interest rates. With a

given level of inflation expectations, the result would have been a decline in

real interest rates. Both the increase in the monetary base and the decline in
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24. A number of empirical studies have found that central bank independence leads to less

inflation. See, for example, Alesina and Summers (1993) and Eijffinger and Schaling (1995).
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real interest rates would have meant an easing of monetary conditions, con-

trary to the tight monetary policy stance needed to disinflate. (2) Thus, one

response by the Bank of Greece to the inflows was to undertake sterilisation

operations. Sterilisation, however, was costly, as it reduced the Bank’s profits.

Moreover, to the extent that sterilisation caused domestic interest rates to be

higher than they would otherwise have been, capital inflows tended to be

higher than they would have been in the absence of sterilisation.25 (3) A funda-

mental problem confronting nominal-anchor exchange-rate pegs is that the

currency of the high-inflation country can become overvalued (relative to its

equilibrium value) during the move to a low inflation regime. In the case of

Greece, the appreciation of the real exchange rate (Figure 1-6)26 contributed

to a widening of the current account deficit to about 4 per cent of GDP in

1997, from near balance in 1994. The 1994 outcome, however, was in large

part due to weak domestic demand. Furthermore, Greece has traditionally

been a natural net capital importer, reflecting the high rates of return yielded

by investments in Greece relative to many other countries, and Greece has his-

torically received remittances from Greeks living abroad.

Nevertheless, the widening current account deficit, combined with rapid

wage growth, fed market expectations of drachma overvaluation and pro-

vided a sufficient basis for contagion from Asia, which commenced with the

devaluation of the Thai baht in July 1997.27 The view that an exchange rate

correction would be needed in good time before intended euro area acces-

sion became increasingly embedded in market expectations. Further, the
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25. In 1997, the Bank took other measures to discourage capital inflows. For example,
weekly repo auctions replaced the overnight facility as the main intervention instrument, and
deposits at the Bank’s overnight window in excess of a global banking system limit were renu-
merated at a lower interest rate. For a detailed discussion of the Bank’s sterilisation operations
during the 1990s, see Brissimis et al., 2001.

26. The extent of the real appreciation depends upon the base period and the measure of
relative prices used. In general, price indices indicate that the real value of the drachma rose
by about 14.8 per cent on the basis of relative CPI indices and 4.3 per cent on the basis of unit
labour costs between 1990 and 1997.

27. The recent literature on currency crises has offered a number of reasons that such
crises tend to be clustered (e.g. Masson, 1998). In the case of the attack against the drachma,
financial linkages were an important channel for spillover and contagion effects from the Asian
crisis. In effect, the Asian crisis induced investors to rebalance their portfolios for risk man-
agement, liquidity, or other reasons. One way in which this channel works that has some rele-
vance for the attack against the drachma is that investors who have positions in a country
undergoing a crisis (such as Thailand in mid-1997) will often be induced to sell liquid assets,
because the reduced value of the assets of the crisis country gives rise to an immediate need to
raise cash to meet margin calls (Goldfajn and Valdes, 1997). In addition, investors may sell
assets that are highly represented in their portfolios simply because of their greater availability.
Some countries, therefore, may experience capital outflows simply because their assets are
more liquid or more highly represented in the portfolios of creditors.
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sharp rise in interest rates required to support the drachma (Figures 1-5, 1-7a

and 1-7b) increasingly undermined growth and fiscal targets.

By early 1998, the government’s strategy of joining the euro area in early

2001 was in jeopardy. A clear strengthening of policies, signalling a funda-

mental regime shift, had become a necessity. In response, effective March

16, 1998, the drachma joined the Exchange Rate Mechanism (ERM) of the

European Monetary System (EMS) at a central rate that implied a 12.3 per

cent devaluation against the ECU. At the same time, a package of suppor-

tive fiscal and structural measures was announced. Efforts to restructure

public enterprises were stepped up. Entry into the ERM served to fulfil the

Maastricht Treaty requirement that ERM participation is needed in the two

years prior to joining the euro area.

Two (interrelated) issues arise with respect to the monetary policy strat-

egy. First, why was the policy of ERM entry combined with devaluation

effective?28 Unlike the devaluations of several other currencies in the mid-

1990s and late 1990s, the devaluation of the drachma in March 1998 was not

followed by further rounds of speculative attacks. Second, how was the

impact of the devaluation on inflation contained? If the effects of the deval-

uation had become incorporated into inflation expectations, the goal of

entry into the euro area in early 2001 would have been jeopardised.

With regard to the former issue, the drachma’s devaluation did not strictly

follow the first principles enumerated in the literature dealing with orderly

exit strategies (Eichengreen and Masson, 1998; Eichengreen, 1999).

ñ This literature recommends exiting a pegged central rate during peri-

ods of exchange market tranquility or during periods of upward pres-

sure on the exchange rate. The drachma exited its central rate during

a period of downward pressure.

ñ The literature recommends an appreciation of the exchange rate fol-

lowing the exit. The drachma was devalued.

ñ The literature advises that the exit should be from a pegged rate to a

floating rate. The drachma was devalued from one pegged central rate

to another pegged rate.

There are several principles of the exit strategy literature, however, that

were key features of the drachma’s exit from one central rate to another.

ñ The literature strongly advises that, following the exit from a central

rate, the country in question should establish low inflation as a key
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28. Eichengreen (2000) reported that, for the period 1970-98, the typical emerging market
economy experiencing an exchange market crisis lost an average of 3 percentage points from GDP
growth between the years preceding and following a crisis. For the six EMS countries experienc-
ing a crisis in 1991-92, the comparable figure is 1.6 percentage points (Eichengreen, 2000, p. 37).
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objective and grant operational independence to the central bank to

pursue this objective. As discussed above, a reduction of inflation had

been the main goal of the Bank of Greece for several years, and, fol-

lowing the granting of independence, the Bank’s mandate was to

achieve price stability.

ñ The devaluation of the drachma was both backward looking and for-

ward looking. The magnitude of the devaluation took account of both

past inflation differentials between Greece and other EU countries and

prospective differentials in the period leading up to Greece’s expected

entry into the euro area.

ñ Additionally, the drachma exited a unilateral peg and entered the

ERM arrangement within which it benefited from the availability of

the mutual support facilities (e.g. the Very Short-Term Financing

Facility) and wide exchange rate bands.

ñ The literature recommends implementation of proper supervision and

prudential regulation for foreign exchange exposure prior to the exit.

As discussed below, prudential supervision and regulation had been

implemented in Greece, and banks had effectively no net foreign

exchange exposure at the time of the devaluation.

ñ The exit strategy literature recommends that fiscal policy be tightened

following the exit. Fiscal tightening had already been in process in

Greece in the years leading up to the drachma’s devaluation, and it

continued following the devaluation. The fiscal deficit, as a per cent of

GDP, fell to 2.5 per cent in 1998, from 4.0 per cent in 1997 (Figure 1-3).

Crucially, the Bank did not ease monetary conditions; it made clear that

it would use its independence to ensure that the Maastricht inflation criterion

was attained. In its first monetary policy report (April 1998) after independ-

ence, the Bank stated that it would not set an inflation target for end-1998

in view of the lags with which monetary policy affects inflation and of the

uncertain impact of the devaluation on inflation. Instead, the Bank stated

that it would seek to achieve price stability by end-1999. Its intermediate tar-

get would be to maintain a stable exchange rate, defined as an average annual

exchange rate within 2.5 per cent of the central rate. In striking a balance

between the objectives of disinflation and exchange rate stability, the Bank

clearly affirmed that priority in policy implementation would be given to

achieving the inflation target and, consequently, the drachma could appre-

ciate to a point outside the narrow margins of fluctuation (Bank of Greece,

1998). Thus, the wide bands of the ERM facilitated the disinflation strategy,

as they allowed the Bank to maintain high interest rates and to let the

exchange rate appreciate relative to its central rate.
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Capital inflows resumed in the aftermath of the devaluation, and, although

inflation picked up, the rise was mild and short-lived (see below). Unlike the

situation that confronted some other countries whose currencies were

attacked in 1997 and 1998, in Greece there was no disruption of real economic

activity, as real growth accelerated in the aftermath of the devaluation. Two

important factors contributing to the smooth exchange rate adjustment were

the law granting independence to the Bank of Greece to pursue price stabili-

ty and the drachma’s entry into the ERM arrangement. Also, many of the fun-

damentals, including inflation performance and the government’s fiscal posi-

tion, had improved markedly in the years leading up to the attack against the

drachma. Often, currency attacks are provoked by worsening fundamentals.

With regard to the issue of the inflationary impact of the devaluation, infla-

tion accelerated following the devaluation, but the upturn was short-lived.

Inflation peaked at 5.3 per cent in May 1998 and fell to 3.9 per cent at year’s

end. The Bank of Greece kept interest rates at very high levels; at the short

end, real rates were in the range of 8-9 per cent in the months following the

devaluation. Additionally, the appreciation of the drachma within the ERM

reversed some of the inflationary effects of the devaluation. Moreover, mon-

etary policy received support from other policy measures. As noted, fiscal pol-

icy was steadily tightened. Also, a sharp moderation of labour costs occurred;

real wages in the manufacturing sector declined in 1998 (Table 1-1).29

Exchange Rate Devaluations and Financial Crises

A prominent feature of recent currency crises has been the close associa-

tion between exchange rate crises and financial crises. In a number of cases,

pegged exchange rate arrangements and high domestic interest rates provided

incentives for domestic firms and financial institutions to borrow in foreign

currencies carrying low interest rates. Typically, the foreign currency debt was

unhedged and short-term (Sneddon-Little and Olivei, 1999). In the event of a

speculative attack, a rise in domestic interest rates to thwart the attack often

aggravated conditions in an already weak domestic banking system. An

exchange rate devaluation served to increase the debt burdens of domestic

borrowers, also aggravating the fragile condition of the banking systems.

As shown in Table 1-5, in the period leading up to the speculative pres-

sures against the drachma, Greek commercial banks had net foreign exchange

exposure of only $0.4 billion, while branches of foreign banks operating in
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29. Hall and Zonzilos (2001) discuss the determination of wages in Greece.
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SOURCE: Bank of Greece.

Table 1-5.  Commercial Banks’ Assets and Liabilities in Foreign Exchange
Million USD

1998
February

1996
Year-end

I. Assets in foreign exchange

1. Redeposits with the Bank of Greece 11,352 9,001

1.1 (Greek banks) 8,246 6,469
1.2 (Branches of foreign banks) 3,106 2,532

2. Loans to private sector 8,780 11,352

2.1 (Greek banks) 6,469 7,153
2.2 (Branches of foreign banks) 2,311 4,199

3. Greek government bonds 1,255 808

3.1 (Greek banks) 1,056 622
3.2 (Branches of foreign banks) 199 186

4. Deposits with correspondent

banks 11,984 14,361

4.1 (Greek banks) 7,072 7,942
4.2 (Branches of foreign banks) 4,912 6,419

5. Other assets 758 906

5.1 (Greek banks) 746 876
5.2 (Branches of foreign banks) 12 30

6. TOTAL 34,129 36,428

6.1 (Greek banks) 23,589 23,062
6.2 (Branches of foreign banks) 10,540 13,366

II. Liabilities in foreign exchange

1. Deposits by non-financial

companies and individuals 18,220 23,232

1.1.1 (Greek banks) 12,950 18,128
1.1.2 (Branches of foreign banks) 5,270 5,104
1.2.1 (Residents) 17,548 22,434
1.2.2 (Non-residents) 672 798

2. Other liabilities 15,603 12,787

2.1 (Greek banks) 8,067 5,341
2.2 (Branches of foreign banks) 7,536 7,446

3. TOTAL 33,823 36,019

3.1 (Greek banks) 21,017 23,469
3.2 (Branches of foreign banks) 12,806 12,550

III.  Foreign exchange exposure (I.6-II.3) 306 409

1.1 (Greek banks) 2,572 -407
1.2 (Branches of foreign banks) -2,266 816
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Greece had (positive) foreign exchange exposure of about $0.8 billion. Much

of the foreign-currency borrowing by the banks was on-lent to domestic

firms. Traditionally, a large portion of the receipts of the firms was in for-

eign currency. Other data bearing on the soundness of the banking system at

the time of the attack against the drachma include the following:

ñ Bank loans in foreign currencies to the private sector represented less

than 25 per cent of total bank loans to that sector and only about 7 per

cent of total bank assets (a large proportion of which consisted of liq-

uid government securities).

ñ About 58 per cent of these loans in foreign currencies had been pro-

vided to industrial, tourist and shipping firms with significant receipts

in foreign currencies. A significant portion of these loans was, there-

fore, effectively hedged.

ñ Greek banks observed the capital adequacy and solvency requirements

for credit and market risks as provided under EU directives. The capi-

tal adequacy ratio of Greek commercial banks was (on average) above

10 per cent and that of the five largest banks (with a share of 72 per cent

in the banking sector) was over 11 per cent. Moreover, Greece’s bank-

ing sector had one of the highest rates of return on own capital (about

16 per cent, 1994-97, on average) in the OECD area. Under the super-

vision of the Bank of Greece, in the years leading up to the attack

against the drachma commercial banks had been building up provisions

for bad loans so that these provisions more than covered any possible

losses at the time of the attack. Thus, banks were in a position to with-

stand a deterioration in the quality of their loan portfolios.

In sum, the Greek banking system was fundamentally sound at the time

of the devaluation of the drachma, ensuring that the devaluation did not pre-

cipitate a financial crisis.

ERM II

With the adoption of the euro by eleven EMS members on January 1,

1999, the drachma began participation in ERM II, which succeeded the

ERM. The drachma’s central rate in ERM II was set at 353.109 drachmas

per euro, with a standard fluctuation band of ± 15 per cent.30

Monetary policy in 1999 and 2000 aimed to attain the Maastricht Treaty

convergence criteria so that Greece could participate in the euro area. Three

Monetary Regimes and Inflation Performance 75

30. The Danish krone also participates in the ERM II, with a ± 2.25 per cent band.
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of these (five) criteria bear directly on monetary policy. In particular, a coun-

try can join the final stage of monetary union if (during the previous year):31

ñ its inflation rate (based on the harmonised index of consumer prices,

or HICP) is not more than 1.5 percentage points higher than the aver-

age of the three best performing Member States;

ñ its long term nominal interest rate is not more than 2 percentage

points higher than that of, at the most, the three best performing

Member States in terms of price stability.

ñ it has joined the exchange rate mechanism of the EMS and has

respected the standard fluctuation margins without severe tensions for

the two years before the examination (for entry into the euro area). In

particular, the Member State shall not have devalued its currency’s

bilateral central rate against any other Member State’s currency on its

own initiative for the same period.

To help attain these criteria, the tight monetary policy stance remained in

force in 1999, as evidenced by the following indicators of monetary condi-

tions in 1999.32 (1) The drachma traded (on average) 7.7 per cent above its

central rate. Thus, the wide margins of the standard fluctuation band con-

tinued to provide an important tool in the disinflation process. (2) Interest

rates were kept at high levels. For example, for most of the year the three-

month interbank rate stood about 700 basis points above the German three-

month interbank rate (Figure 1-7b); the twelve-month T-bill rate stood some

600 basis points above the corresponding German rate (Figure 1-7a).

The tight monetary stance received support from a considerable slowdown

in the growth of unit labour costs and a further tightening in fiscal policy. The

fiscal deficit-to-GDP ratio fell to 1.8 per cent (Figure 1-3) and weekly earn-

ings of blue-collar workers in manufacturing rose by 4.4 per cent (Table 1-1);

both outcomes represented the lowest levels in over twenty five years. As a

result of this policy mix, inflation fell to 2 per cent in August and September

of 1999, before picking up somewhat due to a sharp rise in world oil prices.33
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31. The Maastricht criteria pertain to the period before the examination for entry into the
euro area. To be specific, therefore, “during the previous year” refers to the one year before
the examination. The remaining two criteria deal with the deficit-to-GDP ratio and the public
debt, respectively. For a discussion of these criteria in the context of Greece, see Manessiotis
and Reischauer (2001).

32. Detailed descriptions of the Bank’s monetary policy strategy are provided in the Bank’s
Annual Report for 1999 and 2000.

33. At year’s end, inflation stood at 2.7 per cent. On the basis of the harmonised index
(HICP), the inflation differential between Greece and the euro area narrowed to 0.7 percent-
age point in December 1999, from 2.9 percentage points in December 1998; the average annual
increase in the HICP was 2.3 per cent. The decline in inflation occurred against the backdrop
of accelerating growth.
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The anti-inflationary strategy in 1999 encountered challenging aspects.

During the first half of the year, high real interest rates led to further capital

inflows. This situation was dealt with in several ways. First, the Bank of Greece

intervened in the foreign exchange market in order to restrain pressures on the

drachma and reduce its volatility; from mid-January to end-March, the drachma

traded between 8.5 and 9 per cent above its central rate. Second, when further

upward pressures emerged, the Bank imposed temporary credit controls to

help stem total credit expansion.34 During the second half of the year, market ex-

pectations that the drachma would approach its central rate faster than had pre-

viously been expected led to some capital outflows. Consequently, the drachma

fell to a low of around 6.5 per cent above its central rate against the euro.

Expectations that Greece would qualify for entry into the euro area on

January 1, 2001 posed challenges for monetary policy in 2000. With the drachma

trading about 6.0 per cent (at 331.8 drachmas per euro) above its central rate

on January 14, 2000, a depreciation of the drachma to its central rate over the

course of the year (i.e. 2000) threatened to add to inflation. In response, on

January 17, 2000, the drachma’s central rate against the euro was revalued by

3.5 per cent, to 340.75 drachmas per euro. This adjustment limited the

required depreciation to 2.6 per cent, from the 6 per cent depreciation that

would have been required had the drachma’s central rate remained unchanged

(at 353.109). The move also provided the Bank of Greece increased latitude

with regard to the timing and the size of interest rate cuts during the course of

2000, since these cuts could be made in the context of a smaller depreciation

than would have been required had the central rate not been revalued.

With the revaluation of the drachma in hand, monetary policy (as well as

fiscal and structural policies) in the first half of 2000 continued to focus on

the Maastricht criteria dealing with inflation convergence, exchange rate sta-

bility, and long term interest rate convergence. The policy mix was success-

ful. On June 19, the ECOFIN Council admitted Greece into the euro area,

effective January 1, 2001.35

In the second half of 2000, monetary policy aimed at completing the tran-

sition to the euro area, which implied a gradual convergence of interest rates
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34. Non-remunerated deposits were introduced in April 1999 for an amount equivalent to
the growth of credit above specified rates. Subsequently, the penalty for excess lending in this
category was doubled. These credit controls were in effect until the end of March 2000. The
Bank of Greece took also steps to prevent a surge in liquidity when it reduced reserve require-
ments from 12 per cent to the euro area’s 2 per cent. The freed-up reserves were converted into
blocked interest-bearing deposits at the Bank, to be gradually released until end-2001.

35. With regard to the inflation criterion, the EU countries (i.e. Austria, France and
Sweden) with the three lowest inflation rates produced a harmonised inflation reference value
of 2.4 per cent over the reference period April 1999 through March 2000. Greece’s harmonised
inflation rate was 2.0 per cent.
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to euro area levels and a convergence of the exchange rate to its central par-

ity. Monetary policy also had to deal with the emergence of inflationary

pressures stemming from the sharp increase of world oil prices and the

depreciation of the euro against the US dollar. With regard to interest rate

convergence, the differential between the Greek 14 day intervention rate

and the corresponding rate for the ECB narrowed from 775 basis points at

the end of 1999 to 175 basis points at end-November; the narrowing was due

to a decline of 425 basis points in Greek rates and a rise of 175 basis points

in the ECB’s intervention rate. With regard to exchange rate convergence,

the move to central parity occurred in smooth manner.

Was There a Regime Change?

The above discussion apportioned the past twenty-five years into two

regimes and a transition period, each corresponding to a particular inflation

outcome. Is there any statistical evidence that a regime change occurred?

Figure 1-8 sheds some light on this issue. The figure shows the results of

applying the Zivot-Andrews (1992) test to annual inflation (CPI) data for the

period 1979-99. The Zivot-Andrews test allows an endogenous determination

of the time of a shift while testing for stochastic nonstationarity. The null

hypothesis is that the inflation series follows a random walk process without

a structural break. The alternative hypothesis is that the inflation process in-

volves a change in slope (but not a change in the constant term). As shown in

Figure 1-8, an estimated break point in the inflation series (at a 5 per cent crit-

ical level) occurs in 1994. A variant (not reported) of the foregoing test, which

allows changes in both the slope and the constant term, places the change in

regimes several years earlier. Both tests confirm that a statistical break in the

inflation process occurred sometime in the first half of the 1990s.36

To further examine whether a regime change occurred, we estimated the

variance of the inflation rate around a detrended, or smoothed, inflation series

at each point of time (using monthly data) during the period 1975-2000. To

obtain the detrended series, we used both the Kalman filter and the Hodrick-

Prescott (HP) filter. The Kalman filter is a recursive algorithm for sequentially

updating a state vector given past information. The HP filter is a two-sided lin-

ear filter that computes the smoothed series, s, of y by minimising the variance

of y around s subject to a penalty that constrains the second difference of s.37
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36. These results are from Zonzilos (2000).

37. For discussions of these smoothing techniques, see Pesaran and Pesaran (1997).
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The variances of the inflation series based on each of these two smooth-

ing methods are presented in Figure 1-9. Both methods indicate that Greece

moved from a period of continually changing regimes during 1975 to around

the middle of 1994 to a period of stability, or a single regime, beginning in

the second half of 1994. Thus, variances based on the Kalman and HP filters

provide clear evidence that more than just a statistical break occurred

around 1994. A change in the nature of the time series took place, indicat-

ing a change in the underlying economic-policy regime.

Challenges Ahead

In recent years, a transformation in Greece’s economic landscape has taken

place. Inflation and interest rates have declined to historically low levels, while

GDP growth has exceeded the euro area average during the past five years.

Continued fiscal adjustment is expected to lead to a budget surplus in 2001.

Looking forward, the challenge is to safeguard, and to build on, these achieve-

ments and take advantage of the opportunity provided by monetary union.

With Greece in the euro area, the country will initially have to deal with

some reversals of its recent gains in its quest to attain price stability. At the
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same time, the high growth rate of the Greek economy relative to that of the

rest of the euro area will imply that a given policy stance by the ECB will be

expansionary in the case of Greece. In part, this situation should be expect-

ed. Fast growing economies require appreciations of their real exchange

rates. In a monetary union, the only way to attain such adjustment is through

relative changes in national price levels.

Nevertheless, the rapid credit growth,38 reflecting the confluence of

(1) the decline in interest rates, (2) elimination of credit restrictions, and

(3) future releases of bank liquidity following the reduction in reserve

requirements (from 12 per cent to the euro area’s 2 per cent), provides a

potential for a pick-up in inflation. In the medium term, the broader chal-

lenge of macroeconomic stabilisation will be to keep inflation at bay, while

also preventing the emergence of its converse – namely, generalised price

deflation. In dealing with these issues, there are several channels through

which the Bank will continue to be an active force in the economy.

(1) Prudential supervision. The acceleration in domestic credit expansion

during the past years leads to concern that banks do not take on excessive

risk and highlights the need for effective prudential supervision.

More generally, sound management by banks themselves is crucial for

financial stability. In the best of all worlds, banks and other financial mar-

ket participants would have the proper incentives to manage risk, and

these incentives would help avert a concentration of risks. The tendency

to take on excessive risks would be contained through the operation of

market discipline, facilitated through the adoption of internationally-

accepted accounting, auditing and disclosure standards. However, in a

world where asymmetric information and other distortions interfere impor-

tantly with banks’ ability to manage risk, there is a particularly important

role for firm prudential supervision (Eichengreen and Mussa, 1998). The

Bank of Greece will help ensure the use of proper accounting, auditing,

and reporting rules for financial institutions through continued prudential

supervision.

(2) The role of surveillance. In view of the common monetary policy, in the

euro area, other policies — particularly fiscal and structural policies — will

become increasingly important in countering national inflationary pressures.

The Bank can be expected to play an increasing role in providing guidance

and advice to policy makers. Beyond that, the Bank will also have a role to

play in the policy decisions of the ECB, as the Governor of the Bank will sit

on the Governing Council of the ECB.
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Assessment

Although monetary policy bore the brunt of the disinflation during 1995-

2000, fiscal policy and incomes policy were also tightened so that the overall

policy stance became sustainable and credible. During the second regime,

inflation fell from about 9 per cent (in 1995) to under 3 per cent (in 2000),

while real growth averaged more than 3 per cent. Contributing to policy cred-

ibility were the use of the exchange rate as a nominal anchor, the law granting

independence to the Bank of Greece, and the entrance of the drachma into

the ERM. The deregulated financial system increased the Bank’s effectiveness

in transmitting its policy objectives in the financial markets and allowed the

Bank to respond rapidly to unforeseen circumstances. Foreign exchange inter-

vention during periods of capital inflows enabled the Bank to limit the appre-

ciation of the nominal exchange rate, to reduce the impact of capital flows on

money growth, and to buy time so that other policies could adjust. As inflation

subsided and the policy mix became increasingly consistent and sustainable,

nominal interest rates fell significantly, converging towards those in countries

with historically low inflation rates (Figures 1-7a and 1-7b).

Conclusions

The Greek experience provides a number of lessons for countries pursu-

ing comprehensive reforms, including the following:

(1) There are limits on what monetary policy can achieve as an instru-

ment of fine-tuning the economy in the short run. If supported by other poli-

cies, monetary policy can play a key role in delivering price stability over the

medium term. By anchoring inflationary expectations, it can create a stable

financial environment, help eliminate uncertainty and provide an economic

environment conducive to sustainable growth.39

(2) The costs of allowing inflation to rise are very high. Inflation distorts

relative price signals, generates uncertainty about future inflation and gener-

ally reduces the information provided by the price system. By so doing, infla-

tion imposes substantial economic and social costs. In the case of Greece,

the years of double-digit inflation were accompanied by sluggish economic

growth. While commodity shocks and other supply shocks can provide sub-

stantial impetus to inflation, the response of inflation to such shocks depends
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crucially on the stance of macroeconomic policies. The behaviour of wages

is an important propagation mechanism that can lock in higher rates of infla-

tion.

(3) Although high rates of inflation are predominantly due to excessive

money growth, assessments of the determination of money growth need to

consider the stance of fiscal policy. Without a fiscal stance supportive of tight

monetary policy, economic agents may expect that a persistent budget deficit

will be financed with future money creation, leading to higher inflationary

expectations, undermining policy credibility and sustainability. In the Greek

case, fiscal pressures contributed greatly to excess money creation and high

inflation in the first regime and the transition period. The influential role of

the government in matters of monetary policy, and the underdeveloped

nature of the tax system, provided powerful incentives for money creation.

(4) While the use of multiple monetary indicators can improve the

chances of correctly identifying the timing and nature of disturbances, a sin-

gle-indicator approach to monetary policy can serve as a focal point of

expectations, enhancing credibility. In countries such as Greece, with histo-

ries of high inflation, a multiple target approach need not be sufficient to

enhance transparency or establish credibility.

(5) The success of the Greek disinflationary effort in the second regime

underscores the critical role of the credibility of policies. Credibility, however,

cannot be achieved overnight, particularly if there is a history of failed sta-

bilisation attempts. In such a situation, credibility can be fostered by a

change in policy regime; in the case of Greece, the hard-drachma policy con-

stituted such a regime change. While an exchange rate target can help estab-

lish credibility by providing a clear and transparent nominal anchor, it runs

the risk that it may become unsustainable in the absence of supportive fiscal

policy and incomes policy. Important factors reinforcing the credibility of

the exchange rate nominal anchor in the second regime were continued fis-

cal adjustment, wage restraint, the legislation providing independence to the

Bank of Greece, and the entry of the drachma into the ERM.

(6) A number of factors contributed to the orderly nature of the drachma’s

devaluation in March 1998: the Bank of Greece had previously established

low inflation as its main objective and, as noted in the previous paragraph,

the implementation of various institutional changes, continued fiscal adjust-

ment, and wage restraint enhanced credibility. Also, the wide ERM exchange

rate bands permitted the Bank to continue its tight monetary policy in the

period prior to entry into the euro area.

(7) A deregulated financial system facilitates the use of indirect instruments

of monetary policy so that small, frequent changes in the instruments become
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feasible, enabling the authorities to respond rapidly to shocks. Financial dereg-

ulation needs to be accompanied by adequate measures of prudential super-

vision. In the Greek case, a properly supervised banking sector with ade-

quate prudential regulations limited the exposure of commercial banks to

foreign currency risk, providing an additional reason why the exit strategy of

the drachma in March 1998 could be implemented in an orderly way.

(8) Capital inflows provide opportunities as well as challenges. In periods

of large capital inflows, sterilisation can be used to limit the appreciation of

the nominal exchange rate and curb the monetary effects of the inflows. Steri-

lisation, however, prevents domestic interest rates from falling in response to

the inflows and thus tends to maintain the yield differential that gave rise to

them. Also, the quasi-fiscal losses of intervention, arising from the differential

between the interest earned on foreign reserves and that paid on debt denom-

inated in domestic currency, will mount with greater sterilisation efforts.

Sterilisation, therefore, tends to be effective primarily as a short-term device.

In the case of Greece, sterilisation was useful, in part, because it could be

implemented quickly and helped buy time to achieve a consistent policy mix.

Annex Tables
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Table 1A-1.  Tests of Unit Roots Hypothesis

LM3 is the log of money supply M3. LCGBR is the log of central government borrowing requirements (cash
basis). DLM3 and DLCGBR are the first differences of LM3 and LCGBR respectively.

The relevant tests are derived from the OLS estimation of the following autoregression for the variable involved:

¢xt = ‰0 + ‰1 (Time)t – ‰2 xt-1+ ™
k

i=1  

ºi ¢xt-i + ut (1)

ÙÌ is the t-statistic for testing the significance of ‰2 when a time trend is not included in equation 1 and ÙÙ is the
t-statistic for testing the significance of ‰2 when a time trend is included in equation 1. The calculated statistics are
those reported in Dickey-Fuller (1981). The critical values at 5 per cent and 1 per cent for N=50 are -2.93 and -3.58
for ÙÌ and -3.5 and -4.15 for ÙÙ, respectively. The lag length structure of ºi of the dependent variable xt is determined
using a recursive procedure in the light of a Lagrange multiplier (LM) autocorrelation test (for orders up to six)
which is asymptotically distributed as ¯2 distribution and the value of t-statistic of the coefficient associated with the
last lag in the estimated autoregression. 

** Indicates rejection of the null hypothesis at 1 per cent level of significance. 

Augmented Dickey-Fuller

kÙÙÙÌVariable

LM3 -2.78 0.66 6
LCGBR -0.36 -3.33 5
DLM3 -4.07** -4.96** 5
DLCGBR -9.52** -9.41** 2
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Appendix 1: Liberalisation and Deregulation of the Greek
Banking System

1982-1985

— Abolition of the Currency Committee and assignment of its tasks to

the Bank of Greece.

— Establishment of a limit (10 per cent of the budgeted annual current and

investment expenditure) on central bank financing of central government.

— Simplification of the credit controls concerning commercial banks and

specialised credit institutions.

— In 1984, the Bank of Greece ceased to determine the allocation of

credit extended by the Agricultural Bank of Greece and the National Mort-
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LM3 is the log of money supply M3. LCGBR is the log of central government borrowing requirements (cash
basis). r indicates the number of cointegrating relationships. Maximum eigenvalue and trace test statistics are com-
pared with the critical values almost identical with those reported in Johansen and Juselius (1992, Table 2).

** Indicates rejection of the null hypothesis at 95 per cent critical value. The reported statistics for the long-run
hypothesis that each variable is equal to zero are distributed as ¯2 distribution with the degrees of freedom equal to
the number of cointegrating vectors. 

+++ Indicates rejection of the null hypothesis at 1 per cent level of significance.

Table 1A-2.  Johansen and Juselius Cointegration Test. Money Supply, M3, and Central
Government Borrowing Requirements, 1981: 1 – 1990: 4.

VAR=4, Variables: LM3 and LCGBR

Maximum eigenvalues

90 per cent95 per centEigenvalueAlternativeNull

Critical values

r=0 r≥1 29.96** 14.88 12.98
r≤1 r=2 4.98 8.07 6.5

Trace statistic

95 per cent 90 per centTraceAlternativeNull

Critical values

r=0 r≥1 34.95** 17.86 15.75
r≤1 r=2 4.98 8.07 6.5

LM3=0 22.14+++

LCGBR=0 17.25+++

Z=LM3-0.73LCGBR

Long-run test for the hypothesis that each variable does not enter any
cointegrating vector

Variables ¯2 test of restrictions
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gage Bank of Greece and concentrated on controlling their overall credit

expansion. Moreover, it limited the amount of funds they could draw from

the central bank and increased the interest rate on such refinancing.

— Rationalisation of interest rate structure by:

i) reducing the wide diversification of existing categories of interest

rates,

ii) narrowing the interest rate differentials between the various types

of credit, and

iii) raising the entire range of interest rates in real terms.

1985-1988

— Introduction of a floor rate on short-term loans, at one percentage

point higher than the rate on savings deposits (November 1985).

— Determination of a minimum long-term lending rate, equal to the rate

on savings deposits (June 1986).

— Banks are allowed to accept 7- to 90-day deposits (February 1987) and

to offer certificates of deposit (June 1987) at market rates.

— Abolition of the requirement on commercial banks to earmark 15 per

cent of their deposits for financing fixed investment by private enterprises

(June 1987).

— Abolition of the maximum rate of 21.5 per cent on short-term credit

and on other categories of bank loans and determination of a minimum rate

of 21 per cent on all working capital loans (June 1987). This minimum rate

was abolished in December 1987.

— Financial institutions are authorised to extend medium- and long-term

loans for fixed investment at market rates (November 1987).

— Freely negotiable interest rates and other terms of time deposits, sav-

ings deposits with a notice, and bank bonds (November 1987).

— Following a gradual reduction in reserve/rebate rations on bank loans,

the reserve/rebate system is abolished (December 1988).

1989

— Exporters are permitted to open foreign exchange accounts covering

their transactions abroad (January).

— Freely determined interest rates on current accounts and sight

deposits (June).
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— Determination of a minimum interest rate on savings deposits (June).

— Freely negotiable terms on drachma loans to public enterprises and

entities (October).

1990

— Reduction (from 10.5 per cent to 9.5 per cent as from April and to 9

per cent as from May) of the requirement on commercial banks to earmark

a percentage of their deposits for the financing of public enterprises and

public entities. The requirement is reduced at the margin from 9 per cent to

6 per cent as from November 1990, to 3 per cent as from January 1991 and

is abolished as from April 1991.

— Direct investment in EC countries by Greek nationals is fully liberal-

ised (July).

1991

— Ceilings per bank regarding bond issues are abolished (February).

— The Bank of Greece further simplifies the provisions regarding the

issue of letters of guarantee in foreign exchange. All relevant provisions are

codified into a single text (February).

— The requirement on commercial banks to earmark a percentage of

their deposits for investment in government securities is reduced at the mar-

gin from 40 per cent to 35 per cent as from February and to 30 per cent as

from July.

— The Agricultural Bank of Greece is authorised to expand its opera-

tions to all categories of loans commercial banks are authorised to grant

(July).

— Simplification and codification into a singe text of the rules governing

the granting of drachma loans by banks operating in Greece (July) and loans

in foreign currency to legal and natural persons for their business activity

(September).

1992

— Creation of a forward market in foreign exchange. The scope of trans-

actions that can be covered in the forward market is extended to all transac-
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tions related to exports and imports of goods and services and the payment

of interest, dividends and profits (January).

— Currency swaps between banks located in Greece are liberalised (January).

— The requirement on commercial banks to earmark a percentage of

their deposits for investment in government securities is reduced at the mar-

gin from 30 per cent to 25 per cent as from February, to 20 per cent as from

July and to 15 per cent as from October.

— The EC definition for the own funds of credit institutions is adopted

and the solvency ratio of credit institutions authorised in Greece is deter-

mined according to the relevant EC Directive (March).

— Mortgage banks are authorised to carry out foreign exchange transac-

tions, with the exception of those related to import-export trade (April).

— Reduction from 10 per cent to 5 per cent of the budgeted annual cur-

rent and investment expenditure of the limit on central bank financing of

central government for 1993 (July).

— Abolition of all remaining restrictions on the transfer abroad of funds

pertaining to current external transactions (including business profits and

rental income) (July).

— The Second Banking Directive of the EC Council is transposed by Law

2076/1992 into Greek banking legislation (August).

— The requirement on commercial banks to earmark a percentage of

their deposits for the financing of small and medium-sized firms is lowered

from 7 per cent to 6.5 per cent (September 1992) and reduced at the margin

from 6.5 per cent to 5 per cent as from November 1992, to 2.5 per cent as

from March 1993 and is abolished as from July 1993.

1993

— Adoption of the Council Directive 92/121/EEC, which sets the rules

for monitoring credit institutions’ large exposures (January).

— Liberalisation of savings deposits, following the abolition of the mini-

mum interest rate (March).

— Liberalisation of long-term capital movements (March).

— To prevent the use of the financial system for money laundering,

banks operating in Greece must require identification of their customers for

transactions equal to, or exceeding the equivalent of, ECU 15,000. Banks are

required to refrain from transactions which they know or suspect to involve

money laundering (March).
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— The requirement on commercial banks to earmark a percentage of the

changes in their deposits for investment in government securities is abol-

ished (May).

— Authorisation is granted for the establisment and operation of banks

exclusively concerned with the provision of housing loans to consumers

(August).

1994

— Prohibition of monetary financing of general government as from

January 1, 1994.

— Effective liberalisation of consumer credit (8 million per person).

— The abolition of the requirement on banks to earmark a percentage of

the increment in their deposits for the financing of public enterprises and

entities is extended to the outstanding balance of deposits which constitutes

the basis for the calculation of the above requirement (February).

— Liberalisation of short-term capital movements (May).

— Gradual equalisation of the interest-bearing part of the reserve

requirement on deposits with the Agricultural Bank of Greece to the

requirement imposed on commercial banks (from 1 per cent to 2 per cent as

from May, to 3 per cent as from June and to 4.5 per cent as from July).

— Full liberalisation of lending in foreign currency to residents by

domestic credit institutions (August).

— Abolition of the minimum interest rates on short- and long-term loans

as well as of the credit institutions’ maximum rate of discount on govern-

ment securities (August).

— Time deposits are fully liberalised, following the abolition of the min-

imum maturity of 7 days (August).

1995

— The system according to which foreign currency deposits with credit

institutions have to be redeposited with the Bank of Greece is simplified,

with a view to gradually increasing banks’ autonomy in managing these

deposits. Specifically, the obligation to surrender certain categories of for-

eign currency deposits against drachmas at a fixed exchange rate is abolished

and a single framework for managing foreign currency deposits is estab-

lished. Moveover, the proportion of foreign currency deposits that credit
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institutions are required to redeposit with the Bank of Greece is lowered as

a first step from 100 to 70 per cent (May).

1996

— Expansion of the range of investment banks’ operations (October).

1997

— Full liberalisation of Greek residents’ deposits in foreign currency.

Foreign currency deposits (with the exception of seamen’s and emigrants’

deposits) cease to be subject to the redeposit requirement with the Bank of

Greece and are henceforth subject to the same management framework as

drachma deposits (August).

— Amendment of the Statute of the Bank of Greece in order to enshrine

independence in law and ensure democratic accountability in accordance

with the Maastricht Treaty and the Statute of the European Central Bank

(December).

1998

— The redeposit requirement with the Bank of Greece on seamen’s and

emigrants’ foreign currency deposits with credit institutions operating in

Greece is reduced from 70 to 60 per cent (July).

— Cooperative banks are authorised to perform certain financial inter-

mediation operations with non-members (August).

1999

— Simplification of the procedures for the granting of foreign exchange

for current transactions between residents of Greece and non-residents and

for capital movements (August).

— Credit institutions are authorised to grant loans for covering any

investment (as defined in Council Directive 93/22/EEC) and brokerage

firms’ borrowing requirements (September).
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2000

— Banks are allowed to finance legal and natural persons for the pur-

chase of shares, provided that, by such acquisition, participation in the share

capital of a firm is maintained at, or increased to, at least 5 per cent (March).

Appendix 2: The Implementation of Monetary Policy in the
Deregulated Financial System

The main instruments used by the Bank of Greece to conduct monetary

policy are the following: (a) reserve requirements on credit institutions; (b)

standing facilities, which encompass the rediscounting of bills of exchange

and promissory notes (discount facility), the financing against collateral of

government securities (Lombard facility and a deposit facility); (c) interven-

tions by the central bank on its own initiative for the purposes of injecting or

absorbing liquidity; and (d) credit institutions’ access to central bank financ-

ing through overdrafts on their current accounts with the central bank.

However, the decision of the Bank in March 2000 to abolish the quantitative

limits applied to Lombard facility and to provide banks with interest-free

intra-day liquidity to cover their positions (if any) in the HERMES payment

system have made this latter facility redundant.

Reserve requirement ratios [(a) above] have traditionally been changed

rather infrequently, because this instrument is not typically employed for the

short-term control of liquidity. The rediscounting mechanism [(b) above]

was reactivated in 1993 in order to provide limited liquidity. Because of its

potential signalling role, the discount rate is infrequently adjusted. The

Lombard mechanism [(b) above] was introduced in 1993 to enable the Bank

of Greece to provide liquidity to credit institutions in meeting their excep-

tional needs arising from unpredictable factors such as foreign exchange

outflows and excessive liquidity drain (due to, for example, tax payments).

This facility helps smoothen interest rate movements and serves as the upper

limit of interbank rate fluctuations.

While the discount and Lombard mechanisms operate in a way that

smoothens movements in interest rates, they cannot be flexibly used by the

monetary authorities, given that they are activated on the initiative of the

credit institutions. By contrast, interventions in the interbank drachma mar-

ket constitute a flexible instrument; those interventions are the principal

instrument used by the Bank of Greece to control liquidity and influence

interest rates.
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Interventions in the interbank market are of two types: (a) repurchase

agreements; and (b) direct interventions. Open market operations, in particu-

lar repurchase agreements, constitute the foremost intervention type in all

developed financial markets today. These operations are in line with market

principles, support the deepening of the domestic money market and enable the

allocation and control of liquidity through the market and the effective steering

of interest rates. Repurchase interventions by the Bank of Greece date back to

1989, but they had been used to a limited extent until mid-1995. Repurchase

agreements have the following advantages over other types of intervention: (i)

transactions are reversed at a predetermined date and thus, unlike outright pur-

chases of securities, do not affect liquidity in the long run; (ii) operations can be

concluded quickly; (iii) a high degree of safety is ensured, because transactions

are covered by government securities and the amount of financing is restricted

by the volume of available securities; (iv) they ensure transparency, given that

the general rules of the auction are known beforehand; and (v) the Bank of

Greece is able to obtain information on market expectations about interest

rates, not only from the average interest rate but also out of the range of bids.

Prior to November 1994, Bank of Greece interventions were limited to the

overnight market. The overnight rate had therefore assumed a strong signalling

role. Since then, the Bank of Greece has initiated systematic one-month inter-

ventions, in order to assign a signalling role to the one-month rate too and fos-

ter a deeper market of this maturity; from the beginning of 1998, 14-day inter-

ventions have been conducted on a regular weekly basis.

In December 1997, the Greek Parliament approved central bank indepen-

dence and provided the Bank of Greece with a mandate to achieve price sta-

bility. The law granting central bank independence also gave the Bank control

over exchange rate policy within a framework agreed with the government.
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Comment by M.J. Artis

Introduction

This conference is, in part at least, a celebration of Greece’s entry into the

euro area. This paper provides the backdrop: it gives an account of the pol-

icy effort which led to this achievement and it places that effort in the per-

spective of the relevant literature. This includes the literature that encour-

ages the adoption of Central Bank independence as a commitment technol-

ogy to defeat inflation: and it includes also the literature which discusses the

virtues of using the nominal exchange rate as an anchor and the problems of

the exit from such a regime.

At first (and second!) sight, the Greek achievement is something of a mir-

acle. I begin by underlining its miraculous dimensions, but go on to ask

whether we should believe in miracles. I then discuss whether the move from

a hard-exchange-rate-high-interest-rate regime to a regime which in effect is

a soft-exchange-rate-low-interest-rate regime (which is the immediate rep-

resentation of EMU for Greece) is good for Greece and I ask how Greece

can perform needed economic adjustment inside the framework of EMU.

The Miracle

Only two and a half years before this conference Greece was deemed to

be ineligible to participate in the European Monetary Union. The Council

of Ministers which met in May 1998 to review the economic performance of

the EU countries against the Maastricht Treaty criteria concluded that

Greece did not meet those criteria in any respect: her debt- and deficit-to-

GDP ratios exceeded the reference values (respectively, 60 per cent and

3 per cent), as did inflation and the long-term interest rate. Nor had Greece

satisfied the exchange rate criterion. Tables 1B-1 and 1B-2 show the com-

parative data for the two fiscal ratios, while Figure 1A-1 shows the position
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SOURCE: Commission services.
a. Spring 2000 economic forecasts.

Table 1B-1.  Government Surplus/Deficit in EU Member States
General government net lending (+)/net borrowing (-), as a per cent of GDP

2000 a19991998199719961995

BE -4.2 -3.7 -2.0 -1.0 -0.9 -0.5
DE -3.3 -3.4 -2.6 -1.7 -1.1 -1.0
ES -6.9 -5.0 -3.2 -2.6 -1.1 -0.7
FR -5.5 -4.2 -3.0 -2.7 -1.8 -1.5
IE -2.5 -0.6 0.8 2.1 2.0 1.7
IT -7.6 -7.1 -2.7 -2.8 -1.9 -1.5
LU 2.2 2.7 3.6 3.2 2.4 2.6
NL -4.2 -1.8 -1.2 -0.8 0.5 -1.0
AT -5.1 -3.8 -1.9 -2.5 -2.0 -1.7
PT -4.2 -3.8 -2.6 -2.1 -2.0 -1.5
FI -3.7 -3.2 -1.5 1.3 2.3 4.1

EUR-11 -4.9 -4.2 -2.6 -2.0 -1.2 -0.9

DK -2.3 -1.0 0.5 1.2 3.0 2.4
GR -10.2 -7.8 -4.6 -3.1 -1.6 -1.3
SE -7.9 -3.4 -2.0 1.9 1.9 2.4
UK -5.8 -4.4 -2.0 0.3 1.2 0.9

EU-15 -5.1 -4.2 -2.4 -1.5 -0.6 -0.4

SOURCE: Commission services.
a. Spring 2000 economic forecasts.

Table 1B-2.  Government Debt in EU Member States
General government consolidated gross debt, as a per cent of GDP

2000 a19991998199719961995

BE 129.8 128.3 123.0 117.4 114.4 110.1
DE 57.0 59.8 60.9 60.7 61.1 60.7
ES 63.2 68.0 66.7 64.9 63.5 62.3
FR 51.9 57.1 59.0 59.3 58.6 58.2
IE 80.8 74.1 65.3 55.6 52.4 45.2
1T 123.2 122.1 119.8 116.3 114.9 110.8
LU 5.6 6.2 6.0 6.4 6.2 5.8
NL 75.5 75.3 70.3 67.0 63.8 58.8
AT 68.0 68.3 63.9 63.5 64.9 62.6
PT 64.7 63.6 60.3 56.5 56.8 57.0
FI 56.6 57.1 54.1 49.0 47.1 42.6

EUR-11 71.4 74.7 74.5 73.0 72.2 70.3

DK 69.3 65.0 61.3 55.6 52.6 49.3
GR 108.7 111.3 108.5 105.4 104.4 103.7
SE 76.6 76.0 75.0 72.4 65.5 61.3
UK 52.0 52.6 50.8 48.4 46.0 42.4

EU-15 69.5 72.1 71.0 59.0 67.6 65.1
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with respect to inflation. Table 1B-3 then shows comparative data on the

long term interest rate.40 Clearly, the qualification took place very quickly,

with the Council of Ministers in June 2000 looking at data for 1999 which

were transformed with respect to the situation in 1997.41

As discussed below, satisfying the Maastricht Treaty criteria is different

from qualifying against the criteria posed by the optimal currency area

(OCA) theory. But to have satisfied the former criteria is to have made giant
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SOURCES: ECB, Commission services.
a. Average of April 1999-March 2000.
b. Weighted average based on GDP.
c. Average of interest rates of the three best performing Member States (underlined) in terms of price stability

plus 2 percentage points.
d. Measured by the standard deviation.

Table 1B-3.  Long-Term Interest Rates in EU Member States
12-month averages, percentage points

March
2000a19991998199719961995

BE 7.5 6.5 5.8 4.8 4.7 5.2
DE 6.9 6.2 5.6 4.6 4.5 4.9
ES 11.3 8.7 6.4 4.8 4.7 5.1
FR 7.5 6.3 5.6 4.6 4.6 5.0
IE 8.3 7.3 6.3 4.8 4.7 5.1
IT 12.2 9.4 6.9 4.9 4.7 5.1
LU 7.2 6.3 5.6 4.7 4.7 5.1
NL 6.9 6.2 5.6 4.6 4.6 5.0
AT 7.1 6.3 5.7 4.7 4.7 5.1
PT 11.5 8.6 6.4 4.9 4.8 5.2
FI 8.8 7.1 6.0 4.8 4.7 5.1

EUR-11b 8.7 7.2 6.0 4.7 4.6 5.0

DK 8.3 7.2 6.3 4.9 4.9 5.3
GR 17.0 14.5 9.9 8.5 6.3 6.4
SE 10.2 8.0 6.6 5.0 5.0 5.4
UK 8.3 7.9 7.1 5.6 5.0 5.3

EU-15b 8.8 7.5 6.3 4.9 4.7 5.1

Reference valuec 9.1 8.0 6.6 6.8 7.2

Average of 3 
best price
performers 7.1 6.0 4.6 4.8 5.2

Dispersion rated 1.3 1.8 1.0 0.5 0.2

40. These data are drawn from CEC (2000).
41. Greece remained well above the reference value for the debt/GDP ratio but benefited

from the “escape clause” permitting an excess, in line with the precedent set by a few other
countries (Italy, Belgium).
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strides in the direction of adopting “a stability culture” and in bringing infla-

tion down. The burden of the paper is that this achievement reflects the

adoption by Greece of important policy innovations. Before examining these

innovations in detail we should briefly ask whether another type of explana-

tion might not be available. After all, there are other policy “miracles” to

consider: Spain, perhaps, and more certainly Italy. World-wide, the great

inflation of the 1970s and 1980s was ground to a halt in the 1990s. The wide-

spread conversion of monetary policy strategies to that of “direct inflation

targeting” has coincided with a general reduction in inflation; almost cer-

tainly (in my view – but others disagree, cf. for example Cecchetti, 2001), it

did not cause it. There are a few economists who emphasise the possibility

of multiple and sunspot equilibria (e.g. Farmer and Benhabib, 1999), and it

may be that the current low-inflation equilibrium is simply an example of a

‘different’ equilibrium being chosen. It is clear that some elements in the

world external to Greece —low commodity price inflation, the example set

by her peer group (Italy, again)— would have helped in a critical way in the

reduction of inflation, making possible what was not possible a decade

before. Still, this is not enough to deny an important role to policy. It is this

to which I now turn.
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The Policy Innovations

The authors divide the period since 1974 into two on the basis of the

Zivot-Andrews test applied to the CPI inflation series. They place the break

in 1994/95. Eye-balling the series suggests that it would be easy to choose

alternative break-points in the first half of the 1990s, or even earlier. Not a

great deal depends on this however. It is not as if there is an unambiguous

break earlier in the sample period which, if it were present, might indicate a

different explanation. The policy innovations that the authors emphasise are:

— The declaration of CBI: in 1997 the Bank of Greece became inde-

pendent. As the authors note, this follows the central recommendation of

the Barro-Gordon literature. They do not (perhaps for reasons of corporate

modesty) mention whether the appointment of Lucas Papademos to the

Governorship follows another recommendation in that literature – Ken

Rogoff’s (Rogoff, 1985) advice to appoint to the Governorship someone

with “more conservative” tastes than the populace at large.

— The development of a hard exchange rate policy, commencing in 1995

based on an “under-indexed” crawl.

— A prohibition of monetary financing of the deficit (and, eventually, a

reduction in the fiscal deficit).

During the period there was a substantial process of liberalisation and

financial development, not immediately and in every respect helpful to the

macroeconomic objectives of policy, though it helped to contribute to the

image of a “modernisation” of the Greek economy.

It seems clear that the hard exchange rate policy worked, much as it had in

earlier ERM country-histories, to squeeze inflation out of the system. The usual

problem with such nominal exchange rate anchors is that they lack immediate

full credibility and induce a problem of (sometimes severe) overvaluation, the

unwinding of which may involve a spectacular devaluation and the undoing of

much of the gains previously made. In the case of Greece, this risk was com-

pounded by contagion from the South-East Asian currency crises. Greece’s

solution was to join the ERM with a modest devaluation; continuation of fiscal

retrenchment and high interest rates moderated the inflationary impact of the

devaluation and indeed eventually produced an appreciation. The “Deus ex
Machina” of jumping into the ERM seems to have had all the credibility effects

any theatre-goer could have desired. The unconcealed objective of Greece to

join EMU and the fact that policies inside Greece were consistently aimed at

this objective seem to have persuaded those agents in the foreign exchange mar-

ket who might have sold the drachma short that there was no profit in doing so.

The “fundamental fundamentals” (widespread political support for Greece’s
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objectives and policies) were in Greece’s favour42 and the political commitment

implied in joining the ERM in the first place was no doubt helpful.

The Future

Greece has succeeded in meeting the Maastricht criteria but in doing so does

not face a secure future. The hard-exchange-rate-high-interest-rate policy that

secured for Greece the qualification to enter the euro area is no longer an

option. Greece revalued her exchange rate before entering, as Ireland did, but

perhaps —as in the Irish case— not by enough. She lowered her interest rates

considerably in the process of joining (as did Ireland). It is a plausible working

hypothesis that Greece still has a proclivity for inflation: and may show the

effects of excess demand, both from a laxer monetary policy and through a

favourable external account. This being so, what should Greece now do? One

possibility is simply to let excess inflation wear itself out in an appreciation of the

real exchange rate, a loss of competitiveness and, finally, weakening demand.

This would appear to be the advice that the authors of the CEPR’s latest report

in the series “Monitoring the European Central Bank” would give (Alesina et
al., 2001). This adjustment process is complicated in at least two ways.

First, the adjustment may take a long time, as increasing inflation will

reduce the real interest rate and add to demand even while the real

exchange appreciation works to weaken it. The process is quite likely to

involve an oscillation of under- and over-valuation, as suggested by Figure

1A-2. In this figure, Greek inflation (z) is measured on the vertical axis, and

the drachma’s real exchange rate (R) on the horizontal. “Core inflation”, the

general inflation rate in the euro area, is measured by zEA. Evidently, if

Greek inflation is above this rate, Greece’s real exchange rate against her

euro area partners will appreciate; if below it, it will depreciate. Thus the

horizontal at zEA is also the line RØ = 0. The z
.

= 0 schedule is shown as slop-

ing up from left to right: as inflation increases, the real rate of interest falls,

stimulating demand and inflation further; but the real appreciation of the

exchange rate acts in the opposite sense. The schedule z
.

= 0 is drawn where

these forces balance out. Above the z
.

= 0 line, demand (hence inflation) is

rising; below it, it is falling. It is clear from the arrows of motion that the sys-

tem is not globally (nor saddlepath) stable and may oscillate.
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42. There is an obvious contrast here with the case of the UK in 1992 when an alternative, polit-
ically supported, equilibrium set of policies was discernible and the market “chose” this alternative,
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Second, the process in any case works through demand and the creation of

unemployment in particular sectors of the economy. A more balanced adjust-

ment could involve the use of fiscal policy: this still would imply demand

deflation of course. A further possibility, one that is open to small economies

like that of Greece and is being given a new lease of life in Europe now, is

represented by tripartite decision-making between the social partners. Here,

the social partners may, if they choose, aim to produce wages and prices that

keep the economy competitive and in a state of high employment. This

“internalisation” of the adjustment problem is probably not open to large

economies where the coordination problem is too big. Time will tell what

route, or combination of routes, Greece chooses to adopt.
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2 Greek Fiscal and Budget

Policy and EMU

Vassilios G. Manessiotis and

Robert D. Reischauer

Introduction

FROM the mid-1970s until 1990 political considerations

drove Greek fiscal policy. Budgets were subjected to little discipline and

deficits and public sector debt soared. The inexorable integration of the

Greek economy with the economies of Europe and the rest of the world,

however, made fiscal profligacy increasingly problematic. Greece’s strong

desire to participate as an equal partner in Economic and Monetary Union

(EMU) required changes (greater fiscal discipline, monetary restraint and

structural reforms) which would have been unacceptable to politicians and

the public in earlier decades but were adopted, albeit haltingly, after 1991.

With EMU membership slated to begin in 2001, Greek fiscal policy will face

new challenges and constraints but, at the same time, membership will cre-

ate new opportunities for the economy.

This paper analyses fiscal developments in Greece over the past quarter

of a century. In particular, it examines the following questions:

ñ What were the fiscal policy mistakes of the past and how has Greece’s

fiscal policy evolved since 1975?

ñ How was Greece able to meet the Maastricht fiscal criteria?

ñ What can be learned from past efforts to impose fiscal discipline that

might be useful for the future?

ñ What structural reforms in spending and tax policy would help Greece

sustain the fiscal requirements of the Stability and Growth Pact?

We are greatly indebted to Nicholas Garganas, Heather Gibson and George Tavlas for

constructive comments. We are also grateful to George Hondroyiannis, Konstantina Argyrou

and Maria Papageorgiou for excellent research and computational assistance.
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The paper starts with a broad-brush description of the public sector in

Greece, how it has changed over the past two and one-half decades and how

it compares with the public sectors of the other members of the EMU. It

then summarises recent fiscal policy outcomes as measured by trends in

three indicators: the nominal deficit, the structural deficit and the primary

deficit. The paper then provides a brief history of fiscal policy during the

1976 to 1992 period when Greece was undergoing adjustments associated

with first seeking membership in, and then joining the, European Economic

Community (EEC). During the late 1970s and the first half of the 1980s,

Greece’s fiscal policy began to spiral out of control. In 1983 and 1985, the

government was forced to devalue the drachma and, in November of the lat-

ter year, adopt a programme of significant fiscal restraint. This effort, known

as the 1986-87 Stabilisation Programme, was abandoned in late 1987 but not

before realising some modest success and providing some lessons for the

post-1992 period. The paper next examines the post-Maastricht Treaty period,

during which the focus of Greek fiscal policy was on attaining the Treaty’s

fiscal and economic criteria. The chapter concludes with a discussion of the

consequences and prospects for the Greek public finances inside EMU.

Overview of the Public Sector in Greece

Any discussion on the public sector in Greece must begin with some defi-

nitions. In its narrowest sense, the public sector consists of Central Govern-

ment (CG) activities. This measure encompasses the standard public services

such as defence, education, law enforcement, the judicial system and public

administration, as well as the taxes, fees and charges imposed to support these

activities. A broader measure of the public sector, referred to as General

Government (GG), adds to the CG accounts of the social security system

(close to 300 primary and supplementary funds that provide pension and

health insurance); the limited activities that are the responsibility of local

authorities; chambers of commerce; and the budgets of legal public entities

such as hospitals and universities. General Government expenditures were

49.6 per cent larger than those of Central Government in 1994. Most of the

discussion in this paper uses the GG concept, which was the focus of the

Maastricht criteria and is also the focus of the Stability and Growth Pact. The

broadest measure of the Greek public sector is referred to as simply the Public

Sector (PS). It adds to the GG the accounts of 44 major public enterprises,

which include public utilities (electricity, telephone and water), energy (oil

and gas), transportation services (rail, bus, and air), major port authorities,
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postal services, school construction, the National Tobacco Organisation, the

Cotton Organisation and various other enterprises and agencies. With the

exception of utilities (especially the telephone system which turns in a tidy

profit) and the energy sector, most of the other entities require annual subsi-

dies, so the consolidated overall balance for these enterprises shows a deficit.

Spending

No matter what concept one uses, the Greek public sector grew rapidly

from the mid 1970s through the early 1990s. General Government spending

rose from 28.3 per cent of GDP in 1976 to 49.2 per cent in 1995 and then

declined to 46.4 per cent in 2000 (Table 2-1). At the beginning of this period,

Greece’s public sector spending relative to its GDP was only 64 per cent of the

EU-14 average; by 1995 it was 96.9 per cent of this benchmark and in 2000 it

is estimated to be close to parity – 99.6 per cent of the EU average. More rel-

evant, during the last ten years, Greece’s spending was significantly above the

average of the four most comparable EU Member States, that is, the EU

members with the lowest per capita GDP (Ireland, Italy, Portugal and Spain),

which are referred to in this chapter as the “low-tier Member States” (LTMS).1

Since 1995, GG spending has trended down (but not as fast as in other Member

States) and, as noted, is estimated to be 46.4 per cent of GDP in 2000. The

effect of this substantial rise in public expenditure, as well as of the higher

taxes (see below), on the distribution of household incomes (budget inci-

dence) is a very interesting question and a possible topic for further research.

The growth in spending in the two decades after 1976 was largely

accounted for by rapid expansion in transfer payments and debt service.

Only one eighth of the growth in the public sector relative to the economy

was attributable to the growth in government consumption (compensation

of government employees and purchases of goods and services).

Transfers. The growth of transfers (to households) is understandable con-

sidering that in 1976 Greece devoted the smallest share of GDP to govern-

ment transfers of any EU-14 nation; at 8.2 per cent of GDP this share was

about half the 1976 EU-14 average. After two decades of rapid growth,

Greece remained only slightly below the EU-14 average2 but above the lev-

els of Spain, Portugal and Ireland.
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1. Data are drawn from “Total Current Expenditures: General Government” (European
Economy, 1999, Tables 77A and 77B).

2. For the 1995-2000 period, transfers relative to GDP in Greece averaged 91.4 per cent of

the EU-14 average, but trended upward over the period.
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Like other countries, Greece’s social security system will impose serious

fiscal pressures in the future. This system is made up of almost 300 separate

primary and supplementary funds that, for the most part, provide pensions

and health insurance. Each has its own benefit and contribution structures.

The funds are organised by economic sectors (e.g. employees of private busi-

nesses, shipyards, the government, the banks, farmers, shop proprietors, etc.).
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SOURCES: 1) Ministry of National Economy. 1998. The Greek Economy 1960-1997: Macroeconomic Time Series,
Tables 8A, 8-1A. Athens.

2) Ministry of National Economy. 2000. Macroeconomic Aggregates - Forecasts (ESA 95): 1995-2000,
mimeo. Athens (March).

3) Ministry of National Economy. 2000. Macroeconomic Aggregates - Forecasts (ESA 95): 1997-2002,
mimeo. Athens (September).

4) Ministry of National Economy. 2000. Macroeconomic Aggregates - Forecasts (ESA 95): 1998-2002,
mimeo. Athens (October).

a. Ireland, Italy, Portugal and Spain.
b. Excluding amortisation payments.
c. ESA 95.
* Estimates.

Table 2-1.  General Government Consolidated Expenditure as a per cent of GDP,
and Composition of Expenditure, 1976-2000

2000c*1995c1990198519801976

As a per cent of GDP

EU average 44.1 45.9 49.7 48.0 50.8 46.6
Selected EU Member Statesa 37.4 42.2 48.9 45.1 46.3 42.6

Greece: (Total) 28.3 29.7 42.3 48.2 49.2 46.4
1. Government consumption 12.8 13.6 16.3 15.3 15.3 15.1

– Public employee compensation 8.3 9.5 11.6 12.7 11.3 11.6

2. Transfers 10.8 11.5 16.8 16.2 16.8 17.3
– To households 8.2 9.4 14.3 15.2 15.1 15.9
– To enterprises 2.6 2.1 2.5 1.0 1.7 1.4

3. Debt serviceb 1.3 2.0 4.9 10.2 11.1 7.2

4. Gross fixed capital formation and other 
capital expenditure, including
capital transfers received 3.5 2.6 4.3 6.6 6.0 6.8

1. Government consumption 45.1 45.7 38.4 31.7 31.1 32.5

– Public employee compensation 29.4 31.9 27.3 26.2 22.9 25.1

2. Transfers 38.0 38.9 39.8 33.7 34.1 37.2

– To households 28.9 31.7 33.8 31.6 30.7 34.3

– To enterprises 9.1 7.2 6.0 2.1 3.5 3.0

3. Debt serviceb 4.7 6.7 11.7 21.1 22.6 15.6

4. Gross fixed capital formation and other 

capital expenditure, including

capital transfers received 12.2 8.7 10.1 13.6 12.2 14.6

As a per cent of total expenditure
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Although they started out as funded plans, they have been operating on a

pay-as-you-go basis for many years. Taken together, the funds run a small

surplus, but the surplus is nowhere near as large as the annual increase in the

funds’ liabilities. The system is complex, inequitable, and inefficiently admi-

nistered – roughly 1 per cent of the nation’s workers are employed by the

funds. The system lacks adequate administrative data and is thought to be

subject to considerable fraud.3 Compared to the benefits provided by other

systems, Greek pensions tend to be quite generous – that is, they have high

minimums and replacement rates and workers become eligible for benefits

after contributing for relatively few years. A significant moral hazard exists

because the government bails out bankrupt funds. In general, the relation-

ship between the total amount of contributions and pension received is very

loose; in some cases it borders on nonexistent.

Government consumption. The growth of government consumption

accounted for 12.4 per cent of the total expansion of the general govern-

ment between 1976 and 2000. As a per cent of GDP, government con-

sumption spending rose modestly from 12.8 per cent to 15.1 per cent over

this period. The biggest component in government consumption is public

employee compensation. In 1976 compensation amounted to 64.8 per cent

of government consumption; in 1990 this category accounted for 83.0 per

cent of total government consumption spending but it is projected to

recede to 77.0 per cent in 2000. These trends are no accident. Both the

numbers of general government employees and real wages in the public

sector increased substantially, especially in the 1980s. Between 1976 and

1997, the number of general government employees grew from 282.8 thou-

sand to 487.0 thousand or at an average annual rate of 2.29 per cent, while

employment in the balance of the economy grew at only a 0.55 per cent

rate.4 Very large pay increases were granted in 1982. In that year, the aver-

age salary increases for the lowest paid civil servants reached, and in some

cases exceeded, 100 per cent, while in the private sector the minimum

wage increased by 46.4 per cent. The wage bill in the central government

budget increased by 33.4 per cent in 1982. Large increases were also

recorded during the 1989-1991 period but increases subsided in 1992.

Since 1995, pay increases have pushed up the ratio of public sector wages
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3. It is thought that a significant number of workers do not contribute the full amount they

are required to contribute and that many others receive excessive pensions or multiple ones to

which they are not entitled. While there are regulations limiting the maximum a retiree can

receive from multiple pensions, there are no mechanisms to enforce these restrictions. (OECD,

Economic Surveys: Greece 1997, pp. 64-97.)

4. Ministry of National Economy (1998, Table 3A).
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to GDP up by 0.4 percentage point. Every year since 1995 the wage bill has

overrun the amounts budgeted.

For several reasons the general government data used above underesti-

mate the growth of compensation costs in the public sector as a whole. First,

wages in public enterprises, which are not recorded in general government

data, are substantially higher and have grown faster than those in the general

government. This is especially true for Olympic Airways and the telecom-

munications and electricity enterprises. Second, during the 1990s some cat-

egories of civil servants obtained retrospective pay raises through court deci-

sions that are not reflected in the data. The Ministry of Finance paid these

arrears by giving employees government bonds. The payments were not

recorded as employee compensation and did not appear in the annual gov-

ernment spending or deficit totals. It has been estimated that, during the

1990s, about 200 billion drachmas were paid to judges, one of the categories

of employees receiving such retroactive compensation. Finally, some cat-

egories of civil servants, notably the customs officers, received special pay-

ments amounting to about 50 per cent of their regular monthly salaries,

which until 1997 were not recorded in the budget.

The sharp rise in public sector pay in Greece has created problems not

only for the budget but also for the labour market and the broader econ-

omy. According to a recent study,5 the substantial rise in public sector pay in

the early 1980s as well as the increased employment opportunities in the

public sector, especially in the 1980s and the early 1990s, led to an increase
in the reservation wage in the economy. In turn, that situation contributed sig-

nificantly to the quadrupling over the past two decades of the Greek unem-

ployment rate. Preliminary results from another study6 indicate that, follow-

ing the pay raises in the early 1980s, the public sector in Greece had all the

characteristics in the “primary market.” Every public sector job opening

attracts an abnormally high number of young applicants who prefer to remain

unemployed longer waiting for a government job rather than to get a job in

the private sector.

The growth of public sector compensation was exacerbated after 1982 by

the introduction of an automatic wage indexation mechanism. This scheme,

which was modified several times before it was finally abolished in 1991, pro-

vided for full inflation indexation of low wages, salaries and pensions (up to

35,000 drachmas per month) and for partial indexation of “high” wages.

Automatic indexation of public sector wages had ramifications for the econ-
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5. Demekas and Kontolemis (1998, p. 64).

6. Manessiotis (2000).
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omy. It made containing inflation very difficult because it created a price-

wage inflationary spiral. Furthermore, the system helped to undermine

economic incentives. Public sector wage differentials narrowed substantially

with the sharp increase of lower wages in 1982 and the indexation mecha-

nism thereafter, reducing the gain received for additional effort.

At 8.3 per cent of GDP, Greece spent less on public employee compen-

sation in 1976 than any other EU country except Spain, which spent 7.8 per

cent of its GDP on public employee compensation in that year. By 1990,

Greece was spending 12.7 per cent of GDP on public employees, ranking

behind only Denmark, France, Sweden and Finland among EU Member
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Box 2-1. The Informal Economy and GDP Measures

Greece has a large and vibrant informal economy. Close to one-half of the

nation’s labour force is classified as self-employed, a category that includes

farmers, proprietors of small shops, craftsmen such as plumbers, electricians

and construction workers, and many doctors, lawyers and other professionals.

The output of these workers is difficult to capture using traditional methods of

measuring national product and even the indirect methods employed to esti-

mate this output are problematic. Several studies have estimated that about

one third of Greek output is generated in the informal sector, a fraction that

is much higher than that of any other EU member with the exception of Italy.1,2

While the Greek national income and product accounts attempt to capture

the goods and services produced in the informal economy, these adjustments

are almost certainly too low. To the extent that this is the case, Greek GDP is

understated and the various ratios discussed in this chapter (spending/GDP,

revenues/GDP, deficits/GDP, debt/GDP and the like are biased upwards rela-

tive to those of the other EU members for whom the informal economy poses

less of a problem.

There is not a great deal of information that sheds light on the question of

how the relative size of the informal economy has changed over time or the

extent to which the official statistics did a better or worse job estimating this

output in the past. Those who have studied the issue think it is likely that the

informal sector constitutes a larger fraction of total output now than in the

past.3

1. Schneider and Enste (2000).

2. Tanzi (1999).

3. Pirounakis (1997, p. 28) cites Centre for Planning and Economic Research estimates

of 27 per cent for 1982, rising to 31 per cent for 1988. He also cites other estimates of 25 to

35 per cent for the early 1980s, rising to 40 per cent in 1990.
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States. During the last 5 years (1995-2000), as Greece has sought to meet the

Maastricht criteria, public employee compensation has remained slightly

above the EU-14 average.

The special problem of defence. Greece’s spending on national defence is

large compared to that of other EU nations. In 1998 Greece devoted 4.8 per

cent of GDP on national defence versus the EU average of 1.7 per cent. The

explanations for this difference are straightforward. Greece was not only a

front-line NATO state during the Cold War, but also it has had troubled

relations with Turkey, which maintained high levels of defence spending

after the Cold War ended. Periodic increases in tensions with Turkey have

led to periodic sporadic sharp increases in defence spending. During the

1990-1998 period, Greece’s defence spending ranged between 4.3 and 4.8

per cent of GDP. No other EU country’s defence spending exceeded 3 per

cent of GDP during this 9-year period except for France and the UK both of

whose spending was below 4 per cent. Moreover, with the exception of

Greece, defence spending has trended downward since 1990 in all of the EU

countries. By 1998, no other EU country was spending more than 2.7 per

cent of GDP on defence, compared with Greece’s 4.8 per cent.7

Investment. During the past quarter century, the investment budget has

been a major component of the budget, with outlays ranging from 8.9 per cent

to 19.5 per cent of total outlays.8 Introduced in 1952, the capital budget was

conceived as a mechanism for providing much needed infrastructure for the

reconstruction of the country. Moreover, it was envisioned as a way to provide

and enforce fiscal discipline. Indeed, the operating (non-capital) budget was

kept in balance or surplus between 1952 and 1977 and deficits were allowed

only in the investment budget, a practice known as the “Golden Rule”. To bet-

ter enforce fiscal discipline, only certain categories of expenditure (related to

public investment projects) were included in the capital budget.

As is the case in most countries, the Greek investment budget has been

very sensitive to changes in the direction of fiscal policy and, therefore, has

been quite volatile. The variation in the annual rate of growth of the capital

budget expenditure (CV= 0.75) has been almost three times bigger than

that of the annual rate of growth of outlays under the operating budget (CV

= 0.26).9 Government investment declined during the 1979-1982 period
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7. SIPRI Yearbook (2000, Table 5A.4, pp. 276-84).

8. This percentage was high in the 1976-1986 period. As interest payments grew, however,

it declined to 8.9 per cent in the early 1990s. As of 1995, however, there has been a clear upward

trend, from 9.8 per cent in 1995 to 17.8 per cent in 2000.

9. Calculations refer to the 1976-1988 period only. For the 1990-2000 period the respective

estimates are: 1.93 for the capital budget expenditure and 0.55 for the operational expenditure.
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(despite the large primary deficit of 1981), during the 1986-87 stabilisation

effort, and during the 1993-1994 period.

Investment-oriented spending has grown significantly since 1990 and

now constitutes 6.8 per cent of GDP and 14.6 per cent of GG spending.

Much of this growth is a consequence of payments the EU makes to its

less-developed members for infrastructure projects which recipient states

submit and the EU approves. This assistance is concentrated on major

highway projects, port and airport facilities, water projects, environmen-

tal projects, the Athens Metro, etc. In 1999, roughly two thirds of Greece’s

public sector investment was EU-sponsored. Investment spending that

was financed domestically is concentrated on public buildings (hospitals,

schools, and universities) and streets and roads that serve the local popu-

lation.

Debt service. Since the mid 1980s, the government’s debt service costs

have soared, rising from 1.3 per cent of GDP in 1976 to a peak of 14.1 per

cent in 1994; or from 4.7 per cent of GG expenditures to 30.3 per cent over

the two decades.

Since 1992, Greece has had the highest debt service burden relative to

GDP of any EU Member State. In the early 1990s Greece’s interest pay-

ments relative to GDP were almost twice those of any other country, with

the exception of Italy and Belgium, both of which have higher debt-to-GDP

ratios than Greece.

The huge deficits of the 1980s and the early 1990s, which ballooned debt

from 24.6 per cent of GDP in 1976 to 111.3 per cent in 1996, are an obvious

explanation for the growth in debt service costs. Compounding this, however,

was the gradual increase in the real rates at which the government borrowed,

which was, in part, caused by the gradual deregulation of the banking sector

after 1986 (see below the subsection “Public Debt”).

Receipts

General government receipts amounted to 45.6 per cent of GDP in 2000,

up from 26.7 per cent in 1976 (see Table 2-2). Today, Greece’s tax burden is

virtually the same as the EU average (45.5 per cent) but it far exceeds the

average of the LTMS (40.9 per cent). The growth of receipts was far from

uniform over the past two and one-half decades. More than 70 per cent of

the increase occurred between 1991 and 2000. Between 1976 and 1990 —

when receipts increased from 26.7 per cent of GDP to 32.1 per cent of

GDP— growth was sluggish.
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Most of the growth was accounted for by direct taxes, which grew at an

average annual rate of 21.4 per cent and, in particular, by taxes on income10

and real property. As a share of total receipts, taxes on income and wealth

increased from 16.3 per cent to 23.7 per cent. Social security contributions

grew at a slightly slower pace of 19.4 per cent per annum and their share
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SOURCES: 1) Ministry of National Economy. 1998. The Greek Economy 1960-1997: Macroeconomic Time Series,
Tables 8A, 8-1A. Athens.

2) Ministry of National Economy. 2000. Macroeconomic Aggregates - Forecasts (ESA 95): 1995-2000,
mimeo. Athens (March).

3) Ministry of National Economy. 2000. Macroeconomic Aggregates - Forecasts (ESA 95): 1997-2002,
mimeo. Athens (September).

4) Ministry of National Economy. 2000. Macroeconomic Aggregates - Forecasts (ESA 95): 1998-2002,
mimeo. Athens (October).

a. Ireland, Italy, Portugal and Spain.
b. ESA 79.
c. ESA 95.
*. Estimates.

Table 2-2.  General Government Consolidated Receipts as a per cent of GDP,
and Composition of Receipts, 1976-2000

2000c*1995c1990b198519801976

As a per cent of GDP

EU-14 average 41.1 42.5 45.2 44.9 45.1 45.5
Selected EU Member Statesa 31.4 33.8 38.5 38.9 39.5 40.9

Greece: (total resources) 26.7 27.0 30.6 32.1 39.1 45.6
1. Direct taxes 12.6 14.0 16.3 17.2 20.0 24.6

Personal income and wealth
Corporate income } 4.3 4.6 4.6 5.5 7.4 10.8

Social security contributions 8.2 9.4 11.7 11.7 12.6 13.8

2. Indirect taxes 12.3 11.1 12.6 13.2 13.5 15.3
Consumption taxes … … … … … …
Other … … … … … …

3. Other current resources 1.8 1.9 1.7 1.7 2.9 2.7

4. Capital transfers received - - - - 2.7 3.0

1. Direct taxes 47.1 51.9 53.4 53.4 51.2 54.0

Personal income and wealth

Corporate income } 16.3 16.9 15.1 17.0 19.0 23.7

Social security contributions 30.9 35.0 38.3 36.4 32.2 30.3

2. Indirect taxes 46.0 40.9 41.1 41.2 34.7 33.5

Consumption taxes … … … … … …

Other … … … … … …

3. Other current resources 6.9 7.2 5.5 5.4 7.4 5.9

4. Capital transfers received - - - - 6.8 6.6

As a per cent of total receipts

10. Both personal and corporate income.
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declined marginally, from 30.9 per cent of total receipts in 1976 to 30.3 per

cent in 2000.

The significance of indirect taxes has declined somewhat. In 1976 they

provided 46.0 per cent of total GG revenue, compared to 33.5 per cent in

2000.11 This decline, which is related to the harmonisation of Greek indirect

taxes with those of the European Union, mainly took place on two occa-

sions. First, several indirect taxes were abolished or cut in 1980, the year

prior to Greece’s accession to the European Union. As a result, the share of

indirect taxes to GG revenue declined from 46.1 per cent in 1979 to 40.9 per

cent in 1980. Second, some indirect taxes were also abolished in the 1993-

1994 period, when the Single Market was established (1st January 1993),

resulting in a further decline in their share of total GG revenue, from 43.4

per cent in 1992 to 34.7 per cent in 1995.

Following these efforts to harmonise the Greek tax system with those of

the other EU countries, the relative reliance that Greece places on various

revenue sources —indirect taxes, social security contributions and taxes on

income and wealth— does not deviate significantly from the EU-14 average.

Direct taxes. Direct taxes include personal and corporate income taxes,

gift and inheritance taxes, the real property tax and direct tax arrears. Taxes

on shipping and interest income are also included, although these income

streams are taxed differently.

In the late 1990s, income taxes (which include the personal and corporate

income tax, taxes on interest income and taxes on income from shipping)

accounted for 85.2 per cent of total receipts from direct taxes in the CG

budget. Receipts from tax arrears, inheritance and gift taxes and real prop-

erty taxes accounted for 8.2 per cent, and social security contributions of civil
servants only for 6.5 per cent. It must be noted that the social security con-

tributions of those working in the private sector, public enterprises, various

agencies etc. are not recorded in the CG budget. They appear as receipts of

the various “independent” social security funds which are included in the

GG totals.

In 1999, revenue from personal income tax accounted for 45.1 per cent of

all direct tax revenue, while that from corporate income tax accounted for

28.1 per cent. Finally the taxation of interest income (introduced in 1992)

yielded an additional 12.0 per cent. Thus, these three taxes yield the bulk of

revenue from direct taxation (as they are recorded by the Ministry of Finance

– accruals basis).
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11. Until the late 1970s, indirect taxes were used to provide up to 80 per cent of budget rev-

enue for Central Government (accruals data).
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Currently, the personal income tax is characterised by complexity, very

low deductions, small credits, considerable horizontal inequity and relatively

high marginal tax rates that are imposed at fairly modest levels of taxable

incomes. This latter dimension represents a significant change from the tax

system of the past. If the 1961 tax schedule had been simply adjusted for

inflation (not even real wage growth), the top marginal tax rate would have

been applicable to incomes above 61 million drachmas. Under the current

system, the top marginal tax rate is imposed on incomes above 16.2 million

drachmas. The bulk of the income tax’s progressivity is compressed into a

relatively narrow income range. Taxable income up to 2.5 million drachmas

is effectively tax free, while that above 7.6 million and below 16.2 million

drachmas —where the top marginal tax rate (45 per cent) kicks in— is taxed

at a 40 per cent rate. Recent legislation, which calls for the elimination of the

45 per cent rate in two years (2001 and 2002), will compress progressivity

into an ever narrower income range.

The rapid increase in the yield from the personal income tax is due not

only to increases in marginal rates and the failure to adjust tax brackets for

inflation but also to policies that abolished or reduced tax exemptions, allow-

ances and deductions. Unfortunately, the increase in the tax burden has

affected only those who truthfully declare their incomes. Compliance has

long been a problem for Greece’s revenue administrators.

For the most part, the corporate income tax is imposed at a 40 per cent

flat rate; in certain cases a 35 per cent or a 45 per cent rate applies. The tax

is imposed on total profits, prior to the distribution of dividends. Dividends

are then distributed free of any additional tax, either at the corporation level

or to the shareholders. The yield of this tax increased substantially during

the 1990s due to the increase in corporate profits, an increase in the number

of corporations, and certain reforms in the taxation of the banking sector in

the early 1990s.

Interest income was first subjected to taxation in 1992. Currently, a 15 per

cent flat rate is imposed on interest income (10 per cent for interest income

from government securities) regardless of the level of the taxpayer’s income.

Prior to 1992, interest income was not taxed.

Gift and inheritance taxes, which are imposed at various rates, contribute

about 2.3 per cent of direct tax revenue. Bequest and gifts made to close rel-

atives are taxed at lower rates than those made to distant relatives and non-

relatives.

Finally, the tax on real property currently generates 0.8 per cent of direct

tax revenue. This tax was first imposed in 1997 after unsuccessful attempts

were made in 1975 and 1982 to adopt a national levy, and a substitute local
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level tax was imposed in 1993. Compared with most other EU countries,

Greece relies less on real property tax revenues.

Indirect taxes. Despite their decline in importance, indirect taxes still pro-

vide 55.3 per cent of CG budget receipts and 59.2 per cent of CG tax rev-

enue.12 The VAT is by far the most important indirect tax, followed by taxes

on liquid fuels, tobacco and passenger cars.

After several delays, the Greek Value Added Tax was introduced in 1987 as

a replacement for the Turnover and Stamp Duty taxes, as well as for about 30

other taxes of lesser importance. The introduction of the VAT modernised and

simplified the Greek tax system. The VAT tax base is fully harmonised with that

in the other EU countries. Currently, it is imposed with two rates, the “normal”

rate (18 per cent) and the “reduced” rate (8 per cent). The VAT yields more

than any other tax in the tax system. In 1999, revenue from the VAT reached 3

trillion drachmas or 51.0 per cent of indirect revenue (28.2 per cent of budget

revenue); in 2000 the VAT’s yield is projected to exceed 3.3 trillion drachmas.

The tax on liquid fuels yielded 795 billion drachmas or 7.5 per cent of

1999 budget revenue. The tax base is uniform across the EU; the rate is

allowed to vary within a band that is determined by the European Commis-

sion. Following the rate cuts of 1998 and 1999, Greek rates are at the lower

end of the band.

The tobacco tax is also levied uniformly across the EU. Collections from

this tax amounted to 558 billion drachmas or 5.3 per cent of total budget

receipts, placing the tax third in importance, in terms of revenue, among

indirect taxes in Greece.

Finally, taxes on the transfer of real property, on transactions on the

Athens Stock Exchange as well as Stamp Duty taxes (what still remains of the

old tax), yielded 791 billion drachmas in 1999. A 0.3 per cent tax on the Stock

Exchange transactions was imposed in lieu of a capital gains tax on 1 January,

1998. The tax generated 220 billion drachmas in 1999 due to the extraordi-

nary performance of the Athens Stock Exchange and the doubling of the tax

rate from 0.3 per cent to 0.6 per cent in October 1999.

Some Areas of Concern

Although the Greek tax system is now similar to those of the other EU

countries, especially with respect to the VAT and the three traditional excise
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12. Based on the outcome of the 1999 Budget of the Central Government. Data are on an

accrual basis and differ from National Accounts data.
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taxes, it suffers from several deficiencies. Over the course of the last 25

years, various taxes were introduced and others were abolished usually

either to comply with EU regulations or to generate additional revenue.

Little attention was paid to the effects of these policy changes on the pro-

gressivity or the horizontal equity of the overall system.

Until the mid-1970s, the tax system was regressive except at the highest

income bracket. For the most part this was a reflection of the predominance

of indirect taxes.13 Although indirect taxes have declined in importance over

the past two decades, the overall system is not progressive. Compared to the

situation that prevailed in the 1960s and the early 1970s, income tax now

exhausts all of its progressivity at fairly low income levels, after which it is

proportional. The taxation of interest income, which began in 1992, added

another dimension of regressivity. This is the case because this tax is not

integrated into the income tax, so there are no deductions or allowances,

and low income taxpayers, who are exempted from income tax, must pay tax

on their interest income. In addition, many of the financial investments pre-

ferred by higher income groups are either tax-free (i.e. repos), or are taxed

at low rates (i.e. government bonds). Finally, with the spread of automobile

ownership, some indirect taxes that previously had added to the system’s

progressivity (i.e. gasoline tax, road duties and the excise tax on passenger

cars) have now become proportional or even regressive.

There are no analyses of the horizontal equity of the Greek tax system.

Nevertheless, over the past 15 years the concept of horizontal equity, espe-

cially as it relates to families, has not played a prominent role in the evolu-

tion of Greek tax policy. Under the present tax code, a married couple with

one earner pays exactly the same tax as a single taxpayer with the same

earned income. There are no personal exemptions for spouses or children.

There is a tax credit for children but it is relatively insignificant for the first

and second child – equalling about the cost of a pair of jeans.

Itemised deductions are fairly limited, have low ceilings and are granted

only under certain conditions. Interest paid on mortgages, for example, is

deducted only for the first house that the taxpayer buys in his lifetime.

Deductions for charitable contributions and life insurance premia have very

low ceilings. There was a child care credit but it was abolished in the late

1980s.

The issues of vertical and horizontal equity are further complicated by the

existence of extensive tax evasion. Compliance has long been a serious prob-
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13. At least three studies agree on that. See Karageorgas (1973), De Wulf (1975, p. 70) and

Manessiotis (1985, pp. 227-48).
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lem in Greece, particularly among the self-employed, those with capital

income, and small businesses. In an effort to deal with underreporting by those

who are not part of the wage withholding system, individuals are required to

pay taxes on the higher of their reported or “presumed” income. Presumed

income is based on the individual taxpayer’s lifestyle. Specific amounts of

income are presumed to be needed to own a house, car or boat of various

sizes, to pay household help (maids, drivers, gardeners, etc.), to pay tutors for

one’s children and so on. In recent years the government has mounted an

aggressive effort to improve compliance. Registrations and administrative

records for cars, boats, real estate and the like are being computerised and

linked to the tax administration system so that the information can be used to

determine presumptive income. Over the past four years, income tax receipts

have grown significantly faster than expected, suggesting that these efforts are

paying off. However, as long as compliance remains a problem, allowances,

deductions, exemptions and tax incentives lose their importance and marginal

and average tax rates must be unnecessarily high. Besides the lack of consid-

eration given to equity issues, little attention has been paid to the effects of

the tax system on economic activity and the competitiveness of the Greek

economy. An OECD study14 concluded that the heavy tax burden on employ-

ment in Greece, combined with the relatively high level of the minimum wage,

has contributed to higher unemployment among lower income groups. The

study noted that, as the tax burden continued to increase during the 1990s,

“... unemployment for the less skilled, including youth, has increased rapidly...”.15

Although other factors also contributed to the rise of unemployment during

this period, the tax system clearly played a significant role.

The tax system has also had several other effects on the functioning of the

Greek labour market. High marginal income tax rates, applied at low

incomes, combined with high social security contributions, have made over-

time unpopular among employees. Moreover, the lack of geographical mobi-

lity in the labour market in Greece is partly attributed to the heavy taxes

applied to real property transactions and to the fact that mortgage interest

on all but the first home one purchases is not deductible.

In the past, there was little discussion on the tax system’s impact on Greek

competitiveness. However, as Greece is about to participate in EMU, con-

cern over competitiveness has mounted. Reflecting this concern, the tax bill

of 2000 incorporated several provisions designed to enhance the interna-

tional competitiveness of the Greek economy. The bill abolished the tax on
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the gross receipts of banks, reduced the corporate income tax rate for cor-

porations not listed on the Athens Stock Exchange from 40 per cent to 37.5

per cent in 2001 and 35 per cent in 2002 and cut the tax rate on partnerships

from 30 to 25 per cent.

Public Debt

Any discussion of the public sector in Greece over the past two decades

would be incomplete without analysing the evolution of public debt.

After 1980, public debt accumulated rapidly for 13 years. The debt-to-

GDP ratio stabilised during the 1993 to 1996 period and then began to dec-

line slowly (see Figure 2-1). Several factors explain the rise and the subse-

quent decline in the ratio of public debt to GDP. The 20-year period between

1980 and 2000 can usefully be divided into four sub-periods; during each sub-

period, a different factor was responsible for the movement in the ratio.

The early phase (1980-1987). During the second half of the 1970s, the

debt-to-GDP ratio remained broadly unchanged, hovering a bit below 30

per cent of GDP. After 1980, however, debt began growing at an increasing

rate. Table 2-3 presents the annual changes in the debt-to-GDP ratio and

decomposes them into three major components: primary balance, the effect

of interest rates and the rate of growth of GDP, and the stock-flow adjust-

ments (see Appendix 2 for analytical details).

As is evident from the data presented in this table, over the course of two

years (1981-1982) the debt-to-GDP ratio grew by 12.7 percentage points; in

the 1984-1985 period the ratio grew by another 12.8 percentage points.

Underlying this rise in debt were both the large primary deficits experienced

between 1981 and 198616 and the substantial stock-flow adjustments of 1982

and 1984-1985.

Regarding the latter, it relates to the 250 billion drachma loan granted by

the Bank of Greece to the State in order to settle the accumulated deficits

(for the 1978-1981 period) of an off-budget account through which national

transfers to farmers were effected prior to Greece’s participation in the EU

(see also p. 138). The loan was granted in late 1981 but was actually used in

1982, when the account was closed. A new 150 billion drachma loan was

granted in 1984 to cover all remaining obligations. The 1985 drachma deval-

uation accounts for the sizeable stock-flow adjustment in that year.
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16. For completeness, it may also be mentioned that there were two drachma devaluations,

one in January 1983 and the other in October 1985, which affected foreign debt.
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In contrast, interest payments were low and prevented a faster accumula-

tion of debt during this period (with the exception, perhaps, of 1987). One

reason for this was that, at that time, interest rates were administratively

determined. The government financed its deficits by requiring the banking

sector to invest in Treasury bills that bore negative real interest rates. At that

time, it was mandatory for banks to invest 37 per cent of their deposits in

Treasury bills.17 In 1980 and 1981, when the rate of inflation was 24.9 per

cent and 24.5 per cent respectively, the nominal interest rate of one-year

Treasury bills was set at 14.25 per cent. Furthermore, in 1981 and 1983, the

Bank of Greece granted the above mentioned loans to the State at a 5 per

cent and 10 per cent interest rate, respectively. Thus, the State had privi-

leged access to capital markets at negative real interest rates. Otherwise, the

debt to GDP ratio would have risen at an even faster rate.

The second period (1988-1992). The deregulation of the Greek banking

system, along with the liberalisation of capital movements, brought an end

to the government’s ability to borrow at concessional rates. The obligation

of banks to invest in Treasury bills was phased out and the real interest rate

in Treasury bills became positive. The obligation of banks to invest in Treasury

Greek Fiscal and Budget Policy and EMU 119

17. By 1990 this ratio was raised to 40 per cent.
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bills was reduced from 40 per cent at the end of 1990 to 30 per cent in July

1991 and 20 per cent in July 1992; it was abolished in May 1993. By June

1990, the nominal interest rate on annual Treasury bills was 24 per cent,

while inflation was 20.4 per cent.

Starting in 1986, the State began to sell Treasury bills to the non-bank

public, at quite attractive interest rates. In 1986 and 1987 the amounts

were fairly small (33 and 175 billion drachmas respectively). As of 1988,

however, sales of Treasury bills to the non-bank public became quite

important. In 1990, 43.1 per cent of the public sector’s borrowing require-

ment (PSBR) was financed by the sale of Treasury bills to the non-bank

public. This percentage increased to 68.0 per cent in 1991 and 71.2 per cent

in 1992.

Thus, the second sub-period is basically characterised by a substantial rise
in interest rates along with a radical change in the way government deficits

were financed. When this started (1988), the debt-to-GDP ratio stood at

66.8 per cent of GDP. By the end of 1992, this ratio had reached 89 per cent

of GDP. However, the full effect of the higher interest rates is more appar-

ent in the 1992-2000 period, where the negative effect of interest rates on the

change in the debt ratio is very small (compared with the 1980s) or even pos-

itive in certain years (see Table 2-3).

In addition to higher interest rates, the underlying budget situation in

1989 and 1990 pushed the debt ratio upwards. During these two years, the

annual average primary deficit exceeded 6 per cent of GDP (from 3.4 per

cent in 1986-1987), while real (and nominal) interest rates on Treasury bills

exceeded real (and nominal) GDP growth. As it is well known, if these con-

ditions prevail for long, the debt ratio can increase without limits.

Finally, substantial stock-flow adjustments took place during the 1990-

1992 period, as the CG took over long-standing liabilities of various public

legal entities to the banking system (which up to that point were not recorded

in the GG debt). These liabilities were turned into government bonds (“con-

solidation loans”) amounting to 1.8 trillion drachmas for the three-year period

(1990-1992).

Beginning in 1991, fiscal policy changed substantially, as deficits were cut

by more than 40 per cent. By 1992, the central government budget achieved

a primary surplus18 and later primary surpluses appeared in the general gov-

ernment accounts. Through the 1990s, primary surpluses continued and

became the norm.

Greek Fiscal and Budget Policy and EMU 121

18. The 1992 primary surplus was achieved through a large capitalisation of interest pay-

ments, while the 1993 primary surplus was virtually zero.
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The consolidation period (1993-1996). Despite the change in fiscal policy

and the appearance of primary surpluses in the budget, it took a few years for

the debt-to-GDP ratio to stabilise and then start declining. Not only were the

dynamics of the debt such that an immediate stabilisation of the debt ratio

would have required very high primary surpluses, but the second phase of

EMU (January 1994) required a consolidation of the accounts of the State,

especially with the central bank, which caused very large stock-flow adjust-
ments and a hike in debt-to-GDP ratio (see Table 2-3). This was the case

because the State had three current accounts with the central bank,19 all of

which were overdrawn. The balances of these accounts (3,043 billion drach-

mas) had to be transformed into formal debt by the end of 1993 so that

Greece could enter the 2nd phase of EMU. Two of these accounts were

closed, while the third was required always to be in surplus. Thus, in addition,

the State had to borrow approximately 300 billion drachmas in excess of its

1993 PSBR, so that the remaining account was always in surplus. (Overall,

owing to these adjustments, the debt increased by 3,343 billion drachmas.)

Together, these institutional arrangements increased the debt-to-GDP ratio

by 15.9 percentage points or 70.4 per cent of the total increase in 1993. Other

institutional arrangements20 in 1994 resulted in a slight decline in the debt

ratio in that year. The stock-flow adjustments in 1990, 1991 and especially

that in 1993 were the highest in the 25-year period under consideration.

Beyond those ad hoc factors, the primary surpluses which were realised

every year, coupled with an acceleration in the real rate of growth of GDP

since 1994, dampened the dynamics of the debt and eventually stabilised the

debt ratio in early 1997, despite the fact that high (but falling) interest rates

continued throughout the period. By the end of 1997 the debt ratio had

begun to fall. The downward trend has been maintained despite the deval-

uation of the drachma in March 1998 and the sharp decline of the euro vis-

à-vis the dollar in 1999 and 2000.

The fall of the debt ratio (1997-2000). Three developments contributed to

the establishment of the downward trend in the debt-to-GDP ratio. First,

there is the decline in deficits. The deficit of general government, which stood

at 10.2 per cent of GDP in 1995, declined to 4.0 per cent by 1997; for 2000 it

122 VA SSIL IO S G .  M A N ESSIO T IS  A ND ROBERT D.  REISCHAUER

19. One for crude oil procurement, one for foreign exchange valuation differences and a

current account where all other receipts and payments of the State Budget were recorded.

20. Before June 1994, Social Security Funds’ deposits were treated as ordinary bank

deposits and the central bank invested these funds in government paper in its own name. From

June 1994 onwards these sums were invested on behalf of, and in the name of, the Social

Security Funds, with the central bank acting as an agent. As a result, the consolidated debt of

General Government declined.
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is estimated to be only about 0.8 per cent. The primary surplus increased

from 1.0 per cent of GDP in 1995 to 4.2 per cent in 1997 and an estimated 6.5

per cent for 2000. Second, inflation (CPI) fell from 8.9 per cent in 1995 to 5.5

per cent in 1997 and 2.5 per cent in June 2000, reducing nominal interest

rates. Third, ten-year fixed-interest-rate bonds were introduced in June 1997,

further reducing interest rates and ending the government’s heavy reliance

on short-term borrowing. Initially the interest rate on these bonds was 8.8 per

cent, when the interest rate on annual Treasury bills was 9.7 per cent. By June

2000 this interest rate had declined to 6.0 per cent, while the annual Treasury

bill rate was 6.4 per cent. The effects of the primary balance and interest pay-

ments on the deficit during the 25-year period are shown in Figure 2-2.

What, however, characterises this last sub-period is the acceleration of pri-
vatisation, which bolstered the government’s coffers. A number of policies,

among them an ambitious privatisation programme, accompanied the

drachma’s entry into EMU in mid-March 1998. The strong performance of

the Athens Stock Exchange (ASE) favourably affected and intensified the

privatisation effort and most privatisations were realised in 1998 and 1999.21
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21. Virtually all privatisations in Greece were implemented through the sale of stocks on

the ASE.

2/MANESSIOTIS 2-10-09 11:58 ™ÂÏ›‰·123



Privatisation receipts for 1997, 1998 and especially 1999 (amounting to

about 2 trillion drachmas) were used to retire public debt and helped estab-

lish the downward trend of the debt-to-GDP ratio.

Other developments affecting the debt ratio. Several other developments

during the 1990s affected public debt. First, the average maturity of debt

increased three fold between the early 1990s and 1999. The heavy reliance

on short-term financing (3-month, 6-month and 12-month Treasury bills) in

the late 1980s and the early 1990s had reduced the average maturity of debt

to no more than two and a half years. The substitution of long-term bonds

for Treasury bills changed that. In 1990, bonds accounted for 13.6 per cent

of total debt and Treasury bills for 47.0 per cent. In 1999 bonds accounted

for 78.0 per cent of total debt and Treasury bills for 3.9 per cent. The aver-

age maturity is now estimated to exceed six years.

Second, in the early 1990s bonds carried floating interest rates that were

tied to the rate paid on 12-month Treasury bills. Adjustments were made

once a year. Ten-year bonds with fixed interest rates were introduced in

June 1997 and by 2000 had become the major financial instrument of the

State. The sharp decline of Treasury bills and the substitution of fixed- for

floating-interest-rate bonds have substantially reduced the sensitivity of

public debt to changes in short-term interest rates. The establishment of a

secondary market exclusively for government paper22 in March 1998 has

helped to increase liquidity, reduce government interest rates and improve

public debt management.

Finally, it must be mentioned that both short- and long-term interest rates

remained high throughout the 1990s, compared with the interest rates prevail-

ing in international markets. This fact, coupled with the “hard-drachma” policy

pursued between May 1994 and March 1998 (as well as after March), stimu-

lated large inflows of foreign capital which created substantial problems for

those responsible for the conduct of monetary policy. The central bank addressed

these challenges with extensive sterilisation operations and other policies.

Recent Fiscal Policy: Trends and Comparisons

With the exception of 1967 and 1973, when small deficits were recorded,

Greece ran modest annual surpluses during the 1958-1973 period.23 The sus-

tained and rapid pace of economic growth that characterised that period is
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22 There exist 173 different types of government securities.

23. General Government, National Accounts basis.
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one explanation for the nation’s fiscal prudence. With the economy expand-

ing at an average annual rate of about 6.9 per cent between 1958 and 1973,24

revenues grew sufficiently to support a significant expansion in public sector

activity. Moreover, a large number of new indirect taxes were introduced

during the second half of the 1950s and most of the 1960s. Greece’s prudent

fiscal stance was reinforced by the fact that the country could not borrow

from abroad prior to 1966 when the settlement of the prewar foreign debt

was finally completed. In addition, the governments of this era tended to be

fiscally conservative (the Ordinary Budget was always in balance), in part

because the hyperinflation experience of the immediate post-war years was

fresh in policy makers’ minds.

Fiscal discipline began to erode during the 1975-1980 period, when gen-

eral government deficits averaged 2.5 per cent of GDP (Figure 2-2). These

deficits reflected a faster annual average growth of general government

expenditure (22.1 per cent) than of respective revenue (21.1 per cent).

Expenditure growth was driven by increased defence spending, including

the establishment of new defence-related public enterprises, high wage con-

cessions in the public sector25 and a general expansion of public sector activ-

ities. This expenditure growth took place despite a serious effort to contain

government spending.26

Revenue was affected by opposing forces. Several indirect taxes (mostly

on imported goods) were imposed between 1975 and early 1979 and a sub-

stantial degree of fiscal drag developed as income tax brackets remained

unchanged between 1975 and 1980 in the face of rapid inflation. On the

other side, several indirect taxes were abolished in late 1979 and 1980 to

facilitate Greece’s accession to the European Union on 1 January 1981.

Between 1981 and 1994 Greece incurred much larger deficits, which aver-

aged around 12 per cent of GDP per year. During that period, real economic

growth slowed to 0.8 per cent per annum. This dampened revenue growth at

a time when the establishment of the National Health System, subsidies to

ailing enterprises, increases in pensions and other factors were pushing up

spending. In addition, a pronounced political fiscal cycle began to emerge.

In general election years —1981, 1985, 1989, 1990 and 1993— politicians

increased expenditures rapidly and revenue growth slowed (see Figure 2-2).

Election year revenues were affected not so much by explicit tax cuts as by
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24. The average annual growth rate was 6.6 per cent for the 1951-1973 period.
25. OECD (1996, p. 54).
26. In the 1977-1979 period, a serious effort was undertaken to introduce the Zero Base

Budget approach in the Greek budget. Several pilot projects (hospitals, postal service etc.)
yielded very encouraging results. The effort was abandoned in 1980-1981.
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reduced compliance, as taxpayers realised that little effort would be made to

enforce tax laws in an election year. The increase in election year spending

was largely associated with wage and pension increases for civil servants

(especially in the early 1980s) and expansions in public sector employment.

Unemployed labour was absorbed by the public sector, which created a per-

manent drain on public resources because the new workers could not be

fired. The expanded ranks of government workers further enhanced the poli-

tical power of the public work force.

The Primary Deficit

Large primary deficits played a decisive role in destabilising public finances

in Greece. During the 1976-1980 period, primary deficits were low and aver-

aged 0.9 per cent of GDP. During the 1980s, however, primary deficits aver-

aged 4.9 per cent of GDP, falling below 4.0 per cent in only one year (1987).

Subsequently, between 1991 and 1993, they declined to an average of 1.4

per cent of GDP. Finally, primary surpluses appeared consistently, starting

in 1994.

With primary deficits averaging about 5 per cent of GDP for 10 consecu-

tive years, it is not surprising that public debt accumulated rapidly and inter-

est payments began to explode. In the second half of the 1990s, large pri-

mary surpluses were required to stabilise public debt and to secure a sub-

stantial decline in the deficit of the GG.

Large primary deficits were the result of sluggish revenue growth from

1976 until 1990 and substantial rises in primary spending. In 1981, an elec-

tion year, primary spending rose by almost 5 percentage points of GDP. In

1985 and 1990, two other election years, spending rose by 2.7 and 2 per-
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SOURCES: 1) Ministry of National Economy. 1998. The Greek Economy 1960-1997: Macroeconomic Time Series,
Tables 8A, 8-1A. Athens.

2) Ministry of National Economy. 2000. Macroeconomic Aggregates - Forecasts (ESA 95): 1995-2000,
mimeo. Athens (March).

3) Ministry of National Economy. 2000. Macroeconomic Aggregates - Forecasts (ESA 95): 1997-2002,
mimeo. Athens (September).

4) Ministry of National Economy. 2000.  Macroeconomic Aggregates - Forecasts (ESA 95): 1998-2002,
mimeo. Athens (October).

* Estimates.

Table 2-4.  General Government Deficit as a per cent of GDP, 1976-2000

2000*19951990198519801976

I. General government deficit -1.7 -2.6 -11.7 -16.1 -10.2 -0.8

II. Primary balance (- deficit, + surplus) -0.4 -0.6 -6.8 -5.9 1.0 6.5

III. Structural balance … … … … … …
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centage points of GDP, respectively. These trends were reversed during the

1990s. Revenue growth accelerated, while primary spending grew modestly,

although with substantial fluctuations, over the course of the decade.

The Structural Deficit

Virtually the whole of the Greek budget deficit is of a structural nature,

that is, the cyclical component is fairly small. Although there are no official

estimates of the structural deficit or of Greece’s potential GDP,27 there is

ample evidence that the sensitivity of the budget to the business cycle is fairly

limited. As is suggested by Table 2-5, over the three major cycles since 1974

the deficit as a per cent of GDP at the peak was not, in general, lower than

in troughs. On the contrary, in two out of three cycles the highest primary

deficit coincided with the peak of the cycle.

Preliminary results of a recent study28 indicate that the short-run elasti-

city of the Greek budget deficit is 0.17, compared with 0.3-0.5 for other

countries. These findings reflect institutional differences both in labour mar-

kets and in revenue and expenditure structures. In contrast to other coun-

tries, fluctuations in economic activity in Greece seem to have relatively lit-

tle effect on unemployment or the budget balance.

There are several features of the Greek labour market, which help to

explain the very low responsiveness of unemployment to the level of econ-

omic activity. First, about 48 per cent of those employed are self-employed
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SOURCE: Ministry of National Economy. 1998. The Greek Economy 1960-1997: Macroeconomic Time Series. Athens.
a. The last cycle has not yet been completed.
b. Cycles are not officially dated in Greece.

Table 2-5.  Primary Budget Surplus as a per cent of GDP at the Peaks and the Troughs
of Cycles: 1974-2000a, b

TroughPeakTrough

1974-1982 -0.3 -1.5 -4.1

1982-1987 -4.1 -6.8 -2.6

1987-1993 -2.6 -4.1 -1.0

27. Recently, preliminary potential GDP estimates have been developed by the Bank of

Greece.

28. Manessiotis and Nicolitsa (1999) estimated the equation ¢bt = · + ‚1¢yt + ‚2bt–1 + nt,

where ¢b is the change in the budget deficit, ¢y is the change in nominal GDP and n is an error

term. The data covered the period 1960-1997. The 1974-1993 period would have probably given

a smaller elasticity.
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(including farmers). These workers are considered always employed and

are, therefore, hardly affected by fluctuations in economic activity. Second,

about 12 per cent of the Greek work force are employed in the broad pub-

lic sector (central government, social insurance organisations and public

enterprises). Employment fluctuations in the public sector are virtually non-

existent, as employees are protected by tenure.29 Third, the rules governing

dismissals in the private sector are very restrictive. Companies employing 50

or more workers may each month lay off only 2 per cent of those employed.

Moreover, mandated severance payments are fairly large, especially for

white-collar workers. These rules not only prevent dismissals in a recession

but also make firms reluctant to hire new employees in a recovery. Finally,

there is a widely held belief that workers should be protected by any means

from losing their jobs, especially during an economic downturn.30 Govern-

ments have, in many instances, assisted ailing firms, even those that were not

viable over the long run, helping them remain in operation and, thus, have

smoothed employment fluctuations. In addition, governments have tried to

avoid job losses in all of the privatisations.

Thus, the labour market is, to a substantial degree, insulated from fluctu-

ations in economic activity. It is worth mentioning that, although the econ-

omy has been in an expansion phase since 1994 and the pace of GDP growth

has been accelerating (from 2.0 per cent in 1974 to 4.1 per cent in 2000 and

an estimated 5.0 per cent in 2001), the unemployment rate has increased

from 9.6 per cent in 1994 to 12 per cent in 1999. This rise in unemployment,

however, might be related to an increase in the participation rate from 60.6

per cent in 1994 to 63.9 per cent in 1999. Overall, in the six years from 1993

to 1999, the economy created 103.7 thousand jobs, 60 thousand of which rep-

resented increased General Government employment. Given that public

enterprises and other state-controlled activities are not included in the GG

figures, it is possible that no net new jobs were created in the private sector

of the economy during 6 years of steady economic recovery.

Even if unemployment were more responsive to fluctuations in economic

activity, the budget might still be only marginally affected by the business

cycle. On the expenditure side, the primary reason why this would be the

case is that Greece does not have a significant Western-European-style

social welfare system. The limited system that it does have is not cyclically

sensitive because it is primarily targeted on families with many children, per-
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29. Not including state-controlled banks, where employment is also tenured.

30. Greece offers the highest protection to “insiders” among all EU countries and the low-

est to the unemployed. See, for example, Grubb and Wells (1993) and OECD (1996, pp. 53-96).
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manently disabled individuals, the blind and others who are not engaged in

economic activity. Greece has no means-tested welfare programmes.

While Greece does have an unemployment benefit system, it is “... the

least generous in the OECD...Both the duration of unemployment bene-

fits and the statutory replacement ratio are low compared with other

OECD countries”.31 This is not accidental, since core employment is pro-

tected in several other ways, some of which have been mentioned previ-

ously.32 The eligibility criteria for unemployment benefits are such that

only approximately 20 per cent of the unemployed receive unemployment

benefits.33 About half of those receiving unemployment benefits are sea-

sonal workers (primarily those working in tourism), who receive unem-

ployment benefits every year, usually from November to March.34 Thus,

unemployment and welfare payments are not sensitive to fluctuations in

economic activity.

On the revenue side, income taxes and social security contributions are

the most “sensitive” to cyclical fluctuations. Although income taxes have

become an important source of revenue in the last five years, total tax col-

lections are still not highly responsive to fluctuations in economic activity,

for four main reasons. First, the progressive personal income tax provides a

relatively small share of total government revenues – only 17.2 per cent of

CG budget revenue (1999 data, excluding social security contributions and

EU transfers) or 10.6 per cent of GG total revenue. Second, extensive

income tax evasion by the self-employed (approximately 50 per cent of those

employed) and those working in the “hidden” economy, as well as the pre-

sumptive determination of the income of those who are self-employed, act

to dampen the sensitivity of income tax receipts to cyclical fluctuations.

A third reason for the lack of responsiveness of revenues to economic

fluctuations is the modest role played by the corporate income tax, which

provides only 10.7 per cent of CG budget revenue (1999 data) or 6.6 per cent

of GG revenue. This tax is levied at a flat rate and extensive investment

incentives further dampen the sensitivity of tax collections to cyclical fluctu-

ations.

Finally, receipts from social security contributions fluctuate little in line

with the business cycle. As a percentage of GDP, they have remained remar-

kably stable. During the second part of the 1970s they increased slightly and
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31. OECD (1996, p. 54 and p. 81).
32. The unemployment rate for the household head is only 2 per cent (OECD, 1996,

p. 63).
33. OECD (1996, p. 81).
34. OECD (1996, p. 81).
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then remained broadly stable at around 11.0 per cent of GDP during the

1980s and the early 1990s. Following the 1992 reforms, which increased con-

tribution rates, the ratio of social security contributions to GDP increased by

1 percentage point to 12.1 per cent in 1993 (a recession year). Since then

these receipts have been creeping upwards to 13.8 per cent of GDP in 2000.

Given that the revenue effects of the 1992 reforms were completed in 1997

(contribution rates increased gradually until 1997), one can hardly say that

social security contributions are responsive to cyclical fluctuations.

In summary, neither revenues nor expenditures are sensitive to cyclical

fluctuations. Overall, the cyclical components of the deficits during the period

under consideration were probably fairly small, with the possible exception

of the 1981-1983 period when there was a severe recession.

The Financing of Deficits

Until the mid 1980s, deficits were financed by Treasury bills, which banks

were required to buy at low, administratively determined interest rates (see

also the subsection “Public Debt” above). Starting in 1986, Treasury bills

were issued to the non-bank public at market rates, while the obligation of

banks to buy bills was gradually reduced and finally abolished in 1993. In the

early 1990s, medium-term, floating-rate notes (bonds) were introduced.

Finally, as of June 1997, 10-year bonds with fixed interest rates were intro-

duced. A massive substitution of bonds for Treasury bills then took place. By

the end of 2000, Treasury bills accounted for only 3.5 per cent of total GG

debt, compared with 42 per cent in 1990.

Foreign borrowing was also used during the period under consideration.

As a percentage of total debt, foreign debt averaged about 22 per cent, never

exceeding the 25 per cent mark.

Meeting the Maastricht Criteria: Fiscal Policy 1992-2000

Fiscal policy co-ordination within the EU was greatly enhanced with the

Maastricht Treaty and, more recently, with the Stability and Growth Pact

(SGP). The rationale for closer fiscal policy co-ordination, especially in the

third phase of EMU (which for Greece started on 1 January 2001), is to pro-

tect the common monetary policy (in the euro area) from lax fiscal policies

in one or more Member States. To monitor and ensure fiscal discipline in all

Member States, the following mechanisms are used:
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ñ the broad economic policy guidelines,

ñ the convergence programmes, and

ñ the excessive deficit procedure (including the stability programmes).

The economic policy guidelines have been issued annually since 1993 by

the European Council and address medium-term macroeconomic and struc-

tural issues and policies.

The convergence programmes were submitted to the Commission by all

Member States during the second stage of EMU. These reports indicated

which economic policies the country in question intended to pursue the fol-

lowing few years, in order to attain convergence, and the progress achieved

so far by a Member State towards meeting the Maastricht criteria. (The con-

vergence programmes usually covered a four-year period but were regularly

updated).

The excessive deficit procedure (EDP) requires that Member States submit

biannually (since 1994, the beginning of the second stage of EMU) detailed

figures regarding central government deficit and debt levels. As of 1999, for

euro area countries the EDP has been reinforced by the annual stability pro-
grammes which Member States have to submit to the European Commission.

The stability programmes present the fiscal policies a country in the euro

area intends to follow so that the general government deficit remains “close

to balance or in surplus”, as it is required by the SGP.

In order to participate in the Economic and Monetary Union (EMU),

Greece had to first satisfy the criteria set by the Maastricht Treaty, signed on

3 February 1992. The core of the Treaty concerns the monetary union. It

provides for the introduction of the common currency, the euro, the estab-

lishment of the European Central Bank (ECB) and the European System of

Central Banks (ESCB), and for the centralised conduct of monetary policy (at

the EU level). According to the Treaty, the aim of monetary policy and the

ECB is price stability.

For a Member State to enter the monetary union, its economy has to sat-

isfy five criteria. These criteria, stated in the Treaty and in the annexed

Protocols, are as follows:

ñ The price stability criterion
A Member State has achieved price stability when its inflation rate (as

measured by the CPI) for the last 12 months does not exceed by more than

1.5 percentage points the average inflation of the three Member States with

the lowest inflation.
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ñ The exchange rate stability criterion
A Member State currency has to participate in the Exchange Rate

Mechanism (ERM) for two years prior to joining EMU. During these years

it should not be devalued against any other Member State’s currency and it

must remain within the narrow band.

ñ The fiscal deficit criterion
The annual deficit of the General Government, measured on a national

accounts basis, should not exceed 3 per cent of GDP.

ñ The public debt criterion
General Government gross consolidated debt should not exceed a limit

set at 60 per cent of GDP. This criterion can be waived if this ratio exceeds

the 60 per cent mark but is falling continuously at a satisfactory rate.

ñ The interest rate convergence criterion
The average nominal long-term interest rate of a country, during the 12

months prior to its entrance to EMU should not exceed by more than 2 per-

centage points the respective interest rates of the three Member States with

the lowest inflation rates.

These criteria were supplemented by other rules such as the “no bail-out”

clause, the independence of the ECB and the ESCB, the prohibition of cen-

tral bank financing of any type to the state and the prohibition of any type

of privileged access of the state to (domestic) financial markets.

Thus, although the Treaty established the monetary union, extensive coor-

dination, limitations and strict rules were imposed on the conduct of fiscal

policy. As mentioned above, the rationale behind these rules was to safe-

guard the ECB’s monetary policy from irresponsible fiscal policy of one or

more Member States and limit the possibility that a Member State’s fiscal

policy would generate macroeconomic imbalances.

When the Treaty was signed, fiscal aggregates in Greece were far from

satisfying any of the criteria. The General Government deficit stood at 11.5

per cent of GDP at the end of 1991 and the debt-to-GDP ratio was 83.3 per

cent and rising.

Although fiscal consolidation efforts had started in 1991, they became

ineffective by the end of 1993. The deficit, which had stood at 16.1 per cent

of GDP in 1990 and was brought down to 11.5 per cent in 1991, grew to 12.8
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per cent in 1992 and 13.8 per cent in 1993. New efforts began in early 1994

and continued uninterrupted through the rest of the decade. The overall

macroeconomic policy-mix, which has been followed consistently since 1994,

had the following characteristics:

ñ tight monetary policy,

ñ gradual reduction of the large fiscal deficit and

ñ “hard-drachma” policy, along with a liberalisation of short-term capi-

tal movements (May 1994).

This policy-mix had several consequences. First, the monetary-fiscal pol-

icy mix led to high interest rates.35 At the same time, high interest rates were

instrumental in pursuing the “hard-drachma” policy. The successful liberal-

isation of short-term capital movements and the overall conduct of mone-

tary policy further increased its credibility. In the autumn of 1994, Greek

firms, for the first time since World War II, were able to borrow in foreign

exchange. Moreover, foreign short-term capital began to flow into Greece,

attracted by high interest rates. The central bank responded to this inflow

with extensive sterilisation operations.

With respect to fiscal policy, the goal was to meet the Maastricht criteria,

specifically to reduce the deficit and establish a downward trend for the debt-

to-GDP ratio. These goals were met. GG deficit, on a national accounts basis,

was reduced from 13.8 per cent of GDP in 1993 to 0.8 per cent in 2000.

Moreover, the debt-to-GDP ratio, after fluctuating around 110.0 per cent

between 1993 and 1997, began to drift downwards from 111.3 per cent of GDP

in 1996 to 103.9 per cent in 2000.

The decline in deficits resulted from rapid revenue growth and a decline

in interest payments. Indeed, total GG receipts increased from 35.0 per cent

of GDP in 1993 to 45.6 per cent in 2000 – 10.6 percentage points of GDP in

seven years. Interest payments, on the other hand, declined from 12.8 per

cent of GDP in 1993 (and 14.1 per cent in 1994) to 7.2 per cent in 2000. Total

GG spending, however, declined little. It fell from 48.8 per cent of GDP in

1993 to 46.6 per cent in 1994 and then remained virtually unchanged for the

rest of the period; for 2000, spending is projected to be 46.4 per cent of

GDP. Thus, primary spending increased by 3.2 percentage points of GDP

during the 1994-2000 period (see Figure 2-3).
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1994. Time deposits carried an even higher interest rate and bank lending rates were even higher,

close to 30 per cent.
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Relative to GDP, only direct taxes —primarily income taxes— increased

during this period. Direct taxes as a share of total revenue increased from

16.5 per cent in 1993 to 23.7 per cent in 2000. In contrast, indirect taxes

declined from 40.1 per cent of total revenue in 1993 to 33.5 per cent in 2000.

Given that the share of income taxes is still relatively low compared to that

of other EU countries, these developments would seem to represent a move-

ment in the right direction.

Nevertheless, problems remain. There is no concrete evidence that the

increase in collections has been related to a decline in income tax evasion.

Part of the increase is due to the introduction of the taxation of interest

income (in 1992), which made the system a bit more regressive, and another

part to the abolition of various tax exemptions, deductions and allowances,

especially those related to the family status of the taxpayer, which did not

conform with standard concepts of horizontal equity. Furthermore, the pro-

gressive component of the income tax schedule remains compressed in a

narrow income band and is exhausted at fairly modest income levels. What

is certain is that the tax burden of taxpayers whose real income ranges

between 3 and 7 million drachmas has increased considerably since the early

1980s.

The substantial 7.4 percentage point decline in the debt-to-GDP ratio

between 1997-2000 is somewhat misleading. This decline more than reflects
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the substantial reduction in the deficits; the proceeds from privatisation

were used to retire debt during this period. As was explained previously, this

is partly due to the fact that certain expenditures (like “financial transac-

tions”, debt assumption etc.) are not recorded in the deficit but appear

directly in the public debt figures. Thus, despite the substantial decline in

deficits, the average annual stock-flow adjustment for the 1996-2000 period

remained above 5 per cent of GDP.

The relatively slow pace at which the debt-to-GDP ratio has declined and

the fact that this ratio remains well above the Maastricht 60 per cent limit

imply that fiscal consolidation efforts should continue. This is underscored
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SOURCE: European Economy 69.

Table 2-6.  Irish Fiscal Consolidation: 1993-2000
Per cent of GDP

20001993

Revenue 39.6 34.8

Expenditure 44.2 33.2

Debt 94.0 41.4
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by the provisions of the Stability and Growth Pact, which require that the

budget be “....close to balance or in surplus”. International experience sug-

gests36 that fiscal consolidation based on revenue increases during a period

of strong economic growth is not as sustainable as consolidation based on a

decline in government spending. Ireland is a case in point. Between 1993

and 2000 the Irish debt-to-GDP ratio fell by 52.6 percentage points, while at

the same time expenditure fell by 11 percentage points and revenue also fell

by 4.8 percentage points. This type of fiscal consolidation is different than

the Greek one (see Figure 2-4 and Table 2-6).

Lessons from the 1981-1992 Period: The Effects on the
Public Sector from Joining the EEC, and the 1986-1987
Stabilisation Programme

Greece’s accession to the European Union37 on 1 January 1981 brought

about pervasive changes in the Greek economy, including the public sector.

Greece’s membership required a number of important changes to har-

monise fiscal policies with those of the Community. Some of the most

important changes and their consequences are analysed below.

Central Government

By and large, most of the required changes affected the central govern-

ment budget. As was mentioned above, such changes started in the second

half of 1979, some 18 months prior to Greece’s accession, when several indi-

rect taxes and other measures38 designed to stem imports were repealed.

Budget revenue. On the revenue side, Greece had to adopt, as of 1 January

1981, the Common External Tariff, which had generally lower rates than

those of Greece. The rate differences were eliminated only gradually and

the process was not completed until 1986. Under the new system, 90 per cent

of tariff receipts collected by Greece go to the EU (own resources) and not

to the Greek Treasury. This, however, did not cause a huge revenue loss

because Greece had been gradually lowering its tariffs since 1962, upon

Greece’s Association with the EEC.
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A larger revenue loss was incurred when Greece was forced to stop the

differential tax treatment of all imported goods versus domestically pro-

duced ones.

This elimination of differential treatment, which was effected through

various means,39 was highly complex. In 1984, the excess tax burden on

imported goods, versus similar domestic goods, was recorded on an item-by-

item basis and was expressed as a percentage of the prevailing 1984 price of

each imported good. This calculation was called “The Regulatory Tax”.

These percentages declined gradually and the “tax” was eventually abol-

ished on 1 January 1989. Revenue from the Regulatory Tax in 1986 amounted

to 5.3 per cent of total 1986 CG budget receipts. It is estimated that the loss

of revenue from the elimination of differential tax treatment between 1985

and 1990 was 770 billion drachmas, or 52 per cent of total 1986 budget40

receipts.

The most important change in the Greek tax structure, however, was

the introduction of the Value Added Tax (VAT). Following three post-

ponements, the VAT was finally introduced on 1 January 1987. It replaced

two major taxes, the Turnover Tax and the Stamp Duty on Invoices, as

well as more than 30 low-yield levies. The introduction of the VAT greatly

simplified, rationalised and modernised the Greek tax system. It suffices

to say that the two major taxes that were replaced by the VAT created a

lot of cascading which resulted in a heavier taxation of certain domesti-

cally produced goods vis-à-vis the imported ones. Moreover, it was virtu-

ally impossible to trace these taxes and return them when the products

were exported.

The introduction of the VAT, however, unleashed some inflationary

pressures in 1987 and created new opportunities for tax evasion, especially

during the first few years, because Greek tax administrators were not pre-

pared to handle such a tax. The introduction of the VAT required tax audit-

ing of about 850 thousand retailers, while the previous tax regime required

tax auditing of only about 150 to 160 thousand wholesalers. Since tax offices

were not computerised at that time, the introduction of the VAT created

many administrative problems. The situation has improved considerably,

however, over the last few years.

Other changes in the Greek tax structure include the harmonisation of

the three traditional excise taxes (on tobacco, liquid fuels and alcoholic bev-
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top of another etc.

40. Manessiotis (1993, pp. 34-36).

2/MANESSIOTIS 2-10-09 11:58 ™ÂÏ›‰·137



erages) with EU regulations and the more accurate definition of the VAT

tax base.

Budget expenditure. On the expenditure side, Greece had to transfer to

the EU the proceeds from customs duties, sugar levies and agricultural

levies and pay its EU financial contribution (originally set at a certain per-

centage of GDP, later as a percentage of the VAT base and, by the end of

the period, as a combination of the two). In 1981, these payments amounted

to 47.7 per cent of Greece’s total receipts from the EU. By 1990, these pay-

ments had declined to 19.2 per cent of total receipts from the EU.

The most significant impact of EU membership, however, was on trans-

fers to farmers. Membership meant that Greece had to adopt the Common

Agriculture Policy (CAP). CAP payments, however, did not appear in the

Central Government budget. EU funds are deposited into an account with

the Agricultural Bank of Greece and then are paid to farmers. These trans-

fers appear neither on the revenue nor on the expenditure side of the Greek

budget. Nevertheless, these funds are Greece’s single biggest receipt from

the EU, accounting, on average, for 65 per cent of total receipts from the

EU.

Even prior to 1981, transfers to farmers were effected through an

account kept with the Bank of Greece and did not appear directly in the

budget. At unspecified intervals, the accumulated deficits in this account

were covered either through transfers from the budget or by formal bor-

rowing from the Bank of Greece. The accumulated balances were cov-

ered in 1978 by a loan of 70 billion drachmas granted by the Bank of

Greece. The accumulated deficits from the 1978-1981 period (approxi-

mately 230 billion drachmas) were covered by a 250 billion drachma loan

granted to the state by the Bank of Greece in December 1981. (Most of

the loan was actually used in 1982). The account was closed in 1982 and

a new 150 billion drachma loan was granted in 1984 to cover all remain-

ing obligations.

The investment budget. During the past two decades, the investment budget

has received an amount equal to 10.7 per cent of Greece’s total receipts

from the EU. Transfers were smaller in the first five years (about 6.5 per

cent) and grew larger (11.7 per cent of total receipts) after 1986, when the

Mediterranean Integrated Programmes (MIP) were introduced.41
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41. Up to the early 1980s, existing EU structural funds were designed either (a) to help ail-

ing industrial sectors, or (b) to assist declining industrial areas, or (c) to assist agricultural

restructuring (changing crops etc.). There was no fund to promote economic development of

whole regions or countries. Greece reacted to this with a formal Report in 1984, and in 1986

the MIP were established.
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Social Security Funds and Public Enterprises

Social Security Funds did not receive any transfers from the EU, with the

exception of the Unemployment Agency, which received small amounts

from the Social Fund.

In contrast, public enterprises (Public Power Corporation, Hellenic

Telecommunications Organisation, Greek Railways etc.) received almost

300 billion drachmas (or 16.8 per cent of total receipts) over the period

under consideration to improve infrastructure. Of these funds, 92 per cent

were granted from the Regional Fund and the MIP.

The Overall Impact on the Public Sector as a Whole

Table 2-7 above gives the overall financial transactions of the public sec-

tor as a whole with the EU for the period 1981-1990.

On the basis of these data, the following conclusions may be drawn,

regarding the fiscal impact of Greece’s participation in the EU during the

first 10 years.

1. Gross total receipts from the EU (2,326.7 billion drachmas) were big-

ger than Greece’s payments (1,654.1 billion drachmas) to the EU during the

first ten years. Annual net receipts (i.e. receipts minus payments) ranged

between 0.49 per cent of GDP in 1981 and 4.9 per cent of GDP in 1990.

2. About 65 per cent of gross receipts went for farmers’ income support

programmes.

3. All of Greece’s payments to the EU (including lost revenue) are

recorded in the Ordinary Budget, while virtually all receipts from the vari-

ous EU funds go to extrabudgetary accounts or to public corporations. This
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SOURCE: Manessiotis, B. 1993. The Impact of Greece’s Accession to the EEC on the Public Sector, opt. cit. p. 42.
a. Of which 411.6 billion drs. account for lost revenue.

Table 2-7. Effects on Fiscal Accounts Due to EU Membership: 1981-1990
Billion drachmas

Additional
expenditure

Additional
revenue

Component
of the public sector

I. Ordinary budget 155.0 1,563.6a

II. Investment budget 268.2 -

III.Public enterprises etc. 298.5 -

Subtotal 721.7 1,563.6
IV.Farmers-income support 1,605.0 90.5

Total 2,326.7 1,654.1
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marks the beginning of a 20-year period during which the ordinary budget
increasingly undertook the obligations and liabilities of the rest of the public
sector.

4. The substantial increase in farmers’ incomes (without any obligation

for crop restructuring etc.) further increased aggregate demand and main-

tained inflationary pressures.

5. Finally, the answer to the question “whether it was beneficial for Greece

to join the EU or not” hinges on another question: How would farmers’

income support programmes have evolved, if Greece had not joined the EU?

If the national subsidies were to be as generous as the EU ones, then it was

better that Greece joined the EU and the budget was relieved of this obliga-

tion. If national farm supports would have been substantially lower than

those provided by the EU, it is not at all clear that Greece benefited from EU

membership during the first ten years.

“Qualitative” Effects

Beyond financial considerations, there has been a “qualitative” impact of

the EU on the public sector which is definitely positive. The Greek tax sys-

tem was rationalised, greatly simplified and modernised, especially after the

introduction of the VAT. These changes have resulted in a more efficient tax

system. Moreover, the credit rating of the state was substantially enhanced

by EU participation. The cost of conforming with EU standards was the loss

of national autonomy over several aspects of the tax system.

The 1986-1987 Stabilisation Programme

The sharp rise in wages and pensions, both in the public and the private

sector, in the first half of 1982, along with the rise in farmers’ incomes and

the liberalisation of imports, led to a substantial disequilibrium in the bal-

ance of payments, especially in the trade balance. Thus, on 9 January 1983

the drachma was devalued by 15.5 per cent vis-à-vis the US dollar.

Following subsequent fiscal expansion, a widening current account deficit,

and continued high inflation, a decision was made, in late summer of 1985, to

try to stabilise the economy. A two-year “Stabilisation Programme” was pre-

pared during the fall of 1985. Among its elements, the Programme provided for

another 15 per cent devaluation of the drachma vis-à-vis the dollar, which was

implemented on 12 October 1985. The devaluation was accompanied by mea-

140 VA SSIL IO S G .  M A N ESSIO T IS  A ND ROBERT D.  REISCHAUER

2/MANESSIOTIS 2-10-09 11:58 ™ÂÏ›‰·140



sures to restrain incomes,42 increase tax revenues and contain government expen-

diture. This effort started with the drafting and execution of the 1986 budget.

The programme’s duration was for two years, 1986 and 1987, and it had the

full support of the Commission services of the EU. In the first year the pro-

gramme was met with considerable success. The GG deficit declined by 2.2

percentage points from 11.7 per cent of GDP in 1985 to 9.5 per cent in 1986.

GG revenue increased in 1986 by 0.8 percentage point and spending declined

by 1.4 percentage points of GDP. Revenues were favourably affected by a

drop in the international price of oil and by the various tax measures taken.

In 1987, the GG deficit declined by 0.3 percentage point of GDP. Revenue

continued to increase, by 1.2 percentage points, but expenditure increased by

0.9 percentage point of GDP. Taking both years together, revenue increased

by 2 percentage points, while expenditure declined by 0.5 percentage point.

By the autumn of 1987, however, the programme and the stabilisation effort

had been abandoned. In 1988, the GG deficit increased back to its 1985 level.

While the Stabilisation Programme was being drafted during the Autumn

of 1985, it became clear to the working group that was in charge of expendi-

ture cuts that, to a considerable degree, 1986 spending was predetermined

(i.e. two-year rolling programmes etc.). In other words, either the fact that

legal and institutional changes were required to effect cuts, or the existence

of other considerations, related to the credibility of the state, prevented

expenditure cuts. As a result, expenditure cuts in the short run were virtually

impossible. Substantial cuts would require a medium term horizon (at least 3

to 5 years), legal and institutional changes and continuity and consistency.

The second important conclusion (which should have been anticipated)

was that the existence of the Automatic Wage Indexation Scheme made it

much more difficult to contain inflation. It was no accident, therefore, that

when another consolidation effort started in the early 1990s, the Automatic

Wage Indexation Scheme was abolished.

Conclusions and Prospects

The preceding analysis shows that, since 1994, Greece has achieved sub-

stantial progress in its efforts at fiscal consolidation, allowing it to satisfy the

Maastricht criteria and qualify for EMU.
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42. For the first time there was an effort to contain all incomes in the economy. Farmers’
incomes were appropriately contained by an adjustment in the value of the “Green drachma”,
wage earners’ incomes by a modification in the Automatic Wage Indexation Scheme, and self-
employed and small entrepreneurs’ incomes by an extraordinary tax levy.
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Progress was most visible in the decline of the GG deficit, but the stabil-

isation of public debt was at least as important. Available data indicate that

fiscal consolidation was based on tax increases, especially direct tax increases,

and the (“automatic”) reduction in interest payments, while primary spend-

ing has been creeping upwards.

This composition of fiscal consolidation, however, raises questions

regarding future prospects. If successful fiscal consolidation is defined as

putting the ratio of debt to GDP on a sustainable downward path, as is usu-

ally the case, then successful fiscal consolidation should have the following

characteristics:

(a) It should rely primarily on spending cuts rather than tax increases, in

particular on restraining the growth of government wages and transfers.43

(b) Reductions in government interest payments should not be relied on

to achieve consolidation goals.44

(c) If taxes are to be increased, then long-term economic effects suggest

that it is better to increase indirect taxes than direct ones.45

Based on these criteria, the composition of the fiscal adjustment in

Greece may need to be reoriented. In addition, starting in 2001, the Greek

economy will be operating in a quite different economic environment. Tax
competition will be a major characteristic of this new environment. Most

euro area countries plan or have already embarked on extensive tax cuts to

improve their competitiveness. Greece will have to follow. Actually, some

limited tax cuts have already been decided upon for 2001. In addition, fiscal

policy must become more active, flexible and effective. Fiscal targets in

Greece must be very ambitious, because fiscal policy will have to deal with

rising inflation and with longer-term problems, such as the social security

system and the large public debt.

Although the possibility of increasing certain taxes in the future (or fur-

ther containing tax evasion) should not be excluded, generalised tax increases

are probably out of the question. Additional fiscal adjustment should be

based on expenditure cuts. Four studies completed in the first part of the

1990s found that there was a causal relationship between tax revenues and

government spending in Greece, with causation running from spending to

tax revenue. In other words, public expenditures are exogenously deter-

mined and then taxes are increased to meet these higher expenditures.46 This
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43. McDermott and Wescott (1996, pp. 726-27).

44. McDermott and Wescott (p. 728).

45. McDermott and Wescott (p. 728).

46. See: a) Provopoulos and Zambaras (1991), b) Kollias and Makrydakis (1995),

c) Hondroyiannis and Papapetrou (1996) and d) Hondroyiannis (1999).
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finding and the new economic environment in which the Greek economy

will operate suggest that a lasting fiscal adjustment can be obtained only
through substantial expenditure cuts.

Greece has to adopt clear and binding rules regarding public spending,47

which will lead to a reduction of the primary expenditure ratio over the next

few years. This will improve the composition of the fiscal adjustment and

accelerate the decline in the debt-to-GDP ratio. Moreover, substantial tax

cuts would keep Greece’s competitive position from eroding.

In the years ahead, the social security problem and the substantial reduc-

tion of public debt must be addressed. Resources must be freed from the

budget to help the social security funds meet their obligations and reduce

public debt. If large tax increases are virtually impossible to enact and are

counter-productive, these resources will have to come from a reduction of

primary spending.

Finally, privatisation efforts will have to be stepped up. This will help in

two ways. Privatisation proceeds will be used to retire debt and the budget

will stop subsidising loss-making public enterprises (such as the Olympic

Airways, railways, etc.), thus reducing primary spending. Therefore, along

with efforts to contain primary spending, privatisation efforts should be

intensified.
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47. Kopits and Symansky (1998).
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Appendix 2: Decomposition of Changes in the
Debt-to-GDP Ratio

The results appearing in Table 2-3 were obtained by the use of a simple

formula, which decomposes changes of the debt-to-GDP ratio into three

parts: The effect of the current primary balance, the effect of interest rates

and GDP growth, and the stock-flow adjustment element. In algebraic terms,

Dt  –
Dt–1  =

PBt  +
Dt–1  

•
i – yt  +

SFt (1)
Yt        Yt–1           Yt            Yt–1      1 + yt        Yt

where

Dt = general government debt

PBt = primary balance

Yt = GDP at current market prices

yt = rate of growth of nominal GDP (Yt)

i = implicit (nominal) interest rate on GG debt

SFt = stock-flow adjustment

The implicit interest rate is estimated as

i =       
It

(2)
Dt–1  + Dt

2

where It = actual interest payments of general government.

Except for the last term on the right-hand side of expression (1), all other

terms are known, so the equation is solved for 
SFt

Yt    

.

Please note that the resulting estimates are sensitive to the interest rates

used (capitalised interest is shown as a stock-flow adjustment). However, the

estimates obtained do reflect all major stock-flow adjustments which took

place during the period under consideration.
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Comment by Vito Tanzi

I found the paper by V.G. Manessiotis and R.D. Reischauer on “Greek

Fiscal and Budget Policy and EMU” very informative and a good descrip-

tion of events over the past three decades. I agree with much of it, so I will

focus my comments on some omissions or on points that I felt the paper

could have developed more.

The paper states that the Greek fiscal policy had been quite conservative

until around 1976 and that by 1980 the share of government spending in

GDP (G/GDP) had remained under 30 per cent. By European standards

this was a low percentage for that year; however, it was in the same range as

average spending in Europe in 1960. Between 1980 and 1985, the share of

public spending in GDP rose by a remarkable 12.5 per cent of GDP. The

increase continued over the next decade and by 1995 the G/GDP ratio had

reached almost 50 per cent, a high percentage even by European standards.

An interesting element of this growth, an element shared with other Euro-

pean countries, is that much of the increase was due to transfers to the pri-

vate sector, as well as to interest payments on the growing public debt. On

the other hand, government consumption or real expenditure changed little.

The growth in Greek public spending parallelled closely that of most

European countries, but with a lag of about 20 years. In fact, while in most

European countries the explosive growth of spending occurred, in its largest

part, during the 1960-80 period, in Greece it occurred in the 1980-95 period.

By the end of this period, Greece’s spending as a share of GDP was in line

with, or higher than, that of continental European countries. In spite of the

very high spending growth, a genuine welfare state was not created. This

leads to some questions that could have been discussed in the paper.

Who gained and who lost from this increase? What programmes were cre-

ated? How were the benefits from public spending distributed among the pop-

ulation? Which households or groups benefited from the sharp increase in

transfers? Which from the increase in interest payments? Did public spending

crowd out some private activities? Were disincentive effects created by the

higher spending and by the accompanying increase in taxation? Finally, can

anything be said as to whether social welfare was increased by the 20 per cent

of GDP rise in public spending? Some discussion of these questions would

have made the paper less descriptive and more analytical and interesting.

The authors mention that the informal economy is high in Greece. This

statement invites two questions. First, does the size of the underground econ-
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omy distort the estimate of gross domestic product and, if so, by how much?

This is an issue receiving much attention on the part of Eurostat and it must

have received some attention on the part of the Greek statistical office.

Second, was there a relationship between the increase in social security

charges and in income tax rates on one hand and the growth of the under-

ground economy on the other hand? This connection has been suggested for

other countries and it probably existed also in Greece.

Other aspects could have been discussed in some detail. For example, the

role of judges in the growth of public spending mentioned in the paper. This

role would seem strange to individuals living in the United States but not to

those living in Argentina, Brazil, Italy and some other countries with diffe-

rent legal traditions. In these countries decisions on the part of judges regar-

ding particular programmes or particular spending decisions have at times

resulted in increased public spending. However, often, this spending is never

shown in the budget so that it never affects the measured fiscal deficit. When

judges impose a given spending, ex post, public debt increases by more than

one would have assumed from the data on the fiscal deficits. Was this so in

Greece?

During the 1980s, financial repression must have reduced the cost of

financing public debt, while it must have probably hurt the growth of the

economy or the development of the capital market. As it was the case in

Italy, in the early 1980s, banks must have been required to invest a propor-

tion of their deposits in public bonds, thus reducing the interest rate on pub-

lic debt. Was this an important factor in Greece? When was the financial

market liberalised? Is there any estimate of the quasi-fiscal taxes that the

government was imposing on the financial market during the period of

financial repression?

Shifting the attention from the spending to the revenue side of the budget,

the paper shows that the ratio of tax revenue to GDP (T/GDP) was low until

1980. However, from 1980 until 2000, this ratio increased by almost 19 per

cent or about one per cent of GDP per year. Most likely this increase was a

world record. I do not know of any other country that has increased the level

of taxation by that much in 20 years. Such an increase leads inevitably to

questions which merit some discussion in the paper. First, what was the

impact on the economy of such a large increase in the tax burden? Was its

rate of growth affected? How was it achieved? With what taxes? What was

the role of better tax administration? Is the new tax level sustainable in time

in spite of globalisation?

More technical, tax-related questions could also be addressed. For exam-

ple, did the taxation of interest income have an impact on interest rates?
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What is the productivity of the value-added tax compared to other European

countries? Did the introduction of the VAT have an impact on the price

level? Was this impact temporary or permanent? How does the “presumed”

income tax work? There is now an increasing number of countries using

“presumed” income taxes so that some description of it would be useful to

tax expert.

Major progress has been made in reducing the macroeconomic disequi-

librium in recent years. However, this progress has been achieved exclusi-

vely by the increase in the tax level and the fall in the rate of inflation, which

has reduced nominal interest rates and, thus, the interest component of

spending. Furthermore, revenue from privatisation has contributed to the

macroeconomic adjustment by providing additional revenue and by allowing

a reduction in public debt. Apart from the fall in the interest expenditure,

there has been no reduction in non-interest (or primary) spending. Thus, it

is natural to ask (a) whether what has been achieved is genuine adjustment;

(b) whether it is durable adjustment and (c) whether it is high-quality adjust-

ment.

The quantitative adjustment that has taken place in the fiscal accounts

has moved Greece into the direction required by the Maastricht criteria,

which, for the public finances, focus on the size of the deficit and on the size

and direction of change in public debt. The Maastricht criteria are silent

about the size of the public sector or even about the net worth of this sector.

Thus, a country that satisfies the criteria by sharply raising the level of taxa-

tion and by cutting the size of its debt by selling valuable public assets might

satisfy the criteria but be far from having made a high-quality or durable

adjustment. To some extent this is what has happened to Greece. One would

hope that future developments indicate not just a quantitative but also a

qualitative improvement in the situation.
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3 Economic Growth in Greece:

Past Performance and Future

Prospects

Barry Bosworth and Tryphon Kollintzas

I. Introduction

OVER THE PAST quarter century the Greek economy has

had a very disappointing rate of economic growth. After a rapid expansion

in the years following the end of the civil war, the growth of real GDP slowed

down to only 1.5 per cent annually in the period of 1973-95.1 Much of the

popular discussion has attributed the poor performance to deteriorating

economic policy conditions in the period after 1973 – particularly during the

1980s. Beginning in the mid-1970s the government ran large and sustained

budget deficits and monetary policy accommodated a sharp acceleration of

inflation. High rates of wage inflation led to a squeeze of profit margins and

a weakening of investment incentives.

With the restoration of macroeconomic order in the late 1990s, the econ-

omic situation has improved. In the most recent five years, 1995-2000, growth

averaged 3.3 per cent annually, slightly exceeding the EU average. As the

most obvious policy failings have been corrected, a more complete explana-

tion of the growth slowdown takes on added importance. Will a stable macro-

economic environment be enough to restore growth or do the fundamental

causes of the poor performance lie elsewhere? In addition, since its admission

to the EU, Greece has received large transfers from the rest of the European

Union. A major objective of those programmes has been to promote a catch-up

Oliver Coibion provided extensive assistance in the preparation of this paper.

1. According to data collected by Maddison (1995), Greece was in 1950 the poorest of the

current members of the European Union. Over the next two decades up to 1973, it was the

fastest growing economy and its standard of living rose to exceed that of Ireland and Portugal.

Since 1973, it has had the lowest rate of growth and has fallen back to being the poorest coun-

try in the EU.
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of incomes in the poorer countries. Will the resources of the Third

Community Support Framework (2000-2006) suffice so that income per capita
in Greece will achieve significant convergence towards the EU average?2

In this paper we examine the past performance of the Greek economy in

some detail and we try to provide a few answers to the question of why growth

slowed down so dramatically. In the second section, we develop a simple set

of growth accounts for Greece and compare the growth of labour producti-

vity and multifactor productivity with those of the EU. All of the industrial

countries experienced a series of external shocks and growth slowed consider-

ably on a global basis. We use the EU average to adjust for these common fac-

tors, and evaluate Greece’s performance relative to this average. Then we

compare the growth of the Greek economy with that of three other countries

–Ireland, Spain and Portugal— with similar starting points and basic econ-

omic conditions, including Structural Funds transfers from the rest of the EU.

In the third section, we examine several factors that have been suggested as

possible contributors to the slowdown. These include the deterioration in

macroeconomic policy, reduced rates of capital formation, the shock of entry

into the EU, and the presence of structural rigidities in labour markets. In the

fourth section, we try to look ahead to evaluate Greece’s growth prospects in

a world of more stable macroeconomic conditions, but one in which Greece

will face increasing competition from countries in Eastern and Central Europe.

We conclude that economic stagnation was attributable to a widespread

weakening of economic institutions that went beyond the breakdown of

macroeconomic policy, to a rigid and over-regulated labour market, a deteri-

oration in the competitive position of the tradeable goods sector, and contin-

uing subsidies to inefficient enterprises. The restoration of a rational macro-

economic policy structure has provided support for a renewal of economic

growth. However, if Greece is to accelerate its growth rate to a pace that

would imply significant convergence of incomes towards the EU average, it

will need to consider more drastic reforms of existing economic institutions.

II. The Historical Record

In a 1995 paper, George Alogoskoufis referred to the break in Greek

economic performance before and after 1973 as the ‘two faces of Janus’

because of the magnitude of the divergence in economic trends. For the
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2. According to the Ministry of Finance, these transfers rose from an average of 2 per cent

of GDP in the 1980s to over 4 per cent in the 1990s and 5 per cent in 2000.
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twenty years up to 1973, Greece enjoyed high growth and low inflation; and

for the twenty years thereafter, the economy stagnated and inflation became

high and persistent. Alogoskoufis viewed the change as reflective of a major

regime change in Greek economic policy. Other researchers, such as

Christodoulakis, Dimeli and Kollintzas (1996), argue that the more pro-

nounced break in the growth rate of GDP per capita occurred around 1980.

Among the several reasons they suggest for this break are the reduction in

industry protection accompanying Greece’s entry in the EU and the impact

on investment of uncertainties about the future political situation. But, in

either case, there is agreement that the economy performed very poorly in

the 1980s and up to the mid-1990s.

Growth Accounts

The basic pattern of the growth experience is summarised in Figure 3-1a.

The growth in output per worker slowed down from a rate in excess of 9 per

cent annually in the 1960-73 period to one per cent per year from 1973 to

2000.3 We can also divide the growth of labour productivity into the contri-

bution of increases in physical capital per worker, improvements in educa-

tion, and the residual of changes in multi-factor productivity (MFP).4 As

shown in the figure, but more clearly in Table 3-1, the growth slowdown can

be traced both to a sharp deceleration of capital accumulation and an out-

right decline in multifactor productivity. The contribution of increased phys-

ical capital per worker drops from a robust 4.2 per cent per year to only 0.7

per cent. As measured by an index of educational attainment, the skills of

the Greek labour force continued to rise throughout the period. The change

in multifactor productivity actually turns negative; but, given the accuracy of

the underlying data and the methodology, it would be more accurate to view

it as stagnating over a 25-year period. Thus, while a falloff in capital forma-

tion appears to be a significant part of the story, there is also a very large

deterioration in the performance of MFP.
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3. The rate of growth for output per worker and multi-factor productivity is probably over-

stated in the pre-1973 period because married women in the agricultural sector were included

as part of the labour force in the 1961 census. The drop in the number of unpaid family work-

ers in agriculture between the 1961 and 1971 censuses accounted for a 10 per cent decline in the

measured labour force. In addition, we made no correction for changes in the workweek.

However, the study by Tsaliki (1991) suggests a continuous decline in average working hours

after 1960 that would have only a small influence on relative rates of change for the subperiods.

4. The details of the construction of the growth accounts are provided in Appendix 1.
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Similar results were obtained by Christodoulakis, Dimeli and Kollintzas (1996)

using a smaller sample (1960-1992), somewhat different measures of the factors

of production and the old unrevised GDP data. They report the average growth

rate of MFP to be 3.72, 1.89, and –0.04 in the 1960s, the 1970s and the 1980s, res-

pectively.5 These growth rates amount to 54 per cent, 35 per cent and –3 per cent,

respectively, of the corresponding labour productivity growth rates, in their data.

One of the puzzles of accounting for the post-1973 slowing of growth is

that it was a very general phenomenon affecting most of the world’s econ-

omies. Thus, before we go too far in searching for a Greek explanation, we

need to adjust for the external shocks that were common to all countries. We

have done this by extending the growth-accounting methodology to 13 other

European economies and using the arithmetic average of the 13 as the

benchmark against which we judge Greece’s performance.

The results of the benchmark comparison are shown in Figure 3-1b,

where each of the component indexes for Greece is divided by the corres-

ponding EU average. The deteriorating performance of the Greek econ-

omy becomes even more evident, but the distribution of the sources of the

decline between a reduced rate of capital formation and lower rates of MFP

growth remains very similar: a lower rate of capital accumulation accounts

for about 40 per cent of the slowdown. The contribution of increased capi-

tal per worker, which had far exceeded the European average in the pre-

1973 period, slowed to the average; and the growth of MFP consistently fell

short of the performance of the rest of Europe until 1995. Since 1995,

growth has recovered to match or slightly exceed that of the rest of Europe.

The adjustment for the common external shocks also has some influence

on the timing of the break in the growth trend. In Figure 3-1b, the Greek

economy outperforms the rest of Europe in the pre-1973 period, and its rel-

ative growth rate slows after 1973; but there is another large downward

break in the early 1980s that is most pronounced in the MFP component.

Measured by both output per worker and multi-factor productivity, the Greek

economy fell short of the rest of Europe by ever-increasing amounts throughout

the 1980s and into the 1990s. Thus, relative to the rest of Europe, the break

in performance seems more pronounced at about 1980, rather than 1973.

That is of some potential significance for, as mentioned earlier, in 1981

Greece joined the European Community and the early 1980s were marked

by uncertainties about the future direction of economic policy. However,

given the turmoil in the global economy and with allowance for lags, the evi-

dence of a specific dating of the break must be ambiguous.
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5. This GDP revision is explained in Appendix 2.
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SOURCES: OECD, Bank of Greece, Bank of Portugal and authors’ calculations.
a. Effect of employment shifts, sectoral data extend only to 1997.
b. Period is from 1960 on.

Table 3-1.  Sources of Growth, by Country and Period
Annual percentage change

Shift-effectaTotal
Education
per worker 

Physical
capital

per worker 

Growth of
output 

per worker Period 

Multi-factor productivity

Contribution by component

Greece

1960-00 3.6 1.8 0.5 1.3 1.0

1960-73 9.7 4.2 0.4 4.9 1.5

1973-00 1.0 0.7 0.5 -0.3 0.7

1973-80 2.1 1.2 0.9 -0.3 1.0

1980-90 -0.3 0.4 0.4 -1.1 0.6

1990-00 1.4 0.5 0.4 0.6 0.5

Spain

1965-00 3.2 1.3 0.5 1.3 1.0b

1965-73 6.0 1.7 0.6 3.5 1.8b

1973-00 2.4 1.2 0.5 0.7 0.6

1973-80 3.1 1.8 0.8 0.1 0.8

1980-90 2.6 0.9 0.4 1.3 0.7

1990-00 1.6 0.9 0.3 0.4

Portugal

1960-00 3.4 1.9 0.5 1.0 0.6

1960-73 7.5 3.9 0.4 3.1 0.9

1973-00 1.5 0.9 0.6 0.0 0.4

1973-80 0.8 0.9 0.8 -1.0 0.6

1980-90 1.8 0.8 0.6 0.4 0.7

1990-00 1.7 1.0 0.5 0.3 -0.1

Ireland

1961-00 4.1 0.3 0.4 3.4 0.3b

1961-73 4.9 0.2 0.2 4.4 0.2b

1973-00 3.8 0.4 0.4 3.0 0.4

1973-80 4.0 0.5 0.3 2.7 0.3

1980-90 4.7 0.9 0.6 3.1 0.2

1990-00 2.8 -0.3 0.3 2.8 0.6

European average

1965-00 2.8 1.0 0.4 1.5 0.3b

1965-73 5.1 1.5 0.3 3.1 0.2b

1973-00 2.2 0.8 0.4 1.0 0.4

1973-80 2.3 1.0 0.5 0.6 0.3

1980-90 2.3 0.8 0.4 1.1 0.2

1990-00 2.0 0.7 0.3 1.1 0.6
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Also in Table 3-1, the growth performance of the Greek economy is matched

against that of three other European countries that were at similar stages of

economic performance in the early 1960s, Ireland, Portugal and Spain. For

the whole period of 1960-2000, Greece compares quite favourably with the

other three; but again that is due to the strong growth of the pre-1973 period.

Since 1973, Greece has the lowest rate of increase in output per worker and

the change in multi-factor productivity has been negative. Measured in pur-

chasing power parity (OECD, 1999), Ireland has moved up to the average of

the EU in terms of output per worker and Spain is only slightly below the

average; but both Greece and Portugal have failed to make further progress

in narrowing the gap after 1973. In addition, both Greece and Portugal

experienced a very sharp deterioration in the contribution of capital per

worker as well as MFP. In contrast, the slowdown in Spain was largely due

to a fall-off in MFP growth, and improvements in capital per worker have

never been that important in Ireland.

In evaluating these comparisons, it is important to recognise that there

are significant reservations about the quality of the economic data for

Greece. As discussed more fully in Appendix 2, a recent revision of the

national accounts resulted in a 20 per cent increase in the level of GDP

beginning in 1988, as the national statistical office made an effort to capture

more of the informal sector. There is considerable uncertainty about the

appropriate adjustment for earlier years. In the published revisions, the

adjustment to the level of nominal GDP is phased down to 6 per cent in

1960; but for the volume measures, the adjustment is significant all the way

back to 1960. For example, the level of real GDP is raised by 38 per cent in

1973 and 25 per cent in 1960. Thus, the revisions have a modest impact on

the estimate of real GDP growth over the full period.

We can also compare the national accounts to another independently

derived measure of living standards. Real wage growth should move in line

with economy-wide changes in labour productivity over a long period of

time. The comparison is less reliable for Greece because there are large

numbers of the self-employed, and a survey of wage rates (independent of

the national accounts) is limited to the manufacturing sector.6 Still, an index

of the real wage in manufacturing, deflated by the CPI, is shown in Figure

3-2, together with indexes of labour productivity (inclusive of the self-em-

ployed) for the whole economy and the industrial sector. The wage data con-

firm that Greece experienced very rapid growth in the 1960s; but, while
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6. According to the Ministry of Labour, the fraction of self-employed to employed was 37

per cent and 35.5 per cent in 1991 and 1997, respectively.
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there is a marked slowing of growth in later years, the timing is more sup-

portive of the Christodoulakis, Dimeli and Kollintzas (1996) view that the

big break in performance occurred in the 1980s, not in the 1970s.7

Sectoral Comparisons

Historical data at the level of individual industries are very limited in

Greece; and with the recent revisions in national accounts, information for

the pre-1988 period has become even more questionable. However, given

the large size of the agricultural sector in the early 1960s, some disaggrega-

tion is necessary for identifying the sources of growth. Thus, we have devel-

oped measures of labour productivity at the level of agriculture, industry and

services.8 For purposes of comparison, we have compiled matching data for
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7. The growth of real wages in excess of productivity in the last half of the 1970s is reflected

in a rise in the labour share of GDP in national accounts, but a severe decline in profit margins

is most evident in the early 1980s.

8. Agriculture includes forestry and fisheries, and industry is inclusive of mining, con-

struction, manufacturing, and electricity, gas, and water. Services comprise a substantial num-

ber of industries, where the output price is estimated on the basis of input prices, particularly

wage rates.
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Spain and Portugal, two countries with similar economic conditions in the

early 1960s, and we have only employment information for Ireland.9

We have modified the published data on agricultural output in Greece prior

to 1988 simply because we could not understand the basis for the drastic revisions

to the previously published information. In the new national accounts the esti-

mate of nominal value added in agriculture is revised downwards for the 1960-88

period by an average of 9 per cent with no change in the trend. In contrast, real

output is revised upwards by an average of 70 per cent with a peak of 125 per cent

in 1973. In effect, there is a dramatically different estimate of the time path of

agricultural prices. The national accounts revisions are discussed in more detail

in an appendix; but we have created an alternative, based on extrapolating the

average ratio of the new to the old series for 1988-90, 0.98, back to 1960.

As shown in Figure 3-3, the pattern of change in output per worker at the

sector level is broadly similar across the three countries. The largest growth

in productivity is observed in agriculture, but it starts from a very low level.10

Furthermore, productivity growth in Spain has generally outpaced that of

Greece and Portugal in agriculture and industry – the latter by a wide mar-

gin. Greece has performed relatively better in services, but the growth slow-

down is very evident in both industry and services.

A large decline in the proportion of employment in the agricultural sec-

tor (shown in panel 2 of Figure 3-3) is also a very common feature of these

economies and Ireland. In fact, the reallocation of employment —from the

low-productivity sector, agriculture, to the higher productivity sectors of

industry and services— has been a major source of the improvements in pro-

ductivity reported in Table 3-1. We can illustrate this point by representing

aggregate productivity as an employment-weighted average of productivity

in the individual sectors:

A0 = ∑
i

⎛
⎜
⎝ 

Xi

Ei 

⎞
⎜
⎠
∗
⎛
⎜
⎝ 

Ei

E0 

⎞
⎜
⎠

= ∑
i

Ai Si ; (1)

where Xi = output in industry i,

Ei = employment in industry i, and

Si = employment share in industry i.

Then, the change in aggregate productivity can be divided into a change

effect that is computed as an employment-weighted average of productivity
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9. Ireland does not compile volume measures of output at the sector level, but nominal

measures of value added are available.

10. The spectacular gains in productivity in agriculture in all three countries is consistent

with the notion of considerable unemployment being camouflaged as underemployment.
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growth in individual industries and a levels effect of employment shifting

from low-productivity industries to those with high productivity levels:

A
⋅

0 = ∑
i

A
⋅

i Si + ∑
i

A i S
⋅

i . (2)

Thus, the levels effect of reallocating labour can be measured by weight-

ing the change in the employment share of each industry over various sub-

periods, using as weights the relative labour productivities at the beginning

of each subperiod. The resulting estimates of the employment-shift effect

are shown in column 5 of Table 3-1. The resource reallocations were partic-

ularly important in the pre-1973 period and thus they can explain a signifi-

cant portion of the slowing of MFP growth after 1973. The magnitude of the

change between the 1960s and the 1990s is greatest for Spain, but it is also

substantial for Greece and Portugal: one percentage point off the annual

growth rate. It is relatively unimportant for Ireland because, even though

there is the same magnitude of change in the employment shares, the dif-

ferences in labour productivity across sectors are modest.

Saving-Investment Balance

The prior sections have documented a significant deterioration in the

contribution of increased capital per worker to economic growth. This fall-

off is also evident in the data on rates of national saving and investment. The

basic data are summarised in Figures 3-4a and 3-4b. Compared to other EU

countries, the national saving rate for Greece began at a modest level in the

early 1960s, but rose sharply over the second half of the 1960s and the early

1970s. Greece also benefited in the 1960s from an inflow of foreign capital

of about two per cent of GDP. Given the low initial capital stock and the

rapid growth of income, the total supply of saving was sufficient to finance a

high rate of capital accumulation up to about 1981. The saving rate fell

sharply in the early 1980s, however, and continued to drift down in subse-

quent years. In the 1990s, national saving averaged about 18 per cent of

GDP, compared with about 21 per cent for the rest of the EU. Foreign cap-

ital inflows increased in importance in the 1990s; but foreign direct invest-

ment remained steady at only about one per cent of GDP, while the domi-

nant inflows consisted of foreign loans to the government and private firms.

Private portfolio capital inflows were very small.

On the investment side (Figure 3-4b), the behaviour of private-sector

investment closely tracks the movements in the national saving rates – there
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is very little fluctuation in the government component.11 A substantial por-

tion of the long-run variation is accounted for by residential investment, so

that the change in business investment is less than might be anticipated with

such a large change in the saving rate.12

The nominal data suggest that much of the secular decline in national

saving can be traced to a deterioration in the public sector fiscal position,

as the budget balance changed from 0.5 per cent of GDP in 1960-73 to an

average of –13.6 per cent in the 1985-95 period (Figure 3-5). The private

saving rate has declined from its peak of the late 1970s, but is still well above

the rates of the 1960s. However, beginning in the1970s, Greece experienced

a very high rate of inflation and a major increase in public indebtedness –

from 25 per cent of GDP in 1980 to 100 per cent by 1993. Thus, the division

of national saving between the public and the private sector may be biased

by the inclusion of nominal interest payments in the measure of govern-

ment outlays. In an inflationary environment, a portion of interest pay-

ments represents a repayment of loan principal, amortisation, rather than

constituting income to the private sector recipients. The potential impor-

tance of this factor is apparent in Figure 3-5 where the primary government

budget balance (exclusive of interest) departs dramatically from the trend

of the overall balance.

We have made a rough adjustment for the inflation component by multi-

plying the outstanding stock of drachma-denominated debt by the rate of

inflation as measured by the consumer price index, and adding the result to

the reported budget balance. The inflation-adjusted measure of the budget

balance shows a much smaller deterioration of the budgetary position in the

1980s, and correspondingly less of an improvement in recent years when

inflation was reduced to much lower rates. The implications for the division

of national saving between the public and the private sector are shown in

Figure 3-6. On an inflation-adjusted basis, the decline in government saving

is much reduced, and a substantial portion of the fall in national saving is

concentrated in the private sector. There is no direct means of determining

which measure of public-private saving is more reasonable, but the nominal

data do display an inverse relationship between public and private saving

(Ricardian equivalence) that is completely absent in the adjusted data. This
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11. The rise in fixed investment in the mid-1970s is significantly less than that in saving because

of a large increase in inventory accumulation that may reflect some inconsistency in the estimates

of GDP derived from the income and product sides, respectively, of the national accounts.

12. Since our growth accounts are based on the total capital stock, inclusive of housing, we

may have overstated the change in the contribution of capital between the 1960s and the post-

1980 period.
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is evident in the following set of simple correlations between the public and

private saving rates:

rsp = a + b A rsg

Equation Coefficient on t-statistic Dependent var.-

public saving independent var.

1 –0.41 2.9 nominal - nominal

2 0.06 0.7 real – real

The first equation is based on the nominal data and the coefficient on

public saving implies an offset of about 40 per cent. In contrast, using the

same equation with the inflation-adjusted data results in an insignificant off-

set. Thus, the evidence of Ricardian Equivalence appears to be largely due

to the difficulties of partitioning interest payments between income and

principal repayment.

Kollintzas and Vassilatos (1996, 2000) argue that this drop in aggregate

savings together with the simultaneous drop in public investment rates can

account for the reduction in the growth rate of the economy within a neo-

classical growth model without full Ricardian Equivalence.13 This happens

as the economy’s steady-state-growth capital-labour ratio is reduced and the

convergence to this new steady state becomes slower. In addition, they argue

that the transfers from the rest of the EU may have further adversely affected

the incentives to save and work, strengthening the effects of government

deficits.

III. Causes of the Productivity Slowdown

In part, the explanation of the collapse of economic growth in Greece is

quite straightforward – a large fall-off in the rate of capital accumulation

and its contribution to the growth in output. As we shall show, a decline in

investment should be no surprise in view of the sharply deteriorating macro-

economic situation and the collapse of profits in the 1980s. However, the

causes of the severe fall-off in MFP growth are more difficult to quantify.

We have come to conclude that it was the product of a large number of neg-
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13. Public investment as a fraction of GDP steadily declined from about 5.5 per cent in the

early 1960s to less than 3 per cent in the 1980s.
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ative developments, including, inter alia, the worsening macroeconomic sit-

uation and a highly inefficient structure of the labour market. In addition,

Greece did not follow the approach of some other successful countries in

using trade policy as an active part of its growth strategy, and the trade sec-

tor has contracted since EU accession. It is also clear from a simple exami-

nation of trends in foreign direct investment that Greece has not been

viewed as a promising investment opportunity.

Macroeconomic Instability

The macroeconomic environment clearly deteriorated in Greece in the

latter part of the 1970s and remained in disarray throughout most of the

1980s. The general government budget balance switched from an average

surplus equal to one per cent of GDP in the 1960s to steadily increasing

deficits after the 1973 oil price shock. These deficits averaged 9 per cent of

GDP in the 1980s and peaked at 16 per cent in 1990. Throughout the peri-

od, the magnitude of the budget deficit was actually understated by a policy

of directed bank lending to the public sector.14 Inflation, as measured by the

CPI, rose from an annual average of 2 per cent in the 1960s to 20 per cent

in the 1980s. Real rates of interest on bank lending and deposits, which had

been strongly positive in the 1960s, went negative after 1973 and remained

so until the late 1980s.

The late 1970s and 1980s also saw the emergence of strong cost pressures

from the labour market as a strengthening of labour’s bargaining situation,

combined with controls on many prices, raised real wages well in excess of

productivity (refer back to Figure 3-2) and severely depressed profit mar-

gins. The return on equity in Greek manufacturing fell from an average of 6

per cent in 1976-80 to –6.8 per cent in 1982-86.15

The contribution of macroeconomic policies to growth was examined in

an empirical context in a 1993 paper by Fischer.16 For a cross-section of

countries, he found a consistent negative relationship between growth and

the rate of inflation and a significant positive association of growth and the

168 BAR R Y B O SWO R TH  AND TRYPHON KOLLINTZAS

14. This policy may have reduced growth substantially by crowding out more productive

private investments. In a neoclassical growth model calibrated to the Greek economy,

Krystaloyanni (2000) computed the effect of a one per cent increase in the rate of direct lend-

ing to the public sector as reducing investment by 0.5 percent.

15. Federation of Greek Industries (1999 and earlier years).

16. Fischer (1993). See also Easterly and Rebelo (1993). Collins and Bosworth (1996) find

some supporting evidence, though the magnitudes of the effects are smaller.
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public sector budget balance. While Greece’s inflation experience falls into

the moderate range by the standards of Fischer’s analysis, his estimated

impact of the budget balance on growth suggests that the swing in the annual

fiscal balance by 10 per cent of GDP might have reduced Greece’s rate of

economic growth by about two per cent per year in the 1980s, or about one-

fifth of the observed slowdown.

In the 1990s, a major effort was made to reverse the deterioration of

macroeconomic policies. The government budget deficit was cut from 16 per

cent of GDP in 1990 to 0.9 per cent of GDP by 2000; and inflation was

reduced from the 20 per cent annual rate of the 1980s to the standards

required for entry to EMU. Moreover, financial market deregulation, which

started in the late 1980s and accelerated in the mid-1990s, must have con-

tributed to the reduction of financial intermediation margins and promoted

growth (Krystaloyanni, 2000). These developments have led to the improve-

ment in the growth of GDP, which averaged 3.3 per cent in the 1995-2000

period. These positive benefits are, to date, at the low end of the impact

found in studies such as that of Fischer.

Entry into the European Union

In the effort to account for differences in rates of economic growth

among developing countries, trade policy has played a central role. In sev-

eral studies of the World Bank, an open trade policy is identified as a key

feature of economic growth in East Asia; and in a far-ranging global study,

Sachs and Warner argued that a liberal trade policy is the most important

element of government policy.17 In their empirical study, Sachs and Warner

also characterised Greece as a fully open economy since 1959, citing an ear-

lier study by Eichengreen (1994). If the Greek economy were really open at

such an early date, entrance into the EC in 1981 should have had a relatively

minor impact.

However, a much different perspective is provided by Giannitsis (1993),

who argues that the Greek economy was actually quite closed prior to acces-

sion, citing levels of tariff and non-tariff protection that were high relative to

Greece’s European trading partners. The degree of protection was reduced

substantially over the 1974-86 period and accession required Greece to elim-

inate a preferential system of industrial subsidies, including export subsidies.18
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17. World Bank (1993) and Sachs and Warner (1995).

18. Giannitsis (1993, Table 1, p. 245).
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Giannitsis argues that the process of integration into the EU was mishan-

dled to the extent that the liberalisation worsened the competitive position

of Greek industries and contributed to a squeeze on profits of domestic

firms. Thus, from his perspective, trade liberalisation impacted negatively on

growth.19

In evaluating this argument, we looked first for evidence of the effect of

EU accession on the structure of Greece’s external trade. As with the

national accounts, the analysis is complicated by conflicting measures of

trade flows. Three alternative measures of non-fuel goods exports and

imports as a percentage of GDP are shown in Figure 3-7. The series labelled

“National accounts” refers to the goods component of the revised accounts.

The customs series is identical to the estimate used in the old (base-year:

1970) national accounts. The measure labelled “Balance of payments” is

that of the balance of payments converted to local currency. Exports and

imports of fuels have been removed from all the series. The data are consis-

tent in showing that Greece was a country with a very low ratio of exports to

GDP in the 1960s and that the role of both exports and imports expanded

sharply in the 1970s.

However, the new estimates of the national accounts imply a far larger

expansion of exports up to the date of entry in the EU and a major erosion

immediately thereafter. Exports decline from a peak of 17 per cent of GDP

in 1981 to less than 10 per cent in 1997.20 The alternative series imply a much

smaller expansion in the years prior to entry and a more gradual decline

thereafter.

As discussed by Tsaveas (2001), services play a very important role in the

Greek economy. In terms of exports of goods and services, based on the new

national accounts data, their share of GDP fell from 26 per cent in 1981 to

a trough of 18 per cent in 1996. Their share has subsequently increased, ris-

ing to 22 per cent in 1999.

Further differences emerge in the 1990s, when the balance-of-payments

(BOP) measure of goods trade shows a decline of the export share of GDP

to a level below that of the 1960s. There are also large discrepancies in the

various measures of imports; in particular, the revised national accounts

indicate a much higher level of imports in the late 1970s and early 1980s than

was previously reported in the customs series. Despite the large differences

in the measures of gross trade flows, the balance-of-payments data and the

Economic Growth in Greece: Past Performance and Future Prospects 171

19. Some of these structural issues are also addressed in Katseli (1990).

20. In recent years, exports of goods have stabilised as a percentage of GDP and exports of

services have grown.
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new national accounts are in fairly close agreement on the magnitude of the

trade balance. As discussed below, the deficit of goods and services is con-

siderably smaller than the trade deficits in goods, reflecting Greece’s com-

parative advantage in services.

Overall, evidence of a large trade shock from EU accession is mixed.

The revised national accounts data do imply a large erosion of exports of

goods and services after accession, but that comes on the heels of a very

large expansion in the 1979-81 period. Furthermore, the impact on

imports, which was more the focus of the Giannitsis study, seems quite

modest in the revised data. Imports rise as a share of GDP throughout the

1970s and 1980s, in both the revised national accounts and in the BOP sta-

tistics. But there is little evidence of a significant change in the early 1980s.

On the other hand, there is a substantial reorientation of Greek trade towards

the EC after 1981: the EU share of exports rose quickly from about 50 per

cent in 1980 to 70 per cent by 1987 and the import share increased more

gradually from about 52 per cent in the 1980-85 period to 68 per cent by

1990.21

Finally, the inflow of foreign direct investment (FDI) into Greece might

be viewed as an indicator of the impact of accession on external perceptions

of economic opportunities in Greece. We compared the pre- and post-acces-

sion experience of Greece with that of Ireland, Spain and Portugal. As

shown in Figure 3-8, Greece stands out both for the consistently small role

of FDI and for the fact that there was no boost to FDI after accession. FDI

averaged only about 1.5 per cent of GDP in the 1970s and actually declined

in subsequent years. In contrast, accession brought forth a doubling of FDI

in the other three countries. In Greece, FDI remained in the range of about

one per cent of GDP throughout the 1990s.

We conclude that EC accession did not have a large negative impact on

the competitiveness and thus the growth potential of the Greek economy;

but the review of the external economic relationships does expand on a

more general notion that the industrial sector of the Greek economy is

very weak, and the country has not defined and exploited its areas of com-

petitive advantage. For Spain and Ireland, the existence of a large EC mar-

ket supported a growth strategy that emphasised the expansion of the

export-oriented industries.22 No such strategy is evident for Greece and its
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21. Since 1990 the orientation of exports appears to have shifted away from the EU

towards an expanded relationship with the transitional economies of Central and Eastern

Europe.

22. See Appendix 3 for more details on the comparison between Greece and Ireland.
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competitive position appears to have been significantly eroded until 1996,

as reflected by the share of exports of goods and services in GDP.

Labour Market Structures

Throughout the 1990s, labour market reforms were at the centre of much

of the European discussion of policy changes that are needed to enhance

adaptation to economic change. The OECD, in particular, has initiated a

large volume of research on labour markets and the need to promote greater

flexibility in work relationships. Much has been done to document the

dimensions of employment protection legislation (EPL) and to assess the

extent to which it influences labour market performance. Such legislation

also has an obvious link to economic growth if it inhibits adjustment to new

technologies or discourages achievement of scale economies.

A recent study by the OECD surveyed a large number of member coun-

tries and developed comprehensive summary measures of the relative extent

of EPL.23 The measures were built up from an underlying set of indicators

that reflect the strictness of regulations governing dismissal of workers (prior
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notification and severance pay) and restrictions on the use of temporary

workers. The study also evaluated the empirical evidence of the relationship

between high levels of EPL and various dimensions of unemployment.

The study found that all of the Southern EU countries, including Greece,

stand out with the most strict legislation on employment protection (Greece

ranked 24th among 26 countries included in the study, beginning with the

country with the less strict EPL). Greece is very restrictive in preventing

most forms of temporary employment and it offers extensive protection

against dismissal for workers with long tenure on the job. Most of these

measures were introduced beginning in the mid-1970s, and they remained

largely unchanged in the 1990s. While the OECD study found no relation-

ship between EPL and the overall rates of unemployment, EPL appears to

favour employment of prime age males at the expense of other groups and

to increase the duration of unemployment spells. Strict EPL is also strongly

associated with higher rates of self-employment.24

We used the EPL rankings to explore the extent of any relationship

between job protection and economic growth for our prior sample of 14

European economies. As shown in Figures 3-9a and 3-9b, there is a negative

but insignificant correlation between the EPL variable and the rates of

growth in output per worker over the period of 1980-97. The relationship is

slightly stronger between EPL and reduced rates of growth in total factor

productivity. The deviation of the value of the EPL variable for Greece from

the mean of the European economies accounts for a reduction of about 0.6

percentage point in the annual growth rate of MFP.

A companion OECD study also found that Greece ranked last among 24

OECD countries in worker participation in job training programmes.25

Again, we find a significant correlation between this labour market measure

and rates of growth in labour productivity and MFP (R2 equal 0.21 and 0.27,

respectively). However, because the measures of participation in job training

and employment protection are highly correlated, it is not possible to mea-

sure their separate contributions. Used separately, both variables have com-

parable effects on the rate of growth of labour productivity and MFP.

An idiosyncratic feature of the Greek labour market, which most likely

has contributed to unemployment and has lowered growth, is the rapid expan-

sion of life-time government jobs in the 1980s and most of the first part of
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24. The finding that restrictive EPL is associated with high levels of self-employment suggests

that legislation might discourage the formation of larger, more efficient plants. See for example,

the article by Burtless in this volume. According to estimates of Eurostat, firms with less than 10

employees accounted for 57 per cent of employment in the mid-1990s (Eurostat, 1998, p. 223).

25. OECD (1999, chapter 3).
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the 1990s, as well as and the increase in the public/private relative wages in

the 1980s (Demekas and Kontolemis, 1996). These two factors may have

contributed to raising workers’ effective reservation wages and in depressing

private sector employment.

Greece does not stand out in most other dimensions of labour market

performance. It has a modest unemployment insurance programme, both in

terms of the replacement rate and duration; the minimum wage is about 50

per cent of the average wage in manufacturing, and union membership

equals about one third of wage and salary employment. Until 1999, the rate

of long-term unemployment was consistently below the EU average. One

major uncertainty, however, is the extent to which the official data capture

the full magnitude of the informal sector. A major response of both employ-

ers and employees to the strictness of EPL measures and high employment

taxes should be to move into the informal sector. For example, the propor-

tion of the workforce that is self-employed, 25 per cent of the civilian non-

agricultural workforce, is higher than for other economies at comparable

stages of development. This may reflect efforts to avoid labour market reg-

ulations.26 We conclude that the strictness of EPL has been part of the expla-

nation for Greece’s low rate of growth relative to the rest of Europe, but it

alone cannot account for the severity of the deterioration in the 1980s.

In a broader context, a recent study by Koedijk and Kremers found much

stronger evidence of a negative relationship between an extended measure of

economic regulation and growth.27 They relied on a different set of 11

European countries and included measures of both product and labour mar-

ket regulation. They report a large inverse correlation (R2 = 0.70) between the

ranking of regulation and economic growth. The relationship is strongest

between product market regulation and growth; but their finding of a correla-

tion with labour market regulation is more significant than we report for the

EPL variable. There is close correspondence in the ranking of countries that

are in both samples, and they agree in classifying Greece as having a very

restrictive regulatory environment.28 The differences in overall conclusions are

the result of the countries that are not common to the two samples, emphasis-

ing the dangers of relying too heavily on results from a small number of cases.
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26. Other factors, such as the desire to avoid taxes, have undoubtedly played a role in the

growth of the informal sector; but Greek taxes are not particularly high relative to other

European countries.

27. Koedijk and Kremers (1996).

28. Greece is classified as having highly regulated product markets because of a high degree of

public ownership in the late 1980s and a lagging performance in the implementation of the Single

Market initiative as of 1995. Both of these characteristics have changed somewhat in recent years.
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IV. Future Directions

The macroeconomic policies of Greece have come a long way over the

past five years. As shown in Table 3-2, inflation has been reduced from the

double-digit rates of the prior two decades to a less than 3 per cent rate. The

fiscal deficit has been cut from an astounding 12 per cent of GDP in 1990-

95 to below 2 per cent in 1999, with a projected surplus by 2001, and inter-

est rates have been steadily converging towards the European norm. In addi-

tion, the current account deficit has stabilised at about 3 per cent of GDP.

Thus, by most standards, Greece has met the criteria for admission to the

euro area and it is scheduled to become a participant on 1 January 2001.

Those macroeconomic gains have translated in an improved growth-per-

formance, at least as compared to the performance of the prior quarter-cen-

tury. Over the 1995-2000 period, gains in GDP averaged 3.3 per cent annually

and labour productivity grew about 2.1 per cent per year. The growth of TFP

also averaged about 1.2 per cent per year, though some of that gain may reflect

a cyclical recovery from the very depressed conditions of the mid-1990s.

This rate of growth should be sustainable in future years. While labour

force growth will probably average less than one per cent, the higher educa-

tional attainment of younger workers suggests that Greece will continue to

experience significant growth in the effective labour force of about 1.5 per

cent per year. The combination of employment growth and trend increases

in TFP of 1-1.5 per cent per year would yield an overall rate of growth in out-
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SOURCES: Bank of Greece, International Monetary Fund and JP Morgan.
a. As a per cent of GDP.
b. Indicates estimate.
c. Not available.

Table 3-2.  Macroeconomic Indicators for Greece
Annual average

Real
exchange

rate

Current
account
balancea

Budget
balancea

Unemploy-
ment
rate

Inflation
CPI

Growth
of

GDPPeriod 

1960-70 8.5 2.1 5.1 0.7 -2.6 nac

1970-80 4.6 14.3 2.2 -1.6 -3.9 91.3

1980-85 0.1 20.7 6.7 -8.7 -5.5 102.3

1985-90 1.2 17.3 7.4 -12.1 -3.1 95.7

1990-95 1.2 13.9 9.1 -11.7 -1.4 106.3

1995-98 3.1 6.1 10.2 -6.1 -3.3 113.7

1999b 3.4 2.7 10.3 -1.8 -2.9 114.9

2000b 4.0 3.1 10.2 -0.8 -3.7 113.1
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put of 3 to 3.5 per cent annually.29 The capital stock measure (including

housing) that we have used implies a relatively high capital-output ratio of

about 3 and an annual rate of depreciation of 5 per cent, or a required

investment rate of about 24 per cent of GDP (.03+.05)(3). That compares

to an actual 1999 investment rate equal to 23 per cent of GDP.

However, the current rate of economic growth implies little or no con-

vergence with average living standards in the rest of Europe. Unless Greece

can begin to do better, it will continue to languish at the bottom of the

European income distribution. Having stabilised the macroeconomic envi-

ronment, the next stage for Greece is to find the means to sharply accele-

rate the rate of rise in living standards. And, although in the short run

Greece has a pool of unemployed labour, the longer-term task is funda-

mentally one of raising the rate of growth in labour productivity.

One might hope that the Greek experience would more closely follow

that of Ireland, where an equivalent set of macroeconomic reforms was fol-

lowed by a dramatic acceleration of economic growth. Ireland did experi-

ence a significant lag between the stabilisation programme, which was initi-

ated in 1987, and the acceleration of economic growth, which became most

evident after 1993. Thus, it might be reasonable to argue that the benefits to

Greece of the macroeconomic stabilisation might be more substantial in

future years.

A closer examination of the Irish experience, however, suggests that it is

unlikely to serve as a model of what to expect in Greece. As discussed more

fully in Appendix 3, Ireland is primarily a story of an export-led economic

expansion that is being promoted by foreign firms using Ireland as an

export platform to the rest of Europe. It was well positioned to take advan-

tage of the Single Market initiative, with a long tradition of involvement by

foreign firms, particularly those of the USA; and a depreciated exchange

rate created a situation in which its manufactures could be very competitive

within the EU.

Trade sector. Greece might try to emulate Ireland in attracting foreign

firms; but it would be starting from a very low level and it lacks some of the

advantages of language and easy access to the major European markets. The

restrictive regulatory environment, particularly with respect to labour mar-

kets, also makes Greece less attractive as a base for foreign firms. For exam-

ple, the same OECD study that ranked Greece 24th out of 26 with respect

to employment protection legislation, ranked Ireland 5th. Yet, without the
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29. A current 11 per cent rate of unemployment would permit a fast rate of growth for a

few years if it were accommodated by a higher rate of capital formation.
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intervention of foreign firms, it is difficult to visualise a source of the funds

and management skills needed to revitalise the export sector. In addition, as

an exporter of low-technology, labour-intensive manufactures, Greece is

likely to be faced with intensified competition from the transitional econ-

omies of Eastern Europe.

Most importantly, the decision to join the euro area without an under-

valued currency would seem to rule out a policy of export-led growth. As was

shown in Figure 3-7, exports of goods accounted for a declining share of

GDP from the mid-1980s to the mid-1990s, the trade deficit exceeds 12 per

cent of GDP, and the stabilisation programme of the last five years, with its

emphasis on monetary restraint, has put upward pressure on the real

exchange rate (Table 3-2).30 In terms of exports of goods and services, their

share in GDP declined until 1996, before rebounding. The trade deficit in

terms of goods and services is about 8 per cent of GDP. However, Greece

was severely constrained by its desire to enter EMU at the beginning of

2001: it had very little margin for error in meeting the inflation targets, and

a larger devaluation risked an acceleration of inflation above the Maastricht

criterion. By entering at the current rate, the government apparently decid-

ed that the benefits of early membership in the euro area were worth reject-

ing the option of using a undervalued currency as a tool for promoting a

more export-oriented growth strategy.

Given the export sector’s weak competitive position, it is difficult to per-

ceive a situation in which this sector would provide the major impetus for an

accelerated growth rate. Instead, the process of convergence will have to

emphasise growth in the domestic economy. The convergence will also prob-

ably have to be attained without substantial involvement of foreign firms.

Labour force. According to statistics from the OECD, Greece has made

substantial gains in upgrading the educational attainment of its workforce

(Table 3-3). The educational attainment of individuals aged 25-34 is dra-

matically higher than that of older cohorts, comparable to that of Ireland,

and above that of Spain and Portugal. However, public expenditures on edu-

cation, expressed as a percentage of GDP, are still well below the OECD

average (3.7 versus 4.7) and below those of comparable European econ-

omies. Nor do the existing measures of educational attainment make any

adjustment for the quality of the training. Particularly at the tertiary level,

the educational system is overcrowded and faculty salaries are very low by
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30. One additional point of contrast is to note that relative unit labour costs in Greece rose

by 15 per cent in the 1993-99 period compared to a 27 per cent decline in Ireland. Some alter-

native measures of the exchange rate position are provided in Figure 3A-2.
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European standards. Given the high level of unemployment, there are few

incentives to complete one’s education in a timely fashion.31

It also appears that labour market regulations have repressed the normal

wage returns to education. During the 1980s, Greece maintained a wage

indexation system that systematically narrowed wage distribution. While

indexation was eliminated in the early 1990s, national bargaining continues

to exert strong influence on the wage structure. A paper by Kanellopoulos

(1997) used information from household surveys to document the compres-

sion of the wage structure over the 1974-94 period. Between 1974 and 1982,

there was a large reduction in the distribution of earnings: the log variance

of male earnings declined by 40 per cent and the difference in earnings at

the 90th and 10th deciles was reduced by 30 per cent. The distribution

remained basically unchanged in subsequent years. One cost of this policy

was a decline of about 40 per cent in the return to both a tertiary and upper-

secondary education over the 20-year period. 32

A substantial deregulation of labour markets and increased spending on

education could improve future growth prospects by improving the quality
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31. According to the OECD, the average duration of tertiary education studies exceeds

6 years in Greece compared to an OECD average of 4.1 years (OECD, 2000, table B4.4).

32. According to Kanellopoulos, the wage premium of higher education/secondary educa-

tion declined from 1.5 in 1974 to 1.23 in 1994. A comparable average from the OECD in the

mid-1990s is 1.60 (OECD, 2000, table E5.1)

SOURCE: OECD. 1998. Education at a Glance: OECD Education Indicators, Table a1.2a. Paris.

Table 3-3.  Specific Level of Education Attained, by Age Group (1996)
Per cent of population

OECD
averageSpain

At least upper secondary education

PortugalIrelandGreece

Age

25-64 44 50 20 30 60

25-34 66 66 32 50 72

35-44 52 54 24 34 65

45-54 36 38 15 20 55

55-64 22 30 9 11 42

25-64 12 11 7 13 13

25-34 16 14 11 19 15

35-44 14 11 9 15 14

45-54 11 9 6 10 12

55-64 6 6 4 6 8

At least university-level education
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of the Greek workforce. Despite some modest recent changes, Greek labour

markets are still heavily regulated, and the high level of employment taxes

drives many workers into the informal sector. These are particularly impor-

tant barriers to the participation of foreign firms.

Public infrastructure. Greece also lags behind the rest of Europe in the

development of its public infrastructure. Some measures of the productivity

gaps in specific industries are shown in Table 3-4. Greece appears particularly

weak in transportation, the postal service, and electricity generation. While

government has received large transfers from the EU to upgrade infrastruc-
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SOURCE: Mylonas and Joumard (1999).
a. Percentage of digital mainframes on the fixed network.
b. Average annual spending by a business user, based on a common basket of calls, 1995 USD excluding tax.
c. Average annual spending by a residential user, based on a common basket of calls, 1995 USD excluding tax.
d. Countries represented by national airline. OECD is average of Lufthansa, Air France, British Airways & Delta Airlines.
e. Productivity is traffic unit per employee, i.e. (passenger-kms plus tonne-kms)/employee.
f. Average of 11 European countries.
g. Not available.

Table 3-4.  Infrastructure Indicators in Selected Industries

Telecommunications, 1995 Phone charges, 1996 PPPs

Business
chargesb

Degree of
digitalisationa

Main lines per
100 inhabitants

Residential
chargesc

Ireland 36.7 79.0 1,176.7 601.0
Portugal 36.1 70.0 1,661.3 714.0
Spain 38.5 56.0 1,207.7 538.0
Greece 49.4 35.3 1,159.0 605.6

OECD 47.2 82.8 893.8 408.5

Postal system (1998) Electricity

GWh/employee

Objects per
employee
(thous.)

Percentage
delivered

within 3 days

Ireland 56.1 65.4 nag

Portugal 52.1 65.5 1.2
Spain 48.1 65.4 3.5
Greece 11.9 42.9 1.5

OECD 60.7 62.4 6.6

Airlinesd, 1996 Railways, 1994

Productivitye

Revenue
tonne-

kms/employee

Transported
passenger-

kms/employee
Revenue per

employee 

Ireland na na 163.0 35.0
Portugal 1,157.0 135.0 486.0 12.2
Spain 1,155.0 138.0 596.7 21.3
Greece 850.0 93.0 160.2 6.1

OECD 1,868.3 290.3 525.4f 31.6f
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ture, in past years large portions of these transfers were use to subsidise pub-

lic enterprises. During the 1990s, the government took steps to sell or liqui-

date many of the enterprises that it had assumed responsibility for in the

1980s, but the legacy is a decade or more of lost investment. Furthermore,

given the budgetary strains, there is little choice but to pursue a more extensive

and faster pace of privatisation to provide the resources for modernisation.

Financial sector. Considerable progress has been made in the reform of

the system of state-owned banks. However, the Greek financial system

remains highly inefficient relative to the rest of Europe, with very wide loan-

deposit rate spreads, and Greece has a low rate of financial intermediation.33

A more dynamic and competitive banking system would improve the utilisa-

tion of scarce saving and promote efficiency gains in industry. Having

cleaned up the balance sheets of many of the state banks, Greece should be

in a position to move ahead with an aggressive programme of privatisation

of those banks and expansion of private securities markets.

Finally, if Greece is successful in stimulating a more rapid pace of

improvement in TFP, it will need to find a means of achieving a parallel

increase in the rate of capital formation. Monetary union will reduce some

of the risks of foreign investment in Greece but reliance on foreign saving

seems questionable in view of the existing current account deficit, a histori-

cally-demonstrated weak capacity to export, and the prior difficulties of

attracting foreign direct investment. Instead, Greece needs to find a means

of raising its own national saving. In general, the experience of other coun-

tries suggests that tax incentives and other means of stimulating private sav-

ing are ineffective; and an increase in the public budget surplus is the most

certain means of achieving a higher rate of overall saving.34

In summary, Greece has implemented a very successful programme for

stabilising the macroeconomic environment, but it is still in the process of

developing an effective strategy for promoting economic growth. It has no

well-defined areas of comparative advantage in the international sphere,

and it has not yet implemented the institutional changes that would create

competitive pressures for a faster pace of innovation and efficiency gains in

the domestic economy. For example, it has no sector like the export-oriented

electronics in Ireland that could serve as a leading source of growth. If the
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33. OECD, 1998, p. 89.

34. It is true that the reduction in the reported public sector deficit over the past half

decade has not translated into an equivalent rise in national saving. However, as indicated in

the earlier discussion of saving, the relationship between public and private saving has been

severely distorted by the interaction between a large public debt and rapid changes in the infla-

tion rate.
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country is not going to pursue the traditional route of using the tradeable

goods sector as the driving force for growth, it needs to articulate an alter-

native approach based on a rapid upgrading of domestic services industries.

Appendix 1: Construction of the Growth Accounts

Growth accounts provide a framework for decomposing economic

growth into the contribution of factor accumulation and a residual measure

of gains in the efficiency with which the factors are used. We used data from

the OECD to construct indexes of real output, the capital stock, and a mea-

sure of the education-adjusted labour force of Greece and thirteen other

Member States of the European Union for the period of 1965-98. We define

the growth in total factor productivity, denoted by a(t), as the growth in out-

put, q(t), less the share-weighted growth of the factor inputs, k(t) and l(t):

a(t) = q(t) – sk k(t) – sl l(t). (1)

As much as possible, we have focused on the business sector, excluding the

general government sector from our measures of output, the capital stock and

employment. Except for Greece, the national accounts data are drawn from

the OECD Statistical Compendium. The data for Greece are from the

National Statistical Service of Greece (NSSG). Output is defined as real GDP

of the business sector, and labour inputs include employees and the self-

employed. Furthermore, we have used data on the number of years of school-

ing, compiled by Barro and Lee (1994), to adjust for changes in the educational

skills of the workforce.35 Thus, the index of labour inputs is actually employ-

ment times the index of educational attainment. The index of capital inputs is

also based on the OECD estimate of the capital stock in the business sector.36

The final step involved the specification of the weights for aggregating the

factor shares. In a competitive economy those weights could be represented

by factor-income shares that would vary across countries and time. However,

Economic Growth in Greece: Past Performance and Future Prospects 183

35. In effect we have used a relationship between the wage rate and years of schooling to

weight the proportions of a country’s adult population that had attained different levels of

schooling ranging from the primary through the tertiary level. Details of the construction of the

index are given in Bosworth and Collins (1996).

36. We had to construct estimates of the capital stock for Greece, Ireland, Portugal and

Spain. For all four countries, the capital stock is set at 1.5 times GDP in 1960 and cumulated

forward with a a geometric rate of depreciation of 5 per cent per year. We have made no

allowance for land since variations in agricultural land would have only a small effect on the

estimates.
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for most of the countries we did not have measures of factor shares that

incorporated the labour input of the self-employed. Instead, national

accounts data typically assign the income of the self employed to the capital

input. Thus, we have opted to use a fixed capital income share of 0.3 with

constant returns to scale.37 While this is a restrictive assumption, it is unlikely

to have a significant effect on the results because there is little evidence of a

secular trend in the factor shares of those countries that provide income

estimates. Thus, we report our results in a form that decomposes the loga-

rithmic growth in output per worker (q/l) into the contribution of the growth

of physical capital per worker (k/l), the growth of education per worker (h)

and the growth of total factor productivity (a).

q/l = .3(k/l) + (1 – .3)h + a (2)

Appendix 2: The Revised National Accounts

Conclusions about the pattern of economic growth in Greece are severely

hampered by the low quality of the available statistical series. In recent

years, the NSSG has undertaken a comprehensive revision of the national

accounts to bring them into line with the standards of the European System

of Accounts (ESA).38 This revision began with 1988 and resulted in a large

upward revision in the level of Greek GDP, 22 per cent in 1988, largely as a

result of increased efforts to capture the role of informal sector. However,

the distribution of the revisions among the major expenditure categories and

major industries on the income side suggests a very diverse set of discrepan-

cies between old and new accounts.

In addition, the NSSG has undertaken to provide a revised set of histori-

cal accounts that extend back to 1960. However, the historical revisions

incorporate some major changes in the pattern of Greek economic develop-

ment over the prior quarter-century. These changes are highlighted in the

various panels of Figure 3A-1, which show the ratio of the new to the old

series for several components of the national accounts. First, on the expen-

diture side, the largest percentage revisions are made for investment, which

is raised by approximately 50 per cent; but, whereas the adjustment tails off
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38. This analysis is based on the revised set of national accounts as published in August

1998. More recent changes have been made to convert to ESA 95. However, these changes do

not significantly affect growth rates for the real aggregates.
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in nominal terms as the investment series is extended back to 1960, it

remains large in volume terms. Thus, there are significant changes in the

estimated price deflators, as well as the expenditures themselves. Smaller

percentage adjustments are made for consumption of the private and the

public sector, but there are very large revisions in the external trade data for

the early 1980s, exceeding 25 per cent in some cases.

The revisions are equally large for the GDP of the major industrial sec-

tors. For both industry and services the percentage adjustment to the level

of output is large in the late 1980s,but it is gradually reduced as the revisions

extend back in time. In addition, the magnitudes of the revisions are similar

in both the nominal and real data. The real puzzle lies with the series for

agriculture. In nominal terms, the level of agricultural output has been

revised downwards, but the general trend of output has been maintained.

The volume measure, however, reports a dramatic new interpretation of the

trend of Greek agricultural output. Real output has been left unchanged for

the late 1980s, but doubled relative to the old series in the 1970s. Thus, while

the old series implied a slowly growing agricultural sector throughout the

1960-90 period, it is now shown to have expanded very rapidly up to the

1980s and then to have shrunk to less than half its prior size within a six-year

period. At the same time, any statistical discrepancy between the expendi-

ture and income-side measures of the accounts has been subsumed into the

individual series. As a result, the largest revisions to real GDP by industry

are in agriculture, whereas nominal revisions are concentrated in services

and industry. This result seems puzzling in view of the revisions to the expen-

diture-side estimates.

Appendix 3: The Greek-Irish Comparison

Both Ireland and Greece are examples of economies that languished

throughout the 1970s and 1980s, with average income levels near the bottom

of the European distribution. They are similar in that both have made major

efforts over the last decade to restructure their economic policies, and they

have both received liberal financial assistance upon entry to the European

Union. Yet, Ireland stands out with an extraordinary degree of success in the

1990s. Why the difference and does it have any implications for the future

direction of Greek policies?

The surge of growth in Ireland is unusual because of the large role played

by the increase in labour inputs, which fully accounts for the post-1993 accel-

eration. In the 1993-99 period, output grew at an average annual rate of 8.8
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per cent and employment expanded at a 5.5 per cent rate. This reflected

both a very high initial rate of unemployment —15 per cent of the labour

force— and an atypical demographic situation. Ireland is among the young-

est countries in Europe with a low old-age dependency rate and a rapidly

growing population of labour force age. The improving economic situation

has also promoted a large reversal of net migration, as prior emigrants

respond to an improved labour market situation. The result was an extraor-

dinary growth in the pool of potential workers. In contrast, Greece has much

less potential for expanding the workforce. Its population is among the old-

est in Europe, with a growth rate of only about one per cent annually.

Unemployment increased in the 1990s, but it is still well below the peak

reached in Ireland; and the labour force participation rate is only modestly

below that of Ireland.

An acceleration of productivity growth is a surprisingly small part of the

Irish story. The growth of labour productivity in the business sector has

remained relatively constant at about 4 per cent per year for more than three

decades. There is an implied acceleration of MFP growth, when it is calculated

as a residual, because capital accumulation did not keep pace with the expan-

sion of employment.39 In the lack of emphasis on capital accumulation, Ireland

has also been much different than the rapidly growing Asian economies.

As summarised by the IMF, the research on the Irish boom has empha-

sised four factors: (1) outwardly-oriented trade and investment policies, (2)

the advent of the single market in Europe, (3) a fiscal consolidation that

began in 1987, and (4) large inflows of EU structural funds that were used

in the 1990s to upgrade physical infrastructure.40

The primary source of the Irish boom is a simple demand-side boom, led

by very rapid growth in exports and accommodated by an extremely plenti-

ful supply of labour. The country has pursued an open trade and investment

policy since the early 1960s, making it difficult to identify that policy change

as the cause of the current boom. However, the adoption of the European

single market programme in the early 1990s made Ireland even more attrac-

tive as a base for American companies that wanted to expand their Euro-

pean operations. While a common language was a strong draw, Ireland also

has relatively open, unregulated labour markets (see Figure 3-9) and a new

social consensus that translated into wage moderation and a reduction in

labour market strife after 1987. According to the OECD, relative unit labour

Economic Growth in Greece: Past Performance and Future Prospects 187

39. While there is little evidence of acceleration in productive growth, the trend growth

rate is very high relative to other countries and it exceeds that of Greece by a wide margin.

40. International Monetary Fund (2000, p. 6), OECD (1999b) and F. Barry (1999).
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costs in Irish manufacturing declined at an average annual rate of 5 per cent

in the period of 1985-98 (see Figure 3A-2).41

In addition, FDI flows into Ireland averaged in excess of 6 per cent of

GDP in the 1990s – in part because of attractive tax and other financial

incentives offered by the government. 47 per cent of manufacturing employ-

ment is in plants owned by foreigners (1995), and 24 per cent is in US-

owned plants. 90 per cent of the output of foreign-owned firms is exported

compared to 34 per cent for Irish-owned firms.42 The result for Ireland has

been a demand-side boom led by a very rapid expansion of exports to

Europe. Total exports soared from 57 per cent of GDP in 1990 to 88 per cent

in 1999. The export sector is centred around skilled-labour-intensive indus-

tries such as electronics, software and pharmaceuticals.

In contrast, there has been a substantial deterioration of Greek competi-

tiveness. As mentioned previously, exports have declined as a proportion of

GDP over the past 20 years, Greece is steadily losing market shares within

the EU and FDI has averaged only about one per cent of GDP. Further-

more, by most measures, there has been a relative deterioration in the price

competitiveness of Greek exports (Figure 3A-2). While relative unit labour

costs in manufacturing have been roughly constant, the real exchange rate,

as measured by the J.P. Morgan trade-weight index, has appreciated by

about 20 per cent since the late 1980s. As mentioned earlier, the restrictive

regulatory environment surrounding Greek labour markets also makes it a

relatively unattractive location for foreign firms.

Improvements in educational attainment are often cited as a factor behind

the acceleration of growth in Ireland. The OECD reports a large gap in the

educational attainment of younger relative to older workers, and that gap is

used as an indicator of changing human capital or improvements in the quality

of the workforce. Somewhat surprisingly, the pace of educational improvement,

measured on the same basis, is even more rapid in Greece. As shown in Table

3-3, Greece has a slightly lower overall proportion of the population age 25-64

with a secondary education, but the gap between workers aged 25-34 and 55-64

in the two countries is even larger. Greece appears to be doing slightly better

than Ireland in terms of the proportion of its population with a university-level

education. However, Ireland spends a larger share of its GDP  than Greece on

educational institutions, 5.3 per cent in 1995, compared with 3.7 per cent.43
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42. OECD (1999b, p. 55).
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Greece has also undertaken a fiscal adjustment programme comparable

with that of Ireland, although it started much later, 1995 compared with

1987. However, a substantially larger portion of the Greek adjustment has

been in the form of tax increases rather than expenditure reductions. There

is a similar difference in the timing of the shift in monetary policy to a lower

inflation regime. Ireland, together with some other countries that have

enacted reform programmes, provides evidence of a significant lag between

the achievement of macroeconomic stabilisation and a pickup of economic

growth. It may be that with the passage of time the results for Greece will

also look more favourable; but we are more inclined to believe that the sig-

nificant difference lies in the role of the foreign sector.

Finally, Greece and Ireland have received large transfers from the

European Union. Both countries are recipients of funds under the Common

Agricultural Policy; but the claim has been made in several studies that the

regional policy (The Regional Development Fund and the Cohesion Fund)

has provided substantial benefits to Ireland in improving infrastructure. The

funds have been used to finance improvement in the road and rail system

and have contributed to the expansion of education and job training pro-

grammes. The long-run increase in aggregate supply is estimated in these

studies at about 2 per cent of GDP.44 However, the optimistic assessments of

the Irish experience are based on the application of assumed rates of return

to expenditures rather than on any direct evidence of a contribution to

growth. On that basis, we could reach a similar conclusion for Greece, since

the magnitude of the transfers has been comparable as a per cent of GDP.

However, these funds are inherently fungible, and the critical question is

the extent to which the transfers substituted for domestic finance. According

to OECD data, government investment fell sharply in Ireland during the

1980s as a share of GDP and remained depressed in the 1990s. Government

investment has remained at a relatively constant 3 per cent share of GDP in

Greece since accession to the EU, slightly above that of Ireland in the

1990s.45 Thus, it is not evident that EU transfers represented a net addition

to infrastructure investments in either country.

In summary, while Greece and Ireland offer many interesting similarities

and contrasts, Greece is not likely to follow the Irish path of relying on
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45. For Greece, fixed investment in the general government sector averaged 2.8 per cent

of GDP in the 10 years prior to EU accession, 2.9 per cent in 1981-90, and 3.4 per cent in 1991-

2000. Meanwhile, net EU transfers were 2.3 per cent of GDP in 1981-90 and 4.4 per cent in

1991-2000. The failure of investment to rise in line with the growth of transfers suggests a large

amount of substitution with domestic funds.
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export-led growth. Nor does it have a similar situation with respect to the

supply of labour. Its population at labour-force age is expanding relatively

slowly and Greece currently has a much more regulated labour market.
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Comment by John F. Helliwell

This paper provides an interesting report of the main features of the Greek

growth record over the past forty years, with special focus on the disappoint-

ing years since 1973. When comparison is made relative to the performance of

other European members of the OECD, the 1973-1980 period looks less

exceptional and the start of the disappointment lines up more closely with

1981, the date of Greece’s accession to the EC, a change of government and

the start of a bad patch in inflation and public sector deficits. There is some

contrast between the fairly pessimistic review of growth in this paper and the

more upbeat interpretation of the growth record in the paper by Garganas and

Tavlas (G&T). The latter make much, and rightly so, of the fact that Greek

growth over the last five years of the 1990s equalled or bettered that in the rest

of the EU. The Bosworth and Kollintzas paper makes due note of this stronger

growth record of the past five years and argues that it should be sustainable.

I would like to see a more detailed analysis of the recent growth record, ideally

decomposed into factor accumulation, utilisation, and TFP, that would help to

tie their paper more closely with the GDP growth track recorded by G&T, and

seen by them as the long-sought yield from the macroeconomic reforms.

In my comments, I shall not review in detail the work of Bosworth and

Kollintzas, since it establishes the growth record in a helpful way and out-

lines the list of usual suspects in the search for reasons underlying the lack

of convergence over the past twenty years. In their summary, even after not-

ing recent growth matching the EU average, they emphasise that equalling

the EU average will not be enough to enable catch-up to take place. Now

that macroeconomic stability has been bought, paid for, and delivered,

Bosworth and Kollintzas focus their prescriptions on the labour market

rigidities that are also the focus of other papers at the conference. I shall try

to broaden the canvas and to make a more direct attempt to assess the

growth prospects for Greece as a newly minted member of Euroland.

Bosworth and Kollintzas make extensive and helpful bilateral compa-

risons with other OECD economies with somewhat similar per capita incomes

in 1973: Spain, Portugal and Ireland. Over the whole period from 1973 to

1998, output per worker grows fastest in Ireland (4.1 per cent), followed by

Spain (2.6 per cent), Greece and Portugal (both 0.9 per cent). Of the four

countries, Greece was the only one not to have had an increase in foreign

direct investment (FDI) after accession to the EC. These growth and FDI

statistics lie at the heart of the authors’ investigation, which attempts to
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answer why EC membership was followed by stagnation rather than conver-

gence. In this respect, the FDI inflow is treated as a barometer of the extent

to which the Greek economy seemed to provide an attractive base from which

to serve EC and global markets.

Several suspects are brought in for questioning: a fixed exchange rate set

high enough to make Greek cost levels high in international terms, inadequate

infrastructure in some key areas (especially transportation, postal service, and

electricity generation) and the rigidity of Greek labour markets. I would like,

in my comments, to extend their analysis in three ways. First, I shall explain

the comparative growth performance in terms of the recent literature linking

trade and growth to distance and national borders. Then I shall consider the

extent to which institutional factors are likely to play a role, on their own and

in combination with increased openness. Finally, I shall try to tie together their

analysis and mine in an effort to consider some of the growth prospects and

possibilities for Greece as a full-fledged euro-using member of the EC. The

likely effects of the euro on Greek growth and trade will be considered in the

context of the final section on growth prospects.

Borders, Distance, Language, Trade Pacts, Trade and Growth

Sparked by the finding of McCallum (1995) that trade flows in 1988 were

twenty times as intense among Canadian provinces as between Canadian

provinces and US states of similar size and distance, research over the sub-

sequent years has shown that national economies are economically still very

cohesive. Thus, although EU membership has been estimated to increase

trade between EU member countries by about 40 per cent, and a common

language to have a somewhat larger effect, domestic trade intensities in the

EU countries still remain several times greater than between EU partner

countries (Helliwell, 1998, chapter 3, Nitsch, 2001). It has also been noted

(Grossman, 1997, Hazledine, 2000) that the same gravity models used to

show large border effects also reveal that distance diminishes trade intensi-

ties much faster than can be explained by any reasonable estimates of trans-

portation costs. Since the distance effects are much larger than can be

explained by transportation costs and the border effects are much larger and

more pervasive than can be explained by either tariffs or non-tariff barriers

to trade (Head and Mayer, 2001), it seems likely that networks of various

types are denser and less costly to use when they are close by and well-under-

stood. The likely role of social capital and institutions will be discussed

below. In this section, it is enough to note the prevalence of these distance
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and border effects and ask what their implications are for the Greek growth

puzzles posed by Bosworth and Kollintzas.

The strong importance of distance and language means that it should not

be surprising if accession to the EU gives a much bigger boost to trade for

countries that are closer than is Greece to the economic centre of gravity of

EU and transatlantic trade. To the extent that Greece has a comparative

geographical advantage, it lies with trade to and through countries to the

east of the current members of the EU, an issue that will be addressed in the

final section. Consideration of footloose foreign direct investment adds

additional impetus to the foregoing arguments, since countries establishing

a new base for their EU operations are more likely to choose a location close

to the geographical centre. For US-based companies, the common language

feature is likely to provide a special draw to Ireland or the United Kingdom.

Turning to the growth puzzle posed by Bosworth and Kollintzas, to what

extent is slower growth of trade likely to lead to slower growth? In a well-known

paper, Sachs and Warner (1995) divide developing countries into sub-samples

described as closed and open and find that growth and convergence is higher

among their sample of open economies, suggesting that some levels of open-

ness are important for assuring access to better ideas and for harnessing the

countries’ most important comparative advantages. However, Greece meets

their criteria for openness and is hence in their terms a candidate for rapid con-

vergence. Beyond that point, how important is increased trade to achieving

higher growth? One way of answering this question is to compare levels of

GDP per capita among large and small industrial economies. Given the impor-

tance of national border effects, the large economies have, by reason of their

large size, much denser trading networks than do smaller economies. If there

were large untapped gains from trade, then one would expect to find that small-

er OECD economies would have systematically lower levels of GDP per capi-
ta. Yet GDP per capita is not systematically larger in smaller than in larger

OECD economies, suggesting that further expansion of the density of interna-

tional trading networks among the industrial economies is not likely to lead to

large increases in GDP per capita.46 Whether more trade in itself can generate

more growth, given a country’s location, institutions and comparative advan-
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whether its trade is larger or smaller than its location would predict, then simply trading more
intensely would not provide a spur to growth.
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tages, I regard as an unsettled issue, both theoretically and empirically. A loca-

tion close to large and knowledgeable neighbours could well have positive

spillovers for growth and output, while also being responsible for additional

trade, without the trade itself being the cause of or the conduit for the spillover.

The prevalence and size of the distance and border effects mean that, for

most countries, growth will depend primarily on domestic factors. This does

not mean that openness will not have important consequences for the nature

and patterns of growth, as will be shown after first considering the impor-

tance of domestic economic, political and social institutions.

The Importance of Institutions and Social Capital

The importance of strong domestic institutions as a support for growth

has been increasingly recognised over the past decade. The strikingly large

shrinkage in the economies of Eastern Europe and the former Soviet Union

has drawn attention to the importance of many institutions and features that

were so well established and of such long standing among the industrial

countries that their existence was taken for granted. These range from the

rule of law to interpersonal trust and include such varied features of daily

life as corruption in the public and private sectors, availability and safety of

transport and the quality of health care and education.

How prepared were and are Greek institutions to support further devel-

opment? Studies of social capital (Putnam, 1993, 2000) emphasise the impor-

tance of horizontal social and personal ties, with close ties helping to increase

and support high levels of interpersonal trust that are widely seen to con-

tribute to the efficiency and quality of economic and social life. The World

Values Survey (Inglehart, 2000) has, during the last 20 years, co-ordinated

three waves of surveys including more than fifty different countries and the

resulting estimates of the extent of interpersonal trust have been argued to

have an instrumental effect in supporting economic growth (Knack and

Keefer, 1997, Knack, 2001, Temple, 2001). Unfortunately, Greece was not

included in these surveys, so that it is not possible to assess the extent to

which Greek growth prospects have been well supported by social capital.

However, there has also been a large World Bank effort to collect and

analyse measures of the quality of governance for more than 150 countries in

the 1990s. The authors (Kaufmann, Kraay, and Zoido-Lobatoni, 1999a,

1999b) summarise and interpolate data collected by others for an average of

more than 25 different indicators of the quality of governance, divided into six

separate aspects: voice and accountability, stability and lack of violence, gov-
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ernment effectiveness, the regulatory framework, the rule of law and the con-

trol of corruption. For each group of indicators, the measures are scaled to

have a mean of zero across all of the countries included and a range from

+2.0 to less than –2.0. An aggregate formed by summing the five measures to

a single index of the quality of governance has a mean of 0.11 and ranges from

1.72 for Switzerland at the top to –2.02 for Iraq at the bottom. The score for

Greece is 0.63, ranking 37th among the 154 countries. The comparison coun-

tries emphasised by Bosworth and Kollintzas have the following scores, with

ranks in brackets: Ireland 1.40 (13); Portugal 1.20 (18) and Spain 1.11 (19).

Another way of assessing Greek governance is relative to the average for

the 36 countries with higher ranking. These measures vary among the six

aspects of governance under review. For voice and accountability, the Greek

score is 1.07, 85 per cent as large as the average for the 36 countries ranking

higher on the overall index. For stability and lack of violence, the score is

0.19, 26 per cent of the 36-average. The remaining component scores are

0.56 (46 per cent) for governmental effectiveness, 0.61 (71 per cent) for the

regulatory framework, 0.50 (39 per cent) for the rule of law and 0.83 (63 per

cent) for the control of corruption. The Greek aggregate measure is 0.63, 54

per cent as large as the average for the 36 countries ranking higher by that

measure. These index values and rankings are subjective, imprecise and

variable from one source to another. For each of the six components, the

standard error across the different measures of the same component for the

same country is of the order of 0.3, comfortably small in relation to the range

from –2 to +2, but large enough to make country rankings uncertain.

The surveys used by the World Bank authors include many collected by

international business groups. Since the direct experience of the respondents

may be limited, there may be a corresponding lack of objective accuracy.

However, since the groups surveyed include many of those undertaking and

advising on new foreign direct investments, the results may add to the expla-

nations already provided by Bosworth and Kollintzas, and by me above, for

the fact that Greece has attracted less foreign direct investment than Spain

and Portugal and much less than Ireland. All three countries rank above

Greece in all six of the component measures. Spain and Portugal have scores

very close to the average for the top 36 countries for each of the six compo-

nents, while Ireland is above the 36-country average for all components.

The quality of governance, as measured by the above indicators and others

like them, has been found to have a significant effect on economic growth

(Kaufmann, Kraay, and Zoido-Lobatoni, 2000). Studies with World Values

Survey data also show that the aggregate index of governance reported above

significantly increases individual life satisfaction even after taking into account
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the effects of good governance on individual and national levels of GDP per
capita ( Helliwell, 2001a).47 Thus, further investments in the quality of gover-

nance offer the promise of both economic and non-economic benefits.

The Interactions Between Openness and Institutions

For countries wanting to improve their living standards and trying to

choose the best ordering and pace of reforms, the experiences of the countries

of the former Soviet Union provide useful cautionary examples. After the fall

of the Berlin Wall in 1990, it was widely hoped and expected that the combi-

nation of high levels of education and significant linguistic and cultural links

to emigrant communities would facilitate convergence in living standards

between Eastern and Western Europe (Marer and Zecchini, eds., 1991).

Instead, over the following decade real GDP per capita fell substantially

throughout the countries in the former Soviet Bloc, in some cases by more

than 50 per cent. A decade that saw a doubling of real GDP in China saw it

cut in half in Russia. The 1990 levels of institutional quality did not differ very

much between China and Russia. Educational levels were much higher in

Russia and after 1990 openness increased much faster in Russia than in China.

If education, governance and openness are all good for growth, how can

we explain a decade during which Chinese GDP roughly quadrupled relative

to that in Russia? The answer, I think, lies in the interaction between open-

ness and institutional quality. If there is not a sufficient quality of institutions

in place, then openness has the potential for allowing the importation of

more evil than excellence. In the absence of trust (Raiser, 1999) and the rule

of law, business investors may look for sales in the new markets, but they are

likely to shy away from making direct investments and long-term commit-

ments. On the other side of the law, ventures that use violence and bribery

to achieve their ends are likely to flourish and the absence of the rule of law

enables them not only to produce and sell a form of private law, but to

acquire strangleholds on what might otherwise have been the industrial base

from which convergence could be launched.

The examples provided from Eastern Europe are not directly relevant to

Greece, which by all measures had then and still has much more efficient and

stable domestic institutions. However, the examples do show that openness

can attract bad ventures as well as good ones, and that each country may well
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have a distinct preferred structure and rate for integration with world mar-

kets. Domestic institutions and governance have to be strong enough to take

advantage of the opportunities, to attract responsible ventures and to deflect

the bad ones. If domestic institutions are not of adequate quality, then open-

ness may well do more harm than good and divergence rather than conver-

gence may be the immediate consequence of increased openness.

Growth Prospects for Greece

The foregoing suggest several additions to the Bosworth and Kollintzas

outline of the prospects for Greek growth in the decades ahead.

(1) The primary well-spring for growth is likely to continue to be based

on domestic resources and institutions applied to meet domestic demands.

(2) Since Greece has never had a major industrial sector, it has the poten-

tial to move more smoothly than many other economies from agriculture

into services (Papatheodorou, 1989, 1991). To make this transition success-

ful, even more attention will need to be paid to the essential inputs for a

modern service economy, including especially high-quality and widely acces-

sible education and communication. These requirements have been well

emphasised by Bosworth and Kollintzas.

(3) Greece’s revealed international comparative advantage has been in

shipping and tourism. Location and climate have combined with history to

make both of these good prospects for the future as well. Shipping has pre-

viously been oil-shock dependant and may continue to be so. To the extent

that Greek tourism has been made attractive by price rather than quality,

that situation can and should be changed. Greece has much more than sun

and beaches and should be aiming at the more affluent and educated tourist

market that wants much more than sun, with or without five star hotels. The

focal point for this can in part be the spectacular island geography, but the

combination of history and geography is likely to be much more potent and

to be the basis for a tourism that has more respect for Greek culture and his-

tory, and hence to leave a friendlier footprint.

(4) Thinking geographically, we would expect to find comparative advan-

tage in extensions to the east, exploiting Greece’s cross-road history and

geography. Investments close at hand are based on better knowledge and

more secure contacts and are hence likely to offer a better package of risk

and return. This is especially true if there are relatively few other countries

poised to jump at the same time. This has so far been illustrated by the

recent patterns of outbound Greek FDI, in banking and other industries. As
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other potential partner countries in Eastern Europe and the Near East in

their turn start to converge, there may be more projects that use Greece as

the platform for EC production, just as Ireland has been a recent platform

of choice for US firms looking for an EC base.

(5) The accession of Greece to the EU was not followed by rapid conver-

gence. The accession of Greece to the euro area is likewise not likely to itself

induce a major spurt in either trade or growth. The interesting evidence of

Frankel and Rose (2000) suggesting a much bigger bang from adopting a

common currency is likely to be an over-estimate.48 If there is to be a resur-

gence in investment and growth in Greece, it is more likely to flow from

Greece’s favoured position and contacts in and to the north and east of the

Mediterranean. As these regions eventually recover from the 1990s and

much of the preceding century, Greece will be well placed as regional cen-

tre, entrepot and source of capital, advice and entrepreneurship.

References

Frankel, J., and A. Rose. 2000. “Estimating the Effect of Currency Unions on Trade

and Output.” NBER Working Paper 7857. Cambridge: National Bureau of

Economic Research.

Frey, B. S., and A. Stutzer. 2000. “Happiness, Economy and Institutions.” Economic
Journal 110: 918-38.

Grossman, G. M. 1997. “Comment.” In J.A. Frankel (ed.) The Regionalization of the
World Economy. Chicago: University of Chicago Press: 29-31.

Hazledine, T. 2000. “Review of How Much Do National Borders Matter?”.

Canadian Journal of Economics 33 (February).

Head, K., and T. Mayer. 2001. “Non-Europe: The Magnitude and Causes of Market

Fragmentation in the EU.” Weltwirtschaftliches Archiv (forthcoming).

Helliwell, J. F. 1998. “How Much Do National Borders Matter?”. Washington DC:

Brookings Institution Press.

––––––. 2001a. “How’s Life? Combining Individual and National Variables to

Explain Subjective Well-Being.” Draft paper.

––––––. 2001b. “Assessing the Evidence about the Effects of Alternative Exchange

Rate Systems.” Ottawa: Bank of Canada.

200 BAR R Y B O SWO R TH  AND TRYPHON KOLLINTZAS

48. Their estimate of currency-induced trade is not based on the results of countries joining
currency unions, but on the high levels of trade between small units, mainly islands, and the major
countries that are the focus of their institutions, economies and often their politics and history.
There is also the counter-evidence of Thom and Walsh (2000) showing no significant drop in trade
between Ireland and the UK when Ireland left currency union with the UK. The output effects of
trade found by Frankel and Rose are more likely to reflect spillovers from large well-off neighbours,
rather than a consequence of trade itself (Helliwell, 2001b). The issue merits further research, espe-
cially based comparisons of the recent experiences of the euro and non-euro members of the EU.

3/KOLLINTZAS 2-10-09 12:00 ™ÂÏ›‰·200



Keller, W. 2000. “Geographic Localization of International Technology Diffusion.”

NBER Working Paper 7509. Cambridge: National Bureau of Economic Research.

Inglehart, R., et al. 2000. World Values Surveys and European Values Surveys, 1981-
1984, 1990-1993, and 1995-1997. Computer File, ICPSR Version. Ann Arbor,

Michigan: Inter-university Consortium for Political and Social Research.

Kaufmann, D., A. Kraay, and P. Zoido-Lobatoni. 1999a. “Aggregating Governance

Indicators.” World Bank Policy Research Department Working Paper 2195.

––––––. 1999b. “Governance Matters.” World Bank Policy Research Department

Working Paper 2195.

––––––. 2000. “Governance Matters: From Measurement to Action.” Finance and
Development (June) (www.imf.org/external/pubs/fandd/2000/06/kauf.htm).

Knack, S. 2001. “Trust, Associational Life and Economic Performance.” In J. F.

Helliwell (ed.) The Contribution of Human and Social Capital to Sustained Economic
Growth and Well-Being. Ottawa: Human Resources Development Canada: 172-202.

(Proceedings of an OECD/HRDC conference, Quebec, March 19-21, 2000.)

Knack, S., and P. Keefer. 1997. “Does Social Capital have an Economic Payoff?

A Country Investigation.” Quarterly Journal of Economics 112: 1251-88.

Marer, P., and S. Zecchini (eds.). 1991. The Transition to a Market Economy: Volume
1 – The Broad Issues. Paris: OECD.

McCallum, J. 1995. “National Borders Matter: Canada-U.S. Regional Trade

Patterns.” American Economic Review 85 (June): 615-23.

Nitsch, V. 2001. “National Borders and International Trade: Evidence from the

European Union.” Canadian Journal of Economics (forthcoming).

Papatheodorou, J. 1989. “Supply-Oriented Macroeconomics and the Greek

Economy.” Ph.D. dissertation, Vancouver: University of British Columbia.

Papatheodorou, J. 1991. “Production Structure and Cyclical Behaviour: Modelling the

Supply Block of the Greek Economy.” European Economic Review 35: 1449-71.

Putnam, R. D. 1993. Making Democracy Work: Civic Traditions in Modern Italy.
Princeton: Princeton University Press.

Putnam, R. D. 2000. Bowling Alone: The Collapse and Revival of American
Community. New York: Simon & Schuster.

Raiser, M. 1999. “Trust in Transition.” Working Paper 39. London: European Bank

for Reconstruction and Development.

Sachs, J. D., and A. Warner. 1995. “Economic Reform and the Process of Global

Integration.” Brookings Papers on Economic Activity 1: 1-118.

Temple, J. 2001. “Growth Effects of Education and Social Capital in the OECD

Countries.” In J. F. Helliwell (ed.) The Contribution of Human and Social Capital
to Sustained Economic Growth and Well-Being. Ottawa: Human Resources

Development Canada: 461-502. (Proceedings of an OECD/HRDC conference,

Quebec, March 19-21, 2000.)

Thom, R., and B. Walsh. 2001. “The Effect of a Common Currency on Trade: The

Ending of Ireland’s Sterling Link as a Case Study.” Cambridge: National Bureau

of Economic Research. Draft paper for the international seminar on macroecon-

omics, Dublin (June 2001).

Economic Growth in Greece: Past Performance and Future Prospects 201

3/KOLLINTZAS 2-10-09 12:00 ™ÂÏ›‰·201



Comment by George S. Tavlas

and Nicholas G. Zonzilos

The paper by Bosworth and Kollintzas deals with two of the most chal-

lenging questions about the long-run growth performance of the Greek

economy: (1) when did the big structural break in the growth rate of real

GDP occur?, and (2) what factors caused the slowdown in real growth until

the mid-1990s?

Regarding the issue of when the structural break occurred, the authors

point out that, following a 25-year period of very rapid growth in the aftermath

of World War II and the civil war, real GDP growth slowed to an average rate

of only 1.5 per cent in the period 1973-95, before subsequently accelerating.49

Bosworth and Kollintzas observe that there has been some debate about the

timing of the break. Alogoskoufis (1995), relying on casual inspection of the

data, puts it around 1973, while Christodoulakis, Dimeli and Kollintzas (1996),

using the method of recursive residuals, argue that the more pronounced break

in the growth rate of per capita GDP occurred around 1980. Christodoulakis,

Dimeli and Kollintzas (1995) attribute the change in structure beginning in the

early 1980s to a fall in investment resulting from the uncertainty created by the

political cycle. We discuss the Alogoskoufis thesis below.

The results presented by Bosworth and Kollintzas suggest that the more

pronounced break occurred around 1980 rather than in 1973. According to

the authors, trends in real output per worker and multi-factor productivity

vis-à-vis the rest of Europe, and in real wage growth relative to productivity

growth, support this view. Regarding the causes of the growth slowdown in

the 1980s, the authors cite the following culprits: the deterioration of macro-

economic policies; an over-regulated labour market; the shock of entry into

the EU combined with a lack of competitiveness in the tradeable goods sec-

tor; and subsidies to inefficient enterprises.

Regardless of the exact timing of the break, there is no doubt that a break

in GDP growth occurred in the years following the fall of the Greek military

dictatorship in 1974 and the first oil price shock of 1973-74. Additionally, all

the factors cited by Bosworth and Kollintzas in accounting for the decline in

the growth of multi-factor productivity were essential in contributing to the
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break. Except for a two-year stabilisation programme, introduced in October

1985, the stance of macroeconomic policies in the period from the mid-1970s

through the early 1990s was overly accommodative.50 Moreover, structural

rigidities appear to have increased during this period, reducing the growth of

potential output. An interesting issue, which we pursue below, is whether

there is any evidence that the downward shift in potential output growth has

been reversed following the change in policy regime around 1994.

First, however, we would like to make a few comments about the post-1973

period. There is another factor —one not mentioned by the authors— that

contributed importantly to the break in the GDP growth data. Specifically,

the growth performance of 1960-73 was, to a significant extent, inflated and

unsustainable, pushed up by the command economy under the military dic-

tatorship during 1967-74. The unsustainable growth rates of the dictatorship

period sowed the seeds of the subsequent slowdown. In statistical terms, the

observed data on real GDP were subject to positive measurement error until

1973 and to negative measurement error after 1973. As a result, any attempt

to deduce the trend of the “true” series on the basis of the observed series is

subject to statistical bias. This bias is captured in the error term of the mea-

sured series, resulting in serially-correlated errors.

The unsustainability (and artificiality) of the growth performance under the

dictatorship has been argued forcibly by Alogoskoufis (1995, p. 154): “During

the dictatorship some aspects of the institutional regime were driven to unsus-

tainable extremes. Demand was also expanded excessively. By 1969 the econ-

omy was operating near full capacity and bottlenecks emerged. Administrative

controls prevented any immediate effect on wages and prices”. According to

Alogoskoufis (1995, p. 156) “the excesses of the dictators” contributed to the

weak economic performance which followed the fall of the dictatorship. This

circumstance, however, was not the only factor which altered the path of

potential growth. Thus, Alogoskoufis goes on to show that the transition from

the high-growth regime to the low-growth regime was a gradual process, one

that took hold under the conservative (New Democracy) party:

“The restoration of democracy in 1974 saw [former Prime Minister

Constantinos] Karamanlis make a triumphant reentry to Greek politics and

rule for another [six] years. The party he founded, New Democracy (a grand-

child of the People’s Party), remains one of the two major parties in Greece.

However, the institutional changes that took place during his second [six-]
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year term resulted in a completely different regime than the one that had existed
prior to 1974 (italics supplied). The peg to the dollar was abandoned in favour

of an accommodating crawling peg exchange rate. The need for large defence

expenditures, and the popular demand for a larger state and income redistri-

bution, led to large increases in government expenditure, real wages and busi-

ness taxes. Given lax fiscal and monetary policies, price controls were used

extensively, at the same time as the emergence of powerful labour unions led

to high wage increases. The role of the state in the economy was expanded sig-

nificantly, through widespread nationalisations” (Alogoskoufis, 1995, p. 155).

Bosworth and Kollintzas do not use formal methods to test for the endo-

genous determination of a statistical break. Thus, their supposition that a

break occurred around 1980 reflects an informal inspection of their Figures

3-1a and 3-1b, which suggest that the growth of multi-factor producti-

vity slowed in the early 1980s, and their Figure 3-2, which suggests that the

growth of real wages in the manufacturing sector accelerated markedly

beginning in the early 1980s. Moreover, their estimates of productivity

growth during 1960-2000 and the sub-periods 1960-73 and 1973-2000 are

based on the actual data. The authors do not attempt to filter out irregular-

ities, such as those which may have occurred during the military dictatorship.

It is possible, however, to formally test for the occurrence of statistical breaks

in growth performance during 1960-2000. To demonstrate, the Zivot-Andrews

(1992) test is applied to annual real GDP growth data. It allows an endogenous

determination of the time of a shift, while testing for stochastic non-stationa-

rity. The null hypothesis is that the GDP series follows a random walk process

without a structural break. One alternative hypothesis is that the GDP series

involves a change in slope and a change in the constant term. Another alterna-

tive hypothesis is that there is a change in slope but not a change in the constant

term. Both alternative hypotheses were tested.

We wish to investigate two issues: (1) Did a break occur either in the

1970s or the 1980s? (2) Was there another break corresponding to the

implementation of stability-oriented macroeconomic policies around 1994?

Effectively, we aim to determine whether two separate breaks occurred. The

Zivot-Andrews test, however, can only determine whether a single break

occurred. Therefore, to investigate whether there were two breaks, we split

the sample into two subperiods, 1960-90 and 1980-2000, and apply the Zivot-

Andrews test to each subperiod.51 Use of the former subperiod will help deal

with the issue of the timing of the break following the collapse of the dicta-
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torship. Use of the second subperiod will address the issue of whether there

has been a second output-regime change. The results are shown in Figures

3B-1a and 3B-1b, respectively. As shown in Figure 3B-1a, an estimated

breakpoint in the GDP series (at the 5 per cent critical level) occurs in the

early 1980s, confirming the view of Bosworth and Kollintzas, as well as that

of Christodoulakis, Dimeli and Kollintzas (1996). The Zivot-Andrews test

over this subperiod shows both a change in slope and a change in trend. For

the period 1980-2000, the Zivot-Andrews test shows a change in slope, but

not a change in the constant term. As shown in Figure 3B-1b, the test shows

that a second breakpoint occurs around 1994.

Given that statistical breaks appear to have occurred around 1980-1981

and 1993-1994, what were the growth rates of potential GDP and total fac-

tor productivity during the subperiods 1960-80, 1981-93 and 1994-2000? To

shed light on the issue, we need measures of potential output and total fac-

tor productivity. To derive such measures, assume that output is determined

by a Cobb-Douglas production technology in labour and capital as follows:

log(Y) = b*log(L) + (1 – b)*log(K) + log(TFP) (1)

where Y is real GDP at factor cost, K is the capital stock, L is total employ-

ment, and TFP is total factor productivity. The coefficient b is the share of
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labour income in value added. Equation (1) is calibrated for b=0.65, which

is the average share of labour in GDP. From the calibrated model (1) an

index of total factor productivity is derived according to:

log(TFP) = log(Y) – blog(L) – (1 – b)*log(K) (2)

The estimated residuals from equation (2) are then smoothed by the Hodrick-

Prescott (HP) filter52 to give a corresponding measure of trend total factor

productivity denoted by TFT. This measure of trend total factor producti-

vity is then substituted back into the same production function along with

the capital stock, K, to give a measure of the potential output Y*:

log(Y*) = b*log(L*) + (1 – b)*log(K) + log(TFT) (3)

where L* is the full employment level of employment (i.e. the level of employ-

ment that corresponds to the non-accelerating wage rate of unemployment,

or NAWRU). L* is estimated by:

L* = LF*(1 – UN*) (4)
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where LF* denotes the labour force and UN* is the NAWRU of unemploy-

ment. The labour force is also smoothed by the HP filter in order to filter

out irregularities in the data. The calculated series for potential output and

total factor productivity are shown in Figures 3B-2a and 3B-2b, respectively.

Based on those estimates, filtered to remove irregularities (to the extent

that this is possible), we can calculate the average growth rates of potential

output and total factor productivity over the three subperiods. The results

are reported in Table 3A-1. As shown, both potential output growth and the

growth of total factor productivity declined sharply during 1980-93, but have

subsequently rebounded markedly.

The estimates of growth of total factor productivity are consistent with

those calculated by Bosworth and Kollintzas. (Bosworth and Kollintzas do

not attempt to estimate potential output growth.) Thus, whereas the above

table shows TFT growth of 4.6 per cent during 1964-80, Bosworth and

Kollintzas (Table 3-1 of their paper) estimate a 4.9 per cent growth of multi-

factor productivity for 1960-73. For the period 1981-93, the above table

shows TFT growth of 0.1 per cent; Bosworth and Kollintzas estimate a (neg-

ative) growth rate of –1.1 per cent for 1980-90.53 For the period 1990-2000,
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Bosworth and Kollintzas estimate a growth rate of 0.6 per cent. However,

the Zivot-Andrews test results reported above indicate that the period 1990-

2000 encompasses data from two distinct regimes. As shown above, TFT

growth rebounded to 1.5 per cent during 1994-2000 (from 0.1 per cent dur-

ing 1981-93). The 1.5 per cent TFT growth rate for 1994-2000 is above the

European average (1.1 per cent) calculated by Bosworth and Kollintzas for

the 1990-2000 period.

What accounts for the break beginning around 1994? As Bosworth and

Kollintzas point out, macroeconomic policies have played a crucial role.

Thus, the fiscal deficit-to-GDP ratio, which was about 10 per cent in 1994, is

expected to fall to around 1 per cent in 2000. Monetary policy has been tight,

with real interest rates kept above the 5 per cent level and the exchange rate

used as nominal anchor to provide a focal point for expectations. Incomes
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SOURCE: See Figure 3B-1a.

Table 3A-1.  Average Growth Rates of TFT and Potential Output

Potential outputTFT

1964-1980 4.57 10.50

1981-1993 0.12 1.03

1994-2000 1.54 2.64
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policy has been tightened and structural reforms have been undertaken. As

a result, inflation has fallen from about 11 per cent in 1994 to an estimated

rate of under 3 per cent in 2000. Real growth, which averaged about 1 per

cent during 1991-94, rose to about 3 per cent annually during 1995-99; it is

expected to reach 4 per cent in 2000 and to accelerate further in 2001.

The downward trend since the early 1980s in the share of exports of goods

and services in GDP, which Bosworth and Kollintzas attribute to a decline

in competitiveness, has reversed course since 1996; the share has risen from

11.4 per cent in 1996 to 18.9 per cent in 1999.54 Contributing to this rebound

in export performance was the devaluation of the drachma in March 1998,

though this circumstance is not mentioned by the authors in their discussion

of competitiveness. Yet, the devaluation was both backward and forward

looking; it took account of past inflation differentials between Greece and

other EU countries and prospective differentials in the period leading up to

Greece’s expected entry in EMU.

Bosworth and Kollintzas argue that more needs to be done to enhance

competitiveness by improving educational attainment,55 deregulating labour

markets, developing public infrastructure, and creating a more efficient finan-

cial system. We agree that more structural measures need to be implemented

to attract foreign direct investment. Many sound measures have been sug-

gested in the papers presented at the conference, including that of Kollintzas

and Bosworth. Further reforms will help ensure that the upward break in

growth potential that occurred around 1994 will be sustained in the years

ahead.

In sum, the economy of Greece has changed direction since 1994. The

evidence presented in this paper clearly demonstrates that a shift in the pol-

icy regime has occurred as well as a shift in the statistical GDP-growth

process. During the period since 1994, macroeconomic policies have pro-

duced stability, and structural reforms have been implemented. Further

structural reforms will help lock in, and build upon, the substantial gains that

have been achieved in recent years.
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55. The small contribution of education to growth has long been a problem. Caramanis and

Ioannides (1980) found that the problem existed in the high-growth 1961-70 period. Also, while

Greece has not in the past been able to provide abundant high-quality training, Greeks get

high-quality training by studying abroad.
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4 The Determination of Wage

and Price Inflation in Greece:

An Application of Modern

Cointegration Techniques

Stephen G. Hall and Nicholas G. Zonzilos

GREECE has enjoyed considerable success in controlling

inflation in recent years, but this success has neither been achieved easily nor

has it happened in a continuous or uniform way. It is always true that statis-

tics are most informative when a data set contains considerable variation.

Thus, we may learn little about the process of inflation from a country such

as Germany, while Greece may be much more informative. Greece has

moved through periods of full indexation, strong incomes policy, unstable

policy regimes and exchange rate and intermediate monetary targeting. In

many ways, therefore, the case of Greece is a natural economic experiment

and undoubtedly deserves to receive much more academic scrutiny than has

so far occurred. This paper seeks to bring the tools of modern econometric

analysis to bare the Greek experience partly for the inherent interest of the

unusual data set and partly because of the obvious interest and relevance of

the results to policy makers and politicians in Greece and elsewhere.

The issue of identification in cointegrated systems has received consider-

able attention in recent years and we now have a thorough understanding of

the theoretical underpinnings of the identification issue. Recent work has

also concentrated on the twin issues of the practical application of these

theoretical ideas and on the effects of structural change on cointegrated sys-

tems, notably Greenslade, Hall and Henry (1999) and Hall, Mizon and

Welfe (1999). This paper will apply these techniques to the case of Greece

with a particular view to examining the effects of the various policy regimes

which have been attempted in Greece over the last 20 years. We will argue

This paper reflects the views of the authors and does not represent the official view of

the Bank of Greece. Any errors are solely the responsibility of the authors.
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that the major factor contributing to Greek success has been the stance of

policy. While policy has not always been positive or effective, for most of the

time it has operated in a positive way. We will be able to use the final model

to evaluate the NAIRU (Non-Accelerating Inflation Rate of Unemploy-

ment) for Greece and to investigate both how inflation and the NAIRU

might have changed if various policy episodes had been either shortened or

lengthened.

Recent Greek History and Policy Regimes

If there is one single indicator that summarises the progress  made in

Greece over the last fifteen years it is the inflation rate (Figure 4-1).

Inflation shows a decline from an annual rate of almost 25 per cent in the

early 1980s to well under 5 per cent by the late 1990s. There are two major

breaks in this trend and they are well explained by shifts in policy. In the

remaining part of this section we briefly review the macroeconomic devel-

opments in Greece in the last two decades, putting particular emphasis on

developments in wages and prices and on the prevailing policy regimes.

The macroeconomic record of Greece in the 1980s and the early 1990s

was not impressive. Real GDP in the period 1980 to 1993 grew at an annual

rate of 0.75 per cent against 2.6 per cent in the period 1973-79. The average

growth rate of real business investment was effectively zero in the period

1980-94, and unemployment, which stood at about 4 per cent in 1981, rose

more steeply than it did in the other EU economies, reaching 8 per cent of

the labour force by the early 1990s. The effective nominal depreciation of

the Greek currency was around 70 per cent between 1981 and 1990. Despite

the large depreciation of the drachma, the external sector was a binding con-

straint to economic growth in Greece. The current account deficit deterio-

rated sharply in 1985 (4.5 per cent of GDP) and 1989-90 (4.7 per cent of

GDP). A possible factor which can be identified as a main cause of the high

current account deficits were the large fiscal deficits, which remained per-

sistently high throughout the 1980s and the early 1990s. Fiscal deficits

reached 12 per cent of GDP in 1985 and 16.5 per cent in 1990. The evolu-

tion of key macroeconomic variables is presented in Figures 4-1 to 4-4.

We now turn to a more detailed examination of wage and price develop-

ments (Figures 4-1 to 4-3). After the second oil price shock, most EU coun-

tries adopted restrictive economic policies. In Greece, however, after 1981

official policy guidelines emphasized income redistribution and generous

minimum wage increases. Full wage indexation was established in 1982 as
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the official policy and, at the same time, price control was strengthened. As

we would expect with real wage growth exceeding productivity growth, the

wage-price system was highly unstable. At the end of 1985, with an inflation

rate of 25 per cent, the government was faced with an inflation rate three

times as high as the EU average and a sharp deterioration of the current

account. In autumn 1985, a two-year stabilisation programme was initiated;

it aimed to restore macroeconomic stability and put the country on a path to

convergence with the other EU countries. The main elements of the pro-

gramme included a restrictive incomes policy, a devaluation of the drachma,

the application of an import deposit scheme and a reduction in public spend-

ing (mainly infrastructural investment). Full wage indexation was abolished

in October 1985 and replaced by a forward looking indexation scheme which

excluded imported inflation. As a result, led wages fell by 13 per cent during

1986-87 and inflation was reduced to 15 per cent by the end of 1987. The

sharp drop in real earnings, however, led to considerable political tensions,

resulting in the abandonment of the stabilisation programme. Consequently,

the policy of wage restraint ended at the end of 1987.

In 1988, while real wages inevitably bounced back, the rise did not elimi-

nate a large part of the reductions made during the course of the stabilisa-

tion programme. Thus, although real wages resumed their former trend

growth, they did so from a lower level. Nevertheless, the rise in real wages
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contributed to an acceleration of inflation, which peaked at 23 per cent at

the end of 1990.

Beginning in the early 1990s, the authorities attempted to stabilise the

economy. Incomes policy was tightened and the real exchange rate appreci-

ated as an implicit exchange rate target was followed (see Figure 4-4). Policy

again managed to control real wage growth. However, economic perform-

ance was weak: inflation remained high at rates above 15 per cent, output

grew at a low pace and unemployment rose to 8.7 per cent in 1992.

Since 1994 the performance of the Greek economy has improved consid-

erably. The implementation of stabilisation policies proved very effective.

Inflation has been reduced to the low single digits, real growth has picked up

sharply and fiscal deficits have been reduced dramatically. Until joining

EMU, economic policy relied on the following mix: (1) a commitment to a

hard-drachma policy involving very high real interest rates within the ERM;

(2) a moderate incomes policy aimed at keeping real wage increases lower

than productivity growth; (3) an effective fiscal restraint. Additionally, the

government has implemented a number of structural reforms, which have

enhanced the supply side of the economy and, hence, have improved both

inflation performance and the economy’s productive capacity. The above

factors have been the key elements for the achievement of an inflation rate

of 2 per cent in August 1999.
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Identification in VECMs

In this section, we summarise recent developments in the identification of

cointegrated systems. Beginning with the contribution of Davidson and Hall

(1991), it has become increasingly apparent that the structural identification

of cointegrated systems is a crucial step in making economic sense of any sta-

tistical system which includes more than one cointegrating vector. In his orig-

inal contribution, Johansen (1988, 1991) used purely statistical criteria to

achieve identification in the general case of multiple cointegrating vectors,

with the assumption of orthogonality between the vectors. Phillips (1991)

presented a more structural approach in that the set of variables was parti-

tioned into an exogenous and an endogenous subset of variables with a recur-

sive structure and this provided sufficient restrictions to give formal identifi-

cation. Johansen (1992) considered the imposition of restrictions on the coin-

tegrating vectors directly and proposes an algorithm for estimating some

cointegrating vectors conditional on restrictions placed on others. Saikkonen

(1993) discussed the complete identification of a vector equilibrium correc-

tion model (VECM) with an exogenous split similar to the Phillips (1991) sys-

tem. Most recently, Pesaran and Shin (1994) and Johansen (1995) have

developed a full theory of identification for a general unrestricted model

along with some suggestions for an estimation and testing strategy.

To explain the main issues, we begin by setting out the complete or closed

form, VAR.

D(L)Zt = Vt (1)

where Z is an N-dimensioned vector which may be partitioned in general to

give Zt = (Yt, Xt,) where Y is an Mx1 vector of endogenous variables and X

is a Qx1 vector of weakly exogenous variables (N = M + Q), while D(.) is a

suitably dimensioned matrix in the lag operator. We may then state the

VAR as a structural VECM as:

A0¢∑t = ∑
p-1

i=1

A¢∑t-i + A*∑t-p + ut (2)

where there are r cointegrating relations in Z, and r < N, which implies that A*

is of rank r. This rank may be imposed in the usual way by defining ∞* = ·*‚*′;
here both and ·* and ‚* are Nxr matrices. However, it is important to stress

that ·* and ‚* are the structurally identified loading weights and the cointe-

grating vectors, as defined by Davidson and Hall (1991) as the target relation-

ships, not the unidentified ones which are produced in unrestricted estimation.
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The structural VECM (2) will normally be estimated as an unrestricted

version of the reduced form, given as:

¢∑t = ∑
p-1

i=1

°i ¢∑t-i + ¶∑t-p + Ót (3)

where ∞–1
0 ∞i = °È , ∞–1

0 ui = ÓÈ and ¶ = ∞–1
0 ∞*. Identification in the presence of

cointegrating vectors is different from that traditionally used for stationary

VARs (i.e. the Sims or Blanchard-Quah identification criteria); this is discussed

in detail in Robertson and Wickens (1994). In particular, there are now two

parts in the identification problem. Given that we impose the cointegrating rank

of the system r by the standard decomposition of the long run matrix ¶ = ·‚′
where both · and ‚ are Nxr matrices, we need to consider both the identifica-

tion of the contemporaneous coefficient matrix A0 and the identification of the

long-run coefficients ‚. Restrictions on the long-run coefficient matrix can in

general tell us nothing about the identification of A0, as this can only come from

the dynamic part of the model using information either from °i or ·. In a simi-

lar fashion, the dynamic part of the model can not help us, in general, to iden-

tify the long-run structure, ‚. This may be seen easily as ¶ = ·‚′ = ∞–1
0  ·*‚*′.

Therefore, even if we knew A0, this would not allow us identify ‚* without addi-

tional restrictions on ‚. For this reason, Pesaran and Shin (1994) set out a for-

mal theory of the identification of the long run structure in isolation.

In general the complete exact identification (or overidentification) of the

system will involve a combination of four types of restrictions.

a) Restrictions on the cointegrating rank of ¶, r < N

b) Restrictions on the dynamic path of adjustment (the °i)

c) Restrictions on the cointegrating vectors, ‚, where ¶ = ·‚′
d) Restrictions on the exogeneity or long-run causality of the system,

which will imply restrictions on ·.

The conventional VAR conditions (see Robertson and Wickens, 1994) for

identification apply to the dynamic identification of the system and, as long as

a combination, of restrictions across the °i and · matrices meet the standard

conditions, then the model is identified with respect to the dynamics. These

restrictions can come from a number of sources. Some models have theoreti-

cal restrictions on the adjustment process, which may be used to simplify the

°i matrix; the well-known quadratic adjustment cost model is one such restric-

tion. The alternative practice in the absence of theoretical restrictions is to

base the restriction process on a data-based set of simplifications of the dy-

namics. In either case, some further restrictions may be necessary to identify A0.

The formal identification of the long run is the main subject of Pesaran

and Shin (1994). They demonstrated that the identification of ‚* requires
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knowledge of r and then there is a necessary condition equivalent to the order

condition which states that exact identification of the long-run coefficients

requires k = r2 restrictions. Thus, the number of restrictions necessary to

identify the long run is a direct function of the number of cointegrating vec-

tors. Pesaran and Shin (1994) also give a necessary and sufficient rank condi-

tion for exact identification, which is also a function of r2. In general, if the

number of available restrictions is k < r2 , the system is underidentified; if k

= r2 , the system is exactly identified; if when k > r2 the system is overidenti-

fied, according to the order condition, and these overidentifying restrictions

may be tested. Based on asymptotic results from Phillips (1991) and Johansen

(1991), Pesaran and Shin also demonstrate that the standard likelihood ratio

test of the overidentifying restrictions follows a ¯2 (k – r2) distribution.

This suggests that the long run may be estimated and identified and the

overidentifying restrictions may be tested from the unrestricted VECM

without identifying the model’s dynamic structure. Greenslade, Hall and

Henry (1999) (GHH) argued that, while this is certainly true asymptotically,

there may be very severe problems with the performance of the tests (both

in terms of size and power) in realistic samples. It is worth noting that if we

have 8 variables with 6 lags in the VAR we will be estimating around 350

parameters from a typical data set of 100 observations. In this context, small

sample problems may be crucial. To illustrate this, GHH perform a series of

Monte Carlo experiments, which show that the performance of the tests for

cointegration and weak exogeneity both have very poor power and size.

They then go on to investigate the performance of the tests of the overiden-

tifying restrictions. Table 4-1 summarises their main results.

This table illustrates that if the tests of the overidentifying restrictions are

imposed at the start of the testing procedure before assuming that any of the

variables are weakly exogenous and on the basis of the complete unrestricted

VAR, then the true overidentifying restrictions are accepted less than 4 per

cent of the time. If a set of weak exogeneity assumptions are correctly

imposed, then this acceptance rate increases to nearly 60 per cent and, if the

dynamics of the VAR are also simplified, this proportion increases to nearly

80 per cent. The argument put forward by GHH is therefore that the order
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SOURCE: Greenslade, Hall and Henry (1999).
This table shows the percentage of times the true overidentifying restrictions were accepted at a 5 per cent criti-

cal value in the Monte Carlo simulations.

Table 4-1.  The Size of Overidentifying Restriction Tests

General unrestricted VAR 3.8

VAR with weak exogeneity imposed 58.5

VAR with weak exogeneity and restricted dynamics 77.0
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of the testing procedure is crucial in a successful implementation of these

techniques in small data samples. The following broad estimation strategy is

then recommended and will form the basis of the application here.

(i) Use economic theory to decide what the split between endogenous

and weakly exogenous variables should be and to verify this by test-

ing the matrix.

(ii) Then determine the cointegrating rank of the conditional system.

(iii) Find a parsimonious representation of the dynamic terms in the system.

(iv) Then test the overidentifying restrictions on the long-run coefficients

and test any further restrictions on the loading matrix · to arrive at

the final, fully restricted model of the form given in (3).

The Model

As a starting point for this analysis we take the standard bargaining model

of wages and prices due to Layard, Nickell and Jackman (LNJ) (1991);

recent implementations of this model include Henry, Nixon and Williams

(1997), Greenslade, Henry and Jackman (1998) and Greenslade, Hall and

Henry (1999). LNJ provide basic models for wages and prices (W, Pc). In

addition, because of the obvious openness of the Greek economy, we also

wish to allow for the interaction of the exchange rate and imported goods

prices. We, therefore, postulate a third equation (No. 6 below) for import

prices (Pm) and a fourth equation (No. 7 below) for the exchange rate. In

schematic form, the long-run structural (static) form of the equations is

(variables in logs, except for the unemployment variables):

W = ·0 + ·1Pc + ·2 PROD + ·3u + ·4uL + ·5PR (4)

Equation (4) is a standard wage equation. The basic variables are con-

sumer price (Pc), productivity (PROD), unemployment (u), and the ratio

of long- and medium-term unemployed to the total number of unemployed

(uL). In addition, we introduced a policy regime variable PR,1 which is
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1. The policy variable combines a number of policy regimes in a single parsimonious vari-

able so as to economise on degrees of freedom. It comprises four split time trends to account

for the changing regimes and a differential effect in long- and short-run unemployment to cap-

ture the labour market reforms and the general improvement in labour market efficiency and

the reduction in overmanning. The four policy regime periods are the period of rapid growth in

real wages prior to 1985, the 1985-1987 strict wage policy period, the rebound period from 1987

to 1990 and then the period of labour market reform and increasing stability from 1990 onwards.
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designed to capture the effects on real wages of the various policy regimes

outlined previously in the paper. Equation (5) specifies that consumer

prices depend upon unit labour cost (ULC, defined as W-PROD, variables

in logs) and import costs.

Pc = ‚0 + ‚1ULC + ‚2 Pm + ‚3∑pc (5)

In equation (6) import prices depend upon the nominal effective

exchange rate (E) and world prices (PW).

Pm = Á0 + Á1∂ + Á2 PW (6)

Finally, the exchange rate is driven in the long run by a purchasing power

parity (PPP) effect and possibly by another policy variable. Thus:

∂ = ‰0 + ‰1Pm + ‰2 PW+ ‰3 ∂P, (7)

where EP is a variable capturing exchange rate interventions of the policy

maker. Note that (6) and (7) may not be distinct cointegrating vectors and

the same basic PPP relationship may be governing the evolution of both sec-

tors. This is not unusual in a reduced-rank cointegrating system. Each equa-

tion allows for additional factors as appropriate.

In terms of theoretical restrictions, we would expect that the following

restrictions should hold:

In (4), Pm, E, PW, ULC, EP and Zpc are excluded and ·1 = 1, ·2 = 1.

In (5), u, uL, E, PW, PROD, EP and PR are excluded and ‚1 + ‚2 = 1.

In (6), Pc, W, Prod, u, uL, ULC, EP and Zpc are excluded and Á1 = 1, Á2 = 1,

and the same restrictions apply in (7).

These are, of course, only the cointegrating target relationships of the

model. The full model will be in vector equilibrium correction form with a

complete set of dynamics.

Estimation Results

Weak Exogeneity and the Cointegrating Rank

The full set of variables consists of nine variables. We begin by assessing

the cointegrating rank of the system, noting our theoretical prior that there

should be at least three cointegrating relationships. Table 4-2 gives the
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results for both the standard likelihood ratio test of the number of cointe-

grating vectors and the small sample correction for this test.

On the basis of the standard asymptotic test we would be led to conclude

that there are nine cointegrating vectors. This result would suggest that all

the variables in the model are in fact stationary, which is clearly untrue. This

result is completely in line with the Monte Carlo findings of GHH, who sug-

gest that the tests find far too many cointegrating vectors. If we consider the

small sample adjusted tests, we would strictly be led to conclude that there

are only two vectors. However, the test for the third vector is quite close to

its critical value and again GHH suggest that the small sample adjustment

tends to find too few vectors and so we feel reasonably safe in proceeding on

the assumption that there are, in fact, three vectors.

We now turn to the issue of simplifying the model through conditioning

the system on a subset of weakly exogenous variables. In Table 4-3, we begin

by showing the Wald test for weak exogeneity on the basis of eight cointe-

grating vectors and we are unable to accept the hypothesis that any of the

variables is weakly exogenous. This is again compatible with the GHH

Monte Carlo results, even if some of the variables are weakly exogenous.

The second column of the table repeats the test on the assumption that there

are three cointegrating vectors. This allows us to accept the hypothesis that

the wage policy variable and the short-run and long-run unemployment dif-

ferential are weakly exogenous. We can repeat the test on the remaining

variables, conditional on this assumption, and then productivity may be ac-

cepted as weakly exogenous. Imposing this assumption and repeating the

test again does not allow us to further simplify the system (with the excep-

tion of dropping wages, which would clearly be undesirable). However, at

this point we decide to view the world price level as exogenous, on prior
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Table 4-2.  Test of the Cointegrating Rank of the System

0 512.9 205.1 192.9

1 388.8 155.5 156.0

2 289.7 115.9 124.2

3 201.1 80.45 94.15

4 148.0 59.20 68.52

5 100.2 40.06 47.21

6 55.66 22.26 29.68

7 25.20 10.08 15.41

8 6.318 2.527 3.762

Critical
value

Small sample
LR test

Asymptotic
LR testR
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theoretical grounds, and then repeat the test on this assumption which

allows us to view unemployment as weakly exogenous. Finally, repeating the

test on this assumption, we are left with four endogenous variables, prices,

wages, import prices and the exchange rate.

The Dynamic Model

Having achieved a suitable marginalisation of the model and determined

a cointegrating rank which we believe makes economic sense for this mar-

ginalisation, we now proceed to derive a simplified set of dynamic terms for

the model, based on the unrestricted set of cointegrating vectors produced

by the Johansen procedure.

The following shows the estimates for the parsimonious dynamic model.

We report the dynamic part only at this stage, as the just identified long-run

part of the model has not been interpreted in economic terms so far.

¢W = –0.46 + 0.72¢Pct–4 + 0.09Et–1 + 0.68¢PW + 0.006uL

(3.9) (7.5) (1.3) (4.7) (3.3)

¢Pc = –0.027 + 0.28¢Pct–1 – 0.18¢Wt–1

(0.27) (2.5) (2.25)

¢Pm = –0.07 + 0.2¢Pmt–1

(1.2) (2.4)

¢E = –0.05 + 0.05¢Et–2

(0.55) (1.34)

The model also contains dummy variables for outliers in 85Q4, 90Q3, as

well as centred seasonal dummies. The value of the likelihood function for

this model is –166.91.
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Table 4-3.  Test of Weak Exogeneity 

Consumer prices 97.83    33.8 23.9 15.3 22.9 23.6

Exchange rate 92.3 118.9 84.4 85.2 79.8 55.8

Foreign prices 118.4 50.76 35.9 33.0 - -

Import prices 152.0 80.5 47.8 49.1 25.3 18.1

Productivity 98.01 31.9 9.1 - - -

Wages 119.6 38.9 20.6 5.2 22.5 32.0

Wage policy 79.55 10.9 - - - -

Unemployment 66.89 25.3 31.1 41.7 12.4 -

Long-/short-term unempl. 42.71 11.3 - - - -

r=3r=3r=3r=3r=3r=8
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As can be seen, the dynamics of the restricted model are quite parsimo-

nious, especially in comparison with the general VECM. This reduction in

the parameterisation of the model is a considerable advantage in achieving

reasonable performance of the tests of the long-run structure.

Tests of Long-Run Restrictions

The next stage of the modelling process is to identify the long-run structure

of the model according to the theory set out in equations 4-6. To do this, we

reestimate the complete model subject to a set of overidentifying restrictions,

holding the dynamic structure constant but reestimating the parameter values.

This yields the following set of long-run restrictions (we will not present the

new dynamic parameter values, as there is no significant change here):

ECM1 W = Pc + 1.8PR + 1.2PROD – 0.lu + 0.002uL

(25.1) (5.5) (9.0) (1.1)

ECM2 Pc = 0.44W + 0.03PROD + (1 – 0.44)Pm

(8.8) (0.15)

ECM3 Pm = –1.15E + 0.65PW
(76.0) (46.2)

The value of the likelihood function for this restricted model is –174.34,

which gives a likelihood ratio test of the restrictions of 14.9. There are nine

overidentifying restrictions in this model so the restrictions are accepted at

the 5 per cent level (the critical value is 17).

The first equilibrium correction term is the wage relationship, which is

homogeneous in prices, has a near-unit coefficient on productivity and finds

a significant role for the wage policy variable and significant negative unem-

ployment effects. The second equilibrium term is the price mark up equa-

tion, which is again homogeneous in prices (wages and import prices) with a

coefficient of just under half on wage costs. The third equilibrium term is not

homogeneous in prices and, indeed, if we try and impose homogeneity, this

restriction is significantly rejected. The interpretation we give to this rela-

tionship is as follows. If we renormalise this relationship, we can write it in

terms of the nominal exchange rate:

E = –0.87Pm + 0.56PW

If the two coefficients were respectively –1 and 1, then the nominal

exchange rate would move in line with prices to maintain a constant real
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exchange rate. These coefficients instead indicate that the nominal exchange

rate will not fully reflect changes in prices and so, for example, as domestic

prices rise, the exchange rate will not fully accommodate these changes; thus

a real appreciation will result (as is shown in Figure 4-4). This non-homo-

geneity may then be viewed as a second stabilising influence on the part of

the monetary authorities.

The final part of the full model which needs to be reported is the loading

weights of the identified equilibrium correction terms. These are presented

in Table 4-4.

It is interesting that almost every element of the · matrix is significant, as

we would expect given the endogeneity of all four variables and the reduced

form we are working with (see equation 3).

As evidence that the model is congruent with the data and reasonably

well specified dynamically, we report (see Table 4-5) a set of diagnostics for

each of the equation residuals.

This table shows no sign of serial correlation or heteroscedasticity. There

are some small signs of non-normality in the price and exchange rate equa-

tions which could not be removed without adding a fairly large number of

extra dummy variables, which was decided against on the grounds of parsi-

mony.

A final issue to address within this model is the presence of derivative

homogeneity. This is simply a restriction that the long-run solution to the

model is independent of the growth rate of the variables. It is often imposed

on theoretical grounds, e.g. as in most of the work of Layard and Nickel.

However, if we now estimate a version of this model imposing derivative

homogeneity across the system, this is easily rejected with a likelihood ratio

test value of 208 against a critical value of 9.5 [¯2(4)]. This is not really sur-

prising given that all the dynamic coefficients reported above are clearly sig-

nificantly different from homogeneity.
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Table 4-4.  The Loading Weights for the Fully Identified Model 

Wages -0.17 0.21 -0.26
(16.6) (5.2) (3.3)

Prices -0.06 -0.06 -0.04
(4.0) (2.0) (0.8)

Import prices -0.1 0.06 0.17
(11.1) (2.9) (2.9)

Exchange rate 0.019 0.04 -0.18
(1.9) (2.8) (4.3)

ECM3ECM2ECM1
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To conclude this section: We have developed a fully identified dynamic

system for wages, prices, exchange rates and import prices for the Greek

economy. There are two major policy influences on this system; the first is

the explicit variable in the wage equation, which has allowed us to capture

the effects of deliberate intervention in the labour market. The second is the

highly significant non-homogeneity in the exchange rate-import price rela-

tionship, which has meant that in the long run domestic inflation is not fully

accommodated by nominal exchange rate movements. A final, third policy

route, which is not fully explored here, is the interaction of unemployment

with the wage-price system. Clearly one conventional stabilisation tool

which policy makers use to control inflation is the rate of economic activity

and unemployment. Our model captures this in part, as unemployment

affects wages but unemployment itself is not modelled here and so the full

feedback of inflation control through unemployment is not captured. How-

ever, in the next section we will be able to simulate the model to investigate

the relative trade-off which exists between unemployment, wage policy

effects and the exchange rate determination.

Some Policy Experiments with the Model

In this section we explore some of the basic properties of the model we

have estimated, with the objective of both understanding the effects of past

economic policies and the way policy may operate in future. Within our

model, policy essentially operates in three main ways; there is the real-wage

policy variable, which proxies the effects of the wage policies which have

been conducted in the past; there is the non-homogeneity in the long-run

relationship between exchange rates and import prices; and, finally, there

are the movements in unemployment. In a full model of course there would
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Table 4-5.  Residual Diagnostics for the Full Model

* Significant at the 5 per cent level.

Bera-Jarque(2) 0.74 7.3* 2.6 14.6*

ARCH(4) 5.2 1.8 4.5 4.5

LM(4) 6.5 5.1 4.4 3.8

Box-Pierse(1) 0.9 1.1 0.7 0.5

Box-Pierse(4) 7.6 5.6 3.7 3.3

Box-Pierse(8) 10.4 10.5 6.1 7.3

Standard error 0.008 0.011 0.0086 0.0099

Exchange
rate

Import
pricesPricesWages
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be various policy feedbacks, which would act to stabilise the model. Interest

rates would respond to target inflation. Fiscal policy would respond to main-

tain a sustainable long-term government deficit. This would imply that

unemployment would respond to economic events more generally and

would play a role in closing the system. Unemployment would then be one

of the main stabilising effects on the economy. Our model is conditioned on

unemployment, so we do not model this feedback nor any of the other com-

plete model policy responses. We strongly argue however that this does not

negate the usefulness of the model as a policy tool. For many purposes, a

policy maker wishes to know the partial effect of the instruments under his

control. He does not wish to know the full general equilibrium response of

the economy to a policy, when this response includes the policy maker’s

future behaviour. So a natural question is “what would happen if I raised

interest rates?”. The general equilibrium response would include the future

response of interest rates to the rise, which might include an immediate

reduction in interest rates. This, we argue, is not interesting. What matters

is the partial response of the economy as to what would happen if a central

bank could raise interest rates and hold them fixed.

Of course the answer in this case may well (even probably will) be an

unstable outcome, but the timing and eventual size of this response is pre-

cisely what a policy maker needs to know. Therefore, in this section we are

effectively estimating the size and timing of the response of the economy to

various changes, on the assumption that these changes are maintained indef-

initely. For this reason we will present simulations over an arbitrary 10-year

period. These will show our estimates of both the timing and size of the

economy’s response to these policy changes. It is also worth stressing that

this model is inherently a unit root system with a near-homogeneous price

system. This means that shocks and policy changes can have lasting or even

permanent effects on the levels of the system and these effects can be very

slow to build up. One of the lessons from these simulations is that policy is

effective but it is not necessarily fast-acting. Attempts to change things too

quickly may lead to high instability and unsustainable policies.

We now turn to investigating these three effects, in turn.

The Effect of Changing the Wage Policy Regime Variable (PR)

Figures 4-5 and 4-6 show the effect of reducing the real wage by 9 per cent,

which was the historical fall in real wages achieved between 1986 and 1987,

and maintaining this relative cut for 10 years. The simulation actually shows
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the effect of a step fall in the real wage rather than the actual fall, which hap-

pened fairly smoothly over the two-year period. We see in Figure 4-6 that

there is a large impact on wage inflation due to the initial effect of incomes

policy. Of course, this does not immediately fully feed through into prices and

so the initial fall in wage inflation is not maintained. Since wage inflation is less

than the original base level, the level of wages always remains lower and wage

inflation also remains lower than the base. Over time, however, we see in

Figure 4-5 that price inflation also begins to fall as a result of the reduced wage

inflation and so the fall in both wage and price inflation subsequently increases

steadily as the dynamics of the system develop. Overall, the impact of the sim-

ulation is long-lasting and substantial; after 10 years the rate of inflation is

reduced by more than 10 percentage points.

The Effect of Changing Unemployment

Throughout most of the 1980s, the unemployment rate in Greece was

very stable at around 7.5 per cent. During the first five years of the 1990s it

rose fairly steadily to around 10 per cent, an increase of one third. In this

section we will simulate a step increase of 33 per cent in unemployment. This

is unrealistic, because a such a large step increase would be unreasonable.

Also, we are not allowing any feed-through from short-run to long-run

unemployment, which would mitigate the overall effect. The essential objec-

tive here, however, is to calibrate the overall size of unemployment changes

in Greece and their dynamics on the price system.

The results of this experiment are shown in Figures 4-7 and 4-8. Once

again we see the complex interaction of the dynamics of wages and prices.

Figure 4-7 shows that wages initially respond more strongly than prices and

so real wages decline. This causes the initial fall in wage inflation to be larger

than the effect after one or two years. As the effect on price inflation begins

to cumulate, however, we see that the fall in wage inflation begins to accel-

erate until a virtuous wage price spiral builds up. After five years the general

fall in inflation is of the order of 10 per cent.

The Effect of Dampening the Exchange Rate Response

The final form of policy intervention which we believe has taken place

over the simulation period is the less than complete pass-through of price

effects onto exchange rates. That is, as Greek prices have risen, the exchange
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rate has not been allowed to depreciate to fully reflect the price change and

thus a steady rise in the real exchange rate has occurred. The effect of this

on the system is to formally remove the unit root from the price system and

thus to dampen the effect of any inflationary shock which occurs. We illus-
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trate this in Figure 4-9, which shows a simulated increase in real wages under

two conditions: first, the model as we have estimated it; and, second, the

same model except that we have replaced the coefficients in the exchange

rate cointegrating (ECM3) vector with –1 and 1 to produce a fully homoge-
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neous system. This figure shows that, while over a three- or four-year period

the effect of a price shock is very similar, as we look further ahead the homo-

geneous model is much more inflation prone. After 10 years, the inflation

effect is halved in the estimated model by the dampening effect coming from

the exchange rate relationship.

Those results illustrate the important long-term effect that exchange rate

behaviour has had on controlling the inflationary process. It is not possible to

evaluate the contribution of this policy in isolation from incomes policy and

unemployment effects, as the simulations outlined in Figures 4-5 to 4-8 are

done as a combination of exchange rate behaviour and the particular policy

change being investigated. Figure 4-9 does, however, stress the importance of

this part of the model for the overall long-term developments in Greece.

A NAIRU Calculation

Finally we use our model to evaluate the non-accelerating inflation rate of

unemployment (NAIRU) for the Greek economy. There are a number of

technical problems with the conventional way of calculating the NAIRU for

our model. In particular, most models used for NAIRU calculations are homo-

geneous in both levels and rates of change. If this is not the case, then the

NAIRU becomes a function of both the level of prices and the rate of infla-
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tion. To avoid these difficulties, we have used our model to numerically calcu-

late the rate of unemployment in each quarter that would have kept the infla-

tion rate at a constant level for the following five years. This means that we

take full account of all the non-homogeneities in the model by using actual

data and the model. However, as we need to know the inflation rate five years

ahead, we have chosen to project a constant rate of base inflation beyond the

end of our data period and this leads to a constant rate towards the end of the

period. The results of this calculation are reported in Figure 4-10. The figure

shows that, in the late 1980s, actual unemployment was close to the NAIRU.

During the early 1990s, however, the NAIRU actually fell, while unemploy-

ment rose to produce a 3-4 percentage point gap between the two. While, as

noted above, we cannot bring the NAIRU calculation fully up to date with this

data base, it would seem to be clear that there is some scope for a reduction in

unemployment without undue inflationary pressures.

Conclusions

As discussed above, the reduction of inflation over the past 15 years has

been dramatic. What are the factors contributing to this disinflation? This

paper has presented results showing that macroeconomic policies and

incomes policies have played crucial roles in this process. Although the
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model estimated in this paper does not include a direct effect of monetary

policy through real interest rates, the results suggest that the exchange rate

tool contributed crucially to disinflation during the 1990s. Additionally, the

change in policy regime resulting from the changed orientation of monetary

policy in the 1990s appears to have modified wage behaviour so that it rein-

forced the disinflationary dynamics.
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Comment by Peter Pauly

I liked this paper, although I must say that I found myself to be rather

more sympathetic with the conclusions than with some of the intermediate

steps. The paper provides evidence that the seeds of the enormous reduction

in Greek inflation during recent years had been planted in the mid-1980s, as

a result of policies implemented at that time. In particular, in October 1985

a two-year Stabilisation Programme was implemented. Steve Hall and Nick

Zonzilos find that the Programme had an enduring impact on inflation

dynamics. Specifically, the authors find that the presence of unit roots in the

system caused the policies of the mid-1980s to have a long-lasting, but grad-

ual, effect on the economy. I have a lot of sympathy for this story. I do, how-

ever, have several concerns regarding the way the empirical evidence has

been produced.

With respect to the model, the authors approach the problem within the

framework of a standard, long-run equilibrium cointegration system. Steve

Hall, himself, has contributed importantly to this literature, including recent

work showing how to properly identify the long-run system in the presence

of small data samples.

The analysis starts with a standard bargaining framework of the labour

market, which models wages, prices, the exchange rate, and import prices.

The model does not, of course, attempt to provide a linkage to aggregate

supply and unemployment. This strategy, I believe, is quite appropriate from

an econometric point of view. In this connection, a minor issue is whether

the simulation results properly capture the interaction between the wage-

price sector and economic activity and unemployment since no linkage is

specified. A more substantial issue concerns the one important constructed

variable in the model. In particular, I refer to the policy regime variable that

seems to drive a lot of the real wage behaviour. The authors do not, however,

provide much information about how this variable has been constructed.

The empirical results appear to be quite sensible. The authors end up

with a standard equilibrium relationship with three cointegrating vectors.
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The marginalisation identifies as weakly exogenous those variables that you

would expect to be exogenous. Productivity, long-term unemployment and

the policy regime are weakly exogenous. World prices are also exogenous as

would be expected for a small, open economy.

The parameter estimates in the implied long-run structure are quite sat-

isfactory. Many of the theoretical restrictions are supported, except for the

purchasing-power-parity relation on the exchange rate and relative price

side, and the fact that the authors have not imposed a coefficient restriction

on the productivity variable in the price equation. Consequently, the pro-

ductivity coefficient in the price equation is not significantly different from

zero, which is what you would expect in the reduced-form price equation

with the coefficient of productivity in the wage equation having been

restricted to equal unity.

These restrictions, however, do not appear to have any significant effect

on the results. As I noted, what really drives the results is that the most sig-

nificant variable in the long-run relation is the policy regime variable. Thus,

a lot of the results derive from how the policy regime variable is constructed

and to what extent it can actually capture the changes in regime and their

magnitude. In the long-run price equation, inflation is homogeneous of

degree zero in productivity. There is a bit of a Phillips-curve relationship and

a bit of an open-economy effect. Importantly, the price equation is depend-

ent on the policy regime with an elasticity of about 1.4 or 1.5. The latter elas-

ticity underpins the results. In the simulations, a ten per cent change in the

policy regime generates an about 14 per cent reduction in the inflation rate

in the long run. It does take a very long time for this effect to work itself

through the system given the unit root characteristics of the model. In my

view, there is a plausible story underlying this scenario. I can think of a situ-

ation where changes in expectations and changes in credibility will ultimately

change the structure of the economy so that you get this result. Thus, the

results depend upon the inclusion of the policy variable. The authors believe

that this variable captures the actual policy regime of the Greek economy.

From an empirical perspective, the crucial point is how one should quan-

tify the fundamental shifts in behaviour in the policy regime. The authors

chose to approach this issue by modelling such shifts by way of exogenously

determined dummy variables that produce, what are to me, the desirable fea-

tures of the long-run properties of the model. It might have been interesting to

have applied a time-varying intercept instead of imposing a change in regime.

A further issue concerns the implications of this model for the prospects

of the Greek economy. As the authorities will no longer be able to use the

nominal exchange rate as an instrument, there will be increased pressure on
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the other two mechanisms identified in the model as driving inflation behav-

iour. The model would seem to imply that Greece needs continued struc-

tural reform to reduce the natural rate of unemployment. Additionally, the

country will need to have sufficient wage discipline under the new regime to

lock-in the gains made in reducing inflation in previous years. The results

suggest that the success attained in reducing inflation from the policy regime

is permanent. In my view, there is some question whether in the new regime,

in which some policy instruments are no longer available, there will be suf-

ficient stability in wage behaviour to actually maintain and preserve the

credibility gains that have been achieved as a result of the fundamental struc-

tural change in policy regime.
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5 Issues in the Transmission

of Monetary Policy

Sophocles N. Brissimis, Nicholas S. Magginas,

George T. Simigiannis and George S. Tavlas

I. Introduction

IN FORMULATING their monetary policy, monetary authori-

ties need to have reliable information about how changes in policy affect

economic activity. Therefore, accurate information on the transmission

mechanism is crucial for the implementation of monetary policy. The mone-

tary transmission mechanism consists of the various channels through which

monetary policy decisions are transmitted into changes in real GDP and

inflation. Two broad stages of the mechanism can be distinguished (ECB,

2000). In the first stage, changes in the stance of monetary policy lead to

changes in financial market conditions. In the second stage, the changes in

financial market conditions affect the spending, saving and investment deci-

sions of individuals and firms in the economy.

This paper examines the operation of the transmission mechanism and

the implementation of monetary policy in Greece over the period 1987 to

1999. There are several reasons why it is constructive to form a better under-

standing of the Greek transmission mechanism. First, the period under

review provides a variety of data for examining the nature of the transmis-

sion of monetary policy, as it encompasses both a regulated financial system

(the early part of the period), under which financial prices were subject to

controls, and a deregulated financial environment (in the latter part of the

period), under which financial prices were free to adjust to market clearing

values. Second, knowledge of how the transmission mechanism operates

allows more informed judgements to be made about the timing and extent

We would like to thank Heather Gibson, Stephen Hall, Lawrence Klein, Frank Smets

and the participants of the Conference for their helpful comments and Konstantina Manou for

able research assistance.
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of changes in the stance of monetary policy which might be needed in order

to keep inflation in check (Bank of England, 1999; ECB, 2000). With Greece

entering the third stage of EMU, knowledge of the transmission mechanism

will form an additional input into the ECB’s decisions on monetary policy.

The remainder of this paper is divided into four sections. Section II pro-

vides an overview of the channels through which monetary policy operates.

Section III briefly discusses issues related to the implementation of mone-

tary policy in Greece. In this connection, the section describes changes in the

strategy of monetary policy from monetary targeting to exchange rate tar-

geting as the financial system became increasingly deregulated. The section

also discusses the problems encountered with large, and at times volatile,

capital inflows. These inflows can make it difficult to identify a monetary

policy impulse that sets in motion the transmission mechanism. Section IV

provides evidence on the Greek transmission mechanism using the vector

autoregression (VAR) methodology, which has served as an important input

for research on the transmission mechanism in a number of countries.

Section V concludes.

II. The Channels of Monetary Policy

To understand how the transmission mechanism operates, first consider

what is meant by a monetary policy impulse.1 In conducting monetary policy,

central banks have typically focused on two broad frameworks for gene-

rating monetary impulses (Taylor, 1995). First, central banks can change the

money supply by a given amount and let interest rates take a course implied

by a stable money demand function; interest rates, therefore, adjust so as to

equate the changed supply of money with aggregate money demand. This

framework crucially depends on an aggregate money demand which is a sta-

ble function of the interest rate and income. Second, central banks can take

actions in the money market to guide the short-term interest rate in a par-

ticular way, i.e. central banks can adjust the supply of high-powered money

in order to achieve certain desired movements in money market interest

rates (Taylor, 1995). While both strategies have been used in Greece, in

recent years the second strategy has gained importance in light of the ability
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1. In general, the quantitative effect of a monetary impulse on financial markets and econ-

omic activity will depend on the extent to which the policy change was anticipated and how the

impulse affects expectations of future policy (Bank of England, 1999; ECB, 2000). We assume

here that the monetary impulse is not expected to be reversed quickly and that no further

impulses are expected.
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of interest rates to provide more reliable signals about the stance of mone-

tary policy in a deregulated financial system.

With these two broad frameworks for generating monetary impulses as a

backdrop, monetary policy can affect economic activity through both price

and quantity channels. The price channels include the interest rate channel,

wealth effects and the exchange rate channel. The quantity channels operate

primarily through bank lending. In what follows we discuss each of these

channels in turn.

Price Channels

The Interest Rate Channel

Consider a change in the stance of monetary policy that leads to an increase

in the overnight interest rate. The expectations theory of the term structure

provides the link through which short-term rates affect long-term rates.2

According to this theory, the long-term rate is approximately given by the aver-

age of the current and the expected future short-term rates appropriate for the

maturity of long-term financial instruments, say long-term bonds. Thus, if the

central bank takes an action to raise the short-term interest rate and the mar-

ket expects the short-term rate to decline gradually back to the starting value

in the future, then the long-term rate will rise less than the short-term rate

and vice-versa. If prices are assumed to be sticky in the short run, long-term

real interest rates would also increase, raising the cost of capital. This would

reduce various categories of investment spending and spending on consumer

durables, leading to a decline in aggregate demand and a fall in output. In the

long run prices would adjust (Mishkin, 1995; Bank of England, 1999).

The magnitude of the cost of capital channel depends on both the in-

terest sensitivity of expenditures and the relative importance of such expen-

ditures in an economy. Figure 5-1 provides data for Greece on the share

(relative to GDP) of residential investment, private non-residential invest-

ment and spending on consumer durables during 1995-99. The aggregate

share of these three interest-sensitive spending categories amounted to

about 30 per cent in 1999, suggesting that a significant part of the Greek

economy is potentially responsive to interest rate changes.
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2. Though a change in the overnight rate unambiguously moves other short-term rates in

the same direction, the impact on long-term rates could go either way. This is because the actual

effect on long-term rates of an official rate change will partly depend on the impact of the policy

change on inflationary expectations (Bank of England, 1999, p. 164).
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While the effectiveness of the interest-rate or cost-of-capital channel

depends on the interest rate sensitivity of investment and consumer

durables expenditures, it also depends on the pass-through from money

market interest rates to retail (both deposit and lending) interest rates. A

number of structural factors, including competition in the financial services

industry, influence the adjustment in retail bank markets. As can be seen

in Figure 5-2, the relationship between retail bank interest rates and

money market rates in Greece has strengthened somewhat in recent years,

reflecting the deregulation of the banking sector. Correspondingly, the

spread between bank lending rates and deposit rates has narrowed; in the

six years to 2000, the differential declined by about 200 basis points

(Figure 5-2).

The effectiveness of the cost of capital channel also depends on the sub-

stitutability among assets in the public’s portfolio (Park, 1972). An open

market purchase, for example, increases the supply of high-powered money

and decreases the amount of short-term financial assets (e.g. three-month

T-bills). The lower the substitutability between high-powered money and

T-bills, the greater the required change (decline) in interest rates to induce

the public to hold the increase in money. The greater the substitutability

between T-bills and other financial instruments, the greater the rippling

240 S.  BR ISSIM IS ,  N .  M A G G IN A S,  G .  S IMIGIANNIS  AND G.  TAVLAS

5/BRISSIMIS 2-10-09 12:17 ™ÂÏ›‰·240



effect of a change in interest rates on T-bills and rates on other instru-

ments.3

The above discussion suggests that monetary policy operates via its

effect on the cost of capital, which is typically assumed to be proxied by the

long-term government bond rate. A somewhat different story is that mone-

tary policy operates through changes in the market valuation of equities;

the equities represent claims on existing real assets, such as plant and

equipment (Tobin, 1978; Mishkin, 1995). According to this view, the equity

yield is a key indicator of the stance of monetary policy (Park, 1972;

Mishkin, 1995). An expansionary monetary policy, for example, leads to a

reallocation of portfolios in favour of equities, reducing their yields and

generating a positive discrepancy between the valuation of real assets in

equity markets and their costs of production (i.e. the marginal efficiency of

capital). The discrepancy provides an inducement for firms to expand pro-

duction of capital goods.4
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3. Keynes (1936) focused on a single interest rate, i.e. the yield on government consols. He,

therefore, assumed perfect substitutability between consols and other assets.

4. Tobin assumes that the rate of return on money is constant. Therefore, when the supply

of money increases, the entire burden of adjustment falls on the prices of other assets. All other

rates must decline so that the demand for money can increase.
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In the case of Greece, for much of the period under review the stock

market was not a primary source of financing for firms. In the past, partici-

pation in the stock market was mainly confined to large-scale enterprises.

Most medium-sized and smaller firms relied on bank financing and/or

retained earnings to undertake investment spending. With the broadening

and deepening of the Athens Stock Exchange in recent years, however,

share market prices may have provided an increasingly important channel

for the transmission of monetary policy (Figure 5-3).

The Exchange Rate Channel

The liberalisation of international transactions and the adoption of flex-

ible exchange rates by a large number of countries (Mussa et al., 2000) have

increased the interest of policy makers in the transmission of monetary pol-

icy through the exchange rate channel. This channel also involves interest

rate effects. Other things being equal, an increase in the nominal short- term

interest rate would make domestic currency deposits more attractive relative

to deposits denominated in foreign currencies (Mishkin, 1995; Taylor, 1995).
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This would lead to an appreciation of the nominal exchange rate and, assum-

ing price rigidity, to an appreciation of the real exchange rate (in the short

run). As a result, net exports (and hence aggregate demand) would decline.

In the long run prices would also adjust.

Whether the exchange rate channel is significant depends in part upon

whether the exchange rate is flexible or is used as a policy target. The sig-

nificance of this channel also depends on the degree of openness of the

economy. In Greece, the exchange rate of the drachma against the curren-

cies of the other EU countries was used as a policy target for much of the

period under review. Therefore, the exchange rate did not operate fully as

an independent financial asset price. Nevertheless, the currencies of the

other EU countries floated against other major currencies such as the US

dollar and the Japanese yen, suggesting some scope for an exchange rate

channel. Another consideration bearing on the exchange rate channel is the

fact that Greece is a small, open economy. As shown in Figure 5-4, the share

of exports and imports of goods and services relative to GDP is close to 50

per cent. Consequently, variations in the nominal exchange rate were typi-

cally followed by a relatively quick pass-through to domestic costs and

prices, so that movements in the nominal exchange rate were to some extent

offset by relative price movements.
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The Wealth Channel

The link between the net wealth of consumers and consumption is fea-

tured in the life-cycle hypothesis, which holds that consumers allocate con-

sumption over their lifetime, given initial wealth (including financial wealth),

a rate of time preference and expectations regarding labour income (Ando

and Modigliani, 1963; Mishkin, 1995). The price of bonds is inversely related

to the long-term interest rate, so that a fall in long-term interest rates raises

bond prices. If the private sector considers only a fraction of total interest

debt as a liability (to be financed with future tax liabilities), then a rise in the

price of bonds will increase net private wealth and, thus, aggregate demand

(Park, 1972). Lower interest rates also raise other security prices, such as

those of equities. Therefore, a rise in financial asset prices raises financial

wealth, which increases consumption. Additionally, monetary policy can

impact on wealth through its effect on land and property values (Meltzer,

1995).

Figure 5-5 provides an indication of the importance of financial wealth in

the Greek context. As shown, the ratio of private non-bank financial assets

to GDP tripled (rising to 300 per cent) between 1987 and 1999, indicating

that financial wealth played an increasingly important role in spending deci-

sions of private economic agents.
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Quantity Channels

The above price-oriented approach to the monetary transmission mecha-

nism has been criticised on the following grounds (Mishkin, 1995; Taylor,

1995). First, the significance of the interest rate channel has been questioned

(Mishkin, 1995). Second it has been argued that, since there are several

interest rates in the economy, it is difficult to identify which particular rate

matters for investment. As a result of these (and other) criticisms, in recent

years a number of studies have focused on quantity-based channels of mon-

etary transmission.

The Credit Channel

The credit channel approach posits that asymmetric information and

costly enforcement of contracts create agency problems in financial mar-

kets.5 According to advocates of the credit channel, changes in bank assets

as well as bank liabilities influence the course of the economy. Monetary

policy, it is argued, affects not only the general level of interest rates, but

also the external finance premium, which is the difference between the cost

of funds raised externally (by issuing equity or debt) and the cost of funds

generated internally (by retained earnings). Two basic channels arise as a

result of agency problems in credit markets and affect the external finance

premium: (1) the bank lending channel and (2) the balance-sheet channel.

The bank lending channel emphasises the special role played by banks in

the financial system, particularly their role in financing small firms, for

which the problems of asymmetric information can be especially pro-

nounced (Mishkin, 1995, p. 7). If, for some reason, the supply of bank loans

is disrupted, bank-dependent borrowers may not be completely excluded

from credit, but they might well have to incur costs in finding a new lender

and establishing a new credit relationship (Bernanke and Gertler, 1995, p. 40).

Thus, monetary policy will have an impact on economic activity through its

effect on these borrowers by affecting bank reserves and deposits. In addi-

tion, monetary policy can affect economic activity through its impact on

firms’ balance sheets. A decline in equity prices caused by contractionary

monetary policy lowers the net worth of firms and thus increases adverse

selection and moral hazard problems, which, in turn, reduce bank lending.
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5. Overviews of the credit channel are provided in Bernanke and Gertler (1995) and

Mishkin (1995). The above discussion draws on these studies.
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The decline in net worth reduces the borrower’s collateral and, therefore,

the creditworthiness of the borrower. Furthermore, a contractionary mone-

tary policy that raises interest rates reduces cash flow and thereby worsens

the firm’s balance sheet. Because many firms rely on net cash flow to finance

inventories and other working capital, the effect of monetary policy via net

cash flows can potentially be quite important (Bernanke and Gertler, 1995).

The above credit channels imply that capital markets do not function per-

fectly. Imperfections, such as asymmetric information, lead to quantity

adjustments. A closely related channel is the credit rationing channel; under

regulated capital markets, interest rates charged to borrowers by financial

intermediaries, including commercial banks, may be controlled by institu-

tional forces, and may not change when there is a change in the demand for

funds. In these circumstances, lenders may ration the available supply of

credit by various non-price terms (Park, 1972). Accordingly, the demand for

credit may be limited not by the borrowers’ willingness to borrow at the

given rate but by the lenders’ willingness to lend; funds may be rationed

among potential borrowers. This channel would seem to have been of some

importance in the highly regulated Greek financial system of the 1980s.

III. Implementation of Monetary Policy

Greece’s monetary-policy strategy underwent considerable change dur-

ing the period 1987-99. In the first part of the period, the basic policy frame-

work typically included a target for M3 growth, a credit target and an implicit

exchange rate target. During the latter part of the period, the exchange rate

target assumed overriding importance. The remainder of this section

describes the evolution of the policy strategy and discusses problems in the

implementation of monetary policy that arose with the lifting of controls on

capital flows and the adoption of a nominal-anchor exchange-rate objective.

Monetary Policy Strategy: A Historical Overview

Monetary Targeting

As was the case in a number of industrial countries during the 1970s, in

1976 the Greek authorities began setting targets (specific values) for the

growth rates of the monetary (and credit) aggregates. Initially, targets were

set for M0, but, as the narrow aggregates proved to be unstable, in the early
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1980s the Bank of Greece placed increased weight on other aggregates; from

1983, targets were announced for M3.

For about the next ten years, the monetary targets were missed more

often than not. One recurring feature underlying the difficulties in control-

ling the monetary aggregates was the role played by financial innovation,

especially after the liberalisation of the financial system from 1987 onwards

(Garganas and Tavlas, 2001). This led to the adoption (in 1988) of target

ranges for the monetary aggregates. This latter approach encompasses the

view that it is difficult to attain precise monetary targets in any one period,

even though the trend for any particular aggregate might be compatible with

low inflation. Also in 1998, the Bank began emphasising additional indica-

tors, such as M4. In 1999, the broader aggregate, M4N, replaced M3 as an

indicator variable. Figure 5-6 traces the growth rates of the main aggregates.6

With the entry of the drachma into the ERM in 1998, intermediate mon-

etary targets were discarded. Instead, developments in monetary aggregates

and credit were monitored in relation to indicative projections. These pro-

jections were calculated so as to be consistent with an inflation target. One
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6. In recent years, the behaviour of M4N has fairly closely followed the behaviour of the

Greek M3 aggregate under the ECB’s definition (Figure 5-6).

5/BRISSIMIS 2-10-09 12:17 ™ÂÏ›‰·247



reason underlying the progressive deemphasis given to monetary targets was

the unpredictability of money demand (Brissimis et al., 2001).7

Exchange Rate Targeting

Another reason why monetary targets received less attention was the

increased prominence given to the exchange rate commitment. Under con-

ditions of free capital mobility, an exchange rate target implies that the mon-

etary aggregates are endogenous. In Greece, the last controls on capital

flows were removed in 1994. With exchange rate targeting gaining a more

prominent role, monetary aggregates became less subject to control.

Beginning in 1989, the exchange rate was used as an implicit target. Until

1994, the aim was to set a rate of depreciation of the drachma that did not

fully accommodate the inflation differential between Greece and its main

trading partners, i.e. chiefly EU countries. As noted above, however, the

growth of monetary aggregates remained the main focus of monetary policy.

With the full liberalisation of capital movements (in May 1994), the Bank of

Greece stipulated a specific exchange rate target; the Bank announced that

the drachma’s depreciation would be limited to 3 per cent against the ECU.

For the subsequent two years, the Bank aimed to keep the drachma broadly

stable against the ECU.8 In the event, the drachma’s nominal depreciation

against the ECU was contained to 0-2 per cent. When the drachma joined

the ERM (in March 1998), its exchange rate against the ECU/euro con-

tinued to be the main intermediate target of monetary policy.

The Capital Inflows Problem

As discussed above, an exchange rate target has been part of the Bank of

Greece’s disinflation policy since 1989, although the exchange rate did not
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7. The behaviour of M3 in 1998 was characteristic of this particular case. M3 growth slowed

considerably and for almost the entire year was around 3-4 per cent, well below the monitoring

range of 6-9 per cent. In the last month of 1998, however, the growth rate shot up (to 8.9 per

cent). For the most part, the low growth of M3 reflected the fact that the private non-bank sec-

tor was placing its savings in assets not included in M3, such as short-term financial derivatives

(synthetic swaps carried out through foreign currency deposits held in Greece), government

securities and foreign exchange deposits. After the taxation of repo yields was abolished (in Sep-

tember), placements in synthetic swaps decreased and M3 growth bounced back (Figure 5-6).

8. In 1997, the Bank of Greece defined its exchange rate target in terms of the currencies com-

prising the ECU rather than the ECU itself and allowed increased variability around the target.
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become the preeminent target until 1995. To this end, the real exchange rate

was allowed to appreciate (Figure 5-7) and real interest rates were allowed

to reach high levels (Figure 5-8). The policy of using the exchange rate as a

nominal anchor was accompanied by its own particular set of problems. It

was underpinned by large (nominal and real) interest rate differentials

between Greece and its main trading partners and market perceptions that

the Bank’s exchange rate target would be attained. As a result, the nominal

anchor policy had to deal with large capital inflows during much of the period

and, at times, sharp reversals of capital flows.9 The capital inflows created a

need for sterilisation in order to avoid an easing of the monetary policy

stance.10 The inflows also made it difficult at times to identify monetary

impulses which set the transmission mechanism in motion.

To provide some context to the foregoing discussion, consider some spe-

cific episodes.

ñ A major episode of foreign exchange market turbulence was experi-

enced in May/June 1994. Market expectations arose that the lifting of the
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9. For a further discussion of the capital inflows problem in Greece see Brissimis and

Gibson (1997) and Gibson and Tsakalotos (1999).

10. The correlation coefficient between changes in the domestic and external components

of the monetary base was as high as 0.9 in the period 1994-1999.
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remaining controls on capital movements, scheduled for July 1, 1994, would

be accompanied by a devaluation of the drachma. Capital outflows ensued,

and the authorities responded by bringing forward the timing of the liberal-

isation to mid-May. Also, the Bank of Greece raised its intervention rate to

very high levels and imposed an additional surcharge on banks’ overdrafts,

bringing the cost of borrowing in drachmas to extremely high levels (as much

as 180 per cent). As a result of these actions, capital outflows were reversed

and interest rates returned to pre-turbulence levels (Figure 5-2). By the end

of the year, reserves reached a historically high level ($15.4 billion).

ñ Net capital inflows continued in 1995 and 1996 in light of large interest

rate differentials in favour of drachma-denominated financial instruments.

The inflows threatened to interfere with efforts to reduce inflation. The

Bank of Greece responded by intervening heavily in the foreign exchange

market, leading to a further increase in reserves (to $19.2 billion at the end

of 1996). As a result, the monetary base increased, creating excess liquidity

in the interbank market at prevailing interest rates. The main response of

the Bank was to sterilise this liquidity through a reduction in the domestic

component of the monetary base. The extent of this sterilisation is shown in

Figures 5-9 and 5-10, which depict interventions by the Bank in the domes-

tic money market and changes in the external and the domestic components
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of the base, respectively. The Bank also increased the reserve ratio on sev-

eral occasions in 1995 and 1996, bringing it to 12 per cent, and broadened

the coverage of reserves to include inter alia liabilities to non-residents.

ñ Although capital inflows continued in the early part of 1997, by Octo-

ber of that year the contagion of the East Asian crisis had spread beyond

Asia. In Greece, an abrupt reversal of capital flows occurred as foreign

financial institutions liquidated their holdings of Greek government bonds

and other investments (mainly funds placed in the interbank market). The

capital outflows led market participants to question the sustainability of the

drachma’s exchange rate in light of a widening current account deficit and

an increase in the levels of private and public external debt (Bank of Greece,

1998).11 The Bank of Greece raised its intervention rates, maintaining them

at high levels for about six months, and reintroduced a penalty for the banks’

overdrafts from their current accounts with the Bank. The period of specu-

lative pressures and capital outflows ended in March 1998 with the drach-

ma’s entry into the ERM with a ±15 per cent band (see Garganas and

Tavlas, 2001).

ñ Subsequently, sizeable capital inflows resumed, contributing to an

increase in reserves to USD 20.4 billion at the end of March 1998. The Bank

sterilised the excess supply of liquidity in the domestic interbank bank

(Figure 5-9). In an attempt to moderate these inflows, the Bank allowed the

drachma to appreciate relative to its central rate in the ERM, making use of

the wide fluctuation band. The drachma remained appreciated within a

range of 6.5 per cent to 9 per cent above its central rate.12

ñ Capital inflows continued towards the end of 1998 and during (espe-

cially in the first part of) 1999, spurred by market perceptions that Greece

would take part in EMU in early 2001. The inflows created the need for fur-

ther sterilisation by the Bank (Figure 5-9). Towards the end of 1999 and into

2000, there were renewed downward pressures in the foreign exchange mar-

ket, although not nearly as strong as those prior to ERM participation, orig-

inating from uncertainties over the timely fulfilment of the inflation crite-

rion and whether the drachma’s central rate against the euro13 would be the
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11. After the crisis of October 1997, the one-year forward exchange rate exceeded the cor-
responding spot rate by 15 per cent (Arghyrou, 2000).

12. A notable exception occurred during the financial turmoil in Russia at the end of
August 1998, which elicited capital outflows that had their origin in the restructuring of port-
folios by international investors wishing to make up for the losses in the Russian market. These
outflows caused Greek interest rates to rise temporarily and led to a reduction in the drachma’s
appreciation to 4 per cent.

13. The central rate had been revalued by 3.5 per cent on January 17, 2000 to reduce the
inflationary impact of the drachma’s expected depreciation towards its central rate during 2000.
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conversion rate at the end of 2000. The decision by the ECOFIN Council in

mid-June that the conversion rate would be the central rate stabilised expec-

tations and contributed to the creation of a favourable climate.

Overall, Greece’s experience on the road to EMU demonstrates that

monetary authorities should be prepared to deal with the consequences of

large capital inflows and their reversals. In the case of Greece, as the above

discussion has shown, the Bank of Greece used sterilisation operations to

deal with capital inflows and raised interest rates, at times sharply, in peri-

ods of turbulence. In terms of disinflation, while monetary policy bore the

brunt of the disinflationary efforts in the early stages of these efforts, fiscal

policy and incomes policy were tightened progressively in the later stages.

Although the drachma was ultimately devalued, the gains made in reducing

inflation were maintained.

IV. Evidence on the Transmission of Monetary Policy

Our analysis of the transmission mechanism is based on an augmented

vector autoregressive (VAR) model of the form:

¯t = ∑
p

i=1

∑i ¯ t-i + ∫wt + Ât t = 1,2,...., T

where ¯t is an m × 1 vector of jointly determined dependent variables, wt is a

q × 1 vector of deterministic and/or exogenous variables, ∑i (with i =

1,2,3,...p) and K are the m × m and m × q coefficient matrices, respectively,

and Ât is a vector of m unobserved errors, which have zero mean and con-

stant covariance matrix ™.

The following standard assumptions (see, among others, Pesaran and

Shin, 1998) are made:

i) ∂(Ât) = 0 and ∂(Ât Ât′) = ™ for all t, where ™ = σi j, with i,j = 1,2,....,m, is

an m × m positive definite matrix and ∂(Ât Ât′) = 0 for all and ∂(Ât|wt) = 0

ii) All the roots of |I – ∑
p

i=1

∑i z i = 0|, where I is the identity matrix, fall out-

side the unit circle.

iii) xt–1, xt–2,...., xt–p, wt, with t = 1,2,....T, are not perfectly collinear.

Under assumption ii, the VAR system has an infinite moving average rep-

resentation of the form:
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¯t = ∑
∞

i=0

Ai Ât-i + ∑
∞

i=0

Gi wt-i with t = 1,2,....T, on the basis of which impulse

response analysis can be conducted.

We first estimated the VAR model following the standard convention in

the empirical literature on the transmission of monetary policy of including

three variables (Gerlach and Smets, 1995; Ramaswamy and Slok, 1998): real

output, the price level, and a short-term interest rate. In an attempt to cap-

ture elements of the transmission mechanism related to the openness of the

Greek economy, we added the nominal effective exchange rate to this spe-

cification. As noted above, however, for much of the period under review the

exchange rate was a target variable, as monetary policy responded to

changes in the exchange rate of the drachma against other EU currencies. In

an effort to examine the reaction of an exchange rate that was not included

in the central bank’s reaction function, we also used the drachma/US dollar

bilateral rate in lieu of the effective rate. As shown below, the bilateral rate

provides a more plausible story of the transmission process. In light of the

role played by the M3 aggregate in the Bank’s monetary policy strategy, we then

extended the basic model by including that aggregate.14 Next, we included

the real share price index as a sixth variable to get a measure of the wealth

effects of monetary policy. Finally, to gain some understanding on the work-

ings of the credit channel, we estimated a seven-variable VAR that includes

the four basic variables, plus M3 and two variables from the asset side of

banks’ balance sheets: credit to the private sector and securities.15

The complete set of endogenous variables used in the various VAR mod-

els is as follows: real output (GDP), consumer prices (CPI), a short-term

interest rate (3-month Treasury bill rate – TBR), the nominal effective

exchange rate (NEER, defined as units of foreign currency per unit of

domestic currency), the drachma/dollar rate (USER), M3, the real share

price index (SPIR), real credit (CRER) and real holdings of securities by the

banking sector (SHR). The exogenous variables used in all VARs were the

following: a world commodity price index, the US industrial production

index, the US federal funds rate and a set of impulse dummies, to control for

developments in the international economic environment.
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14. The following monetary aggregates were also used: the adjusted monetary base

(defined as the monetary base calculated at constant reserve ratios), M1 and the recently intro-

duced M4N. These results were not always economically plausible.

15. The latter two variables were used by Bernanke and Blinder (1992) in their study of the

credit channel.
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The sample period is from 1987 to 1999 and the data frequency is monthly;

monthly data provide sufficient degrees of freedom to test for richer lag struc-

tures. In order to improve the statistical properties of our specification, we

used six lags (five lags in the case of the seven-variable VAR), even though

the lag selection criteria (Akaike Information Criterion, Schwartz Bayesian

Criterion) indicated shorter optimal lag structures. Prior to estimation, we

conducted a full set of single and system equation specification tests, namely

tests for serial correlation, normality of residuals, heteroscedasticity and

autoregressive conditional heteroscedasticity. The diagnostic tests revealed

the possibility of non-normally distributed residuals, especially in the case of

the interest rate equations.16, 17 The results of these tests, however, need to be

interpreted with caution as they are only valid for stationary processes and

their reference distributions are asymptotic; thus they may not constitute a

good approximation to the small sample distributions (Jacobson et al., 1999).

All variables are in logs (except for the interest rate) and are seasonally

adjusted (with the exceptions of the interest rate and the exchange rate).

The augmented Dickey-Fuller (ADF) and the Phillips-Perron tests were

used to determine the order of integration of the variables. These tests indi-

cated that all of the variables are I(1), except for the price variable, which is

I(2), and the interest rate variable, which is I(0). We chose to estimate the

models in levels and not in vector error correction form, given that imposing

inappropriate cointegration relationships can lead to biased estimates and,

hence, biased impulse response functions. Furthermore, the main objective of

the empirical exercise was to derive an estimate of the short-run interactions

among the variables in the system and not to identify long-term relationships.

Monetary policy shocks are identified as innovations in the equation for the

short-term interest rate, which in our model is the 3-month Treasury bill rate.18

These innovations can be used to isolate “exogenous” monetary disturbances,

Issues in the Transmission of Monetary Policy 255

16. The implementation of a system diagnostic test suggests non-normally distributed
residuals.

17. Diagnostic tests of the preferred specification are presented in Table 5A-1 (page 267).
The results of diagnostic tests for the other specifications discussed in the paper are avai-
lable on request.

18. Most studies of the transmission mechanism use a short-term money market rate as the
monetary policy variable (e.g. Kim and Roubini, 2000). In our case, the only money market rate
available for the whole sample period is the overnight rate. This rate displays a regime shift
making it inappropriate for use as a monetary policy variable: large variability in the early period
of the sample when the Bank of Greece was not intervening in the market is succeeded by a
smoothened interest rate path reflecting central bank’s intervention (see Figure 5A-1, page 267).
For a discussion of the operation of the interbank market, see Brissimis and Gibson (1998).
The approximation of the policy rate with the 3-month Treasury bill rate seems reasonable, as
this rate was significantly affected by the Bank of Greece’s policy. For a similar identification
of the monetary innovation for Italy, see Fanelli and Paruolo (2000).
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provided that the set of variables included in the VAR reflects to a sufficient

degree the informational content of the central bank’s reaction function. The

policy shock in our model is identified through a “generalised” decomposition

proposed by Pesaran and Shin (1998); the decomposition permits impulse

response analysis without orthogonalisation of shocks (as in the Choleski

decomposition) and is invariant to the ordering of the variables in the VAR.19
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19. It has been shown (Pesaran and Shin, 1998) that the orthogonalised and generalised

impulse responses coincide only in the case of the impulse responses of the shocks to the first

equation of the VAR.
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The results of the basic four-variable model (with the effective exchange

rate) are shown in Figure 5-11, which gives the response of GDP, CPI, TBR,

and NEER to one standard-error shock in the equation for the interest rate.

An unexpected, temporary, rise in the short-term interest rate of 100 basis

points tends to be followed by a statistically significant20 decline of GDP

after 5 months (of the order of 0.4 per cent). The trough in output reduction

is reached faster compared with the findings for other EU countries; it is

also small in magnitude.21 The behaviour of prices exhibits the pattern of the

so-called “price puzzle” (Sims, 1992), whereby the price level increases

immediately after a monetary shock. In our model, it peaks after three

months (the increase being 0.15 per cent), remaining at a higher (statistically

significant) level until the 19th month. Peersman and Smets (2001) also find

a price puzzle for the euro area in a four-variable VAR, which includes a

real exchange rate variable and a German interest rate as a common mone-

tary policy indicator. One (typical) interpretation of the price puzzle pro-

posed in the literature is that central banks have better forecasts of expected

inflation than do private agents; the central banks forecast on the basis of a

wider set of variables, some of which might not be included in our model. In

response to what central banks foresee as impending inflation, they raise

their interest rates, although to a lesser extent than necessary to completely

offset inflationary pressures (in case they are interested in smoothening inter-

est rates).22 Another explanation (Stiglitz, 1992) of the price puzzle is that in

an imperfectly competitive environment firms have an incentive to raise

their prices after a monetary tightening in order to increase their cash flows

before economic activity declines, transferring the cost of their behaviour

into the future. Christiano et al. (1996) have succeeded in solving the price

puzzle for the US, by introducing the commodity price index in the set of

endogenous variables just before the interest rate variable in the Choleski

decomposition of shocks. However, our inclusion of the commodity price

index in the set of exogenous variables does not eliminate (or even weaken)

the perverse response of prices.23

The exchange rate displays a similar perverse reaction to a contractionary

monetary shock, i.e. it shows a statistically significant depreciation for about

two and a half years. Analogous behaviour was observed for Italy by Barran
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20. The error bands define a confidence interval of +/– two standard deviations.

21. Barran et al. (1996) report that the lowest effects on output are found in the countries

where the trough is reached faster.

22. In overview, this explanation contains a particular asymmetry problem, whereby central

banks have access to superior information and models than those accessed by the private sector.

23. The small country assumption justifies a priori the exogeneity restriction.
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et al. (1996), who attributed the result to adjustments of the interest rate to

defend the parity of the Italian lira in the ERM that were not sufficient to

counter speculative pressures. Peersman and Smets (2001) also find this per-

verse effect for a number of EU countries (Austria, Belgium, Netherlands,

Spain, Italy), but not for the euro area as a whole, when an area-wide aver-

age interest rate is used as an indicator of common monetary policy. How-

ever, when the German interest rate replaces the average interest rate, the

results are characterised by a more pronounced exchange rate puzzle cou-

pled with a price puzzle as discussed above.

The price and exchange rate puzzles encountered in our basic VAR

model may be an indication that an important variable has been omitted; an

obvious candidate is the M3 aggregate. The results from the VAR estima-

tion with the monetary aggregate included as a fifth endogenous variable are

presented in Figure 5-12. As in the previous experiment, a monetary policy

shock is defined as a one standard-error increase in the innovation of the

interest rate equation. As shown in Figure 5-12, the use of M3 helps deal

with (but does not entirely eliminate) the price puzzle.24 After the fourth

month, the price level decreases gradually, remaining 0.1 per cent below its

baseline path until the end of the time horizon. However, the exchange rate

puzzle remains.

It is worth noting that the interest rate innovation implies a liquidity

effect for M3 which persists over the whole time horizon, weakening, how-

ever, to about 0.1 per cent towards the end of the horizon (Figure 5-12). This

negative response can be explained in terms of a substitution effect which

dominates the positive effect that the short-lived rise in the general level of

interest rates may have on saving behaviour. The direction of this substitu-

tion effect is a consequence of the fact that the short-term interest rate used

as an indicator of monetary policy stance is a Treasury bill rate; as such, it

represents an opportunity cost for holding M3.

GDP shows a clear negative response that begins almost immediately

after the interest rate shock and is statistically significant for almost three

quarters (Figure 5-12). Additionally, the impact of the interest rate shock on

output in the short run is stronger than the impact of a shock of the same

size on the price level, a result which is consistent with the findings of other

studies (e.g. Kakes and Pattanaik, 2000).

As noted at the beginning of this section, the effective exchange rate is

likely to have a significant information content for the monetary authorities’
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24. As indicated in the previous section, M3 has been used as an intermediate target/indi-

cator during most of our sample period.
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reaction function in view of the exchange rate targeting practice of the Bank

of Greece. To help deal with this problem of identifying a truly exogenous

monetary policy shock, we substituted the drachma/US dollar bilateral rate

for the effective rate in the five-variable VAR which includes M3. The

results are reported in Figure 5-13. As shown, this specification eliminates

both the perverse price and exchange rate effects.25 The interest rate inno-

vation is followed by a significant domestic currency appreciation, reaching

a peak after 5 months and remaining statistically significant for 5 more

months. All other variables exhibit responses that are similar to those

derived from the system including the effective exchange rate.

Next, we examined the response of the system to shocks in the bilateral

exchange rate. The exchange rate shock represents an initial nominal exchange

rate appreciation of about 2.5 per cent (one standard error). After the shock,

the exchange rate returns gradually to its baseline level, remaining statisti-

cally significantly above it until the 8th month (Figure 5-14). By investigating

the effect of the exchange rate shock on output and the price level, we focus

on one dimension of the exchange rate channel of monetary transmission.26

The response of output to an exchange rate shock does not exhibit a clear-cut

direction. Output initially contracts (with a maximum effect of 0.20 per

cent), but its movement is quickly reversed, recording a peak of about 0.12

per cent in the 10th month. It converges to its baseline path after 17 months.

A priori, and based on traditional theoretical arguments, one would expect

that GDP would fall after an appreciation of the nominal effective exchange

rate. As Detragiache and Hamann (1999) note, this reaction is typical in

countries seeking to stabilise their economy by targeting the growth rate of

one or more monetary aggregates.27 On the other hand, exchange-rate-based

stabilisations may have positive effects on growth, associated with higher

domestic demand, mainly through an improvement of the terms of trade and

a corresponding rise in personal disposable income.28
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25. Price begins to decline after the fourth month.

26. The other dimension, i.e. the effect of the interest rate innovation on the exchange rate,

has been considered above.

27. Kakes and Pattanaik (2000) found that for the euro area as a whole a (real) apprecia-

tion of the euro results in a fall in real activity. This may be seen as an implication of the fact

that the anchor country of the system (Germany) has been targeting a monetary aggregate

during most of the post-Bretton-Woods period.

28. Papazoglou (1999) argues that a (real) exchange rate appreciation may influence posi-

tively the total supply of goods and services by reducing the cost of imported raw materials,

which are an important component of domestic production cost in a small open economy.

Papazoglou found such a positive correlation to exist in the Greek economy for the period

1980-1997.
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Following the appreciation of the exchange rate, the price level falls signifi-

cantly below its baseline level for about two years, with the maximum decline

occurring in the 5th month. This result underscores the effectiveness of the

hard-currency policy, which worked mainly through enhanced credibility

effects.29 It is also suggestive of a significant exchange rate channel. The nega-

tive response of the interest rate to an exchange rate appreciation, working

through the reduction of inflation and the exchange risk premium, is an indi-

cation of credibility gains originating from a stability-oriented monetary policy.

As a next step, we extend the previous five-variable specification (with the

bilateral exchange rate) by using the real share price index (nominal index

deflated by the consumer price index) as a proxy for real wealth.30 The impulse

responses to an interest rate shock from this system, shown in Figure 5-15, do

not appear to appreciably change compared with those from the five-variable

system. The real share price index has the expected negative reaction to a mon-

etary tightening and, interestingly, the response on impact is 25 per cent larger

than the interest rate shock itself. This response remains significant for about

15 months, giving some indication about the existence of a wealth channel.

Finally, to examine aspects of the credit channel31 we modify the five-vari-

able VAR used above by replacing nominal with real M3 and including two

bank balance sheet variables: (1) real credit to the private sector and (2) real

bank holdings of securities.32 The relative behaviour of bank credit and securi-

ties after a monetary tightening was used by Bernanke and Blinder (1992) to

test for the existence of a distinct effect of monetary innovations through the

supply of credit on real activity, beyond that obtained through the traditional

interest rate channel.33 If a credit channel is present, we would expect bank

securities to respond with a faster and more pronounced effect than bank loans

to a monetary policy shock, reflecting the special role that bank credit plays

and, therefore, its imperfect substitutability with other balance sheet items. The
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29. Cf Brissimis et al. (2000). Apart from its role in reducing inflationary expectations, the

hard-currency policy operated through two additional channels: (a) by reducing the price of

imported raw materials and final goods and (b) by imposing a discipline on Greek firms regard-

ing the containment of their costs and their pricing behaviour. See Arghyrou (2000).

30. For a similar use of the real share price index, see Dhar et al. (2000).

31. Studies by Moschos and Zonzilos (1996) and Brissimis and Kastrissianakis (1997) exam-

ined the credit channel for the Greek economy using cointegration techniques. A theoretical

discussion of the credit channel is provided by Voridis (1995).

32. Only a component of total bank portfolio of securities is used in the VAR, namely

holdings of shares, since government paper was held, during a large part of our sample period,

compulsorily in fulfilment of a secondary reserve requirement. This requirement was gradually

phased out until the beginning of 1994 when the second stage of EMU started.

33. Contributions to the analysis of the credit channel include Bernanke and Gertler

(1995), Kashyap et al. (1993) and Kashyap and Stein (2000).
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results from the seven-variable system, shown in Figure 5-16, are generally in

line with this aspect of the credit view of monetary transmission.34 Indeed, the

effect of a contractionary monetary policy shock is stronger and more immedi-

ate on bank securities than is the corresponding effect on bank loans. The time

profile of GDP conforms with the respective profile of the effect of the policy

shock on loans, while the magnitude of GDP reaction is considerably larger

than what we get from the VAR without the bank credit variable. An alterna-

tive interpretation of the above results might be that the observed pattern could

represent the purely passive response of loans to a falling demand for credit as

a result of the initial monetary tightening. This line of argument, however, does

not justify the observed changes in bank portfolio composition.35

V. Conclusions

This paper examined issues in the implementation of monetary policy and

the operation of the monetary transmission mechanism in the Greek econ-

omy. The main conclusions are as follows:
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34. Unlike Bernanke and Blinder, we observe a less pronounced difference in the time pro-

files of these two balance sheets variables.

35. A similar view has been expressed by Bernanke and Blinder (1992) in the US context.
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1. After the removal of the remaining restrictions on capital flows, the

Bank of Greece had to deal with large capital inflows and occasional revers-

als of capital flows. The Bank’s sterilisation operations were crucial in the

implementation of the disinflationary strategy.

2. Regarding the transmission mechanism, there is evidence of an inter-

est rate channel. A positive shock to the interest rate produces a significant,

but short-lived, effect on real GDP. The effect of the interest rate shock on

the exchange rate is not clear-cut and depends upon the particular specifi-

cation used. A specification that includes M3 and the effective exchange rate

shows a negative (perverse) relation between interest rate shocks and the

exchange rate. This perverse effect is eliminated, however, when the drachma/

US dollar rate is substituted for the effective exchange rate.

3. An appreciation of the exchange rate produces a gradual (negative)

impact on the price level. At the same time, the exchange rate shock does

not appear to have any significant effect on output. A plausible interpreta-

tion of these results is that the Bank’s use of the exchange rate as a nominal

anchor was viewed as credible by the markets, so that an appreciation of the

exchange rate reduced prices, but not real growth.

4. The wealth channel appears to be of some significance. A shock to

the interest rate has a strong, negative impact on real wealth. Although the

behaviour of the other variables is quite similar when wealth is excluded

from the VAR, the results of including wealth suggest that the wealth

channel is a source of transmission of monetary policy shocks to economic

activity.

5. Two variables were used to examine the existence of a credit channel –

real credit extended by banks to the private sector and the real value of

banks’ security holdings. There is some asymmetry in the reaction of those

two variables to a monetary shock. This outcome reflects the fact that the

two variables are not perfect substitutes. The use of the credit variables pro-

duces a more persistent effect on real GDP compared with a VAR that does

not include the credit variables, thus providing some evidence of a credit

channel.

In sum, the VAR methodology has provided evidence with respect to the

operation of the monetary transmission mechanism. Compared with the

results of other studies, monetary innovations have a relatively fast effect on

real output and prices in the Greek economy. Thus, the results form a basis

for a comparison of the Greek transmission mechanism with analogous studies

for other countries.
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a. AR 1-r  is the Lagrange multiplier test for rth-order residual autocorrelation ; the normality  test  is the Doornik
and Hansen (1984) test; ARCH is Engle's (1982) test of autoregressive conditional heteroscedasticity; x2 is White's
(1980) test for heteroscedasticity. the numbers in brackets are P-values. *(**) denotes rejection of the null hypoth-
esis at the 5 per cent (1 per cent) level.

Table 5A-1.  Diagnostic Testsa

Heteroscedasticity
(x2)   F(65,45)

ARCH
F(7,97)

Normality
¯2(2)

Autocorrelation
AR 1-7, F(7,104)Variable

Single equation tests

System tests

GDP 0.4610 [0.8606] 13.143 [0.0014] * 0.4965 [0.8350] 0.4259 [0.9992]

CPI 0.4975 [0.8340] 1.4913 [0.4744] 2.3160 [0.0315] 0.7137 [0.8944]

M3 0.7595 [0.6223] 4.1539 [0.1253] 1.2017 [0.3093] 0.8685 [0.7021]

USER 0.4325 [0.8798] 1.9638 [0.3746] 0.3371 [0.9350] 0.5249 [0.9914]

TBR 1.2228 [0.2970] 290.2 [0.0000]** 0.0670 [0.9995] 0.2596 [1.0000]

Vector  AR 1-7 F(175,362 ) = 1.0803 [0.2709]

Vector normality ¯2(10) = 297.53 [0.0000]**

Vector x2 F(975,529) = 0.5108 [1.0000]
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Appendix: Data Definitions and Sources

ñ GDP: Gross domestic product at constant market prices. As a monthly

series on GDP is not available, this series was constructed on the basis of

annual national accounts data and available monthly indicators of economic

activity for the following sectors: agriculture (monthly values derived by divid-

ing quarterly values by three; Ministry of National Economy, Quarterly

National Accounts of Greece), mining, manufacturing and energy (sub-indices

of the industrial production index, National Statistical Service of Greece –

NSSG), construction (volume of construction permits and cement production,

NSSG), transport and communications (passenger-Kms, freight ton-kms and

telephone units charged, Bank of Greece, Bulletin of Conjunctural Indicators),
trade (retail sales volume index, NSSG), banking (bank deposits and loans

deflated by the consumer price index – CPI, Bank of Greece, Monthly Statistical
Bulletin, and NSSG), housing (housing rents sub–index of CPI, deflated by

CPI), other services (number or nights spent in hotels, Bank of Greece, Bulletin
of Conjunctural Indicators), net indirect taxes (indirect taxes minus subsidies),

deflated by CPI, Ministry of Finance, State General Accounting Office).

ñ CPI: Consumer price index, 1995=100 (NSSG).

ñ TBR: 3-month Treasury bill rate (Bank of Greece).

ñ NEER: Nominal effective exchange rate, 1995=100 (IMF, Interna-
tional Financial Statistics (IFS), line neu).

ñ USER: Drachma/US dollar exchange rate (IFS, line rf).

ñ MBA: Adjusted monetary base, calculated at constant 1979 reserve

ratios (Bank of Greece).

ñ M1: Currency in circulation plus sight deposits (Bank of Greece).

ñ M3: M1 plus private drachma savings and time deposits, repos and

bank bonds (Bank of Greece).

ñ M4N: M3 plus deposits in foreign currency by residents, units of

money market mutual funds, and government securities with an initial matu-

rity of up to one year (Bank of Greece).

ñ SPI: Composite share price index, 1980=100 (Athens Stock Exchange).

ñ CRE: Bank credit to private sector (Bank of Greece).

ñ SHR: Banking sector holdings of shares of non-banking firms (Bank

of Greece).

ñ Commodity price index, non fuel comm. (IFS, line 001).

ñ US industrial production index (IFS, line 66..c).

ñ US federal funds rate (IFS, line 60b).
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Comment by Frank Smets

A good understanding of how changes in the monetary policy stance

affect the economy is important for an efficient implementation of a for-

ward-looking monetary policy. Estimates of the strength of the monetary

transmission mechanism (MTM) allow the central bank to calibrate the

necessary actions to maintain price stability. Estimates of the lags involved

can give an idea about how forward-looking policy needs to be and how much

policy is still in the pipeline. Finally, a good understanding of the various

transmission channels can help to monitor the effects of policy and provide

information about which indicators should be used to measure the stance of

policy. Now that Greece has joined the Eurosystem, it is also important to

understand how changes in the single monetary policy will affect the Greek

economy. This study is an important step in improving our understanding

and I very much enjoyed reading the paper.

The paper of Brissimis et al. is structured in three parts. In the first part

(Section II) the various channels of monetary transmission are described

and their likely importance for the Greek case is examined. The second part

(Section III) gives a quick overview of the changes in the policy strategy and

framework over the estimation period and describes the capital inflows

problem. Finally, the third part provides an empirical analysis of the effects

of an interest rate change on the Greek economy using VAR analysis. In

these comments I will concentrate on the third part.
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Pioneered by Sims (1980), VAR analysis has been used extensively in

order to study the MTM. For example, Christiano et al. (1998) survey the

evidence for the United States, while Peersman and Smets (2001) examine

results for the euro area. As emphasised by Sims (1980), the big advantage

of the VAR approach is that one can let the data speak. No incredible iden-

tifying assumptions are necessary to estimate the effects of monetary policy

changes. Nevertheless, it is important to recall two limitations. First, in order

to interpret the VAR residuals as structural policy shocks, one needs to

impose identifying restrictions. In the literature, there is a wide variety of

possible identification schemes to distinguish domestic monetary policy

shocks from other disturbances to the economy. These restrictions often

seem to matter for the estimated impulse responses. In addition, modelling

choices regarding which variables to include, how many lags to use, etc. must

be made, which may also affect the results.

Second, because the VARs are non-structural in the sense that they do

not allow to retrieve the structural parameters of the underlying behavioural

equations, it is generally difficult to distinguish between differences in the

structure of the economy and differences in the policy regime, when explain-

ing estimated differences in the strength and lags of the MTM. This makes

cross-country comparisons using VARs not easy. It also poses limits to what

one can learn regarding the importance of the various transmission channels.

For example, when the authors find that credit falls following an interest

rate increase, it is impossible to distinguish between credit supply or credit

demand effects.

This paper is a nice illustration of both the strengths and the weaknesses

of the VAR approach in analysing the MTM. To solve the identification

problem the authors use the generalised impulse response functions pro-

moted by Pesaran and Shin (1998). This identification scheme permits an

impulse response analysis which is invariant to the ordering of the variables

in the VAR. As the authors note, the generalised impulse responses only

coincide with the orthogonalised responses generated by the traditional

Choleski decomposition in the case of impulse responses to the shock in the

first equation of the VAR.

The authors show that a simple VAR in output, prices, the 3-month

Treasury bill rate and the nominal effective exchange rate does not deliver

satisfactory results. Following a tightening of monetary policy as captured by

an increase in the short-term interest rate, output falls but not very signifi-

cantly, prices rise and the exchange rate depreciates (Figure 5-12). The basic

model therefore exhibits a price and exchange rate puzzle. This may be due

to an identification problem. When the estimated shock is really a response
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to speculative pressures, such as those experienced in 1994 and at the end of

1997, then one could expect such a shock to be followed by an exchange rate

depreciation, a rise in prices, small output effects and a very temporary

interest rate rise.

The authors solve the price and exchange rate puzzle in the basic model,

by including M3, which was an important intermediate target during most of

the period under consideration, and by replacing the nominal effective

exchange rate by the US dollar/drachma bilateral exchange rate. Although

the dollar exchange rate appreciates following a monetary policy tightening,

it would be nice to see how the nominal effective exchange rate behaves in

this case (e.g. by including both of them). Another possibility to solve these

problems would be to change the identification assumptions. An example is

given in Mojon and Peersman (2001) (see below).

Let me add two further remarks. In Section III, the authors document

how the monetary policy regime has evolved over the sample period from

one in which policy was geared towards monetary aggregates to one in which

the stability of the exchange rate was of primary importance. Such changes

in regime are likely to make the VAR unstable. It would therefore be nice

to see some stability tests to that effect. It would also be nice if the authors

could make the link between the periods of monetary policy tightness iden-

tified by the VAR (e.g. through the historical contribution of the policy

shocks to the interest rate) and the description of the monetary policy

framework in Section III.

Overall, the estimates of the extended VAR model behave remarkably

well. This is confirmed by the extensions which show that a policy tightening

also leads to a fall in share prices and a fall in bank credit and securities.

While it is difficult to assess the relative importance of the various channels,

this confirms that, following the process of financial deregulation, the Greek

economy responds very much like most market economies to changes in

monetary policy. Another interesting result the authors obtain is that a

change in the exchange rate very quickly feeds through into prices and has

only limited effects on output. This is likely to reflect the openness of the

Greek economy and the fact that, due to the experience with high inflation,

changes in the exchange rate strongly affect inflationary expectations.

How relevant are these results for Greece’s participation in EMU? An

important question is whether changes in the single monetary policy will have

similar effects on the Greek economy as on the rest of the euro area. If not,

the single monetary policy could itself be a source of macro-economic insta-

bility. This question is difficult to answer on the basis of the results presented.

First, as discussed before, the results are regime-dependent. In particular, the
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methodology captures the effect of an interest rate increase in a regime of

exchange rate targeting with a relatively high inflation rate. In contrast, the

EMU regime is characterised by price stability around a low inflation rate

and much less concern with exchange rate developments. Second, the trans-

mission mechanism analysed in this paper relates to a unilateral domestic

monetary policy shock. In the context of EMU the effects of a common mon-

etary policy shock in the euro area on the Greek economy will be of rele-

vance. As a result, trade within the euro area will tend to smooth out diffe-

rences in the impact effects of a euro area monetary policy shock.

In order to assess the robustness of the results, it is therefore important to

also consider alternative evidence. One piece of evidence is presented in

Mojon and Peersman (2001), who use an alternative identification scheme to

compare the transmission of monetary policy in the euro area countries.

Mojon and Peersman (2001) estimate a quarterly model over the period 1980-

1999 and find that, if anything, the effects of an interest rate increase in Greece

are somewhat larger than those in the euro area on average. Mojon and

Peersman (2001) also do not find an exchange rate puzzle as the DM-drachma

exchange rate appreciates immediately following a tightening of policy.

In order to see whether the picture changes when the effects of a euro-

area-wide monetary policy shock are considered, it is interesting to extend

the basic model in Peersman and Smets (2001) with Greek output and price

variables. The impulse responses to an area-wide monetary policy shock are

shown in Figure 5B-1. The estimation period is 1980-1998. A comparison of

the output and price effects in the two economies shows that the output

effect is quicker and stronger, but less long-lived in Greece. The figure also

shows that, while the price effects take about the same time to become sig-

nificant, they are much larger in the Greek economy.
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Comment by Lawrence R. Klein

As Greece enters the European monetary union, it is important to recog-

nise the achievement and to assess the framework for analysing the channels

of monetary policy. It has been a singular achievement for Greece to put the

economy in order for qualification in the system. Performance has been

noteworthy in that inflation has been brought to very low levels, while real

expansion of production has been consistently good, although not enough to

reduce unemployment to the best of world standards.

In the joint paper (Brissimis, Magginas, Simigiannis and Tavlas) the

authors lay out channels of transmission of monetary policy. It is my opinion

that they focus on the right channels, such as interest rate, exchange rate,

wealth, and credit, but it is my feeling that a suitable framework of analysis

needs to be further developed for implementation of policy. More disaggre-

gation than they propose will also be needed.

The market expectation, term structure, and capital flows need to be

analysed in a more detailed way in order to cope with the ongoing features

of financial innovation. A modelling system to deal with the complexities

and interrelationships of modern financial markets should, in my opinion, be

reconsidered.

By analogy, for studying demand and supply flows of goods and services

through the economy at large, it is fruitful to formulate national income and

product accounts (NIPA) to cover major demand and income or production

flows to generate such totals as GDP, national income, personal income,

types of national expenditures, types of national income. The system would

then be rounded out with market-clearing relationships to determine prices,

wage rates and various other financial market rates.

At a second stage of analysis, on the supply side of the economy, there are

input-output accounts that show the flows from any one sector of the econ-

omy to be used in all other supplying sectors of the economy, and also

appropriately related to original factor inputs, on the one hand, and final

demand sectors, on the other. This accounting statement shows the internal

structure of production, to accommodate the NIPA, and is proving to be

very important in analysing technical change that is presently taking place on

a large scale on the productivity side of the economy. The laws of produc-

tion are embedded in the input-output accounts.

Finally, we come to a third set of accounts that depict the financial flows

of funds throughout the economy. (Table 5B-1 presents a flow-of-funds matrix
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for Lithuania.) This accounting system, as a balanced statement for the macro-

economy, has not been as fully developed as the NIPA and input-output

accounts, but it is extremely important, both for providing insight into the

market determination of many key rates such as short-term money market

rates (overnight and up to a few months), yearly rates, 5-year, 10-year, 20-

year and longer rates. For risk-free securities, these spell out the important

US Treasury yield curve and are central for monetary policy formulation.

But the yield curve in the US is highly variable and not capable of providing

simple estimates of rates by maturity. In addition the sources and uses of

financial funds are significant for understanding the determination of cur-

rency exchange rates, mortgage rates, medium-to-high bond yields, bank

lending rates, broker loan rates and other financial market indicators,

including even equity market prices or rates of return.

The sources and uses or flow-of-funds accounts are essentially tabulations

that follow financial flows “from-whom-to-whom” by classes of instruments.

The latter are bank deposits, bonds, loans, equities and all their main deriv-

atives that are traded on established markets. They indicate key spreads,

such as those between short-term rates and longer-term rates, between rates

on risk-free securities and risky securities of the same maturity, or between

rates on inflation-protected securities and unprotected securities. In fact,

the latter spread provides important objective insight into the subjective

concept of inflationary expectations.

Another way of looking at flow-of-funds accounts is that they are the first

difference (in time units) of the balance sheets of the major financial insti-

tutions and their customers. At a convenient macroeconomic level, these

institutions are central banks, commercial banks, investment banks, insur-

ance companies, real estate companies, trading companies, non-financial

companies, households, Treasuries and partner countries in trade.

They can be arranged in matrix layouts in such a way that the entries in

the matrices are functions of market variables, such as the whole spectrum

of rates on instruments. Market transactions clear in such a way as to deter-

mine these rates by balancing supply against demand for the separate finan-

cial instruments.

It is my belief that the channels of monetary policy should be studied

through construction of the implied matrices, period-by-period, in samples

of statistical data and that equations be estimated to display the inter-rela-

tionships among the fund flows. Such analysis is far more revealing about the

workings of the monetary mechanism than are automatic VAR relationships

among assorted money market variables. The latter are unguided by struc-

ture —legal, accounting, behavioural structure. At a time when there is signi-
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ficant technological change taking place in the functioning of financial mar-

kets, it is more sensible to study the channels of monetary policy guided by

the accounting structure of flow-of-funds than by searching for unstructured

correlations.

In the accounts for private domestic companies, the instruments whose

flows are being tracked by a flow-of-funds system are holdings of portfolio

equity investments, bonds, lines of credit, foreign direct investments, specific

bank borrowing, grants-in-aid and borrowings from the central bank or inter-

national institutions.

The domestic monetary sector holds foreign reserves, credit extended to

foreign firms, credit extended to domestic firms, deposit liabilities and

reserves with the central bank.

Such accounts in terms of instruments supplied or instruments used show

how funds are acquired or put to work and the first differences show the cor-

responding flows. At a higher stage of formal model building, these accounts

need to be integrated with the NIPA and input-output systems.

The financial crises that arose in Latin America, East Asia and the for-

mer Soviet Union are best understood by tracking financial flows of diffe-

rent types through such systems as are described above and showing how key

rates are market-determined through supply-demand clearing of available

instruments.

Admittedly, the data problem in constructing a usable historical record of

fund flows and in maintaining it on a timely basis for the future constitutes

a big order, but a vibrant central monetary authority can do this more read-

ily than anyone else. In the new world of technical change in financial opera-

tions and institutional change on the European continent, it would seem that

this could be a research task of high priority for the individual national mem-

ber participants.
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6 EU Transfers and Greece’s Real

Exchange Rate: A Naked Eye View

John Spraos

I. Introduction

TRANSFERS from the European Union (EU, formerly EC

and EEC) to Greece peaked at 4.4 per cent of GDP in 1993 and have hov-

ered around the 4 per cent mark ever since (Table 6-1).1 They ought to make

a good case study of the effects of transfers on the real exchange rate that so

fascinated leading economists in the inter-war years.

In practice there is a major difficulty which makes econometric testing

unpromising: economic influences on the exchange rate were mediated by

policy makers’ decisions and there is enough anecdotal evidence to suggest

that they could not generate quarterly or even annual observations which

exhibit regularities in relation to underlying events, even though, over longer

intervals, policy responses could be presumed to have kept in step with econ-

omic forces at work. An alternative way of saying this, only half in jest, is that

so many policy dummies would be needed that there would be few degrees

of freedom left. This leaves on the table the naked eye approach, which is

being attempted here, and counterfactual simulation, such as the one reported

in the Appendix.

The presumption established in the inter-war analysis of unilateral trans-

fers, which was conducted in the context of war reparations, was that the

The warm thanks due to the discussant A. Philippopoulos have to be mixed with strong

apologies to him and to other participants at the conference for ending up with a paper radi-

cally different in content, though not in subject, from that presented at the conference. Warm

thanks are also extended to the following members of the Economic Research Department

of the Bank of Greece who were consulted and/or helped with data advice and collection:

E. Emmanouil, G. Hondroyiannis, N. Karabalis, K. Karsikis, A. Manassaki, B. Manessiotis,

B. Rodi, I. Sabethai, N. Tsaveas, P. Tzamourani, G. Zombanakis, and N. Zonzilos.

1. The 3.3 per cent recorded in Table 6-1 for 2000 is an aberration associated with bureau-

cratic delays in the disbursement of funds. See Section III, Step Three. When corrected for

that, the 1999-00 average comes to 4.1 per cent.
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transfers would cause the real exchange rate of the transferee country to

appreciate. This will be labelled hereafter the “classical” analysis or hypoth-

esis.2 It was wholly demand-driven. The Greek case differs in that it has a

supply dimension that would be expected to push the real exchange rate in

the opposite direction. The consequent ambiguous prediction adds some

spice to the empirical investigation.

Section II sets out in very broad strokes some theoretical guidelines. It

has two parts: II.1 covers the classical case and II.2 adds transfer-fuelled

growth. The basic empirical donkey work is done in Section III. It is, unsur-

prisingly, a long section. Section IV draws the basic conclusion and a few

closing observations are made in Section V. The Appendix reports on the

simulation exercise and assesses the consistency of its results with those

obtained through the naked eye analysis.

II. A Theory Primer

For many decades now, the literature on transfer theory and related empir-

ical work has been concerned with the welfare aspects of transfers (Brakman

and Van Marrewijk, 1998), but it was the balance of payments and real exchange

282 JOHN SPRAOS

2. It is classical in that it assigns an important adjustment role to a relative price change

(Viner, 1937, Ch. VI) but, as used here, it allows also for the demand consequences of the income

redistribution effected by the transfer. The usage here comes closest to that of Johnson (1956).

SOURCES: Bank of Greece, Balance of Payments data and (for GDP) Ministry of National Economy (2001). For
GDP in 2000, Ministry of National Economy, Stability and Growth Programme of the Year 2000, 2000-2004.

a. Settlements data. Net transfers = gross inflow minus national contribution to EU budget.
b. See footnote 1.

Table 6-1.  Net EU Transfersa

1981 0.3 1991 4.4 

1982 1.2 1992 4.1

1983 2.0 1993 4.3

1984 1.7 1994 4.3

1985 2.1 1995 4.3

1986 2.9 1996 4.1

1987 3.0 1997 3.8

1988 2.9 1998 3.9

1989 3.8 1999 3.6

1990 3.4 2000 3.3b

Year
Per cent
of GDP Year

Per cent
of GDP
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rate aspects which had earlier preoccupied Keynes, Ohlin, Pigou and others.

The present paper falls in the latter tradition. An extensive literature over

the last thirty years on the so called Dutch Disease has points in common but

is not featured here. (See, however, footnote 6.)

II.1 The Classical Story

The demand-driven classical theory which emerged was perfectly encap-

sulated in a pithy statement by Keynes (1929): “If í1 is taken from you and

given to me and I choose to increase my consumption of precisely the same

goods as those of which you are compelled to diminish yours, there is no

Transfer Problem”. Relative prices stay constant and the external current

account between our respective countries (inclusive of transfers) remains

unchanged. But, typically, our respective consumption habits are biased in

favour of home goods. The transfer, therefore, raises (lowers) the demand

for the transferee (transferor) country’s goods and so the transferee’s rela-

tive prices rise and/or its external current account (inclusive of transfers)

improves. This is the classical prediction, at least for countries which are not

very small and have a reasonably diversified production range, where the

postulated demand bias obtains.

The demand bias, together with an additivity assumption (see below), is

sufficient to lead to the famous and much loved by textbooks (for example,

Winters, 1985) criterion: m + m* < 1 (where m is the marginal propensity

to import and the asterisk denotes the transferor), which says that the sum

of our import changes (my increase and your reduction) falls short of the

transfer and so the transfer generates excess demand for my goods, from

which the real exchange rate/current account result follows.

The additivity assumption is satisfied if my spending stream is increased

and yours decreased by the full amount of the transfer. This may fail to hap-

pen. For example, the transfer may provide finance which substitutes for

other fiscal funding. The data on public investment lend themselves to such

an interpretation (Table 6-2). But offsetting changes under other fiscal

headings can occur. So, in the end, checking for additivity requires answer-

ing the counterfactual question: what would have been the fiscal balance had

there been no transfers? This looks like an unanswerable question, but over

the long term it is not. For the overriding long-term fiscal constraint for

Greece has been the attainment first of the Maastricht Treaty fiscal criterion

(deficit less than 3 per cent) and, subsequently, of the target of the EU
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Stability and Growth Pact (close to balance). This implies that total fiscal

spending could (and, in practice, would) be higher to the full extent of the

transfers, in effect, full additivity.3

A simple formula almost invariably comes at the price of some strong

assumptions. Two need to be highlighted here: (a) only two countries – trans-

284 JOHN SPRAOS

3. The counterfactual is a Budget close to balance but no EU transfers. Note that most

CAP funds do not pass through the Budget. Nevertheless, there could be an associated reduc-

tion in farm support from the Budget (see Table 6-2), but, if so, the macro-additivity argument

would still apply.

SOURCES: Ministry of National Economy, Indroductory Report on the Budget (various issues). Elaboration of
data by Bank of Greece Economic Research Department. Conversion to percentage of GDP based on GDP data
sourced as in Table 6-1.

a. Budget-based data.  Not comparable with Table 6-1 which is settlements-based and net of national contribution
to EU budget.

b. Total public investment minus EU-funded.
c. Total budgetary support minus CAP funds channelled through Budget.

Table 6-2.  EU and National Funding of Public Investment and Agricultural Supporta

Per cent of GDP

Agricultural support

EU-funded
Government-

fundedcEU-funded
Government-

fundedbYear

Public investment

1975 4.2 1.0
1976 4.1 0.9
1977 3.9 0.8
1978 3.7 0.4
1979 3.7 0.5
1980 3.1 0.4
1981 3.7 0.6
1982 3.6 0.4 1.5
1983 4.4 1.4 2.1
1984 4.6 1.2 1.9
1985 4.7 1.6 2.2
1986 4.1 0.4 1.4 3.0
1987 3.7 0.5 1.4 2.9 
1988 3.5 0.5 1.1 2.6
1989 3.5 0.4 1.1 2.9
1990 2.9 0.6 1.1 3.1
1991 3.0 0.7 0.9 3.3
1992 2.9 1.0 0.7 3.3
1993 2.1 1.3 0.7 3.9
1994 2.1 1.2 0.4 3.7
1995 2.4 1.2 0.5 3.1
1996 1.8 1.8 0.6 3.3
1997 1.5 2.1 0.4 2.9
1998 1.4 2.5 0.3 2.6
1999 1.8 2.6 0.3 2.8
2000 1.8 2.8 0.3 2.9

6/SPRAOS 2-10-09 12:17 ™ÂÏ›‰·284



feror and transferee; (b) only one homogeneous product in each country.

These assumptions need to be confronted but with due regard to the need

to keep complications under tight control.

Assumption (a) can be retained, fairly innocuously, by aggregating the

transferor country and the rest of the world (the “transferor” label now

applying to the combined entity), while choosing a real exchange rate index

that has a wide coverage of the transferee’s trading partners and at the same

time focusing on a comprehensive (not a regional) external current account

balance.

Assumption (b) suppresses the useful distinction between tradeables and

non-tradeables, which has been of long standing but acquired pronounced

analytical prominence long after the classical analysis was formulated.

Admitting this distinction adds the relative price between tradeables and

non-tradeables to the terms of trade (previously coterminous with the real

exchange rate) in the price adjustments triggered by the transfers. Much theo-

retical literature of recent decades discards the terms of trade by making

them invariant, thanks to the “small country” assumption. The real exchange

rate then becomes identified with the relative price between tradeables and

non-tradeables. But a small country in this technical sense must be getting

more and more difficult to find, as even primary products are increasingly

branded and as goods go through chains of production and distribution

which are held together by more than price. There is, thus, a role, for both

relative prices.4

In the spirit of the classical analysis, the transferee’s real exchange rate,

which now has two parts, responds to the transfers by appreciating on

account of both: the terms of trade improve and the price of non-tradeables

relatively to tradeables rises. The latter induces resources out of tradeables

and thus contributes to creating the deficit in the external current account

(excluding transfers) that is needed to match the inflow of transfers, bring-

ing about a new equilibrium. But it need not necessarily be the case that

both prices pull in the same direction, a matter that will be considered

below.

The choice of index to represent the real exchange rate is critical. It must

capture both parts. The CPI-deflated real effective exchange rate (REER)

index best fits the bill. It will be designated REER(C).
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4. The relative price of non-tradeables is an average of relative prices vis-à-vis importables

and exportables respectively, with the shares of the last two in the consumption basket or in

GDP acting as implicit weights. As the shares change with changes in the terms of trade, there

is some conceptual fuzziness here that cannot be avoided.
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The REER(C) index fits best but does not fit perfectly. The problem is

that the shares of non-tradeables and importables/exportables in the CPI

index need not coincide with the relative importance of the two relative

prices in the adjustment process (which depends on income and substitution

elasticities as well as shares). If quantification were the object, which it is

not, this would be serious. In a qualitative assessment, which seeks to discern

only the direction of movement, there is no problem if both prices pull in the

same direction, as they do in the scenario of the penultimate paragraph. But,

conceivably, they may not.

This can be seen as follows. Under the small country assumption, a rise

in the relative price of non-tradeables is unambiguously predicted in

response to transfers, given that the terms of trade are firmly tied to

unchanging foreign prices. But suppose that the gravitational pull of foreign

prices is weak and that the propensity to consume non-tradeables out of the

transfers is very low. The terms of trade will then greatly improve (mostly via

a rise in export prices if the transferor is a much bigger country) but the rel-

ative price of non-tradeables could decline. The latter hinders the adjust-

ment process and the improvement in the terms of trade will have to be suf-

ficient to compensate for that. When the parts are properly weighted, the

combined effect shows up as an appreciation of the real exchange rate. But,

with a severe misalignment of weights, the REER (C) index may show a

false negative. (A false negative could also arise from a combination of

terms of trade that deteriorate and a relative price of non-tradeables which

rises.) A false positive is also conceivable. It may be possible to show that

such results are inconsistent with a dynamically stable system [in the sense

of Samuelson (1947, Ch. IX)]. In the meantime, the reservation of a possi-

ble false reading has to be kept in mind, a reservation, however, which rests

on a confection of extreme parameter values.

To keep track of prices of traded goods, a REER index deflated by export

prices will be used in addition to the REER(C) index. This is not in order to

pursue the points raised in the previous paragraph, which are generally too

small to be identifiable, but so that some of the other things that did not stay

equal can be traced through.5
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5. Many other REER indices are published: deflated by the GDP implicit deflator

(European Commission), by the wholesale price index (Bank of Greece; J.P. Morgan) and by

unit labour costs in manufacturing (Bank of Greece; European Commission; IMF; OECD) and

in the whole economy (European Commission). There is also an index deflated by the con-

sumption implicit deflator (European Commission) that correlates reasonably with the

REER(C) indices but, like all the indices computed by the European Commission, does not go

back further than 1983.
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II.2 Transfer-Fuelled-Growth

In the classical analysis no supply shift is generated by the transfers. They

just affect consumption, and the demand-driven mechanism follows from

that. In the context of war reparations, in which the theory was formulated,

this was probably reasonable. But it is insufficient in the present context.

The loosening of the national budget constraint, thanks to the transfers, may

be reflected in higher investment. Indeed, from the mid-1980s, an increas-

ing, and ultimately very substantial, fraction of EU transfers has been tied to

structural projects, including major infrastructural works with big supply-

boosting potential.

Suppose, for the sake of argument, that the entire transfer is fully devoted

to more investment. The classical mechanism is still at work as the invest-

ment outlays translate into household incomes. But, additionally, the growth

rate increases. (Think, if you wish, of an endogenous growth scenario.)

Reverting for the time being to the assumption of one good per country,

supply-propelled growth shifts the transferee’s offer curve outwards: at each

terms of trade (coterminous again with the real exchange rate, while the one

good assumption lasts) more of the transferee’s good is supplied and, thanks

to higher incomes, more of the transferor’s good is demanded, relatively to

the baseline. The transferee’s real exchange rate depreciates and the depre-

ciation is cumulative.

Now bring back non-tradeables. The previous story stands if the shifts in

output (productivity) and in demand are unbiased, i.e. if the transfers-induced

productivity growth is sectorally equiproportionate and all income elasticities

equal one. In such a case the relative price of non-tradeables is not affected

by the growth effect of the transfers, and tradeables and non-tradeables can

be aggregated into one good.

But deviations from the assumption of unbiased growth arise because

productivity rises faster and income elasticity is higher in tradeables than

in non-tradeables. Taking these as stylised facts (though the second can-

not be taken for granted in the case of Greece – see Section III, Step

Four), it is evident that they enhance the depreciating force of the

growth effect on the real exchange rate by boosting the supply of

exportables and the demand for imports. (All this refers to the incre-

mental growth rate generated by the transfers. Of the observed total

growth rate, by far the largest part is exogenous in the present context

and deviations from growth rate norms are addressed in Section III,

Steps Three and Four.)
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Thus, the growth effect, in clearly pushing towards real depreciation,

clashes with the classical hypothesis.6 At this level of abstraction the net

effect is, therefore, ambiguous.

An interesting complication in the EU context is that the release of struc-

tural funds is conditional on national co-financing. The rules are complex

but, ex post, Greek public funds in co-financed projects have reached 60 per

cent of EU funds in recent years.7 At the micro level it seems that the sys-

tem has a built-in super-additivity, yet at the macro level this is not inconsis-

tent with substitution, as projects which would have been financed wholly

domestically are either discarded or switched to co-financing. The evidence

of macro-substitution is rather striking (Table 6-2) and will be given some

emphasis in Section IV. Such substitution reduces the potency of the supply

side and, in thus limiting the magnitude of the growth effect on the real

exchange rate, it creates a certain presumption that the classical effect will

be dominant. (The additivity question looked at from the demand side has

been considered in II.1.)

III. The Naked Eye at Work

In testing with the naked eye whether the classical hypothesis was domi-

nant, four steps need to be taken.

Step One. Calculate the change in the real exchange rate over the rele-

vant period.

Step Two. Make needed adjustments to the measured change.
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6. In the extensive Dutch Disease literature, which deals with a problem analytically close
to that of unilateral transfers, one of the stories that is told is the following. A country becomes
the recipient of a recurrent, foreign currency-denominated, gift of nature, say North Sea oil. Its
real exchange rate appreciates and squeezes its tradeables sector. But tradeables offer scope
for Learning by Doing. This can be captured by relating the growth rate of non-oil GDP to the
share of tradeables in non-oil GDP. As the share in question is reduced by the influx of oil, the
non-oil growth rate declines. (Van Wijnbergen, 1984, was the first to articulate this. But see
Torvik, 2001, who challenges the assumption that Learning by Doing is especially associated
with tradeables.) As this is not consistent with the proposition advanced here —that transfers
raise the growth rate— a few comments may be in order. It is implicit in the said oil story that
nature’s gift is all consumed (or, if invested, its effect on growth is transitory, as in the neo-
classical growth model, and small), whereas here the context is of transfers which, through
investment, accelerate growth. Second, the effect on growth in the oil story is a consequence of
the real exchange rate change that is generated. Therefore, unlike the argument in this paper,
growth cannot affect the direction of the exchange rate.

7. Increasingly, private financing has been pencilled-in in EU-supported projects, rising to
a projected 20 per cent of the total in the third CSF programme (2000-06). Foreign capital is
eligible but so far it has not had a strong presence. Private participation is encouraged by the
EU but, unlike public participation, it is not a requirement.
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Step Three. Correct for incomparabilities at the two ends of the period.

Step Four. Investigate the “other things” which may not have stayed

equal between the two ends.

Step One

As previously indicated, the chosen measure of real exchange rate move-

ments is the REER(C) index. Its path registers vividly a succession of policy

episodes8 since the effective beginning of EU transfers in 1982. But the

episodes have come and gone, they are now water under the bridge. To

bypass them, the change of the REER(C) that will be deemed relevant will

be between a “point” just preceding the start of the EU transfers and the

nearest point to the present. Reliance on a comparison between end points

is not, in general, statistical best practice. But objections would be alleviated

if the end points could be rid of accidental encumbrances. An effort will be

made to do just that. Random disturbances of limited duration will be

(hopefully) smoothed out by averaging over a period of time and identifiable

exceptional phenomena or abnormalities that survive the averaging, includ-

ing deviations from fundamental equilibrium, will be removed or adjusted

for.

It happens that, at the near end, the devaluation of the drachma by 12 per

cent in March 1998 can be construed as aiming at establishing a (central)

parity as close to fundamental equilibrium as it is possible to get, since it was

intended as the parity at which the Greek economy was to be locked-in on

joining the euro area on 01.01.01. Adjusted for certain unintended devia-

tions, the average of the REER(C) index in 1999-00 will be taken, for the

time being, as standing at the (“revealed”) fundamental equilibrium level.

This is convenient for expository reasons and in due course it will be tested

against the criteria for fundamental equilibrium.

The concept of fundamental equilibrium is elusive in practice but, keeping

things at their simplest, it will be taken to mean an exchange rate consistent

with an acceptable external current account balance and a satisfactory growth
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8. In 1982 there was a very big rise in nominal wages accompanied by indexation. This was

followed in 1983-84 by a temporary postponement of the indexing, in turn followed, in late 1985,

by a devaluation of 15 per cent and a severe incomes policy. The incomes policy was relaxed in

1988 and a long period of a hard-drachma policy began, mild at first, but tough by the mid-1990s.

De jure the hard drachma ended in March 1998 with a devaluation of the central parity by 12 per

cent vis-à-vis the prospective euro (later reversed by a quarter), but de facto the drachma

remained above its central parity, though to a decreasing extent, until the end of 2000.
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rate – specifically a deficit of the order of 3 per cent of GDP for the former and

4 per cent for the latter.9 To allow for growth rate enhancement by the EU

transfers, the immediate pre-EU fundamental equilibrium growth rate will be

taken as 3.5 per cent. A 0.5 per cent enhancement is overgenerous10 but for the

credibility of the exercise it will be better to overrate it than to underrate it.

Regrettably, post devaluation, there are no more than two years to be

averaged, 1999-00, in order to smooth out random distortions.11 For sym-

metry, two years will also be averaged at the other end – 1980-81. With a

short averaging period, unsmoothed distortions will intrude more and a

greater burden will be placed on adjusting for them later (Step Three).
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Table 6-3.  Real Effective Exchange Rate Index Deflated by CPI
1990=100

IMF
Bank of
GreeceYearIMF

Bank of
GreeceYear

Bank of
GreeceYear

1980 100.9 102.5 1990 100.0 100.0

1981 106.7 106.1 1991 100.5 101.7

1982 110.8 110.1 1992 103.0 104.0

1983 102.9 101.9 1993 104.3 105.5

1984 100.6 98.8 1994 104.8 106.7

1975 106.0 1985 96.3 95.5 1995 107.6 110.2

1976 105.0 1986 90.1 89.5 1996 112.8 115.1

1977 105.0 1987 91.4 91.5 1997 114.8 116.1

1978 100.0 1988 94.1 93.9 1998 111.6 112.9

1979 103.5 1989 95.4 94.9 1999 112.3 113.1

2000 106.5 106.2

9. In Stability and Growth Programme, 2000-2004 (Ministry of National Economy,

December 2000) the projected GDP growth rate for 2001 to 2004 ranges from 5.0 to 5.5 per

cent but this includes a reduction of one percentage point per year in the unemployment rate,

which is a transitional feature. A four per cent growth rate is widely viewed as the minimum

consistent with the general aspiration to converge in real terms to EU average living standards

at a tolerable pace. The 3 per cent current account deficit is based on the historical experience

of long-term autonomous capital inflow. In the 1980s there was widespread consensus on this;

it is now viewed as more debatable. When a country is a member of a monetary union, the

rationale for a current account condition for fundamental equilibrium rests not on financing

concerns but on the long-run debt burden and on growth and employment concerns.

10. It implies a marginal product ranging from a little under 20 per cent to 50 per cent or

more, depending on whether the gross flow of 1999-00 EU structural funds is taken or the net

increase in public investment. In terms of the calculations which follow, the difference in fun-

damental equilibrium growth rates between the two ends of the period affects the demand side

only. The supply side (productivity effects) is assumed to diffuse itself in the economy and to

be reflected in the REER(C) index regardless of the recorded growth rate.

11. At the time of writing, some data for 2000 consist of estimates made late in that year.
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Two REER(C) indices are on offer, computed by the Bank of Greece and

the IMF respectively. They are set out in full in Table 6-3. Though there are

some differences in the underlying methodologies, they are well correlated,

especially as between the two end-biennia. Nothing is lost in averaging the

two indices in calculating the change between the two ends. The arithmetic

yields between 1980-81 and 1999-00 an average appreciation of 5.2 per cent.
This is the “measured” appreciation.

Step Two

It cannot be presumed that at the near end the level of the REER(C) index

was consistent with the authorities’ fundamental equilibrium exchange rate,

which the devaluation of the drachma’s central rate of March 1998 was intended

to achieve. For the latter was not fully reflected in the recorded nominal effec-

tive exchange rate. This needs to be adjusted for, which means that the change

of the REER(C) between the end-biennia will need to be adjusted.

Three main factors were at work, not all pulling in the same direction.

Pressure for revaluation by Greece’s EU partners was one. As a result, the

central rate of the drachma (at which it was to enter the euro area) was reval-

ued by 3.5 per cent in January 2000. The second was the very large short-term

capital inflow (playing on the convergence of Greek interest rates to EU lev-

els) which forced an appreciation of the drachma to levels above even the

revised central rate by an average (over the two years) of 2.8 per cent.12,13 The

third was the depreciation of the euro, which was not anticipated at the time

of the drachma devaluation in March 1998. A comparison of the European

Commission’s nominal effective exchange rate indices of the drachma vis-à-

vis the euro area on the one hand and vis-à-vis the most comprehensive

grouping of trading partners on the other, reveals a clear difference of the

order of 2 per cent in the change recorded between 1997 and 2000. The last

item goes against the other two, so the net deviation from the intended nom-

inal exchange rate is (3.5+2.8-2.0=) 4.3 per cent. To arrive at the percentage

by which the REER(C) has to be adjusted, it is necessary to scale down the
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12. As it happens, the authorities, after a time, were happy to live with and, when neces-

sary, sustain the overvalued drachma, thus restoring temporarily the hard-drachma policy, as

part of the struggle to attain the Maastricht inflation criterion.

13. This does not mean that the first point did not bite. It did during 2000 by reducing the

depreciation needed to bring the rate to the level at which the euro area was to be entered on

01.01.01. And it did also by affecting the exchange rate expectations that influence the prospec-

tive return on unhedged capital flows.
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4.3 per cent by a factor which, at its lowest, would be the proportion of goods

and services to GDP (28 per cent, excluding excess imports – see Step Three)

and, at its highest, the proportion of tradeables (say, as much as 45 per cent),

giving a range of between 1.2 and 1.9 per cent. The latter allows for a safety

margin, so it will be used to lower the 1999-00 REER (C) index. In conse-

quence the appreciation will be reduced from its measured level to (5.2-1.9=)

3.3 per cent, which is the “adjusted” appreciation and can be presumed to

be more in keeping with the authorities’ intended ultimate result.

It may be helpful to view this adjustment in the context of the big drop in

the REER(C) index by more than 5 per cent between 1999 and 2000 (see

Table 6-3). This reflected in part the gradual convergence of the nominal

exchange rate to its central parity as entry to the euro area approached. As

this was irreversible, the level of the index in 2000 is more representative, in

a fundamental equilibrium perspective, than its level in 1999 and should

carry more weight. The averaging over the two years in Step One was

unweighted. But now the adjustment brings the index closer to the 2000 level

—within one per cent of it— de facto giving to the latter the extra weight it

should properly have.14

A Non-Step

In numerous assessments of REER(C) movements all over the world, the

impact of the Balassa (1964)-Samuelson (1964) (BS) effect has raised its

awkward head. If present, it does not constitute a genuine exchange rate

movement —it can leave its mark on the REER(C) index while not affect-

ing the incentive to move resources between tradeables and non-tradeables

nor the competitiveness of domestic relatively to foreign tradeables— and

needs to be netted out. But to impact on the REER(C) index, the BS effect

must differ between home and abroad, i.e. there must be not only faster pro-

ductivity growth in tradeables than in non-tradeables (against a background

of stable intersectoral wage relativities), but the productivity differential

itself must be different between home and abroad. The latter is an area

where margins are small and hence sensitive to how they are measured. The

positioning of the line between tradeables and non-tradeables presents a dif-

ficult problem at all times but, when it comes to the productivity differential
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14. If the heavy depreciation of the euro persists, the REER(C) index in 2001 will proba-

bly dip below its 2000 level. It is also likely that there will be a cyclical dip associated with the

two-year wage bargaining cycle.
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between them, the faster growth in tradeables is so pronounced that it will

not get lost or reversed by moving the line around plausible positions. In con-

trast, the cross-border differential of productivity differentials is typically

much smaller and is sensitive to the positioning of the line. This is especially

so in the case of Greece.

Swagel (1999), following conventional practice, excludes services from

tradeables and calculates a BS impact on Greece for the years 1990-96 which

would cumulatively raise the REER(C) index by 7.4 per cent. Netting this out

would send the change in the index between 1980-81 and 1999-00 into nega-

tive territory. But, thanks to tourism, Greece’s tradeables have a large services

component. The share of services in Greece’s exports was of the order of 50

per cent in 1999 and 2000.15 Productivity growth in tradeables will be drasti-

cally affected by the inclusion of services (affecting in turn the intersectoral

productivity differential and, in a major way, the differential of differentials).

This can be seen in the following way. In round numbers, the implicit defla-

tor for goods exports rose by 60 per cent in the years 1990-96 —the period of

Swagel’s calculation— and for service exports by 100 per cent.16 Nominal

wages roughly doubled in that time, with relativities changing only a little.17 If

the difference in the deflators was due entirely to productivity growth dispar-

ity, the margin of disparity would be of the order of 25 per cent. Thus, includ-

ing the relevant services in tradeables would clearly make a drastic difference

to all relative productivity calculations. Granted that the true productivity

growth disparity is probably somewhat lower than 25 per cent and that ser-

vices must also be included in the trading partners’ tradeables (but with a

lower weight than for Greece), nevertheless the picture is so radically altered

that Swagel’s estimate of the BS impact is bound to be wiped out. Note that

even if productivity growth in tradeable services matched that in goods, a

doubling of the share in GDP of what are defined as tradeables would reduce

Swagel’s estimate by a quarter; the estimate is quite sensitive to this share. In

this context, observe that by Swagel’s definition (which, as noted, excludes

services) the share of tradeables in Greece is well under 20 per cent. This con-

trasts with De Gregorio et al. (1994), who arrive at a share ranging from 40

per cent to 50 per cent for 14 industrial countries (not including Greece).

Reducing on BS grounds the previously calculated change in the REER(C)

is, thus, a step not to be taken.
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15. Data from the national accounts. The shares were 27 per cent in 1980 and 37 per cent
in 1990. At constant (1995) prices, the corresponding shares were 37 and 40 per cent and, for
2000, 50 per cent.

16. Computed from data in the Ministry of National Economy, 2001.
17. Bank of Greece, Bulletin of Conjunctural Indicators, April 1998, Annex.
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Step Three

As previously noted, in interpreting the change in the REER(C), the

comparability of the initial and terminal biennia is critically important. To

improve comparability, the raw record needs to be adjusted for major acci-

dental distortions which survive the averaging over two years. Components

of aggregate demand with accidental elements, but which do not discrimi-

nate between tradeables and non-tradeables or between home goods and

foreign goods, will not be targeted for individual treatment. They will be

captured by the adjustments that will be made for deviations from the fun-

damental equilibrium growth rate.

The focus will be on the adjustments as they affect the current account

balance. Given the close relation between the real exchange rate and the

current account balance, changes in the former cannot be evaluated inde-

pendently of the position of the latter. Hence, implementing in the best pos-

sible way the required adjustment of the current account balance is of cen-

tral importance.

Biennium 1980-81

In this biennium the current account deficit averaged 5 per cent of GDP

on a settlements basis18 (Table 6-4), well in excess of the fundamental equi-

librium of 3 per cent. But major adjustments are called for because this was

a highly disturbed period, with a very large increase in the price of oil, low

growth in industrial countries and negative growth in Greece. An exacerbat-

ing distortion was the stockpiling of oil in 1981, estimated to have cost 32 bil-

lion drachmas (Bank of Greece, Annual Report 1981, Athens 1982) or 1.3 per

cent of GDP.

The adjustment for the high price of oil is set out in Table 6-5. The price-

related excess percentage of oil to GDP over the average recorded in 1977-

78 (the two nearest “normal” years), corrected for higher than unity income
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18. Here, as elsewhere, (Bank of Greece) data on a settlements basis are being used for the

current account balance. Back in the 1980s they were unquestionably the most reliable but in

recent years they have undergone changes in both data gathering (as exchange control sources

ceased to be available) and in methodology (to bring them into line with current international

practice). The changes are drastic and have created difficulties. But, continuity concerns have

been largely allayed by the closeness of the recorded current account deficits in the two years

(1997-98) for which they are available under both methodologies (Table 6-4). But, for many

individual headings in the current account the definitional changes are major and the discontin-

uities severe.
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elasticity, is deducted from the recorded deficit, which is thus reduced to 2.4

per cent of GDP in 1980 and 2.3 per cent in 1981 (Table 6-5, column 4).

If all the extra spending on fuels (except stockpiling – presumed to be

debt-financed) was switched from other goods and services, a part would

have been from imports. So, when the excess fuel imports are taken out, a

fraction of that should be added to other imports. If, on the other hand, the

extra fuel spending was entirely at the expense of saving, other imports need

not be adjusted. As there is some evidence for the latter19 and as it is expo-

sitionally much simpler, it will be the chosen alternative. This means that the

adjustment for the oil price distortion stops here.

The choice is not, however, critical. The calculation under the other

alternative has been made (but not reported) and it yields an ultimate

result that is little different. And this will be so for any mix of the two alter-

natives. The reason is the following. Any additional imports from the rever-
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SOURCES: Bank of Greece, Balance of Payments data and (for GDP) Ministry of National Economy (2001). For
GDP in 2000, Ministry of National Economy, Stability and Growth Programme of the Year 2000, 2000-2004.

a. Settlements data.  Negative sign indicates deficit.

Table 6-4.  External Current Account Balancea

Year
Per cent
of GDP Year

Per cent
of GDP Year

Per cent of GDP

New
methodology

1981 -5.4 1991 -1.6

1982 -4.1 1992 -2.2

1983 -4.4 1993 -0.4

1984 -5.3 1994 -0.3

1975 -3.9 1985 -8.2 1995 -2.5

1976 -3.5 1986 -3.9 1996 -3.8

1977 -3.5 1987 -2.3 1997 -4.1 -4.1

1978 -2.5 1988 -1.5 1998 -3.2 -3.2

1979 -4.0 1989 -4.0 1999 -4.1

1980 -5.0 1990 -4.4 2000 -6.9

19. The share of private consumption in GDP rose from 64 per cent in both 1977 and 1978

(taken earlier as the nearest normal two years) to 64.9 per cent in 1980 and 66.3 in 1981. But

as 1980-81 was a poor growth biennium —significantly negative growth in 1981 for only the sec-

ond time in more than twenty years— some rise in the consumption ratio would be equally con-

sistent with “permanent income” behaviour à la Friedman (1957) or asymmetric savings behav-

iour over an economic cycle à la Duesenberry (1949). Associated with this will be a widening

of the current account deficit, along the lines of “intertemporal” models of the current account.

But in a non-output-constrained economy, the spillover into deficit is only a fraction of the

extra consumption. As indicated earlier, this, alongside other non-discriminatory aggregate

demand effects, is captured by the adjustment for deviations from the fundamental equilibrium

growth rate.
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sal of expenditure switching (under the first alternative) must be associated

with a concurrent expansion of GDP, since home goods will also be

demanded. Allowing for that, as part of the oil price adjustment, reduces

the correction needed for growth rate deficiency, which will be undertaken

next. The alternative chosen affects the combined adjustment by less than

0.1 per cent.

To proceed now to the adjustment for deficient growth, income elastic-

ities will be postulated which are based on the Garganas macroeconomic
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SOURCES: Bank of Greece, Balance of Payments data, and author’s calculations.
a. Allows for income elasticity of 1.85.
b. Stockpiling (see text).

Table 6-5.  Current Account Adjustment for Exceptional Fuel Price
Per cent of GDP

1980 5.8 2.6 5.0 2.4

1981 6.4 1.8+1.3b 5.4 2.3

Current account balanceNet fuel imports

Adjusted
[(3)–(2)]

(4)
Actual

(3)

Excess over
77-78 averagea

(2)
Actual

(1)Year

SOURCES: Greek GDP and exports and imports: Ministry of National Economy (2001).
GDP of industrial countries: IMF, International Financial Statistics Yearbook.
Income elasticities: based, but with some author’s discretion, on Bank of Greece (1992).

a. Roughly converted to elasticity with respect to GDP from elasticities with respect to other activity variables in
source.

b. Excess fuel cost (column 2 in previous table) is deducted.
c. The closeness of export and import shares in GDP in the 1980-81 biennium is a feature of the national accounts

data which are being used in this table.

Table 6-6.  Adjusting for Growth Deficiency

Industrial
countriesGreece

(1) Actual growth rate, 1980-81 average (in per cent) -0.5 1.4
(2) Assumed equilibrium growth rate (in per cent) 3.5 2.5
(3) Growth rate deficiency [(2)-(1)] 4.0 1.1

Income elasticities 
(4) Exportsa 2.0
(5) Imports 1.3

Shares in GDP, 1980-81 average (in per cent)
(6) Exports of goods and services 24.8c

(7) Imports of goods and servicesb 25.1c

Correction for growth rate deficiency (in per cent of GDP)
(8) Exports [second column of (3)x(4)x(6)] 0.5
(9) Imports [first column of (3)x(5)x(7)] 1.3

(10) External current account balance [(8)-(9)] -0.8
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model of the Bank of Greece20 and the “normal” GDP growth rates to be

assumed are 2.5 per cent for industrial countries (a typical estimate of

growth potential) and 3.5 per cent for Greece (as indicated in Step One).

The arithmetic is set out in Table 6-6 and the result (bottom row) is an

increase of 0.8 per cent of GDP in the current account deficit.

Adding the growth deficiency adjustment to the current account balance,

as corrected for the exceptional oil price, yields an adjusted current account
deficit for the 1980-81 biennium of (0.8+2.3=) 3.1 per cent of GDP,21 mar-
ginally over the 3 per cent deficit criterion for fundamental equilibrium.

As this was calculated in the context of a 3.5 per cent growth rate, which was

postulated as the fundamental equilibrium growth rate for that period, both

criteria are satisfied. So, the bottom line is that the level of the REER (C)
index in 1980-81 constitutes a fundamental equilibrium benchmark for
the real exchange rate. This is to be borne in mind when making compa-

risons with the 1999-00 biennium to which attention turns next.

Biennium 1999-00

With recorded growth rates of 3.4 per cent in 1999 and 4.1 per cent in

2000, there was no big deviation from the 4 per cent growth rate that was

postulated as a fundamental equilibrium criterion for this period and such

as there was (in 1999) will be adjusted for in due course. The big apparent

deviations were in the external current account, with deficits of 4.1 and 6.9

per cent in 1999 and 2000 respectively. But in this biennium too there were

exceptional events —a big rise in the price of oil once again, though more

modest than in 1980-81, and a very large increase in car imports triggered by

two successive reductions of indirect taxes on cars, easier access to consumer

credit and, towards the end of the biennium, substantially lower real inter-

est rates— and they need to be adjusted for. There was also a disbursement

delay with respect to a large sum from the EU.
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20. The name of its architect is attached to the model to distinguish it from the later and

smaller Bank of Greece model that is used in the Appendix. The estimates of the Garganas

model are used here, though they are more than ten years old, because they come from the only

source of comprehensive and internally consistent parameter estimates. References to esti-

mates from other sources are made in footnotes.

21. Brissimis and Leventakis (1989), while not covering services, supply a comprehensive

set of trade-related parameter estimates for goods. Separating goods from services and apply-

ing to the former their elasticity estimates, raises the adjusted deficit to 3.3 per cent of GDP.

Although their individual elasticity values differ considerably from those of the Garganas

model, the differences largely cancel out.
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The oil price rose to $28.4 in 2000, having been no higher than $23 for

nearly 15 years and in most of these years having stood markedly lower. The

big increase in car imports is likely to have been largely a stock adjustment

response. So, adjusting for these two factors is justified on the grounds of

transitoriness. But transitoriness is speculative until borne out by the pas-

sage of time and no time had elapsed at the time of writing. Additionally, a

non-speculative argument, applicable to the oil price and the tax reductions,

runs as follows. Neither the rise in the oil price nor the tax reduction on cars

was within the reference frame of the authorities when arriving at the 12 per

cent devaluation of March 1998.22 As stated earlier, the devaluation is

deemed to have attained a real exchange rate consistent with fundamental

equilibrium, in preparation for euro area entry. Subsequent “surprises” are

not relevant to that, though they will need to be confronted with appropri-

ate measures, in due course, if they persist. Excluding the surprises will be

consistent with what was done in Step Two, where the REER(C) index was

adjusted for unintended nominal exchange rate developments.

The needed adjustment is calculated in Table 6-7. In the alternative sce-

nario an oil price of $18 per barrel is assumed, which is based on the ten year

average oil price prior to 1998, while, with regard to cars, only the expansion

associated with income growth is included, but based on a high income elas-

ticity,23 plus a rise in the dollar unit value to allow for a drift upmarket. (The

latter is less than the recorded rise in 1999-00 which was associated with the

tax cuts.) As there is no evidence of an increase in the share of private con-

sumption in GDP, it is assumed that the higher spending on cars and oil was

a case of expenditure switching. So the adjustment exercise must include

switching back, which means more imports (Table 6-7, column 8) and more

spending on domestic goods. The latter raises the 1999 growth rate by 0.4 of

a percentage point, to 3.8 per cent, which is close to the postulated funda-

mental equilibrium growth rate of 4 per cent, removing the need for any fur-

ther tinkering with GDP in that year. For 2000, on the other hand, the

switching-back effect is aborted. A higher growth rate than the recorded 4.1

per cent would be inconsistent with fundamental equilibrium. The switching

back would have to be met by offsetting, demand-restraining, action. This is

298 JOHN SPRAOS

22. A recourse to an indirect tax cut was in the public domain since the summer of 1997
(Committee on Long-Term Economic Policy, 1997), but the decision to concentrate it mostly
on one product and one which is wholly imported was not taken until much later.

23. Assumed to be 2.5. It compares with 2.96 for cars and motorcycles in the Garganas
(1992) model. Of all the parameter values borrowed from the model, this is the only one that
has been significantly modified. The relevant equation of the model was estimated on 1963-88
data. Since then, growth of car imports has slowed down relatively to GDP on account, inter alia,
of a market saturation effect. The adopted elasticity of 2.5 almost certainly errs on the high side.
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not about opting for aggregate demand fine tuning; it is dictated by the

requirement that the counterfactual must be constrained to a fundamental

equilibrium growth rate.

The total adjustment for the oil and car factors together is given in col-

umn (9) of Table 6-7: 0.5 has to be deducted from the current account deficit

in 1999 and 1.8 in 2000, bringing down the respective deficits to 3.5 and 5.1

per cent of GDP respectively.24

A further adjustment —big but simple to make— relates to the EU trans-

fers themselves. In 2000 the recorded inflow from this source was 3.3 per

cent of GDP. But a sum equal to 1.3 per cent of GDP which was included in

the 2000 budget of both the European Commission and the Greek govern-

ment failed to be transferred within the calendar year. For bureaucratic rea-

sons this happens but usually on a smaller scale. In this instance, three quar-

ters of the overdue sum was transferred in April 2001 and the remainder was

expected before mid-year. Crediting the overdue sum to 2000, where it prop-

erly belongs, lowers further the adjusted deficit for that year to 3.8 per cent

of GDP.25 The average for the biennium is now 3.7 per cent.

Another adjustment is in the opposite direction. Growth rates in the

industrial countries in 1999-00 averaged 3.5 per cent (Table 6-8), one per

cent in excess of the potential growth rate which was postulated earlier. The

removal of this excess reduces Greek exports by 1.0x2.0x0.2 = 0.4 of GDP26

(where the first factor is the excess growth rate abroad, the second is the

income elasticity, as in Table 6-6, and the third is the share of exports of

goods and services in Greek GDP).
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24. The oil price adjustment was alternatively calculated along the lines followed for 1980-81,

where the key feature was the share of oil imports in GDP in the nearest “normal” two years.

Taking these to be 1996-97 —the oil price was abnormally low in 1998— the calculation yielded

a smaller adjustment than in the table but the difference was small and almost wholly accounted

for by the fact that the average price in 1996-97 was $20 per barrel instead of the $18 assumed

in the table.

25. Total EU transfers in 2000, as adjusted, came to 4.6 per cent of GDP. This coincides

with the percentage which comes out when the planned total transfers under the third CSF

programme are averaged over the programme’s seven years (2000-06) and the (roughly

steady) annual sum of agricultural transfers is added. In this calculation annual GDP growth

of 4 per cent is assumed and zero inflation. The growth assumption means that, if distrib-

uted equally over the programme period, the annual average of EU transfers comes to 5.1

per cent of GDP in 2000 and 4.1 per cent in 2006. As broad orders of magnitude, these fig-

ures were known by the autumn of 1997. No account is taken of the penalties levied on

Greece for not having in place an adequate control mechanism for the agricultural grants

and subsidies. The penalties are increased with the passage of time and could become sig-

nificant if the problem is not resolved.

26. It has to be accompanied by compensatory demand expansion at home, to maintain

growth at its fundamental equilibrium rate.
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Adding this to the previous average raises the adjusted deficit for 1999-00

to 4.1 per cent of GDP, or 1.1 per cent in excess of the fundamental equi-

librium level of 3 per cent.

Some excess is to be expected, given that in the biennium there was a

noticeable deviation of the nominal exchange rate from the central parity

established in March 1998. The deviation was described in Step Two and the

REER(C) index was adjusted accordingly. A matching adjustment needs to

be made to the current account balance, to make it commensurate. The

deviation from the central parity set in March 1998 having been estimated at

4.3 per cent (after allowing also for the unexpected depreciation of the

euro), how much smaller would the deficit have been in its absence?

On the “naïve” assumption that the relative prices of exports will fall vis-

à-vis foreign goods and of imports will rise vis-à-vis home goods in propor-

tion to a depreciation of 4.3 per cent and adopting –1.0 and –0.5 as the rel-

ative price elasticities for imports of goods and for exports of goods and ser-

vices respectively, the improvement in the current account will equal 0.6 per

cent of GDP.27

If the relative prices of imports and exports end up by changing by a lesser

proportion because prices are (partly) dragged towards international prices

as the nominal exchange rate changes,28 the demand effect will diminish but,

as an offset, a supply effect will kick-in as resources are switched to exports

and to import substitutes in response to their relative price change vis-à-vis

other home-made goods. One estimate, relating to exports only, suggests

that this supply effect is powerful,29 sufficient to compensate for the dimin-

ished demand effect.

So, a deficit of (4.1-0.6=) 3.5 per cent of GDP is left. In terms of this

paper’s framework, the Greek authorities can be said to have missed the tar-

get of a fundamental equilibrium exchange rate, which they were presumed
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27. In the Garganas model, on which the elasticities are based, there is no elasticity esti-

mate for the import of services because no meaningful price indices for them could be con-

structed. In consequence, zero is assumed here but note that services have a small share in total

imports – 18 per cent most recently. In arriving at the improvement in the current account,

excess imports attributed to the car and oil factors have been deducted from recorded imports.

The higher elasticities obtained by Brissimis and Leventakis (1989) would have yielded a much

higher current account improvement.

28. A depreciation of 10 per cent leads to a reduction in the foreign currency price of

exports by 7 per cent in the Garganas (1992) model, by 6 per cent in Brissimis and Leventakis

(1989) and by 4 per cent in Zombanakis (1997).

29. Brissimis and Leventakis (1989). They estimate an elasticity of 3.0 for the volume of

goods exports with respect to (the component of the Greek wholesale price index known as)

the price of domestically produced goods for home consumption, having controlled for the

price of exports.
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to have set out to achieve with the central rate they set in March 1998 – a

miss by 0.5 per cent of GDP, as measured by the current account balance.

A Like-with-Like Comparison

The miss is small. But, even at only 0.5 per cent of GDP, this deviation

from the fundamental equilibrium level of the current account balance leaves

an element of non-comparability between the end-biennia, given that in

1980-81 the adjusted deficit was very close to 3.0 per cent. The 3.3 per cent

appreciation of the REER(C) index arrived at in Step Two was, thus, not

derived from comparing like with like with respect of the current account. To

address this, some appreciation of the REER(C) index has to be traded off

against the excess deficit. The terms of the trade-off have already been estab-

lished: a 4.3 per cent nominal exchange rate change was (a) translated in Step

Two into a REER(C) change of 1.9 percentage points and (b) calculated as

yielding a change in the deficit (with an opposite sign) of 0.6 per cent of GDP

(see prepenultimate paragraph). (a) and (b) together imply that, to bring the

1999-00 deficit down to 3.0 per cent of GDP, the surrender of two of the 3.3

percentage points of the REER(C) index’s adjusted appreciation (as calcu-

lated in Step Two) will be more than enough. The appreciation which is left

after that is not significant and will be rounded down to zero.

Thus, on a like-with-like comparison, the result is that there is no
change in the REER(C) index between the two biennia.

In Step Four the other things that did not stay equal between the two

biennia will be addressed. They will be critical to the ultimate conclusion,

given that, in entering the last lap, a zero appreciation of the REER(C) is

being carried forward.

Step Four

Before turning to the other things in earnest, it may be helpful to indicate

the drift of the argument. If the other things, which changed between the end-

biennia, tended to push towards real depreciation, the fact that the REER(C)

index shows zero change would imply the presence of an appreciating influ-

ence and would be consistent (or, more austerely, not inconsistent) with the

EU transfers having played this role, in line with the classical hypothesis.

The argument will proceed by looking first at the broad headings of the

external current account and will then visit the tradeables/non-tradeables front.
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Of course, a hundred and one other things have not remained equal over

the two decades. To attempt to trace them one by one will be (to paraphrase a

saying) worse than foolish, it will be over-ambitious. In a disaggregation that is

deliberately parsimonious but also very convenient, a separation will be made

between goods and services, which are, broadly speaking, price-sensitive, and

the other items in the current account —incomes and transfers— which are

not. The latter will be referred to as autonomous. Any shifts in the demand for,

or supply of, goods and services or any changes in the autonomous items must

be accommodated by the goods and services component of the current account

via equilibrating price movements. Establishing the direction which these

movements would have had to take, as a result of the changes, is the objective.

The much bigger cumulative growth of GDP abroad than in Greece —55

per cent in EU countries and 72 per cent in industrial countries as a whole

EU Transfers and Greece’s Real Exchange Rate: A Naked Eye View 303

SOURCES: Greece: as for GDP data in Table 6-1. EU: OECD, Economic Outlook, December 1996 (for 1980-83)
and December 2000. Industrial countries: IMF, International Financial Statistics Yearbook, 2000.

a. Group comprises EU members, Iceland, Norway, Switzerland, USA, Canada, Japan, Australia and New Zea-
land.

b. Calculated from column (4).
c. Author’s estimate.

Table 6-8.  GDP Growth: Greece, EU, Industrial Countries

1980 93.4 0.7 78.9 1.4 74.5 1.0

1981 91.9 -1.6 79.0 0.1 75.7 1.6

1982 90.9 -1.1 79,7 0.9 75.6 -0.1

1983 89.9 -1.1 81.1 1.7 77.8 2.9

1984 91.7 2.0 83.0 2.4 81.6 4.8

1985 94.0 2.5 85.2 2.6 84.6 3.7

1986 94.5 0.5 87.5 2.8 87.1 3.0

1987 92.4 -2.3 90.1 2.9 90.0 3.3

1988 96.3 4.3 93.8 4.1 93.9 4.4

1989 100.0 3.8 97.1 3.5 97.4 3.6

1990 100.0 0.0 100.0 3.0 100.0 2.7

1991 103.1 3.1 101.8 1.8 101.5 1.5

1992 103.8 0.7 102.9 1.1 103.4 1.8

1993 102.2 -1.6 102.5 -0.4 104.6 1.2

1994 104.2 2.0 105.3 2.7 107.8 3.1

1995 106.4 2.1 107.8 2.4 110.4 2.4

1996 108.9 2.4 109.6 1.7 113.6 2.9

1997 112.7 3.5 112.4 2.5 117.1 3.1

1998 116.2 3.1 115.4 2.7 120.0 2.5

1999 120.1 3.4 118.2 2.4 124.1 3.4

2000 125.0 4.1 122.1 3.3c 128.5c 3.6

Per cent 
(6)

1990=100 
(5)

European UnionGreece Industrial countriesa

Per cent 
(4)

1990=100b

(3)
Per cent 

(2)Year
1990=100 

(1)
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between 1980-81 and 1999-00, against 34 per cent in Greece (Table 6-8)—

conjures an image of the foreign offer curve shifting outwards faster than the

Greek offer curve, thereby exerting pressure for real appreciation in Greece.

But the story on the ground is different. The market share of Greek exports

has shrunk (Table 6-9, column 5). Although some of the damage has been

repaired since 1997, the market share index stood lower in 1999-00 than in

any year in the 1980s and much lower —by about a quarter— than in 1980-81.

There was clearly a failure to reap the full benefits of expansion abroad. The

other side of the same coin is observed on the import side. Measured from

304 JOHN SPRAOS

SOURCES: Column (1): IMF (supplied by Greek desk).
Columns (2) and (4): as for GDP in Table 6-1.
Column (6): European Commission, Price and Cost Competitiveness.

a. National accounts data.
b. Weighted by shares in Greek exports.
c. REER deflated by price deflator for exports of goods and services.  In the source, base year for (a) is 1987 and

for (b) 1992.
d. See footnote 30.

Table 6-9.  Imports and Exports of Goods and Servicesa: Greece’s Relative Record
1990=100

ExportsImports

(at constant prices)

Relative
pricec

(6)

Market
share

[(4)/(1)]
(5)

Greece
(at constant

prices)
(4)

Relative
record

[(2)/(1)]
(3)

Greece
(2)

Greece’s
partnersb

(1)Year

(a) (b)

1980 64.3 61.5 95.3 87.1 135.5

1981 65.1 65.5 100.6 94.4 145.0

1982 64.2 63.8 98.3 78.9 122.9

1983 65.9 65.5 99.4 74.2 112.6 128.9

1984 70.8 64.1 90.5 82.4 116.4 121.3

1985 72.8 66.9 91.9 83.9 115.2 115.9

1986 74.7 76.2 102.0 98.0 131.2 106.7

1987 79.4 77.8 98.0 103.8 130.7 103.1

1988 86.9 83.5 96.1 101.6 116.9 101.5 96.1

1989 94.0 92.3 98.2 103.6 110.2 100.0 95.0

1990 100.0 100.0 100.0 100.0 100.0 100.0 100.0

1991 102.7 105.8 103.0 104.1 101.4 96.3 100.1

1992 115.9 107.0 92.3 114.6 98.9 96.8 101.9

1993 115.0 107.6 93.7 111.6 97.0 94.9 99.8

1994 120.8 109.3 90.5 119.8 99.2 94.7 100.6

1995 132.6 119.0 89.7 123.4 93.1 95.2 103.2

1996 135.7 127.4 93.9 127.7 94.1 106.5

1997 143.0 145.1 101.5 150.9 105.5 106.6

1998 153.6 161.5 105.1 159.9 104.1 104.4

1999 158.2 167.8 106.1d 170.3 107.6 106.9

2000 171.4 180.2 105.1d 183.9 107.3 102.0
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the 1980-81 average to the 1999-00 average, Greek imports rose faster than

trading partners’ imports. The difference was not big30 but what is striking is

that it should happen in the context of relative growth figures such as those

just quoted.31 At the same time, the price of Greek exports relatively to trad-

ing partners’ exports has fallen or at best not risen between the early 1980s

and the most recent years (Table 6-9, column 6).32

Inferior performance in terms of export volume, combined with falling or

non-rising relative price, points to laggard demand growth as the dominant

influence in Greek exportables (eclipsing supply shifts). There are a number

of considerations which can reconcile this with faster GDP growth abroad.

Non-price factors —quality, marketing etc.— and high vulnerability of Greek

tradeables to competition from industrialising countries can be cited. An

additional point of some importance is the phasing out of protection in the

years 1987-92. Tariffs on imports were reduced by an average of 8.6 per-

centage points over all goods imports (Georgacopoulos, 1993) and subsidies

to exports by 15.6 percentage points (Maroulis, 1992).

Whatever the reason, a demand drift away from Greek goods and services

(in the aggregate) as a dominant factor seems unmistakeable. Clearly it exerted

an influence towards real depreciation. This is an important point to retain.

Turn to the autonomous items: cross-border income flows and private

transfers. The relevant data from the National Accounts are set out in Table

6-10. Private transfers (in the shape of emigrants’ remittances) have been very

substantial in Greece’s balance of payments accounts for a very long time. On

incomplete data, the inflow at the near end could be 0.6 of a percentage point

of GDP higher than in 1980-81. But net income flows declined by about the

same amount. The combined change is clearly negligible. Settlements data,

however, suggest that the net change in the autonomous items was negative.

While, as noted earlier (footnote 18), individual current account items on

a settlements basis are subject to discontinuity problems, this does not apply

to emigrants’ remittances: they show little change between the two biennia
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30. When excess car imports, as computed in Table 6-5 in Step Three, are excluded, the
two bottom rows of Table 6-9, column (3) become 103.7 and 102.2. There is no case for exclud-
ing excess oil imports because the phenomenon was shared with other countries.

31. The aggregation of goods and services risks creating misleading artefacts about volume
change in the aggregate entity because the much faster increase in the price of services gives
rise to substantially different price weights, depending on the base year chosen. Goods and
services were therefore separated on the Greek side and reaggregated with weights from some
alternative years. It made no significant difference.

32. The wording is hedged, the statistical evidence being somewhat hazy because the series
starts only in 1983 and is subject to a major discontinuity. Effectively, though, the evidence is
more emphatic than it looks because services, which rise faster in price on account of lower
productivity growth than in goods, have a high share in Greek exports.
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(Table 6-10). Investment incomes (interest, dividends and profits) are also

largely free of discontinuities and here too the 1980-81 and 1999-00 levels are

closely matched (Table 6-10). Seamen’s remitted earnings, however, used to

be buried under “transportation” and here the discontinuity is pronounced

(data not tabulated). But it is known that this important item has been on the

decline. Hence, on balance, the settlements data point towards a negative

change in the autonomous items. So, the autonomous flows (other than EU

transfers) were either neutral (national accounts data) or they contributed a

depreciating influence to the real exchange rate (settlements data).

Overall, the current account items pushed towards real depreciation.
The contribution of goods and services stands out in that respect but rein-

forced, perhaps, by the autonomous items.

306 JOHN SPRAOS

SOURCES: First two columns: as for GDP data in Table 6-1. 
Last two columns: Bank of Greece.

a. Negative sign indicates outflow.

Table 6-10.  Net Private Transfers and Cross-Border Incomes
Per cent of GDP

New
metho-
dology

Interest, dividends
and profitsa

New
metho-
dology

Emigrants’
remittances

Incomes
Private

transfersYear

Settlements dataNational income data

1980 2.3 3.5 2.2 -0.6

1981 2.2 3.0 2.4 -1.3

1982 1.9 3.2 2.2 -1.4

1983 2.2 2.8 2.2 -1.9

1984 2.3 1.7 2.2 -2.3

1985 1.8 1.4 1.9 -2.8

1986 2.0 0.8 2.0 -2.6

1987 2.6 1.4 2.4 -2.5

1988 3.0 1.2 2.6 -2.3

1989 2.6 1.4 2.0 -2.3

1990 2.7 2.7 2.2 -2.0

1991 2.9 3.1 2.4 -1.8

1992 2.9 3.4 2.4 -2.0

1993 2.8 3.1 2.6 -1.6

1994 2.9 3.1 2.6 -1.3

1995 3.1 3.2 2.6 -1.3

1996 2.9 2.8 2.4 -1.6

1997 2.9 2.3 2.4 2.4 -1.3 -1.3

1998 3.1 2.6 2.7 -1.3

1999 2.9 2.6 2.2 -0.8

2000 2.8 2.3 -1.1
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Just one other thing of major relevance remains to be looked at. A

demand shift from tradeables to non-tradeables could raise the relative price

of the latter and cause the REER(C) index to appreciate. Of course, this

refers to an exogenous shift, not to an endogenous switch that could be gen-

erated by the chain of events unleashed by the EU transfers. It is not an easy

subject to tackle but some strong pointers stand out.

To push the REER(C) towards appreciation, it is not sufficient that there

be a demand shift towards non-tradeables in Greece; it needs to be bigger in

Greece than the corresponding shift in its trading partners. This could hap-

pen (a) because of a more pronounced change of tastes in favour of non-

tradeables in Greece. But in a world of globalised fashions the presumption

must be against it.33 It could happen (b) because, with income growth

assumed equal, income elasticities differ from unity and also differ between

home and abroad.34 A higher than unity income elasticity for non-tradeables

is usually inferred from evidence relating to services (Bergstrand, 1991). The

legitimacy of the inference is open to question when, as in Greece, services

are very important in tradeables35 but, at the least, high service intensity of

exportables suggests a lower income elasticity for non-tradeables in Greece

than in its trading partners, sending the relative demand shift between trade-

ables and non-tradeables in the wrong direction, as income grows. And it

could happen (c) because rates of real income growth differ between home

and abroad. Under identical but above unity income elasticities for non-

tradeables, the country/region with the smaller growth of income per head

will experience the lesser shift of demand towards non-tradeables. Here the

story is quite unambiguous: the World Bank calculates (World Develop-

ment Report 2000/2001) that between 1980 and 1998 private consumption

per capita grew at an average annual rate of 1.9 per cent in Greece against
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33. To illustrate: if, thanks to the globalisation of fashion, there is a probability of 1/3 that

there will be no relative change of taste, while a relative change in either direction is equiprob-

able (1/3, 1/3), the probability against a more pronounced shift towards non-tradeables in

Greece would be 2/3.

34. This is not inconsistent with globalised fashions. Tastes, as represented by utility func-

tions, can be identical but income elasticities will differ if the utility functions are non-homo-

thetic and incomes are different. Income elasticities can also differ if the boundary between

tradeables and non-tradeables is not located identically at home and abroad, which, in the con-

text of Greece, is not unimportant because of the country’s high share of services in tradeables.

The second reason is abstracted from in (a) but, if it were allowed for, it would strengthen the

point being made there.

35. De Gregorio et al. (1994) offer an a priori argument for a higher than unity income elas-

ticity for non-tradeables that does not hinge on services being excluded from tradeables and

they obtain a result which they interpret as empirical confirmation. But see comments by de

Menil (1994).
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2.2 per cent in “high income countries” (USD 9,266 per capita or more), giv-

ing cumulative rises of 40 per cent and 48 per cent respectively. Finally, the

fact that Greece’s imports grew faster than imports in the industrial coun-

tries despite its lower GDP growth, while not conclusive in itself, suggests

the unlikelihood of a bigger shift of demand towards non-tradeables in

Greece than abroad.

Cumulatively these points imply with some force that the influences which
operated in the tradeables/non-tradeables interface did not contribute to
an appreciation of the REER(C) index, rather the reverse. This too is

important and needs to be carried forward to the finale in the next section.

IV. What Has Been Sighted

The conclusion can be simply drawn. The adjusted REER(C) index

shows no change between the biennium that immediately preceded the

effective start of EU transfers (1980-81) and the biennium which is the most

recent at the time of writing (1999-00). This result is not vitiated by incom-

parabilities between the two biennia; adjustments were made with the aim

of getting as close as possible to comparisons of like with like. Other things

(other than EU transfers) did not stay equal in the long interval between the

two biennia, but an examination of all the major aggregates in the external

current account established clearly that a depreciating influence had been

exerted on the REER(C) index from that source. This was not offset and

was probably reinforced by the influence emanating from the tradeables/

non-tradeables interface. To offset the depreciating influence, some other

factor must have been at work. The EU transfers, as the residual factor, can

lay a claim on this role. In conventional language, the evidence is consistent
(or not inconsistent) with the EU transfers having exerted an appreciating
influence on the real exchange rate. This is in keeping with the classical
hypothesis. The growth effect, presumed to have been pushing in the oppo-
site direction, has been outweighed.

Naked eye methodology does not lend itself to tests of robustness but in

a number of stages the evidence was handled conservatively to create a mar-

gin of safety. Nevertheless, the conclusion must be treated with due caution.

In Step Three of Section III, fundamental equilibrium counterfactuals were

created and there is always an element of art in counterfactual creations.

The conclusion relates, of course, to a specific context. It may not gene-

ralise. It is only in the last couple of years that as much as half of the (gross)

inflow of EU funds was attached to structural projects and, as previously
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noted, they were under-additive: total public investment in the two years,

1999-00, was higher by less than 1.5 percentage points of GDP than in the

biennium prior to EU access (1980-81), when structural funding by the EU

in 1999-00 reached nearly three percentage points of GDP (Table 6-2). It is

not possible to say how much of this was strict substitution, since there was

fiscal tightening going on at the same time. Moreover, the substitution pro-

cess became (after some notable hiccups) efficiency-enhancing, as more pro-

ductive displaced less productive projects. Nevertheless, if all EU transfers

were project-oriented and there was no substitution, the growth effect on the

real exchange rate would have been bigger and the net result could have

been different. And it could have been different if the growth enhancing

transfers had been running for longer. This is important because, while the

growth effect on the real exchange rate can be expected to be low each year,

it is cumulative. But project-oriented funds exceeded a quarter of farm grants

and subsidies for the first time only in 1992 and one half in 1996. Bearing in

mind the early inefficiencies and the long time-lags in infrastructural proj-

ects, it is evident that the growth effect has not been cumulating for long.

An important specificity on the demand side, with substantial result-influ-

encing potential, is the fact that the marginal propensity of Greece’s part-

ners as a whole to import from Greece must be very small because of

Greece’s small size. This means that, in the formula in II.1, m* is close to

zero, making the demand-driven effect of the transfers more emphatic and

thus helping the classical hypothesis to dominate.

V. Closing Observations

On the evidence of the naked eye, Greece has made a double gain: directly

from the resources transferred and indirectly from the appreciation of the

real exchange rate.36 This matches the argument, prominent in the discus-

sions of the 1920s and 1930s, that war reparations implied a double loss for

Germany. The question of how well the extra resources were used was not

in the remit of this paper. In using them, initially, to prolong, in effect, an
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36. Had the growth effect dominated, the consequent depreciation of the real exchange

rate would have had higher productivity growth on the other side of the balance sheet. While

immiserising growth can be easily conceived in other circumstances, it is difficult, though not

impossible, to conceive when unilateral transfers are the initiating factor. The welfare-reduc-

ing scenaria which abound in the literature on aid to developing countries are usually associated

not with immiserising growth but with growth failing to materialise due to poor governance,

non-additivity, etc.
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ultimately unsustainable, consumption-promoting, fiscal deficit and in run-

ning into clear inefficiencies in the early years of the structural programmes,

the nth best use (n>3) of a good part of the transferred resources can hardly

be denied. Matters have improved since. But the ultimate gain and loss bal-

ance cannot be struck until, in the fullness of time, it is known how well

Greece adjusts to the (remote but ultimately certain) winding down of the

EU transfers.

Inevitably, given its unconventional methodology, this paper is about the

method almost as much as it is about the EU transfers. Since, for the rea-

sons stated in the Introduction, the use of econometrics would be suspect in

this case, it is worth knowing that some mileage can be gained through the

naked eye approach.

The methodology requires attention to much detail. This is an advantage

because it gives a feel for the situation on the ground, an advantage often

foregone in quick number-crunching exercises.

The naked eye view is supplemented by a simulation exercise in the

Appendix. It has been undertaken in a Bank of Greece middle-sized model.

Broadly the results are not inconsistent with the conclusion arrived at via the

naked eye.

Appendix: A Simulation Exercise: Greece without EU Transfers,
2000-06

(The simulation was undertaken by Panayiota Tzamourani and Nikos

Zonzilos of the Bank of Greece. The author bears sole responsibility for the

commentary.)

In the main text the question posed was what was the effect of adding

EU transfers to the Greek economy, with the focus on the real exchange

rate. Here the question is reversed: what is the effect of subtracting all EU

transfers from the economy over the period of the third CSF (CSF3) pro-

gramme, 2000-06?

In the baseline, the model —a medium-sized model developed by the

econometric forecasting unit of the Bank of Greece— incorporates EU

transfers, allocated to sectors/activities in accordance with the details of the

CSF3 programme and also to farmers as income support. The model gene-

rates forecasts for a large number of variables. But the deviations from the

baseline, under a no-transfers scenario, which will be reported here, are a

bare minimum because the simulation plays just an auxiliary role. It is expected

that a full paper focused on simulations will be generated in due course.
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The following assumptions, consequential on the withdrawal of all EU

transfers, have been made:

(1) EU-financed structural spending is not substituted by other budget-

financed expenditure;

(2) half the EU-financed income support for farmers is substituted by

national (budgetary) financing;

(3) to maintain fiscal balance, the extra spending on (2) is offset by a

reduction in non-EU budget-financed investment;

(4) private investment which is programmed to be associated with EU-

financed projects is reduced by half.

The fiscal constraint incorporated in (3) is a requirement of the EU’s

Stability and Growth Pact. The other assumptions are arbitrary but are

designed to reflect some political realities. Cuts in investment are politically

the easiest to make. This is reflected in assumptions (1) and (3), while

assumption (2) reflects the fact that reducing farmers’ support is less easy.

The structural component of EU transfers is substantially higher in the

period of CSF3 than in earlier periods. Together with the investment

assumption incorporated in (3), it must lead to the growth effect on the real

exchange rate having an increased role compared to earlier periods.

The deviations from the baseline under the no-transfers scenario are set

out in Table 6A-1. The change in the real exchange rate can be read directly

from the inflation row since the exchange rate of the euro is not affected

(Greece cannot influence it), the effective exchange rate is equally unaffected

and at the same time foreign price levels also stay at the baseline level. The

inflation rate quoted in the table is measured by the private consumption

deflator. The sign attached to inflation is negative, signifying a real depreci-

ation. This is in keeping with the hypothesis of the main text –that the

demand-driven classical effect dominates.

Note, however, that the model, in common with most models of its kind,

does not incorporate a direct link between investment and total factor pro-
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Table 6A-1.  Scenario with no EU Transfers
Deviations from baseline

2006200520042003200220012000

Real GDP (per cent) -4.27 -4.49 -5.04 -5.48 -5.79 -6.01 -6.19

Inflation rate (difference) 0.01 -0.007 -0.015 -0.030 -0.048 -0.070 -0.092

Current account as 

per cent of GDP (difference) 1.38 1.77 1.91 1.98 2.05 2.13 2.20
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ductivity. The latter is changed exogenously to reflect a guesstimate of the

investment-productivity relation. The exogenous productivity growth affects

the price level via the price equation. This is how the growth (or supply-side)

effect impacts on the real exchange rate. Under the assumptions underlying

the table, its price-raising implications, following the withdrawal of all EU

transfers, are outweighed by the price-lowering demand-side effect. But the

balance is very narrow and the negative sign of the inflation rate is not

robust. It turns positive with a modest change in the exogenous intervention.

Nevertheless, the message is still strongly consistent with the hypothesised

dominance of the classical effect. The evidence lies in the external current

account balance. The balance recorded in the table improves by some two

per cent of GDP but this is the balance in goods and services. The overall

current account balance, including transfers, experiences a substantial dete-

rioration, given that EU transfers of the order of 4 per cent of GDP are

being withdrawn. Implicit in the external deficit is a significant real depreci-

ation; it is needed to restore equilibrium. By its size, this is the dominant, the

overriding, feature and remains that way for any variations of total factor

productivity that can be reasonably inserted to reflect (the withdrawal of)

EU structural funding.

The combination of a small relative price change and a large current

account deficit is understandable. The model, having had its parameters

estimated from data covering a period during most of which a flexible nom-

inal exchange rate performed an equilibrating function, is prone to switch to

volume changes when the exchange rate cannot be manipulated under a cur-

rency union. This is reflected in the big drop in real GDP —four per cent in

the first year— as well as in the current account imbalance.
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Comment by Apostolis Philippopoulos

I. Introduction

Professor Spraos has written a stimulating and ambitious paper on a hot

issue: the effects of transfer payments from the European Union (EU) on

Greece’s exchange rate in particular, and the macro-economy in general.

This is an important issue both from a theory and a policy point of view. In

addition, there has been a long and lively debate in the Greek press and

mass media about the use of those transfer payments.

Before we start, some institutional information is necessary (see Christo-

doulakis and Kalyvitis, 2001, for details): Most of the transfer payments have

been channelled to Greece through the Community Support Framework

(CSF) and, to a smaller extent, through the Cohesion Fund of the EU. The

second CSF took place during 1994-2000 and its scale was much larger than

the first one, which took place during 1989-1993. Before 1989, most of EU

transfers were used for support of agricultural income and rural areas.

This note is organised as follows. Section II summarises the methodolo-

gy and the results of John Spraos’ paper. Section III makes some critical

remarks. Section IV adds some politico-economic effects, which may weaken

the positive impact of EU transfers. A short conclusion will summarise.

II. Methodology and Main Results of the Paper

We first list the main direct macroeconomic effects on the recipient coun-

try. Foreign aid and transfer payments are expected to have both demand and

supply effects. Demand-side effects include increases in income of house-

holds and firms involved. They also include substitution effects towards con-

sumption expenditure, as well as crowding-out effects due to higher interest

rates and exchange rate appreciation. Supply-side effects arise when better

infrastructure and training provide positive externalities to microeconomic

factors, and hence increase their productivity.

John Spraos distinguishes, explicitly or implicitly, the following four effects:

(a) The “classical transfer effect”: If the transferee’s consumption basket is

biased toward goods produced by itself, the transfer payment increases the
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demand for home products and this results in a real exchange rate appreci-

ation that crowds out net exports. (b) The “Dutch disease effect”: The

increase in wealth leads to an increase in the demand for services and con-

sumer goods. The price of services relative to manufactures will rise. Also,

the price of domestically produced manufactures will rise relative to foreign

ones. The resulting increased demand for services, and the real exchange

rate appreciation, will shift resources out of manufacturing and into servic-

es. This implies short-term adjustment and distribution problems.37 (c)

“Supply-side effects”: If transfer payments are used to finance infrastructure

and training, this will generate positive externalities to private firms and

households, and hence stimulate economic growth.38 (d) If transfer pay-

ments stimulate economic growth, we might also have “growth transfer

effects”. That is, higher growth leads to higher demand for imports, higher

supply of home goods offered for exports, and this can cause a real exchange

rate depreciation.

Professor Spraos has focused on demand-side effects. In particular, in

order to explain the stylised facts of the Greek economy since the early

1980s, he uses the predictions of the effects (a), (b) and (d) listed above. By

using these theoretical tools, he then gives the following interpretation (we

focus on the period after 1987).

The Sub-Period 1987-1993

The main stylised facts during this sub-period are: (i) Increasing EU

transfers with emphasis on agriculture. (ii) Low economic growth. (iii) Real

exchange rate appreciation of the Greek drachma. (iv) Smaller current

account deficits.

The interpretation offered by the paper is: (a) These facts are consistent

with the classical effect above. (b) The narrowing of fiscal deficits helped to

improve the current account and this caused a real exchange rate apprecia-

tion.39 (c) Real exchange appreciation became stronger due to the hard-

drachma policy followed by the Bank of Greece. The author emphasises the

importance of (a) during that early sub-period.
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37. See, for instance, the case of the UK after the North Sea oil effect in the 1980s (Bean,

1987).

38. See Barro’s (1990) influential model of endogenous growth generated by public pro-

duction services.

39. See the Mundell-Fleming model with fixed nominal exchange rates and less than full

capital mobility.
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The Sub-Period 1994-Today

The main stylised facts during this sub-period are: (i) EU transfers

stopped to increase, but they remained at a high level; however, the empha-

sis now is on infrastructure development projects. (ii) Higher economic

growth. (iii) Again, the real exchange rate appreciated. (iv) Clearer reversal

of fiscal deficits.

Then, the interpretation offered by the paper is: (a) EU transfers stimu-

late economic growth (see the growth effect above). (b) The hard-drachma

policy can explain the real exchange rate appreciation. (c) There is evidence

of the Balassa effect. The author emphasises the importance of (a) and (b)

during this sub-period.

III. Critical Remarks

I think that the paper suffers from three things:

(i) The author has focused on demand-side effects. This is a pity because

(as argued above) the main purpose of EU transfers has been to finance

infrastructure projects in most main areas of economic activity and improve

the quality of human capital via training. Positive supply-side effects are

therefore the main goal of EU transfers.

(ii) Econometric work is needed to check the relative importance and dura-

tion of different effects, channels and causalities. At the moment, as the author

himself admits, there is only a “naked eye” analysis. But this can lead to inac-

curate conclusions and policy recipes. For instance, what caused the observed

real exchange rate appreciation? Was it the demand-side effects, the hard-

drachma policy, or simply the relatively high rate of domestic price inflation?

These are important questions, whose answer requires formal econometric test-

ing. Here, there is already some work done. For instance, Pereira (1997) has

calculated the impact of EU transfers on the balance of payments of four recip-

ient countries by using a numerical analysis. Also, Christodoulakis and Kalyvitis

(2001) have simulated a macroeconomic model for Greece for the time-period

in question and their results show that, while demand-side effects are very

soon evaporated and can be even negative for some types of transfers,40 sup-

ply-side effects are expected to have more long-lasting positive effects.
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40. This was clearly true during the early period, when EU funds were allocated to small,

uncoordinated projects, and the main aim was just to absorb the funds rather than how to use

them productively. See Christodoulakis and Kalyvitis (2001).
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(iii) Even if one takes into account the possible supply-side effects in a

proper macro-econometric study (see Christodoulakis and Kalyvitis, 2001),

there are other indirect politico-economic effects, which I think are equally

important and can weaken the positive impact of supply-side effects in the

medium-run. We discuss these effects in the next section.

IV. Politico-Economic Effects

Let us start with a seemingly trivial question “Does the Greek economy

really need these Structural Funds?” Although this sounds to be just a

rhetorical question, its careful answer can help us to understand better the

effects of EU transfers. Basically, this is a question about the rationale of

foreign transfers. We know from economic theory that when there are mar-

ket failures (e.g. externalities, public goods, monopolistic structures, influ-

ential lobbies, rent-seeking activities), policy intervention is needed to cor-

rect these failures, and EU transfers can play this very important role.

Actually, in the case of Greece, there is a clear list of market failures that call

for policy intervention. These include the poor condition of infrastructure,

the inadequate capital formation in the private sector, the poor quality of

education and training, the backwardness of the public sector, etc. (see

Christodoulakis and Kalyvitis, 2001, p. xii).41 Then, EU transfers can be a

heaven-sent opportunity for correcting these market failures, e.g. for mod-

ernising infrastructure, the industry and the human capital.

Therefore, there is little doubt about the existence of market failures, and

hence the rationale of EU transfers, in the Greek case. However, I believe that

attention should be also given to their effectiveness (see Rodrik, 1997, p. 424).

Then, in addition to the demand and supply effects analysed above, the effec-

tiveness of transfers depends also on the existing politico-economic environment.

The issue of effectiveness of transfers is strongly related to the so-called

policy failures. The general idea is that, while government intervention is

needed to correct market failures, it also implies its own inefficiencies and

hence leads to its own failures, called policy failures (e.g. pre-election eupho-

ria, rent-seeking bureaucracies, political corruption).42 Therefore, there is a
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41. The same authors also point out on p. 86 in their book that “in the case of Greece, aid

via Structural Funds, is of critical importance for achieving the goal of growth and real con-

vergence with the rest of European countries, and this is because the private sector would never

engage in financing the large-scale infrastructure investment that is required”.

42. See e.g. Alesina (1999), Persson and Tabellini (1999) and Drazen (2000). Thus, politi-

cal competition between selfish politicians cannot lead to efficient policies.
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tradeoff between greater efficiency obtained by allowing powerful policy

instruments to policymakers and less power by restricting on the contrary

those instruments. It is this tradeoff that determines the optimal size and

roles of the government.43 To understand this tradeoff, and hence the design

of optimal policies, one has to understand the interaction among the various

economic agents involved. This basically requires to understand their incen-

tives. After all “the political economy is ... the study of the incentive prob-

lems due to delegation of economic policy to politicians treated as economic

agents” (see Laffont, 1999, p. 668).

I believe that these general politico-economic lessons are very much related

to the effectiveness of EU transfers in the Greek case. In Greece, the public

sector was already “too big” (measured not only by the government expendi-

ture-to-GDP ratio but also by its role and bureaucratic structure). There is,

for instance, econometric evidence of policy failures in the form of short-

sighted policies from the society’s point of view.44 For a country that already

had a relatively big government sector, further increases —implied by EU

transfers— in the size and role of government can further increase the exist-

ing policy failures and hence reduce the effectiveness of EU transfers.

Here are some examples of policy failures which can get worse because of

EU transfers.45 (i) The public opinion in Greece is that these transfers are

not well-targeted to correct market failures (infrastructure is a big and wel-

comed exception). For instance, some transfers can end up financing infra-

marginal investment and become riddled with rent-seeking activities.

Christodoulakis and Kalyvitis (2001, p. 87) also point out the importance

of fungibility of foreign aid by saying that “foreign aid may release resour-

ces for other purposes, thus ending up in financing undesirable activities”.

(ii) Although EU transfers are officially based on co-financing between the EU

and the Greek government, “implemented” public investment is significantly

lower than “budgeted” public investment. The former has been decreasing, while

the latter has been increasing since 1994 (see Table 6-2 in the paper). We do

not know the quantitative importance of this “time-inconsistency” for the

Greek economy, but I feel that Christodoulakis and Kalyvitis (2001, p. 87)
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43. See e.g. Laffont (1999). For instance, while an efficient bureaucracy can promote

growth and more generally welfare, a rent-seeking bureaucracy can lower them. Also, Tanzi

and Schuknecht (1997) provide evidence that “big-sized” governments are not associated with

better economic and social indicators. For a survey, see Drazen (2000).

44. See Alogoskoufis and Christodoulakis (1991) and Lockwood, Philippopoulos and

Tzavalis (2001).

45. I fully realise that these are just claims. That is, econometric evidence and formal test-

ing is needed to support my claims. However, for those who live the Greek experience, these

are “common sense” claims. In any case, they can be thought as testable hypotheses.

6/SPRAOS 2-10-09 12:18 ™ÂÏ›‰·318



share this worry when they say that “foreign aid should not alter public

investment policies, but rather increase the amount available for invest-

ment”. (iii) Even if the above are not actually true, such fears can easily

become self-fulfilling. That is, if private economic agents believe (wrongly)

that most of EU transfers have (also) favoured powerful political and indus-

trial groups, they behave accordingly and this leads to “bad” equilibrium

outcomes. In other words, tax evasion, corruption, under-investment, lack of

trust, social fragmentation etc. become self-fulfilling. Thus, expectations are

very important. (iv) Thanks to the transfers, political administrations have

felt no immediate need to undertake the much-needed stabilisation and

modernisation of the Greek economy. Thus, these transfers have given the

opportunity to political administrations to postpone the burden of stabilisa-

tion and continue the “war of attrition” they have been playing in the last

decades (see Drazen, 2000). (v) Recent years have been characterised by an

increase in income inequality. EU transfers are believed to have reinforced

this tendency by increasing the incomes of specific social and business

groups. But it is known that inequality, and more broadly social instability

and fragmentation, can be harmful to economic growth.46 (vi) Moral hazard

problems are unavoidable. State-contingent EU transfers can distort incen-

tives, in the sense that each member country has an incentive to look rela-

tively poor to enjoy these transfers. Then, apart from the known problems of

under-investment and under-growth, moral hazard behaviour can lead to

multiple equilibria, where “bad policies-low growth” and “good policies-

high growth” are equally possible.47

V. Conclusions

John Spraos’ paper has given us the opportunity to think about the impor-

tant issue of the effects of EU transfers on the Greek economy. In this note,

I have argued that to evaluate their effectiveness one should take into account

not only the standard demand- and supply-side effects, but also the existing

politico-economic failures. These “policy failures” can get worse because of

EU transfers, and this can reduce the effectiveness of foreign aid. The good

news is that the situation has been improved during the second Community

Support Framework, 1994-2000: namely, since 1994 most EU funds have been

devoted to infrastructure projects with positive supply-side effects on growth.
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46. See e.g. Rodrik (1997) and Drazen (2000) for empirical evidence.

47. See e.g. Helpman (1989) and Park and Philippopoulos (2001).
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I close with three rules of thumb that can improve the effectiveness of EU

transfers: (i) It is important to carefully define market failures, and in turn

clearly assign EU transfers to market failures, areas and projects. Thus, it is

necessary to make crystal clear the rules of the game (i.e. how these trans-

fers are being allocated and what for) in order to establish the right incen-

tives, and hence break the vicious cycle of bad policies, low effort and poor

economic performance. (ii) Contracts, objectives and possible penalties

have to be studied on a case-by-case approach. (iii) A key feature of EU

transfers should be “conditionality”: namely, making transfers conditional

on Greece pursuing a specific set of economic policies. This is because for-

eign aid and domestic reforms are complements for economic growth.48

Summing up, EU transfers are a big opportunity for the modernisation

of the Greek economy and the country cannot afford to lose it. Also, a gen-

eral equilibrium analysis is required to evaluate the effects of EU transfers.

Partial equilibrium models can easily overestimate or underestimate their

benefits.
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7 Greece’s Balance of Payments

and Competitiveness

Nicholas T. Tsaveas

AT LEAST since 1953, Greece has experienced persistent

current account deficits, indicating a shortfall of domestic saving relative to

domestic investment. To a significant extent, these deficits were due to a

very rapid growth rate, which, during the Bretton Woods period, was one of

the highest in the world. In common with other European countries and

Japan, Greece’s high growth rate during the Bretton Woods era was, in part,

a catching-up after World War II. Also in common with many other coun-

tries, Greece emerged in the aftermath of the war with an extensive network

of controls on current and capital flows, which were not fully dismantled

until 1994.

This paper discusses the evolution of the main elements of Greece’s

current account during the period 1975-2000. It describes the pattern of

Greece’s exports and imports —including the possible trade diversion

towards EU members in the early 1980s and towards East European

transition economies in the 1990s— and the increasing role of trade in

services and of transfers in supporting Greece’s external position. The

paper also assesses the evolution of the drachma’s real exchange rate

and the implications of Greece’s entry into EMU for future compe-

titiveness and the sustainability of Greece’s external position. For the

most part, this paper deals with developments in the current account

and its components, as reliable and detailed data for the capital account

are not available for much of the period considered (especially prior to

1997).1
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I would like to thank George Tavlas and John Spraos for their many and helpful com-

ments on previous drafts.

1. πn this paper, we use the term “capital account” to refer to what is now termed “finan-

cial account” under the new IMF/ECB statistical methodology. Also, the current account, as

used here, includes all transfers, both capital and current ones.
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General Trends

Greece has registered continuously current account deficits since 1953. It

was only reasonable for a fast-growing economy in the process of catch-up

to run current account deficits, as domestic resources were insufficient to

finance the required investment. Therefore, when an economy is growing

quickly, current account deficits are often evidence of strength, signalling

confidence in its prospects.

Following a 50 per cent devaluation of the drachma against the US dollar

in 1953, Greece’s current account deficits proved to be sustainable during the

entire Bretton Woods period. Persistent current account deficits did not pose

financing problems, as net capital inflows allowed them to be financed, while

foreign exchange reserves remained at comfortable levels. The network of

extensive controls also helped prevent sudden reversals in trade and capital

flows. An indication of the strong balance of payments position is that Greece

was not forced to devalue its currency for a second time against the dollar

until after the first oil shock, or adopt an IMF-supported programme.

After averaging less than 3 per cent of GDP during 1960-73, the current

account deficit increased to 6.2 per cent of GDP in 1973 and averaged 4.2

per cent during 1973-80; the deficit also averaged 4.2 per cent of GDP dur-

ing 1981-90, before falling to 2.9 per cent of GDP over the period 1991-2000.

As discussed below, these broad trends conceal considerable annual varia-

tions. Underlying the widening of the current account deficits beginning in

1973 were the two oil price shocks of the 1970s. Also contributing to the

widening of the current account deficits were accommodative policy respon-

ses following each of the two rounds of oil price increases, which locked in

higher rates of inflation. Reductions in trade barriers after Greece’s entry

into the European Economic Community (EEC) in 1981, which eroded profit

margins in the traded goods sector, were also blamed for the widening trade

and current account deficits, although it should be recognised that most of

the trade liberalisation was backloaded towards the end of the 1980s, whereas

the process of widening deficits started earlier.

Additionally, the adoption of an accommodative fiscal stance in the first

half of the 1980s contributed to some extent to an exacerbation of external

imbalances. In this circumstance, the current account deficit widened fur-

ther, peaking at 8.0 per cent of GDP in 1985. Subsequently, reflecting the

implementation of a two-year stabilisation programme in October 1985, as

well as lower world oil prices, the deficit dropped to 1.5 per cent of GDP in

1988. However, the post-1985 narrowing of the deficit was reversed in 1989

and 1990 as policies again turned accommodative. A deceleration of real

324 NICHOLAS T .  TSAVEAS
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growth to about 1 per cent (on average) during 1991-94 contributed to a nar-

rowing of the deficit, which fell to 0.1 per cent of GDP in 1994. During the

period 1995-2000 the deficit displayed again a widening pattern, as Greek

economic growth outpaced that in Greece’s main trading partners.

Greece’s willingness and ability to pay its external debt was never seriously

questioned during the years of rapid economic growth and, therefore, its abil-

ity to find external financing was not compromised. In the years up to the first

oil shock (1960-1973), Greece was able to achieve an average growth rate of

about 8.5 per cent, significantly above world real interest rates. The situation

began to change at the time of the first oil shock as the current account

widened. The failure of tradeable goods industries to develop, and shrinking

transfers from Greeks living abroad, began to impose a constraint on growth.

The slow growth in the 1980s (it averaged just 0.7 per cent), in connection

with high world real interest rates, obviously put in some doubt Greece’s will-

ingness and ability to service an external debt whose burden was now increas-

ing faster than real GDP. The surge of debt service costs resulting from the
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SOURCE: National Accounts.
a. Including changes in stocks and statistical discrepancies.

Table 7-1.  Greece – Investment and Consumption
As a per cent of GDP

1980 28.6 19.0 -0.1 11.1 1.5
1981 26.1 21.0 -5.6 13.6 2.9
1982 23.6 19.9 -4.3 6.9 -1.1
1983 25.3 16.8 -3.8 10.0 -2.2
1984 20.4 18.8 -4.4 4.0 -2.1
1985 22.0 21.2 -7.4 4.3 -3.8
1986 22.8 19.3 -6.0 6.5 -3.1
1987 21.6 16.2 -6.5 11.4 -0.5
1988 21.5 20.1 -7.6 8.0 -1.1
1989 22.5 20.3 -10.1 8.7 -3.6
1990 23.1 19.9 -9.4 8.5 -4.1
1991 22.6 18.5 -6.5 7.2 -3.2
1992 21.3 18.3 -7.0 8.6 -1.3
1993 20.3 17.7 -8.0 8.6 -1.9
1994 18.6 17.7 -7.1 8.3 0.2
1995 18.6 15.8 -6.8 8.8 -0.9
1996 19.5 13.5 -5.2 8.8 -2.4
1997 20.0 10.4 -1.5 8.7 -2.3
1998 21.6 9.1 0.0 8.6 -3.9
1999 22.5 8.4 2.0 8.9 -3.2

Sources of financing

Public
sector
saving Amortisationa

Current
account

Private
sector
saving

Gross
investmentYear
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high current-account deficits of the early 1980s exacerbated the situation. As

a result, Greece was forced to devalue the drachma on two occasions, by 15

per cent in 1983 and again by 15 per cent in 1985.2

Greece’s permanent current account deficit has been the mirror image of

high investment levels. Greece has been characterised by a relatively high

(gross) investment ratio, which has stayed above 20 per cent of GDP most of

the time, peaking at 33 per cent in 1979. The private sector’s saving ratio (as

a percentage of GDP) was correspondingly high until the mid-1990s. After

reaching a maximum of 28 per cent of GDP in 1973, it hovered at 15-20 per

cent through the early 1990s. Public consumption was contained at around

10 per cent of GDP until the late 1970s and the public sector made a posi-

tive contribution to national saving up to 1979. Thereafter, we have seen a

gradual increase in public consumption and increasing public sector dissav-

ing that reached a maximum of 10.1 per cent of GDP in 1989.3

Between 1989 and 1999 a significant turnaround in saving behaviour

occurred. While the public sector achieved an increase in its saving of more

than 12 percentage points relative to GDP, private sector saving as a per-

centage of GDP declined by almost exactly the same amount. During the

same period, total gross investment remained stable as a per cent of GDP.

Therefore, while in the 1980s (excluding the period of the stabilisation pro-

gramme) the high current account deficits stemmed from fiscal expansion,

they recently have reflected falling private saving.4

Adjusting to the new conditions and opportunities offered by the accession

to the EC in 1981 proved difficult, especially for sectors that had been accus-

tomed to high protection, and Greece had to rely on foreign borrowing to

finance the growing fiscal and external deficits. The combination of accommoda-

tive monetary and fiscal policies and the substantial wage increases awarded in

the early 1980s contributed to the widening current-account deficits. Also, the

increased state involvement in the economy, in the form of proliferating regula-

tions, reduced the private sector’s ability to adjust to the new conditions.5 In fact,

policy slippages had started earlier, and many of the rigidities were inherited

from the past, including a corporate sector with a very high gearing ratio, partly

as a result of directed lending by state-controlled financial institutions.

Following accession to the EEC, Greece undertook to gradually remove all

controls on international transactions under pressure from the EU, but also

326 NICHOLAS T .  TSAVEAS

2. See Garganas and Tavlas (2001).

3. Bank of Greece’s data on the balance of payments and National Accounts data are esti-

mated on different bases and may occasionally diverge.

4. For a similar view, see Alogoskoufis (1995).

5. See Giannitsis (1988) and Katseli (1990).
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because they were ineffectual. Indeed, one can doubt the effectiveness of cap-

ital controls in an economy with large flows from emigrants and the merchant

navy. This process of gradual payments liberalisation is described in Box 7-1.

Box 7-1. External Liberalisation, 1985-1994

The process of gradual external liberalisation started in earnest in 1986,

after the end of Greece’s adjustment period in the EU, and usually under pres-

sure from the Community.

1986

ñ The rule was introduced that regarding liberalised current and capital

flows, the central bank could only examine their consistency with the legal

framework, not their economic justification.

ñ Capital flows were liberalised with immediate effects for non-residents.

For residents, only investments in EEC and EIB bonds were allowed.

1987

ñ Manufacturing, mining and hotel companies were allowed to borrow in

foreign exchange under certain conditions and without prior approval by the

Bank of Greece.

1988

ñ Direct investment in EU Member States by Greek residents was widely

liberalised.

ñ Further liberalisation of payments for tourism. Use of credit cards

abroad was allowed.

1989

ñ Exporters are allowed to keep accounts in foreign exchange and use

them to settle their foreign obligations.

ñ Residents are allowed to maintain foreign exchange accounts in relation

to their work contracted with EU institutions.

1990

ñ Conditions for borrowing in foreign exchange were further liberalised

and extended to the services sector. (Box continued)
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Box 7-1 (continued)

ñ The time period necessary for the repatriation of the proceeds from

direct investments was shortened for EU residents.

ñ Non-residents of Greece were allowed to buy bonds (with a maturity of

at least two years) issued by unlisted Greek companies.

1991

ñ Greek residents were allowed to buy shares, mutual funds and bonds

(with a maturity of at least two years) issued by EU resident companies.

ñ Greek residents were allowed to buy real estate in the EU.

ñ Further liberalisation for travel-related payments, payments related to

study abroad and use of credit cards.

ñ Full liberalisation of the repatriation of profits from direct investments

by non-EU residents.

ñ Liberalisation of the payment of pensions to residents abroad.

ñ Liberalisation of the repatriation of rents from real estate investments.

1992

ñ All remaining current account restrictions were removed. Greece

accepted the obligations of Art. VIII of the IMF’s Articles of Agreement.

ñ Greek residents were allowed to buy shares, mutual funds and bonds

(with a maturity of over two years) issued by non-EU resident companies.

ñ Greek residents were to maintain foreign exchange accounts without

restrictions.

1993

ñ All capital account restrictions were removed for transactions with

counterparties in EU Member States with exceptions for (a) sight deposits and

bank accounts with a maturity of less than one year and (b) loans and capital

account transactions with a maturity of less than one year.

1994

ñ In order to provide confidence to the markets, and in the face of pres-

sures on the drachma, the government fully liberalised, ahead of schedule, all
remaining capital account transactions (with exceptions relating to the

national interest and similar reasons).
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One component of the widening of the current account deficits in the

aftermath of the first oil shock was an increasing trade deficit. In this con-

nection, the coverage of imports by exports, which increased gradually

through the 1970s, from around 40 per cent in 1970 to above 60 per cent in

1980, reversed trend and fell back to 45 per cent by 1990, before stabilising

and improving somewhat in the late 1990s.

An interesting feature of Greece’s balance of payments is that the country

did not become more open, as measured by the ratio of the sum of exports

and imports relative to GDP, after its accession to the EU in 1981 and the

ensuing trade liberalisation. While imports of goods remained relatively sta-

ble at around 24 per cent of GDP and those of goods and services at around

27 per cent of GDP, exports fared differently. Exports of goods declined from

about 17 per cent of GDP in 1980 to less than 9 per cent of GDP by 1999.

This was partly compensated by the better performance of services exports,

which hovered around 6-7 per cent of GDP until the mid-1990s, but subse-

quently increased, reaching about 10 per cent of GDP in 1999.6
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6. Data from other sources (e.g. settlement data from the Bank of Greece and customs
data) show a somewhat different picture. Nonetheless, the bottom line is very much the same;
there has been a progressive deterioration of all the indicators of trade performance since the
early 1980s, and some improvement in the late 1990s, although the extent of the variations and
the turning points differ.

7/TSAVEAS 2-10-09 12:18 ™ÂÏ›‰·330



Nonetheless, by EU standards Greece is a not very open economy, and

one that is not highly integrated with its partners. Undoubtedly, this situa-

tion is partly attributable to Greece’s geographical position; Greece is the

only EU member that does not have common borders with any other EU

partner. The situation was exacerbated in the 1990s as the conflicts in the

Balkans interrupted the main routes of Greek exports towards EU partners.

One should also take into account that Greece’s closest neighbours are

either countries that are only now emerging rather slowly from socialism or

countries that have had a crisis-prone economy (e.g. Turkey).

Trade

In parallel with the liberalisation of external payments, Greece moved to

liberalise its trading system and bring it in line with EU directives. This

change meant reducing external tariffs and other forms of non-tariff barri-

ers. Yet, the rise in the current account deficit should not be attributed to

the trade liberalisation. The latter was delayed as long as possible (see Box

7-2) and was quite backloaded, whereas the widening current-account

deficits began in the early 1980s. Also, Greece did not experience a surge of
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Box 7-2. Trade Liberalisation

The process of trade liberalisation in Greece started as far back as 1961,

with the first agreement with the EEC. This process had moved sufficiently

during the preaccession period, but still, by 1981, Greek duties on imports

exceeded the Community’s Common External Tariff (CET) by a substantial

margin. During an adjustment period, Greece was allowed to maintain import

duties in excess of the CET. Essentially, during the adjustment period stretch-

ing until the late 1980s, Greece was levying the CET, which was treated as

community revenue, plus a variety of domestic taxes and duties, which were

treated as national revenues.

Regarding imports from the Community, following Greece’s accession to

the EC in 1981, import duties on Community-produced goods were progres-

sively cut over the period 1981-1986.1 Import duties were reduced by 10 per

cent in each of the first two years after accession and by 20 per cent annually

thereafter, until they were totally eliminated.

At the same time, Greece undertook to harmonise its external tariff regime

with that of the EC. Prior to accession, there was a multitude of various levies,

taxes, and other charges, together with certain administrative procedures (e.g.

arbitrary determination of import values). In July 1984, the multiplicity of taxes

and levies on imports were consolidated in the single “regulatory tax”, that was

designed so as to impose initially the same overall burden as the pre-existing regime.

This “regulatory tax” was reduced progressively over the period July 1984-

January 1989. Again, liberalisation was significantly backloaded, with one

quarter of the reduction taking place only in the last year.

Based on the information for 1985, the first full year when this tax applied,

we can have an estimate of the average applied tariff rate as a percentage of

imports. Taking into account that this regulatory tax was already reduced by 20

per cent relative to its pre-1984 period and that it affected only non-EU

imports (about 35 per cent of the total), we can calculate that the added bur-

den on imports from third countries, over and above the EU’s tariff schedule,

was about 18.5 per cent at the time this tax was introduced. This “back-of-

envelope” calculation, indicates that, as late as 1984, Greece’s (most-favoured

nation) import duties were on average three times as high as the EU’s, which

were estimated at below 10 per cent overall.2 (Box continued)

1. See Manessiotis (1990).

2. Giannitsis (1988) and Katsos and Spanakis (1982) also reach similar results, esti-

mating the overall tariff burden at slightly below 30 per cent. There was no appreciable tar-

iff escalation, with capital goods occasionally being taxed more than intermediate and con-

sumer goods, especially towards the end of the adjustment period.
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imports, as a percentage of GDP, as one would have expected after the

reduction of trade barriers, but rather a decline in exports. The latter should

have increased, ceteris paribus, as barriers to Greek exports towards the EU

were reduced and eventually abolished.

The export performance of Greece, discussed above, has led to a decline

in the share of international trade. Over the period 1980-1999, world trade

increased by 190 per cent and EU exports (including intra-EU trade) by 310
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Box 7-2 (continued)

In any case, by 1986 practically all import taxes and duties above the EU

level had been eliminated in practice, and we can say that the protection of

Greek industry had fallen (with minor exceptions) to the European average.

In 1985-1987 there was a temporary reversal of the trade liberalisation

process. In view of the sharp widening of the current account deficit in 1985

and in order to reverse the rapid growth of imports, the government imposed

the obligation on importers to maintain for six months an interest-free deposit

with a commercial bank equal to 40-80 per cent of the imported goods’ value.

This measure, which was eliminated within two years, did not dent appreciably

the import growth, as importers found ways to circumvent it.
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per cent. Greek exports, however, increased by only 90 per cent. This latter

increase is by far the lowest registered in the ∂U. For example, in 1980,

Greek and Portuguese exports stood at about the same level, but in 1999

Portuguese exports were twice as high as those of Greece. The only other

European countries that registered such low export growth were some of

those of Eastern Europe (e.g. Romania, Poland).7

The increase in the trade deficit occurred without any long-term change in

Greece’s terms of trade, which showed significant variability over the period

1980-1998, without any clear trend. Mostly, the terms of trade followed the move-

ment of oil prices, worsening in the early 1980s and improving slightly thereafter.

Over this period there has been a continuous decline of tradeables’ prices,

relative to the domestic consumer price index. This price decline was espe-

cially pronounced after the initiation of the “hard-drachma” policy in the

mid-1990s. It shows how this policy contributed to disinflation in part by

squeezing the prices of the tradeable sector. (The deceleration of inflation in

the tradeable sector may also be attributed to the credibility of this policy.)

In light of the declining share of exports in GDP and the stable share of

imports, the trade deficit widened from under 10 per cent of GDP at the start

of the period to about 14 per cent in 1999. Traditionally, there have been two

sources of current inflows that have helped partially to offset the trade

deficit: (1) gross receipts from tourism and (2) transfers from abroad with

foreign transfers playing an increasing role after 1988, when the introduction

of the structural funds led to a significant increase in public transfers.

Services

Trade in services plays a very important role for the Greek external sec-

tor. The services balance traditionally shows significant surpluses because of

receipts from tourism and, to a lesser (but increasing) degree, transport,

including shipping.8 Whereas a typical country’s services exports are about

20-25 per cent of total exports of goods and services, in Greece services

account for more than half of total exports (WTO, 2000). Thus, Greece is an

outlier in international comparisons, with no other European country’s exports
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7. The elimination of subsidies has often been blamed for exports’ disappointing perform-

ance. In fact, subsidies, which peaked in 1981, remained stable at around 2 per cent of GDP

until 1989, and were then eliminated over a short period.

8. While Greek-owned merchant ships form the largest fleet in the world, revenues from

maritime services are mostly not repatriated, or enter the balance of payments in other guises

(e.g. transfers).
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of services accounting for more than 35 per cent of exports of goods and

services. In 1999, Greece was the 29th largest exporter of commercial ser-

vices, with a share of 0.7 per cent of world trade in services, more than twice

its share in exports of goods. As a share of total imports, Greece’s imports

of services are near the world average.

Tourism, which accounts for between one half and two thirds of total

services receipts, has been the one internationally competitive sector that

has stood up well over the last twenty years, as the share in world tourist

arrivals has not declined. In 1999, Greece was the 15th most popular desti-

nation in terms of tourist arrivals in the world, and the tenth largest in terms

of tourism receipts. The share of tourist revenues in total GDP increased

from about 0.8 per cent in 1980 to about 1.5 per cent in recent years. Arrivals

increased steadily from under 5 million in 1980, to about 12 million in 1999.9

This growth has kept pace with the growth of international tourism, with

Greece maintaining a share of world arrivals in the range of 1.8-2.0 per cent,

while its share of European arrivals has also stayed relatively stable at around

3 per cent. While Greece has not been able to keep pace with emerging tourist
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9. The arrivals data need to be viewed in the context of Greece’s problem with illegal

migration. Illegal migrants increasingly enter the country posing as tourists, thereby inflating

the numbers of arriving tourists.
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markets (such as Turkey or, to a lesser extent, Portugal), it can be seen as a

stable tourist destination that can retain its competitiveness.

Interestingly, there appears to be a “quality” improvement (defined as

real spending per arriving tourist) in recent years. Real expenditure per

arrival, which was constantly falling through 1994, has subsequently shown

signs of an upward trend. As this upward trend in expenditure per arrival has

not been due to longer stays, which have fluctuated, without trend, at slightly

less than five nights per arriving tourist, an inference can be drawn that the

increase in expenditure per arriving tourist has been due to tourists with

higher incomes than in the past.10

Overall, on the basis of Greek data, there appears to be an improvement

in Greece’s external competitive position since 1997 as measured by its share

of world trade in goods and services. It is notable that all the increase results

from the rapid growth in transport receipts, which rose from a level of

around $2 billion in the early 1990s to $7.9 billion in 2000.

Transfers

Prior to about 1988, practically all external transfers consisted of private

transfers, from seamen and emigrants. Those transfers, although widely fluctu-

ating, showed little trend, reverting to around 2.5 per cent of GDP. On the other

hand, public transfers, now practically all from the EU, have risen dramatically

since Greece’s accession. The introduction of the Mediterranean Programmes

in 1988 and the Community Support Frameworks after 1992 added much to EU

transfers, which previously consisted almost exclusively of Common

Agricultural Policy (CAP)-related subsidies. Such structural programmes

reached a peak of almost 4 per cent of GDP in 1990 and have remained above

3 per cent since then. Total EU transfers increased from $145 million in 1981,

the first year of Greece’s membership of the EU, to $4.5 billion in 1997.

Net private transfers have also shown a gradual upward movement since

1985, reversing a long-term decline that had started about ten years earlier.

They now stand at about 3 per cent of GDP, roughly at their average level

for the period 1960-1975.

The turnaround after 1985 may be indicative that private transfers are

responsive to economic and political factors. They tended to fall during elec-

tion years (1981, 1985, 1989 and 1993), possibly as a reaction to political

uncertainties. They also tended to fall in anticipation of eventual devalua-
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10. This “quality” improvement is probably underestimated, as the number of arriving

tourists most possibly includes increasing numbers of economic immigrants.
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tions and rebound after them (1983, 1985, 1997). The drachma’s real appre-

ciation after 1987, with a combination of high interest rates and diminished

expectations of large devaluations, may have been behind the restoration of

confidence and the significant and permanent increase in those transfers. In

that sense, private transfers have behaved like capital flows, in that they were

affected by the same factors that typically affect capital flows.

The analytical question is whether those transfers have caused a “Dutch

disease” in Greece. The argument would be that such transfers, to the extent

they resulted in an overall appreciated real exchange rate, may have dis-

couraged the production of tradeable goods and services. The fact that

Greece became a less open economy and its share of world exports declined

during a period when both private and public transfers were increasing con-

stitutes obviously a prima facie evidence in that direction.11

It is also interesting to note that the period of appreciation of the CPI-

based REER coincides roughly with the period of the rapid increase in cap-

ital transfers from the EU associated with the Structural Funds.12 It is inter-
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11. This is the line taken by Gylfason (1999) and Zoega and Herbertsson (2000).

12. Transfers associated with CAP should be examined separately. First of all, they show

much less variability and, secondly, they directly subsidise a tradeable sector, unlike the struc-

tural funds whose immediate effect is mainly on the non-tradeable sector (infrastructure, pub-

lic services, etc.).
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esting to note that the process of REER depreciation was reversed just as

the Structural Funds were introduced, and again that the process of real

appreciation was halted around the time those Funds levelled off.

At the same time, tourism has not declined relative to GDP during this

period; unlike goods exports, tourism has not lost market share, as measured

by Greece’s share of total arrivals. As noted above, the tourist industry has

prospered and increased its share in GDP. (For a detailed analysis of the

effects of the transfers, see Spraos, 2001).

Structure of Trade

Geographical Orientation

Greece’s pattern of trade has fluctuated significantly. After 1980, follow-

ing the country’s accession to the EU, there was an upward trend in the

share of Greek exports directed to its EU partners, rising from about 50 per

cent in 1980 to a plateau of just under 70 per cent in 1988, where it stayed

until 1994. Thereafter, we see a progressive decline in the EU’s share to

about the pre-accession levels. On the other hand, exports to the former

socialist economies of Central and Eastern Europe, which fell from 11 per
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cent in 1980 to 5 per cent in 1988, subsequently recovered and now stand at

around 20 per cent of total exports. Exports to non-EU industrial countries,

though much more erratic, show more or less the same trend as those

towards Central and Eastern European countries (CEEC), falling progres-

sively until 1996 and recovering thereafter.

Greece’s main trading partners are shown in Tables 7-2 and 7-3. In the

last few years, there is some indication of a reorientation of exports towards

nearby countries (Bulgaria, the former Yugoslav Republic of Macedonia,

Turkey). This reorientation is surely related to trade liberalisation in those

countries. For example, Turkey entered into a customs union with the EU,

Bulgaria joined the WTO. The reorientation away from EU markets may

also be related to the conflicts in the Balkans, which disrupted the trade

routes of Greek products towards its EU partners. There is some indication

that this process of trade redirection is ending. After increasing rapidly in

the early 1990s and peaking in 1997, the share of Greek exports to Central

and East-European transition economies fell in 1998 and 1999 as a percent-

age total Greek exports.

Viewed from the perspective of Greece’s share in the imports of the

European transition economies, the picture is very much the same.

Following accession to the EU, Greece’s share in those countries’ imports

fell from around 2.0 per cent in 1980 to around 0.5 per cent by the mid-
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1980s.13 After the fall of communism, Greece’s share recovered to more than

one per cent by the mid-1990s, but has since levelled off and started to fall

slightly.

Greece’s share in its other proximate market, the Middle East, has not

fared well either. Although the share of Greek exports in Middle-Eastern

imports has fluctuated widely, it has halved between 1980 and 1999, falling
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SOURCE: DOTS.
a. Data for 1993.

Table 7-2.  Direction of Greek Exports
As a per cent of total exports

European Union 50.2 56.5 68.1 61.2 49.0
Germany 18.5 20.1 22.2 22.3 15.0
Italy 9.7 11.3 17.1 14.2 12.9
UK 4.1 7.0 7.3 6.2 6.2

USA 4.1 11.2 7.6 6.3 8.6

Developing countries 40.8 30.7 20.9 32.0 41.8
Bulgaria 1.2 1.0 0.7 4.1 4.2
Cyprus 1.6 1.8 2.5 3.0 4.2
FYROM – – 1.5a 0.0 4.3
Turkey 0.4 1.2 1.4 2.0 3.4
Middle East 20.7 14.2 5.7 8.3 5.8

19991995199019851980

SOURCE: DOTS.
a. Data for 1993.

Table 7-3.  Origin of Greek Imports
As a per cent of total imports

European Union 44.8 51.0 68.0 70.2 65.7
France 6.2 6.5 8.1 8.2 8.9
Germany 13.9 17.0 20.8 16.6 14.8
Italy 8.5 9.4 15.4 18.8 15.1
UK 4.6 3.8 5.3 6.5 6.2

USA 4.6 3.2 3.7 3.2 3.3

Japan 11.1 6.1 5.9 2.7 4.5

Developing countries 35.1 36.0 19.4 21.4 23.6
Korea 0.6 0.3 0.6 1.3 2.6
Bulgaria 0.9 0.3 0.6 1.9 1.4
Russia – – 2.5a 2.5 1.8
Turkey 0.1 0.2 0.7 0.8 1.4
Oil-exporting countries 10.7 22.1 5.6 3.9 4.0

19991995199019851980

13. This change may also be related to changes in the marketing of Greek agricultural

products around the same time.
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from 1.1 per cent in 1980 to less than 0.4 per cent in 1999. Interestingly,

Greece’s share in exports to Turkey seems much more steady, remaining

about 0.8 per cent of Turkish imports.

The geographical structure of imports showed less variability, with prac-

tically no trend in imports from the CEEC. Accession to the EU pushed the

share of EU imports from around 45-50 per cent to above 65 per cent, but

there is no sign of reversal of this effect with the opening of Central and East-

ern European markets. The significant decline in the share of imports from

Japan to 4.5 per cent in 1999 from 11.1 per cent in 1980 may be an indica-

tion of trade diversion towards EU-produced goods.

A similar reorientation, in common with goods exports, can be found in

tourism receipts, namely an initial redirection towards EU tourists in the

1980s and a reorientation away from them and towards other tourists in the

1990s. The share of tourists originating in EU countries increased from

around 37 per cent of the total in the 1960s and 1970s, to 57 per cent in 1980

and peaked at 71 per cent in 1990. It fell to 61 per cent of the total in 1997,

the last year for which data are available. The share of US tourists has been

on an almost continuous downward trend since the 1960s; American tourists,

who accounted for 19 per cent of total arrivals in the 1960s and 1970s, are

now just over 2 per cent of the total, despite the dollar’s recent strength.
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Product Structure of Greek Exports

Despite wide fluctuations from year to year, and some widely reported

“success stories”, the structure and composition of Greek exports has shown

remarkable stability during the period under consideration.

Manufacturing has consistently accounted for just over half of the total

value of exports but without any appreciable upward trend, while food and

beverages, and petroleum products have been the next two most impor-

tant categories of exports. It is remarkable that tobacco, probably the most

traditional export product, has shown surprising resilience; after succes-

sive falls in the 1980s from 4.7 per cent in 1980 to 1.4 per cent in 1989, its

share has rebounded and accounted for 3.3 per cent of total Greek exports

in 1997.

Even within manufacturing, there is little evidence of substantial restruc-

turing during the period 1980-1997 (the last observation for which detailed

data are available). Textiles account for almost half of manufacturing

exports. They showed a gradual but marked increase up to 1992, but have

since retreated. Their share in manufactured exports rose from 34.9 per cent

in 1980 to a peak of 52.3 per cent in 1992, but has since fallen to 45.8 per

cent in 1997. Metal products have maintained a share of total manufactur-

ing exports of around 10 per cent of manufactured exports. Cement exports
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have shown a gradual decline, from 11.1 per cent of manufactured exports

in 1980 to 5.3 per cent in 1997. The above-mentioned three product cate-

gories, plus alumina and aluminium, constituted about 80 per cent of Greek

manufacturing exports in 1997.

Greece’s share of world trade in manufactures declined from 0.18 per

cent of world trade in 1990 to 0.12 per cent in 1999. On the other hand, the

Greek share of world trade in agricultural products has been rather stable,

at around 0.6 per cent of world trade.14

Capital Account

The analysis of the capital account is hampered by the availability of com-

parable statistical data. Up to 1997, the available statistical data provide

information on private capital flows based on broad categories that corre-

spond to the regulatory framework of the time but cannot be easily related

to economic concepts, like foreign direct and portfolio investment.15 Prac-

tically all medium- and long-term private capital flows were classified under

the categories of “entrepreneurial capital”16 and “real estate investment”.

Short-term capital flows to the banking system also constitute a large item,

although it is again not possible to determine how those flows were used.

Information on public capital flows is much more complete and allows for a

fuller analysis.

Public Capital Flows

Public capital inflows have been an important source of financing the

current account deficits. On average, they covered 80 per cent of the cur-

rent account deficit over the period 1980-1998. As a result of accumulated

borrowing, amortisation of public debt increased from $400 million in 1980

to $6.7 billion in 1998. In relative terms, their burden increased from 10

per cent of exports of goods in 1980 to 120 per cent in 1998.
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14. WTO (2000).

15. For a review of the new statistical methodology, see Pantelidis (1997).

16. Entrepreneurial capital is defined as capital imported by private enterprises (whether

under Legislative Decree 2687/53 or not). It is not possible to break down this inflow into

direct investment and working capital (the latter being roughly equivalent to short-term obli-

gations).

7/TSAVEAS 2-10-09 12:18 ™ÂÏ›‰·348



Private Capital Flows

Net private capital inflows have played an equally important role in the

financing of the current account. They have averaged just over $1.5 billion

during the period 1980-1998. What is interesting is that such capital flows

started falling post-1997, after increasing sharply between 1994-1996. This

development was, to some extent, an expected reaction after a period of sig-

nificant speculative capital inflows, when investors wanted to benefit from

the higher nominal yields in Greece compared with most other advanced

economies.

About one third of the capital flows during this period were used for the

purchase of real estate, usually by Greeks living abroad. The so-called

“entrepreneurial capital” (net of amortisation) accounted for just over one

half of private capital flows. Information on foreign direct investment (FDI)

is available on a consistent basis only for the period after 1997.17 The avail-

able sources of information indicate that Greece has not been a significant

recipient of FDI.18 During the 1990s Greece absorbed only about one per

cent of FDI directed to OECD members.19

UNCTAD20 compiles a series on inward and outward forward direct invest-

ment. The coverage of this series is uneven and suffers from problems of com-

parability over time. The data for Greece do not include reinvested earnings.

The picture the country presents is one where foreign direct investment

increased rapidly from $200m in 1974 to $1.1bn in 1980, and has since fluctu-

ated around the $1bn level. It peaked again at $1.5bn in 1988 and then fell to

$700m in 1998. The latest estimates indicate a rebound in 1999 to $900 million.

According to UNCTAD data, Greece did not follow the fast increase in

foreign direct investment flows in the 1990s. Whereas inward foreign direct

investment in the EU increased by a factor of three between 1990 and 1999

(and faster in the world as a whole), in Greece it fell by 10 per cent over the

same period. In general, Greece’s share in world foreign direct investment

flows parallels the share of Greek exports in world trade, i.e. a long period

of decline followed by indications of recovery in the late 1990s.

All available information (both from the UNCTAD and the Bank of

Greece) indicates that outward investment from Greece has been quite small.
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17. Occasionally, the entry for “entrepreneurial capital” is interpreted (e.g. by the OECD)

as corresponding exactly to the notion of foreign direct investment. This is not correct, as this

entry also includes working capital.

18. IMF (2001).

19. OECD (2000).

20. See UNCTAD (2001) and the accompanying Country Fact Sheet.
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UNCTAD data indicate that outward investment has hovered around zero,

reaching a maximum of $150m in 1985, and has been negative (indicating a

repatriation of investments abroad) since 1998.

Reserves

In the early 1980s, Greece held a rather low level of reserves, covering

about one and a half months of imports. After the crisis of 1985-86, it started

building its reserve position, helped by the high nominal interest rates that

were necessary for the stabilisation effort and structural fund inflows. Im-

port coverage increased to the very comfortable level of nine months of

imports. Overall reserves rose from $1.3 bn. in 1980 to $14.5 bn. in 2000.

External Debt

As a result of widening current account deficits and the external borrowing

needed to finance them, the external debt increased rapidly from just over 22

per cent of GDP in 1981($7.9 billion) to 50 per cent of GDP in 1985 ($14.8 bil-

lion). As a result, the government reversed course and endeavoured to finance
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its own fiscal deficits from the domestic market. The external debt fell equal-

ly fast to 28 per cent of GDP by 1988 and has fluctuated between 25 per cent

and 30 per cent since then. Total external debt stood at $33.8 billion in 1999.

It should be noted that, during the 1990s, while the government was

financing its deficits mainly with the issuance of domestic T-bills and bonds,

those were bought to a significant extent by foreign investors, with the cor-

responding flows being recorded under different headings (such as inflows

of private capital) of the capital account.

Competitiveness and the Real Exchange Rate

The drachma had been a rather “strong currency” during the Bretton

Woods period of fixed exchange rates, in that it was not devalued against the

US dollar after an initial devaluation in 1953. The 1970s, after the first oil

crisis, and the early 1980s saw a period of relatively weak drachma, during

which the authorities were preoccupied with maintaining the external com-

petitiveness of the Greek economy and accepted whatever sliding or deval-

uation was thought to be necessary to preserve this competitiveness. As

noted above, there were two step devaluations in the 1980s, one in 1983 and

the second in late 1985.

There are three available measures of Greece’s real exchange rate, based

on the consumer price index (CPI), unit labour costs (ULC) and (post-1989)

the wholesale price index (WPI). They all tend to tell the same story, at least

for the period after the devaluation of 1985. The first two show that at the

end of 2000 Greece’s real exchange rate was about 22 per cent above the

level reached in the aftermath of the 1985 devaluation, while the WPI-based

index shows a slower appreciation after 1989. Indeed, there has been some

improvement since 1997, as a result of the drachma’s nominal depreciation

against the ECU/euro and the weakness of the euro.

It should be noted that the Greek experience has not been much diffe-

rent from that of Spain or Portugal. All these countries experienced a signif-

icant real appreciation of their currencies during the time of their stabilisa-

tion efforts. Spain and Portugal’s appreciations were more abrupt than that

of Greece, occurring over a shorter period. Spain is the only country where

the currency’s real appreciation was subsequently reversed to some extent.

It would be easy to attribute Greece’s slow export growth to the real

exchange rate appreciation. Yet, the loss of competitiveness has been less that

what is implied by the real exchange rate movements. In light of productivity

differentials, as Greece’s economy was catching up, in terms of per capita
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income, with its main partners and the Greek economy’s productivity gains

occurred mainly in the tradeable sector, one should expect a Balassa-Samuel-

son effect to lead to higher inflation in the nontradeable sector.21 As we have

seen, Greece has seen a substantial decrease of the price of tradeables over

the last twenty years. The wholesale-price-index-based measure of the real

exchange rate, which is a better measure of the tradeable sector’s competi-

tiveness (as it does not include non-tradeable services), shows a much smaller

erosion of competitiveness than the consumer-price-index-based measure.

While the drachma appreciated in real terms after 1987, a rising real

exchange rate is the typical experience of countries attempting macroeconomic

stabilisation. To explain the loss of market share and the inability to become a

more open economy, one must look at domestic rigidities and inefficiencies in

labour and product markets. Katseli (1990) identifies domestic rigidities as the

root cause of Greece’s lacklustre performance during the 1990s. In particular,

she singles out the prevalence of “soft” budget constraints (both for the public

sector and private firms) as the reason that prevented the exit of inefficient

firms and the entry of more efficient ones. As a result, the mix of Greek firms
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21. A study by the IMF (2000) indicates that traditional measures of the real exchange rate
overstate the loss of competitiveness by 1 per cent a year. It should be noted, however, that,
given the importance of trade in services in the case of Greece, estimates based only on trade
in goods might overestimate the magnitude of the Balassa-Samuelson effect.
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became more inefficient, therefore hampering its production of tradeable

goods. In this sense, the strong drachma (together with the monetary and fiscal

policies required to support it) may have provided a welcome change for the

economy as a whole by hardening the constraints facing the Greek economy.

The Current Account in a Monetary Union

With Greece’s entry into the Economic and Monetary Union (EMU), the

significance of the balance of payments changes in important ways.

Although statistical information on the balance of payments can be com-

piled for a country that is a member of a monetary union, the importance of

the balance of payments is altered, as the country does not have any instru-

ments (such as the interest rate or the exchange rate) to affect it directly, but

also does not face any problem in financing it.

Current account deficits in a monetary union are financed by capital

inflows (including recourse to the union’s total reserves if the union does not

follow a free float). In this sense, a widening current account deficit in one

country cannot create pressures for devaluation, unless it is large relative to

the union’s current account position, thus putting pressure on the union’s

currency. A country’s current account deficit cannot create external financ-

ing problems as such, although individual borrowers (including the govern-

ment) may face financing difficulties of their own if they are not considered

creditworthy. This will be reflected in an increased default risk premium

being charged on their borrowing.

The importance of the information contained in the balance of payments

stems from the latter’s nature as a measure of the discrepancy between sav-

ing and investment in the economy. Since national accounts data in Greece

are published with a much longer delay than balance of payments data, the

balance of payments can act as an “early warning system” of such macro-

economic imbalances. The relevant question concerns the effects of the

widening current account deficit on the economy.

It is important to note that this widening of Greece’s current account

deficit has occurred at a time when the public sector’s deficits have been

reduced; therefore, the fiscal stance of the public sector has not been the

cause of the current account deficit. The recent fall of the private sector’s

gross saving is probably due, to some extent, to the relaxation of regulatory

credit constraints for many households and to falling interest rates, capital

gains from appreciating assets (stock market or, more recently real estate),

and perhaps optimistic expectations about future incomes.
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Since 1995, overall investment has increased at a rate above the GDP

growth rate and is projected to accelerate in the medium term. The tendency

of domestic nominal interest rates to fall towards EMU levels has obviously

helped investment by improving companies’ cash-flow. Also, the elimination

of the devaluation risk and of the stress it imposes on the financial sector has

also been a positive factor for investment. The greater predictability of econ-

omic policies, because of both joining EMU and removing the devaluation

risk and the associated risk of financial distress,22 has likely reduced the risk

associated with investing in Greece and led to higher investment. At the same

time, a number of regulatory reforms that are being implemented will have a

positive effect on productivity, improving investment prospects.

If there were a widespread consensus that the current external borrowing

is unsustainable, we should see a worsening of Greek entities’ (including the

government) credit ratings and an increasing reluctance to lend to Greek

borrowers. This has not been the case. This widening of the balance of pay-

ments is also happening at a time when the budget constraint has hardened,

with the loss of the monetary financing of fiscal deficits since 1994 and the

loss by the Bank of Greece of its ability to act as lender of last resort.

The situation would be different if it were deemed that market partici-

pants were behaving irrationally. One could make several arguments in this

direction. Domestic banks (and the suppliers of their funds) may not have

fully realised the implications of the Bank of Greece’s inability to act as

lender of last resort. In this sense, they may feel more comfortable than war-

ranted in assuming greater risks. Similarly, increased competition among

financial institutions may have led them to turn to riskier projects in order

to compensate for falling profit margins elsewhere.23

Suppose that the markets are wrong. Why should there be concern? An

unsustainable level of borrowing would risk leading to a situation where an

abrupt reduction of spending (at least by some economic agents) is needed

in order to avoid default. This reversal in consumption levels would risk

inducing an economy-wide slump. Therefore, avoiding unsustainable cur-

rent account deficits and, equivalently, savings-investment disequilibria, is

necessary in order to avoid future problems and smooth the evolution of

income and consumption.

At this point it is also necessary to stress that the financing instruments used

have different implications regarding the sustainability of current account
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22. This is the point made (in a different context) in A. Berg and E. Borensztein: “The Pros

and Cons of Full Dollarization, IMF Working Paper 00/50, March 2000.

23. This is a concern currently voiced in many other countries.
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deficits. If such deficits are financed through direct or portfolio investments,

the dangers are much reduced, as the obligations emanating from such financ-

ing are linked essentially to the performance of the economy, and a worse-

than-expected economic performance would tend to reduce their burden.

The present levels of the current account deficits have been financed eas-

ily and the interest rate spread between Greek and German yields has been

steadily narrowing. Evidence that the markets do not perceive this level as

worrisome is that the spread on 10-year bonds fell by more than 15 basis

points in the first half of 2001.

A recent study by the IMF24 shows that the Greek drachma was at the end

of 1999 almost at equilibrium vis-à-vis the relatively undervalued euro.

Another, much quoted, study by the EU,25 using mostly the same methodol-

ogy, concludes that the drachma is overvalued by 30 per cent relative to a

level that would guarantee the long-term viability of the current account, but

acknowledges that “estimation results for Greece are very unstable.” The

real exchange rate situation has been helped with the recent depreciation of

the euro and the drachma’s slide towards its EMU entry rate. All in all, there

is no clear evidence that Greece is facing an unsustainable current account

deficit. Although Greece has been accumulating net foreign obligations, as

evidenced by the recent current account deficits, there are also indications

of a revival of productivity growth, which is running at a rate of about 2.5-3.5

per cent annually.

Overall, the present level of the current account deficit is not unsustain-

able, but is high enough to warrant careful policy actions. Since Greece no

longer possesses the instrument of devaluation, the focus should be on mea-

sures to increase output and productivity. Also, the government should not

depart from its tight fiscal policies, which have reduced public dissavings,

while the contribution of public investments to productivity growth should be

scrutinised and a relatively high interest rate be used for their appraisal.

Conclusions

ñ Greece has an unusual pattern of balance of payments, with unusually

heavy reliance on services (tourism) and transfers, both public and private.

ñ Greece’s export performance (as measured by its share of world mar-

kets) has been below that of its EU partners. Although there are signs that
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24. Alberola et al. (1999).

25. Hansen and Roger (2000).
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the loss of world market share has been arrested and possibly reversed (in

the case of services), further improvement should be achieved.

ñ Tourism has been the area where Greece’s performance has been

most successful. Nonetheless, as Greece has now become an established tourist

market, significant further improvement may not be easy to achieve.

ñ While the current account is no longer an immediate impediment to

growth, the avoidance of accumulation of further net foreign liabilities will

necessitate a permanent and significant improvement in Greece’s external

performance achieved through faster productivity growth.

ñ Demand-led growth may lead to a fast worsening current account,

unless accompanied by supply-side improvements.
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8 The Greek Pension System:

Strategic Framework

for Reform

Axel Börsch-Supan and Platon Tinios

I. Introduction

PENSIONS are the dominant part of social security and they

form a significant component of the entire Greek macro-economy. They

account for more than 12 per cent of GDP, while this share is predicted to

exceed 20 per cent of GDP within 20 years as the Greek population ages

(OECD, 1997). Pensioners make up already a large share of the population

and are an important influence in political economy; their share in consump-

tion will increase more than in proportion to their numbers as workers retire

who have longer and more productive work histories than their parents’ gen-

eration.

The Greek pension system, incrementally enacted since the 1950s, was

a success story in terms of limiting social exclusion. This function will also

be needed in the future. There are, however, serious troubles ahead.

Major pension reform has stalled since 1992, although the population

ageing process is taking off rather steeply after 2005, only five years

ahead. The PAYG-financing mechanism has repercussions on labour and

capital markets that will hamper future growth. Additional pressure will

be put on the Greek pension system indirectly through the EMU deficit

ceilings.

The Greek system can, in many ways, be taken to be representative of the

“Mediterranean Welfare state” (Ferrera, 1996). It is extremely fragmented,

characterised by “islands of privilege in a sea of insufficient provision”. Its
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development over fifty years and resilience to change make it an important

and interesting test case.1

In the run-up to the April 2000 election, the governing party declared

unequivocally that “the modernisation of the social protection system demands
the cutting of the Gordian knot of pension reform”.2 In the eve of pension

reform, the aim of this paper is to describe the Greek pension system, to

analyse its ability to weather future challenges, and to offer a possible strate-

gic framework for the coming reform.

Thus, the paper consciously avoids being a complete “blueprint for reform”.

It prefers instead to offer a link between an analytical reading of the history of

the current system and possible options for its transformation to cope with new

tasks and take advantage of new opportunities. A complete blueprint, in any

case, must be rooted in a complete quantification of the challenges which, in

the absence of well-specified projections, can only be sketched impressionisti-

cally. Such a projection, at the time of writing, is not available.3

Our main results are: Indeed, reform is badly needed. This need does not

arise because of financial viability considerations alone, but also for wider

reasons, both social and economic. The Greek pension system still has a win-

dow of opportunity for reform that lasts until about 2005, when the ageing

curve will get steeper. Pension reform can be made a win-win game for pub-

lic policy. Because of the growth-enhancing effects of a reform, it is not, as

is often claimed, a zero-sum game across generations.

The paper is structured as follows. Section II describes the Greek pension

system and its features. Section III analyses the economic status of pensioners

and the aged, drawing partly on the Appendix (The Transition from Work to

Retirement). Section IV shows the main problems that are likely to under-

mine the still much needed social security and social protection role of the

Greek pension system. Section V describes the political economy of pension

reform. Section VI outlines broad reform alternatives, ranging from parame-

tric reform of the existing PAYG system to a partially funded, mixed system.
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1. A further aspect of the Mediterranean welfare state, which here is not dwelt upon, is the

organisation of the hospital system on a universalistic (‘Beveridge’) basis. Its coexistence with

primary health funds organised as social insurance (‘Bismarck’ basis) in practice has facilitated

cross subsidisation.

2. PASOK, 2000, p. 94. This reform is understood to involve “the safeguarding of the via-
bility of the system, the correction of today’s injustices, and [the need] to place generational soli-
darity on a sound basis”. Equivalent statements were repeated in the new government’s pro-

gramme statement in Parliament, in May 2000. The reform is expected in 2002.

3. The Greek Government outsourced the construction of a projection model, following an

international tendering procedure, in 2000. Preliminary results were released in March 2001 and

form the basis for the work of EPC 2001. The projection results are awaited in March 2001.
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We do not consider a fully funded system feasible and advisable for Greece.

However, neither do we consider a continuation of the current system as a fea-

sible policy. We finish with a brief summary of our policy conclusions.

II. Institutions

This section describes the Greek pension system in a nutshell. We begin

by its most prominent characteristic, its fragmentation, which would make a

complete description of the system crowd out all other place in this volume.

We then describe coverage, financing, eligibility for, and computation of,

benefits granted by the main pension providers, and end this section with a

brief assessment of how the public pension system fits in the overall Greek

social policy environment, and on the effects which the public pension sys-

tem is likely to have on the Greek economy as a whole.

II.1 Fragmentation

One of the most prominent characteristics of the Greek pension system

is its fragmentation. The fragmentation reflects the history of the

Mediterranean welfare state, which began in a corporatist rather than in a

state-oriented tradition.

The fragmentation of the Greek pension system has three dimensions.4

ñ First, a sectoral dimension. There is a multitude of pension providers5 by

sector of employment or occupation. Even within providers, there are sharp

differences on a sectoral basis regarding contributions or pension entitlements.

ñ Second, differentiation according to tier of protection. The system has

three tiers of benefits consisting of a primary pension, a supplementary pension

and a separation payment. The distinction between primary and supplemen-

tary pensions is largely historical and their economic function similar in pro-

viding defined benefit annuity income in retirement.6 Separation payments are

a one-time lump sum paid at the time of retirement entry. The three tiers are

almost always in different accounts, in most cases even in different institutions.
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4. For a description of the system, see OECD, 1997 or Spraos Report, 1997.

5. The common term “pension fund” is misleading, as almost all financing is pay-as-you-go.

6. The term “Supplementary” pensions, sometimes translated as “auxiliary”, must be sharply

differentiated from the usage of the same term in EU legislation, which refers to occupational,

funded schemes deemed to be part of the wage remuneration package, and hence subject to EU

legislation. The confusion arises as the same term is used in Greek to cover both concepts.
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Table 8-1.  The Greek Pension System

Source of finance   OrganisationTiers of protectionPopulation category

1. Uninsured over 65

Farmers

2. (A) Civil Servants
Military

(B) Autonomous
state
organisations

3. Private sector
employees
(A) IKA: (i)

(ii)

(iii)

(B) Sailors

4. Employees of
State sector
(public enterprises,
banks)
Public Power Corp.

5. Self Employed

6. Professions

(A) Self-employed
(B) Employees

Universal pension
(to be phased out
for farmers)
subsidised contrib-
utory (‘new farm-
ers’ pension - 1997)

Primary, supple-
mentary (often
twice), sep. payment
Primary, supple-
mentary, sep. pay-
ment

Primary
Primary+supple-
mentary

Primary+ supple-
mentary + sep.
payment
Primary+ supple-
mentary + sep.
payment
Primary+ supple-
mentary + sep.
payment 

Primary

Primary+supple-
mentary
Primary

Primary+suppl.
2 primary pensions
(frequent occur-
rence)

OGA

State budget
Supplementary
funds (35 funds)
IKA for primary

IKA
IKA+TEAM
IKA+other 
supplementary

As above
+separation funds

NAT, KAAN etc.

"Special Funds" (by
enterprise)

IKA+Special
Fund for supple-
mentary
PPC budget (no
fund exists)

TEVE, TAE, TSA
(To be unified)

As above
+Suppl. Fund
Lawyers’, doctors’,
engineers’ funds,
As above
+ Local lawyers’
fund

State subsidy

Contributions,
State subsidy as a
percentage of
contributions
State budget
Contributions +
tied taxes

Contributions+
State transfers+
deficit financing
Contributions

Contributions+
tied taxes
Contributions

Contributions+
State transfers+
tied taxes
Contributions
(larger employer
share)
Financing of
deficits by
employer
Contributions +
all deficits by the
enterprise
Contributions
(fixed in drachma
terms)
State transfers +
tied taxes
Tied taxes,
contributions
(fixed in drachma
terms)
Income from
property

EKAS (Pensioners’ Social Solidarity Supplement)
Paid after a means test to all low-income pensioners over the IKA age limits in the urban

sector, regardless of pension provider affiliation).  First paid in 1996 and subsequently
much increased in value. 

Honorary pensions: War, Resistance, Local Authority, personal etc.
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ñ Third, a cohort dimension. Fragmentation occurs even within occupa-

tional groups and pension providers: Frequently, grandfathering rules, take-

overs of providers and other legal changes have created a multitude of sub-

divisions among the insured population according to age or length of ser-

vice. The chief cohort difference to which we will often return is that of the

“new system” of post-1993 entrants (see Box 8-1 below).

Adding yet another layer of complication to the system is the fact that

many pension providers also provide health care benefits in cash and in kind.

The fragmentation makes the Greek pension system intransparent and

subject to political manoeuvring through inconspicuous cross-subsidies. Cross-

subsidies were amplified by the lack of a clear separation of the budgets for

pensions and health care benefits, adding to the intransparency of the budget

situation.7
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SOURCES: Social Budget, government budget and National Statistical Service of Greece (NSSG), 2000.
a. P=Primary pension, S=supplementary, H=health.
b. W=wage employed, SE=Self-employed, G=public sector, P=private sector.
c. E=employee contributions, M=employer statutory contributions, S=State contributions, D=deficit financing,

T=Tied tax.
d. Pensions and health expenditure paid out of government budget.  Employees’ contributions are collected but

are added to general revenue.
e. PPC employees’ social security is paid out of the company budget.  New fund set up in 2000.
f. Entire system excludes secondary health care, but includes most primary health care.

Table 8-2.  The Top-10 of Greek Social Security, 1998

Pension
payments

(per cent of GDP)

Total expen-
ditures

(per cent of GDP)

Number
of primary
pensions

paid

Number
of con-
tributors

(thousands)

Type
of

financec

Sector 
of

employ-
mentb

Tiera

providedName

IKA+TEAM P+S+H W, G+P E+M+S 1,855 810 6.1 4.5

OGA P+H SE E+S 1,135 759 1.8 1.3

Government

(Ministry of

Finance)d P+H W, G E+D 423 350 2.6 2.2

TEVE P+H SE E+S+T 541 155 1.0 0.7

TAE P+H SE E+S+T 207 30 0.2 0.2

NAT P P E+M+D+T 46 62 0.7 0.4

Engineers P+S SE,W, G, P E+T 75 10 0.1 0.1

OTE P W, G E+M+D 47 32 0.4 0.3

TSA P SE E+T+S 74 44 0.2 0.2

PPCe P+S+H W, G E+M+D 34 25 0.4 0.3

Entire systemf All All All 4,161 1,923 17.8 12.0

7. Freezing in nominal terms of the per diem paid to hospitals by social security providers

from 1983 to 1990 resulted in health insurers running huge surpluses mirrored by hospital

deficits, in turn financed by government subsidies. Providers where health and pension coex-

isted (such as IKA) used this to pay for pensions. Independent health funds used the windfall

to add to their property.
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Many pension providers lack the most basic statistics. Though a few actua-

rial studies exist, their results are seldom discussed and compared.8 The intrans-

parency extends to statistical information on pensioners. The lack of a unique

personal identifier makes it impossible to track pensioners in receipt of multi-

ple pensions and hence to have a complete picture of pensioners’ well being.9

Table 8-1 provides an idea of the fragmentation by occupational status

and by type of pension and financial arrangement.

The ten largest pension providers, ranked both by number of members

and expenditure, are listed in Table 8-2.

The single largest pension provider is IKA (“Institution for Social

Security”), which caters primarily to private sector employees and provides

more than a third of all pension benefits. IKA was set up in 1936 and was

designed to form the backbone of the social security system through the grad-

ual absorption of sectoral funds. IKA offers primary pensions, primary health

care, sickness benefits in kind and in cash. Since 1978 a branch of IKA,

TEAM, has been offering supplementary pensions. In 1983, TEAM was made

compulsory to all wage employees not already covered by other supplemen-

tary providers. Within IKA alone, there are over 300 major pathways to

retirement, some absurdly specific (see the Appendix on retirement age). Sepa-

ration payments are paid by special providers or directly by the employer.10

II.2 Coverage

Inclusion in the pension system is mandatory for all workers, including

the self-employed who have their own providers. Civil servants, the military,

priests and other smaller categories are covered directly by the State

(Ministry of Finance) for primary pensions and health, but have indepen-

dent providers for supplementary pensions and separation payments.

Although the Greek system is related to the formal labour market inso-

far as pensions are related to earnings histories, coverage extends further, since

366 A X EL  B Ö R S C H -SUPAN AND PLATON TINIOS

8. The General Secretariat of Social Security commissioned a survey of the 174 studies

submitted between 1993 and 2000 (Zampelis and Kentouris, 2000). According to the survey,

most studies were conducted in order to justify benefit enhancements and hence they were not

concerned with system viability.

9. Law 2084/1992 provides for such an identifier, but its coverage to this date is rather nar-

row. For data problems see Tinios (1999).

10. Workers not covered separately by a separation fund are entitled to the amount they

would have received had they been made redundant. Law 2112/1920 deems the employer to be

solely liable for this benefit, which is calculated as a multiple of montly payments, equal to the

employee’s service years with the firm. See NSSG (2000).
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the rural pension subsystem also provides a means-tested pension for per-

sons over 65 with an insufficient earnings history, currently paid to 34 thou-

sand persons. Since Greece has no general safety net such as a universal

social assistance programme, these agricultural pensions work as a last

resort for aged persons who have not acquired pension rights.

The Greek pension system therefore appears to cover essentially all elderly

persons. Unfortunately, there are no good statistics on the actual coverage

of the system. Adding up all pension payments received by persons aged 70

and over exceeds the population in this age class by some 200 thousand

persons (see Figure 8-4).11 This is caused by multiple pension eligibility,

most frequently by widows.

II.3 Financing

Pension benefits are financed by three parties: Employer and employee

share contributions in proportions varying by provider, and the State adds

subsidies. In 1997, employer and employee contributions made up about 66

per cent of total receipts, leaving 34 per cent to the State (Spraos Report,

1997, Table 6.1). State subsidies take the form of formal tripartite finance

for the “new system”, ad hoc transfers, earmarked taxes and, indirectly, the

form of subsidies by public enterprises. Since there is no formal process

determining this State subsidy, pension providers have a soft or even non-

existent budget constraint since additional subsidies were historically granted

on ad hoc criteria and without involvement of the Parliament. Figure 8-1

depicts employer, employee and State contributions to pensions and health

insurance as a percentage of GDP and shows the increasing share of State

financing since 1985.12 The data include only those payments, listed as income;

they exclude, for instance, financing of civil service pensions through the govern-

ment budget. State support of the pension system is one of the main deter-

minants of the primary public sector balance; even allowing for a complex

picture on the financing side, pension policy must account for a good part of

the overall accumulated public sector debt.

Contributions to IKA are on average 26 per cent of gross income (Spraos

Report, Table 3.5). For the ‘new system’ contributors, there is no upper cei-
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11. Similarly, the number of people covered by health insurance exceeds the population by
more than 20 per cent.

12. State financing is underestimated, as it does not include cross-subsidies from health to
pensions. Equally, the effect of the State taking over Pension Fund accumulated debts in the
early 1990s is not reflected.
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ling on contributions, although there is a cap on benefits; the old system

though has ceilings on both contributions and pensions. However, evasion is

widespread and takes many forms, ranging from not insuring entire estab-

lishments (less common), to not declaring particular workers, whereas

underreporting of hours worked or wages received (i.e. income) is almost

universal. The link to benefits is therefore weak (see below). Consequently,

the IKA’s statutory contribution rate, while high compared to other EU

countries, does not reflect the effective contribution rate.

II.4 Eligibility for Benefits and Retirement Age

Eligibility for pensions depends on years of service and age. We start with

the “normal” case in IKA. This worker can obtain a full pension at age 65

(age 60 for women) after at least 15 years of service. He can retire from age

60 on (age 55 for women) with an adjustment of about 6 per cent per year

before age 65, which is roughly actuarial.13
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13. If the actuarial reduction takes the pension receivable below the (rather high) mini-
mum pension, the pension paid is the mimimum. For the majority of cases, thus, there is no actu-
arial reduction at all.
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However, this “normal” entry is the exception because only about 20 per

cent of new pensioners in 1997 use this pathway to retirement. The remain-

ing 80 per cent of workers use one of the many exceptions, some of which

are listed in the Appendix. The exceptions are thus actually the normal case

for IKA. The many exceptions and the prevalence of evasion are the likely

causes for the skewed distribution of service years reported at the time of

pension entry; this is visible in Figure 8-2.

The distribution depicted in the figure features a sharp peak at 15 years

both for men and women. It is rather unlikely that this distribution reflects

the true distribution of years worked in life; rather, it points to the preva-

lence of evasion or to a coexistence of work and pension receipt and the

receipt of multiple pensions. Interestingly, the distribution in 1994 appears

a little less skewed than that of 1989.

The long list of “exceptions” also creates a low average retirement age in

IKA, which was 59.7 years for men and 57.5 years for women in 1997,

although there is also a considerable number of workers aged 65 and above

who still have not fulfilled the 15 year eligibility criterion (Figure 8A-1, page

434). Figure 8A-1 exhibits the distribution of ages at retirement entry with

the characteristic spikes at age 50 (mothers), 55 and 60 for women, and at

age 58 (heavy occupations plus long service pensions), 60 and 65 for men.

In the public sector, eligibility is even more generous. It is still possible to

leave work after 15 or 20 years of employment with no restrictions on the

actual age of retirement, although after 1990 a minimum age for the collec-
tion of pensions was introduced. Thus, many public sector employees left the

public sector early, picked up a private sector job and then had the time to

be entitled to collect two separate (consecutive) pension rights.

II.5 Benefits

While the level of benefits varies by provider, there are some common

features. Following the principle of equivalence, primary and supplementary

pensions as well as the separation payment are determined by the pension

base income and the years of service. However, equivalence between contri-

butions and benefits is distorted for two reasons. First, the base income for

benefit calculations is commonly the average salary of only the last 5 years

in IKA.14 In other employee funds and in the public sector it is the last salary

only. This narrow window for the computation of the base income gives rise
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14. Raised from 2 years in 1990.
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to the above-mentioned underreporting of incomes earned in earlier years

since it is profitable for both employers and employees to save on contribu-

tions without doing harm to later pension benefits.

Second, there are several mechanisms that provide for a minimum pen-

sion. IKA, the largest provider, has a formal minimum pension which until

1990 was set as a multiple of the official daily minimum wage. It is currently

set (1999) at about 110,000 drachmas. Because of underreporting and few

contribution years, more than 60 per cent of all IKA pensioners receive this

minimum pension. Thus, though contributions are a function of income, for

the majority of IKA beneficiaries benefits are essentially flat-rate.15

In addition, the agricultural pension system, represented by OGA, pro-

vides the already mentioned basic pension of last resort (currently 47,000

drachmas16) to all farmers over 65, regardless of contributions. Elderly with-

out acquired pension rights and farmers who reached 65 prior to 1987

received the basic pension. Farmers currently retiring receive a contributory

pension, as a result of a new scheme, which started in 1997.

In 1996, the Greek government also introduced a means-tested supple-

ment, called EKAS, which grants a fixed amount to low-income pensioners

after cross-checking (see Box 8-2). EKAS was the first successful instance of

the use of means tests in the Greek pension system, and can be thought to

open the way for wider use of targeting. (See Spraos Report, 1997, chapter 5).

On the other hand, there is a formal cap on total pension benefits, set at

roughly 7 times the IKA minimum pension. However, since crosschecking

between providers is impossible, given the absence of a unique identifier, the

caps and limits are rarely if ever enforced. The coexistence of work and pen-

sion receipt and multiple pensions are thought to be widespread (see

Section III). Separation payments paid by dedicated providers have been

capped in nominal terms, though this cap has been challenged in the courts.

It is notable that the Greek tax system treats pensions as if they were nor-

mal earnings, unlike some other European tax systems.

II.5.1 Replacement Rates

Statutory replacement rates with respect to the pension base at normal reti-

rement age, 65 (60 for women) and normal years of service are high compared

to international standards (see Table 8-3 for the most important providers).
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15. Tinios (1999a) provides a statistical overview of minimum pension recipients.
16. This amount is received by all persons over 65. Thus, a rural couple both over 65 would

receive 92,000 drachmas plus family allowances.
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Total statutory replacement rates (primary and supplementary pension) can

frequently exceed 100 per cent of the pension base, in some cases even 120 per

cent, if the separation payment is taken into account. However, these high

replacement rates mainly reflect the skewed distribution of actual service years

that was visible in Figure 8-2. Minimum pensions in IKA, once added to mini-

mum TEAM pensions, give rise to combined pension receipts well above the

minimum monthly industrial wage, especially if the calculation is performed net

of social security contributions: A pensioner in 1997 would receive a monthly

minimum sum equivalent to 25.8 times the daily industrial minimum wage.

Because of the low number of service years at the age of pension entry, the

actual or effective replacement rates are much lower for workers who are above

the minimum pension. At the same time, the distribution of actual replace-

ment rates with respect to the average wage is wide and uneven. Table 8-3

(reproduced from OECD, 1997) reports wide divergences between statutory

and effective replacement rates. This reflects not only the wide distribution of

years of service but also the many special benefit computation rules that have

accumulated over time as pointed out in the Appendix below. In addition, the

minimum pension provides a mechanism of redistribution increasing decisi-

vely the replacement rates for the lower part of the income distribution.

Table 8-4 provides a set of examples for typical benefit computations for dif-

ferent providers, based on a stylised earnings history starting at age 25 with

an annual real earnings growth of 2 per cent. The ‘rate of return’ reflects the

extent to which total expected benefits exceed total payments, expressed as if

the pension contract was an asset purchase. Thus the ‘asset purchased’ by an

IKA contributor after 35 years at the average wage and at today’s contribution
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SOURCE: Mylonas and de la Maisonneuve (1999), Table 3.  "Effective" at 35 years of contributions.
a. Not available.

Table 8-3.  Statutory and Effective Replacement Rates
Percentage points

PrimaryTotalPrimaryTotal

Statutory Effective

Private sector (IKA+TEAM) 90-110 70-90 62 49
Seamen (NAT) 100 80 65 53
Small entrepreneurs (TEBE) 90 90 54 54
Professionals naa 80 90 55
Farmers (OGA) old 20 16

new 70 70 ... ...
Civil servants 152 80 109 80
Public enterprises and banks 100 80 98 80
Post-1992 entrants 80 60 ... ...
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rates earns him a rate of return on capital of 1.1 per cent per annum. In con-

trast, the government ‘asset’ is worth 4.9 per cent to the civil servant.17 The table

shows the extent of redistribution between providers and categories of workers,

as well as the relative generosity of the different funds. The highest rate of

return is attained for the case of the least years of contributions and eligibility

for the minimum pension, an interesting fact that shows how strong the incen-

tives are for contribution evasion. The very low, and frequently negative, returns

of the “new system” for post-1993 labour force entrants are also remarkable.

II.5.2 Indexation

Since 1990, primary pension benefits of employees have been indexed to

the salary of public employees, which effectively ended indexation in pro-

portion to labour productivity and resulted in a real decline of pension ben-
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SOURCE: Adapted from Mylonas and de la Maisonneuve (1999).
Baseline refers to 35 years of service between age 25 and age 60.
a. Including rights to survivors’ benefits.

Table 8-4.  Implicit Real Rates of Return on Contributions

New
systemOGATEVEPPC

Civil
servantsIKAScenaria

A. Baseline (2 per cent
wage growth and
2 per cent rate
of discount)
- No survivors 1.1 4.9 2.7 1.7 2.3 0.3
- Survivors 2.1 5.3 3.1 2.6 2.3 1.3

B. Baseline (4 per cent
wage growth and
4 per cent rate
of discount) 0.7 4.8 2.6 0.6 1.1 -0.2

C. Work 25 years;
retire at 50 3.2 7.3 4.4 4.2 6.3 2.1

D.Work 25 years;
retire at 60 0.7 6.6 3.8 1.7 3.7 -0.4

E. Minimum pension
at IKA (15 years work)
- No survivors 5.2
- Survivorsa 8.8

17. These rates do not reflect actual wage histories or contributions, but are steady states
based on current magnitudes. “Historical” rates of return would be far more favourable, reflect-
ing the grandfathering which is widespread.
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efits of over 20 per cent between 1990 and 1993. Partially, this was offset by

an increase in supplementary pensions of the richer providers. Figure 8-3

shows real receipts of IKA minimum income pensions, including the effect

of EKAS, the low-income pension supplement.

II.6 Pensions and the General Social Policy Environment

The pension system is in many ways linked to the general social policy

environment in Greece. As mentioned above, the minimum pension was for-

mally set in proportion to the minimum wage until 1990.

Private pensions —occupational or enterprise pensions as well as individ-

ual retirement saving accounts— are rare in Greece. One likely cause for the

virtual lack of enterprise pensions is the omnipresence of the Greek manda-

tory system that is generous for the clientele which is usually served by this

kind of pensions in other countries. Table 8-5 is compiled from data con-

tributed by insurance firms on occupational pensions (from NSSG, 2000).

Though the data probably underestimate the true extent of activity, it appears

that this kind of pensions is certainly not unknown, and in the four years from

1993 to 1996 they exhibited extremely rapid growth in income. Nevertheless,

compared to public PAYG pensions, these magnitudes are infinitesimal.
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The problem that social protection data lack transparency is highlighted

by the 1998 report of the NSSG Committee to re-examine the application of

the European System of Social Protection Statistics (ESSPROS) to Greek

social protection expenditure (reproduced in NSSG, 2000). The report

states that, due to system fragmentation, social protection expenditure, as

previously collected, accounted for only 2/3 of actual outlays: total expendi-

ture was revalued from 16 per cent to 24 per cent of GDP. Interestingly,

many of what are thought to be striking characteristics of Greek social pro-

tection were seen to be due to statistical problems (Tinios, 2000).

II.7 Interactions Between the Pension System and the Economy
as a Whole

Similar to enterprise pensions, individual retirement saving, though more

common, is also rare by European standards. All this is a strong indication that

the public system has crowded out private savings in the middle- and upper-

income distribution part of the population; however, a formal analysis is lack-

ing. On the lower income distribution part, in particular in rural areas, family

networks appear to still be important for the provision of old-age support.

Pensions, i.e. money transfers, also appear to have crowded out in-kind

transfers in the form of direct services to the elderly. Only 0.12 per cent of GDP

appears to be directed to in-kind old age benefits (NSSG, 2000). Judging from

the development in other EU countries and the US, these services are likely

to become more demanded when the population ages and becomes richer.

On the other hand, changes in the economy will also affect the pension

system in ways that are difficult to forecast. Because the system is so frag-
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SOURCE: NSSG, based on a questionnaire sent to insurance companies.
The orders of magnitude are indicative.
a. Pension schemes provided by employers on behalf of their employees.
b. Primarily pensions or separation payments.
c. Primarily health benefits.

Table 8-5.  Private Collective Occupational Schemes, 1993-1996a

Billion drachmas

1996199519941993

Total expenditure 7.8 10.0 11.9 15.0
Benefits in cashb 4.4 5.6 6.6 8.8
Benefits in kindc 3.4 4.4 5.3 6.2

Total income 12.6 17.3 20.7 29.4
Employers' contributions 11.9 16.5 19.6 27.9
Employees contributions 0.6 0.9 1.1 1.5
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mented, changes in the overall economy, in particular changes in the labour

market, can have unexpectedly large effects on the pension system, more so

than in less fragmented systems.

To see an example, the migration of agricultural workers to the urban pri-

vate sector or, more markedly, to a state sector bank, will entail the multi-

plication of their pension entitlements by a factor exceeding four: the IKA

minimum pension is three times greater than the agricultural pension, it is

received on average 6 years earlier, and gives rise to a right for a survivor’s

pension. The internal migration that peaked in the 1970s should thus lead to

very important echo effects in pension expenditure.18

More generally, the fragmentation of the system in sectoral and cohort

lines implies that the dynamics of the system can be dominated by composi-

tion effects. Such composition effects arise as echoes of several key events:

ñ The disruptions caused by the War and in the immediate post-war

years.

ñ Internal migration transferring population from the (uninsured) rural

sector to the cities and IKA. The migration began in the 1950s and reached

its peak in the 1960s and the 1970s.

ñ External migration to Australia and the US (of a permanent nature –

1950s) and to Germany and Europe (1960s). The latter gave rise to a return

migration in the 1980s and 1990s, frequently of pensioners.

ñ The increase in female labour force participation, through the post-

war period.

ñ The expansion of the public sector and public sector employment from

the late1970s.

ñ Waves of Greeks returning to Greece from Egypt, Turkey in the 1950s

and the 1960s and from the ex-Soviet Union in the 1990s.

Other composition effects arise from changes in social security legisla-

tion. The key events were:

ñ The formation of IKA in the 1950s and its gradual geographical expan-

sion to cover the entire country.

ñ The obligatory participation of all wage employees in supplementary

pension schemes by 1983.

ñ The social security reform laws of 1990-92 introduced new differenti-

ation, creating new cohorts, primarily in the public sector. Civil servants

recruited before 1983 have lower retirement ages, while their pensions are
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18. These echo effects can be held to have been responsible for some of the rapid deterio-
ration in the IKA demographics during the 1980s, at a time when the overall dependency ratio
was stable or falling.
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calculated according to a different formula. The laws of the period prean-

nounced a gradual increase in retirement ages for old system contributors,

starting from 1998.

ñ Law 2084/92 led to the creation of a new, considerably less generous

system for labour force entrants (see Box 8-1).

Most of these composition effects will lead to expenditure increases,

while some of them simply reflect the natural maturation of a pension sys-

tem. Only the last two events, which are related to the pension reforms of

1990/92 work in the opposite direction and will dampen future expenditure

increases.
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BOX 8-1. The New Entrants’ System and the Political Economy of
Pensions

Under Law 2084/92, all labour market entrants since 1 January 1993, regard-

less of sector of employment or membership of social security fund, are subject

to common legislation regarding the levying of contributions, retirement ages,

replacement rates and minimum guarantees. The new system is considerably less

generous than the old one and is, furthermore, subsidised to about a third by

general revenue, through explicit tripartite financing. (OECD, 1997, pp. 86-87,

provides a description of the new system.) Some of the key characteristics are:

ñ Age limit at 65 for men and women.

ñ Contribution rates as at IKA, but levied on all earnings and with no cei-

ling on earnings, regardless of fund.

ñ Tripartite financing for primary pensions and health, equal to a third of

total contributions.

ñ Maximum replacement rates (on a linear schedule) of 60 per cent for pri-

mary and 20 per cent for supplementary pensions.

ñ Eligibility to multiple pensions is sharply curtailed.

ñ Sharply reduced minimum pension entitlement, equivalent to less than

25 per cent of the IKA minimum. The minimum was raised in 1998, but, at

approximately 60,000 drachmas, it is about half that of IKA.

Actuarial calculations undertaken at the time apparently showed that the

new system, taken separately, was broadly in balance. Given that no separate

account was set up for the new system, new system participants subsidise their

predecessors, while the new system is precluded from building any reserves.

The existence of sharply reduced entitlements of the cohort corresponding

to the new system is corroborated by all calculations. Two workers of the same

age and the same earnings, one employed on 30 December 1992 and the other

(Box continued)
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III. Living Standards of the Greek Elderly

The pension system was designed to deal with concerns about poverty of

elderly people. This section attempts to derive and reconcile some stylised

facts about the living standards of the elderly. In particular, it first examines

what, frequently contradictory, evidence exists. Are the old poor? Is old age,

in itself, a factor leading to poverty and deprivation in Greece? Is the distri-

bution of income more or less unequal among the old? What is the impact

of the pension system on this distribution? Secondly, it speculates on how far

the present situation can be projected in the future. Will the old of the future

be equally at risk, or will they face different problems?

The key question to be answered in this context, is: Are the troubles of the

current generation due to specific problems they faced during their lives, or

are they due to general problems linked to old age in Greece? The evidence
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Box 8-1 (continued)

two days later, could be eligible for total entitlements with a difference possi-

bly exceeding 60 per cent.1 On the other hand, differences between occupa-

tional groups of the same cohort are sharply reduced.

Equally significant are the distributional implications of the new system.

Those who lose out most are today’s minimum pension recipients: Whereas in

2001 their entitlement in IKA is 124,000 drachmas, their receipts under the

new system will be around 60,000 drachmas, less than half. In contrast, effec-
tive replacement rates of those earning higher amounts could actually rise in

the new system, as they will be calculated on a wider base. Given the prepon-

derance of minimum pensions in today’s pensioners, it is fair to say that this

group bears the brunt of the adjustment needed, while it is reasonable to

expect a deterioration in the distribution of pensions.

Towards the end of the present decade, around the year 2010, approxi-

mately half of the labour force will participate in the new system. In this way,

an increasing proportion of the population will be subject to uniform condi-

tions, considerably altering the probability of general consolidation and public

perception of legislative changes.

1. The difference will arise through retirement ages up to 15 years later, replacement

rates 25 per cent smaller, contributions on a wider income concept, and a mimimum pen-

sion half the size. It remains to be seen whether differences of this size can pass muster if

legally challenged...
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shows rather clearly that the important reason is the first, a cohort effect,

rather than a general lack of pension generosity in present-time Greece.

III.1 The Stylised Facts19

Table 8-6 shows the poverty risk of individuals of different groups in the

European Union. It is derived from the European Community Household

Panel and is based on declared income information per capita. A value of the

poverty risk factor equal to 100 would mean that the particular population

group faces a probability of living in a household with per capita income

below the poverty line equal to that of the average of the population

(defined by Eurostat to be 60 per cent of the population median income). A

value exceeding 100 means that the population group is at greater risk than

the population as a whole.

Table 8-6 shows that the poverty risk in Greece is almost exclusively linked

to age. People over 65 are almost two and half times as likely to fall below the

poverty line as the average. Significantly, the only other group with above-

average poverty risk is individuals between 50 and 64. All other groups are

below par. Interestingly, poverty affecting children is very low in Greece

(index=59), a figure matched only by Denmark and Portugal, while the EU

average is showing that child poverty is a fact of major concern elsewhere.20

The pattern of poverty in Greece is sharply at variance with the experi-

ence of other countries of the European “South”, which could, a priori, be

expected to face similar problems with Greece. Spain and Italy have below

par poverty risk for the over-65s, only Portugal being closer to Greece.

The prevalence of poverty among the old, and old age as a poverty risk, is

a well known finding in all studies of living standards in Greece (Sarris and

Zografakis, 1999, Mitrakos and Tsakloglou, 1998). Though it is usually stated

in terms of the head of household being old, this finding holds even when

household composition is taken into account (using equivalence scales – see

Tsakloglou and Panopoulou, 1998), or when consumption (total expenditure)

is used instead of income. Comparing equivalent studies over time, the preva-

lence of aged households among the poor stays roughly the same (Sarris and

Zografakis, 1999). This effect remains, though to a slightly reduced extent,

when sub-sets of the population (rural/urban) are examined separately. The
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19. This section draws on Tinios and Zografakis (2001).
20. The most plausible explanation of the finding on child poverty would ascribe it to the

impact of low fertility. It would appear that couples in Greece only have children when they are
sure that those children can be provided for adequately.
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Statistical Appendix to the National Action Plan for Inclusion (2001) confirms

these findings for the 1999 HES.

Though most of the studies define the “old” in terms of the household

head being over 65, the poverty findings remain if the total population of

over-65s is examined, including those cohabiting with their offspring. Table

8-7 from the 1994 Household Expenditure Survey shows the effect of diffe-

rent definitions of income on the relative poverty risk. The poverty finding

is very robust, though the relative risk is reduced when allowance is made for

size of family and when measures of income including non-market variables

(chiefly housing) are examined.21

The conclusion that poverty in Greece is mainly a problem of the old must

be tempered when one considers the information contained in Table 8-8.

Table 8-8 is derived from income tax information on all those declaring at

least 1 drachma of income from pension. Normally, tax statistics classify as

‘pensioners’ only those who derive more than 50 per cent of their income from

pensions. This seemingly technical difference actually changes the interpre-

tion of the link between old age, poverty, and pensions to a significant extent.
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SOURCE: Eurostat, based on the European Community Household Panel (ECHP), 1995.

Table 8-6.  Relative Exposure to Poverty Risk by Age Groups, EU 1995

65+50-6425-4916-24-16FemaleMale

By ageBy sex

Greece 92 108 72 94 58 104 239

EU-15 94 106 128 137 79 81 116

Spain 95 102 130 116 87 100 88
Ireland 95 105 151 96 77 71 97
Italy 85 104 128 150 83 93 80
Portugal 91 109 110 72 65 105 211

Belgium 95 105 103 143 76 96 134
Denmark 95 105 50 216 63 58 242
Germany 92 107 135 143 85 74 111
France 95 104 112 185 71 88 114
Luxembourg 88 111 142 127 88 83 82
Netherlands 94 106 124 258 81 58 72
Austria 92 107 133 98 97 74 96
UK 99 110 154 78 71 59 160

21. Marlier, 1999 offers a fuller analysis of the ECHP data contained in Table 8-6.
Households benefiting from pensions have a standard of living 10 per cent below the average
in 1995, compared with 4 per cent for the EU as a whole. In Italy (a country with equivalent
pension generosity) the comparable figure is 4 per cent above the average.
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A number of observations can be made with reference to Table 8-8:

ñ The data obtained in Table 8-8 are representative. The total number

of pensioners filing income tax declarations, at 1,240,000, compares well

with the total urban sector pensioners of 1,380,000 for the same year. The

difference of 140,000 could either be pensioners not submitting tax declara-

tions, or those collecting multiple pensions. A number of holders of multi-

ple pensions accounting for 10 per cent of the total is very plausible. The

800,000 pensioners of the Farmers’ Insurance Fund (OGA) can safely be

assumed not to be filing tax declarations.

ñ In the same year the minimum IKA old age pension was 75,000 drach-

mas. The minimum daily industrial wage was 4,400 drachmas, giving monthly

earnings of about 90-95,000 drachmas. The average income of low-income

pensioners (95,065 drachmas, see Table 8-8) is thus approximately equal to

the monthly minimum income.

ñ The size of average declared pensions, when compared to average pri-

mary pensions for the same year (average IKA plus TEAM for 1993 was

103,000 drachmas), implies that the majority of pensioners in 1993 had access

to supplementary pensions and did not have to rely on their primary pen-

sions alone.

ñ What is striking in Table 8-8 is the extent to which pensioners have

access to other income. Fully 54 per cent have other income, a figure that is
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SOURCE: HES 1994, from Tinios and Zografakis (2000).
a. Household expenditure survey data.

Table 8-7.  Poverty Risk of the Aged, Subject to Different Income Conceptsa

Con-
sumption

Expen-
ditureIncome

Con-
sumption

Expen-
ditureIncome

Poor as a per cent of total (percentage which falls below 60 per
cent of the median)

Per capita variablesUsing the household variable

Population 17.8 17.5 15.2 25.1 23.8 22.3

Total aged households 41.1 44.1 38.8 28.6 32.8 26.4

Total aged people 42.9 47.2 41.6 30.1 34.4 27.5

Pensioners 37.8 40.4 35.5 27.1 30.3 24.4

Relative poverty risk
General population 100.0 100.0 100.0 100.0 100.0 100.0

Aged people 241.8 269.8 273.9 119.9 144.5 123.5
Pensioners 212.8 230.6 234.3 107.8 127.1 109.4

Poverty line 132.9 142.6 174.4 49.1 50.6 78.6
Mean income concept 347.1 270.4 290.6 100.5 108.5 131.1
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higher at the two opposite ends of the distribution. Those receiving relatively

low pensions would presumably rely more on employment income (many of

them will be quite young), while those receiving higher pensions would have

income from property, mainly rents.

ñ Other income is on average almost half of pension income (48 per

cent, see Table 8-8), a figure higher for pensioners with low pensions.

ñ Pensioners who only declare their pension have higher pensions than

the ones with other income (except the high pensions group). Nevertheless,

the poorest group in the population with an average income of only 54,858

drachmas in Table 8-8 is composed of those with only pensions. Referring to

IKA data on contribution years (see Table 8-9 below), the overwhelming

share of these elderly is likely to be older in age. This will be our next point.

III.2 Interpretation: A Problem of the Past

There appear to be a number of confusing and conflicting indications:

ñ Poverty is indubitably concentrated among the old, especially in the

rural sector.
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SOURCE: Personal income tax data, 1993. From Tinios (1999).
Pensioners defined as all those declaring at least 1 drachma as deriving from pensions.
Low pensions: Pensions up to 1 million drachmas p.a.
Middle pensions: Pensions from 1 million to 2.5 million drachmas p.a.
High pensions: Pensions over 2.5 million drachmas p.a.

Table 8-8.  Pensioners’ Other Income, 1993

High 
pensions

Middle
pensions

Low 
pensionsAll

All pensioners
Number 1,238,695 553,751 488,308 196,636
Average income 142,360 95,065 140,605 279,904

Pensioners
with only
pension income

Per cent of total 46.2 29.1 61.9 55.1
Average income 122,576 54,858 114,860 244,913

Pensioners with
other income

Per cent of total 53.8 70.9 38.1 44.9
Average income 168,693 133,296 173,588 315,748

Pension as a
per cent of income 52.1 30.1 63.9 79.6

Average pension 
income 87,889 40,122 110,993 251,335
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ñ Pensions as a percentage of GDP (Greece: 12.1 per cent) are above

the EU average (10.5 per cent).22

ñ The percentage of old people in the population is not different from

the EU average.

ñ Replacement rates for given contribution years of the main pension

funds are remarkably high by EU standards (see Section II).

ñ Pensioners appear to have access to other sources of income to a sur-

prisingly large extent.

These observations can be reconciled by three arguments. First, poverty

appears to be overstated in the data, and especially so among pensioners;

second, the operation of the pension system is unequal; third, poverty has

strong cohort effects, i.e. the data reflect the troubled careers of today’s

older generation more than current and/or future problems. We discuss

each in turn.

A. Poverty is Overstated in the Data, Especially Among Pensioners

ñ The data neglect asset holdings and non-market consumption, partic-

ularly own-occupation of housing (97 per cent in rural areas), consumption

out of own production, and non-market exchanges between households.

ñ Much of the data neglect solidarity between households (e.g. remit-

tances to parents living in the village) and the effect of household composi-

tion as a solidarity mechanism (aged parents living with their offspring).

ñ In the cases of very small-scale production (in agriculture, but also in

small and medium-sized enterprises in the industrial sector), record keeping

is such that the notion of income is not well defined.

ñ The operation of tax evasion; whereas in systems with a low income

guarantee there is an incentive to declare some income, in the Greek con-

text people try to be below the tax declaration threshold.23

B. The Operation of the Pension System is Unequal

ñ Poverty is concentrated in the rural sector, where non-contributory

pensions in 1994 were roughly one quarter those of minimum IKA pensions.
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22. Both numbers refer to 1998. Source: ECOFIN (2000).
23. When blown to national level and compared with administrative sources of income

transfers, the ECHP data for Greece show an underestimation of the order of 20 per cent.
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ñ Pension ages, especially of the more generous funds, are very low. Thus

the pension bill has to “accommodate” many more than the aged. Similarly

for the large number of disability pensions.

ñ Poverty is concentrated in the older groups of pensioners. (a) They are

less likely to have access to supplementary pensions. (b) They have been sub-

jected to real income erosion for a longer time.

C. Poverty Data Reflect the Troubled Careers of Today’s Older Generation

ñ Today’s over-65s could be thought to be “unlucky”. They had to face

the war and civil war years, while many migrated to the urban sector well

into their careers.

ñ Partly as a consequence of the above, the low pension phenomenon is

due to few years of contribution, some due to broken contribution histories,

but some also due to contribution evasion. Already, pensioners are coming

into retirement with more years of contribution and are entitled to higher

pensions, see Table 8-9, based on IKA data on the years of contribution.

The table shows that, taking a long-term view, the years of contribution

increased for all pension types. The respite of the 1980s, caused by using

pensions as a social policy instrument, appears to have been reversed after

1990.

ñ Older pensioners in many cases do not have access to supplementary

pensions. Wage employees who did not already have access to supplemen-

tary pensions had to begin contributing to the TEAM scheme in 1983.

ñ In the last few years a number of developments have taken place which

will have a direct impact on future poverty.

ñ The means-tested pension supplement, EKAS, was introduced in 1996

and is now collected by 350,000 low-income urban pensioners. In 2000, the
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SOURCE: π∫∞. Own right=Old age plus disability.

Table 8-9.  Average Years of Contributions of new Pension Awards in IKA, 1960-98

Own rightSurvivorDisabilityOld ageYear

1960 11.1 9.6 9.3 10.1

1970 17.8 10.9 14.2 14.9

1980 23.7 12.6 16.4 18.2

1985 22.1 11.9 16.3 18.2

1990 22.2 13.5 17.9 20.9

1995 22.8 13.5 18.5 21.1

1998 24.2 14.3 19.3 22.6
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level of EKAS was raised to 21,000 drachmas, which is over 15 per cent of

the IKA minimum pension (110,000 drachmas in 2000), and is to rise to

28,000 drachmas in the year 2001.

ñ Basic agricultural pensions were increased in real terms by over 30 per

cent since 1996, while the introduction of a contributory scheme for farmers

is already giving rise to a flow of pensioners with entitlements similar to IKA.

ñ New pensions of self-employed have also increased decisively in real

terms since 1993, partly reflecting the increased popularity of the respective

funds.

It would thus seem that a good deal, if not all, of the current poverty prob-

lem of today’s old may not be readily projectable into the future, but may be

a problem of past cohorts. The poverty problem that will remain is likely to

be more localised and not to affect the generality of future pensioners.

IV. Pension Problems

As the previous sections demonstrated, pension provision is the corner-

stone of social services in Greece: The pension system is a key element of

social solidarity, both within generations (through its social welfare function)

and between generations (through its income replacement function). Despite

the many problems it has faced, its resilience most probably indicates that

the balance of costs and benefits for the system as a whole must have been

positive. Indeed, in many individual cases during the past two generations,

the pension system was able to give solutions,24 second best in nature, but

nevertheless not lacking in ingenuity, to many social and economic prob-

lems.

The provision of these solutions was not costless. The social solidarity

“purchased” through the pension system implied a range of costs to society;

these costs may be thought of as the “price of social solidarity”. Part of this

price is visible and transparent, such as social security contributions, or, per-

haps less so, public subsidies to finance deficits, or earmarked taxes. Another

part of the price is more difficult to measure: the cumulative operation of
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24. Many of these problems were not immediately connected with pension issues, but con-
sisted in the alleviation of problems of particular sectors of the economy. One may mention
here the transition to lower levels of employment in agriculture, overcoming the initial prob-
lems of integrating women in the labour force, dealing with the social problems of Greeks
returning from abroad etc. Finally, the special treatment of many industrial sectors, both in
contribution collection, but also in pension entitlement as a part of non-wage remuneration,
played a major role in post-war industrial policy.
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the pension system over the decades and in particular the necessity to resort

to less-than-perfect second best solutions has led to serious efficiency prob-

lems. These problems could impede the process of growth seriously and

hence cancel out the original gain.

The lesson that emerges from the history of the pension system is that the

price for social solidarity was, and still is, worth paying.

A positive balance of costs and benefits to date does not of necessity

mean that this situation will remain so in the future. Indeed, evidence is

mounting that the price connected with operating the system in its current

form will rise considerably in the future. These effects will operate in a num-

ber of ways:

ñ Through a rise in the financing costs of the system due to long term

demographic changes; the implicit taxes needed to finance the system will

rise.

ñ Through a reduction in the usefulness of some of the benefits of the

system in terms of social policy; many of the benefits of the system are either

not likely to be in as much demand or can be achieved in other, less costly

or less distortionary ways.

ñ Through an increase in the significance of some of the “hidden costs”

of the system – in the form of efficiency losses in the labour market, but also

in intertemporal allocation and savings behaviour.

IV.1 Demography

Pension systems, in one form or another, redistribute purchasing power

from those working to those not working. Given that workers are over-

whelmingly in the age groups between 20 and 65 and retirees are typically

older, pension systems are particularly sensitive to demographic changes.

These effects are most direct in systems with pay-as-you-go financing, where

the ratio of contributors to pensioners lies at the heart of the system’s ope-

rations. (See Section VI.1 for a more formal treatment of this ratio’s

impact.) Ageing of the population, by reducing this ratio, increases the bur-

den of the pension system on production.

Table 8-10 shows key demographic variables for Greece and benchmarks

them against other EU countries. Figures 8-4 to 8-6 (reproduced from the

Spraos Report, 1997) portray population pyramids for Greece, plotting

numbers of people at different age groups, by gender. Within each pyramid

we also sketch the area corresponding to those working, using the 1994 age-

specific labour force participation rates for each of the two sexes. Figure 8-4
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also shows the effect of multiple pension entitlements. These multiple enti-

tlements expand the number of pensions paid to people over 75 far beyond

the population of people of that age, by 205 thousand people. Of note is also

the existence of large numbers of pensioners at ages far below the ‘statutory’

IKA age limit.

A number of stylised facts stand out from an analysis of Table 8-10 and

the three population pyramids:

ñ The key influence in demography is a disastrous fall in fertility rates

after 1980. This fall will act as the driver for labour market developments in

the current decade, as children born after the turning point are due to enter

the labour market from 2000 onwards, while the full effect will be felt after

2005. It should be noted that, even if the fertility rate were to rise, this can-

not have any beneficial effect for at least 20 years; in the meantime public

finances will have to accommodate a further deterioration in overall

dependency ratios.

ñ The Greek population is marginally younger than the West European

average and is ageing fast. By 2005 only Italy will have a worse dependency

ratio. Thus, the social security problem of today largely predates the demo-

graphic problem. Demography will make worse a situation that is already

considered to be difficult.
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SOURCE: Eurostat.

Table 8-10.  Key Demographic Variables

FemaleMale205020202010200520001995
Fertitily

1995

Life expectancy
1995

Old age dependency ratios
1995-2050

Greece 25.5 28.3 30.6 31.8 35.6 53.0 1.40 75.3 80.2

EU-15 25.3 26.5 28.1 29.6 34.7 51.7 1.45 73.9 80.4

Spain 25.2 27.1 27.7 28.6 32.5 61.8 1.24 74.0 81.4

Ireland 21.1 20.1 19.7 20.6 27.0 47.9 1.90 73.0 78.5

Italy 26.4 28.7 31.4 33.5 38.7 60.8 1.22 74.8 81.3

Portugal 24.3 25.0 25.9 26.6 30.0 48.4 1.45 71.0 78.2

Belgium 26.2 28.0 29.1 29.6 35.7 47.9 1.57 73.6 80.2

Denmark 25.1 24.0 24.4 26.9 33.3 41.7 1.79 72.9 78.0

Germany 24.4 25.4 29.1 31.9 34.6 51.0 1.28 73.4 79.7

France 25.4 27.1 27.8 28.1 35.9 51.1 1.66 74.0 81.9

Netherlands 21.1 22.0 23.0 24.8 32.8 45.0 1.58 74.6 80.5

Austria 24.4 24.8 25.4 28.1 31.1 48.4 1.39 73.6 79.9

UK 26.7 26.5 26.5 27.3 32.7 47.1 1.73 74.1 79.5

Sweden 30.2 29.4 29.2 31.2 36.9 41.8 1.74 75.9 81.3

Finland 23.4 24.2 25.5 27.2 38.5 46.3 1.84 72.3 79.8
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ñ An important factor is the delayed effect of the rural-urban migration

of the 1960s. High-pension groups are increasing much faster than low-pen-

sion ones (mostly farmers). In general, the current generation is paying the

price for problems postponed a generation ago.25 Today’s workers are already

yesterday’s “future generation”.

ñ The situation may become explosive after 2005, given that ageing will

be complemented by reductions in the population of working age in absolute

terms. The other side of the coin is a relative lull in the number coming up

to pensionable age until about 2005. This means there could exist a “policy

window of opportunity” for the next 4-5 years. The window can be utilised

to discuss, prepare and implement corrective measures.

ñ There are, however, two positive future influences whose effects are still

uncertain: (a) The effect of long-term in-migration after 1990, mainly from the

Commonwealth of Independent States (CIS), but also from the Balkans;26
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25. The generation retiring up to the 1990s can be seen to have been “grandfathered” in
the sense of having received a more generous package than the one that it would have been
“entitled to”. A number of good economic arguments can be advanced for such favourable
treatment: rapid economic growth up to the early 1970s, easing of the effect of urbanisation,
the absence of other social benefits enjoyed by this group etc.

26. Tsimbos (2001) concludes that the estimated population may be overstated by as much
as 6 per cent, due to the underrecording of immigrants. This has the effect of delaying the point
at which working population begins to decline.
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(b) The potential for major increases in female labour participation.27 Both

these effects lead to an immediate rise in contribution revenue. The legalisa-

tion exercise of some 300 thousand immigrants in 1998-1999 was an important

boost to IKA finances. Likewise, an increasing female labour force could have

similar effects. However, a full analysis must take into account the creation of

entitlements. Given the generous treatment of women, under unchanged

rules, female participation increases will widen deficits in the long term.

Similarly, given that almost all the immigrants are from neighbouring countries

which will in the long term join the EU, it is reasonable to assume that full

social security rights must be accorded to immigrants. Thus, even rapid favour-

able change in those parameters may, at most, postpone demographic prob-

lems, without altering their essence.

The demographic effects can be quantified and the likely shape of the pen-

sion system’s finances projected into the future. In addition to demographic

factors, shifts from low- to high-pension groups considerably affect the out-

come; moreover, the exact time scale of the reduction of the agricultural labour

force from today’s 20 per cent to levels comparable to those of the EU average

(of the order of 5-7 per cent) is an important assumption for the projections.28

Figure 8-7 reproduces the results of the OECD (1997) projection, as reported

in greater detail in Mylonas and de la Maisonneuve (1999). Total expenditure

rises from its present value (of around 12 per cent in Greece) faster and, unlike

the case of Portugal, reaches levels well in excess of 20 per cent. The period of

fastest growth appears to be that between 2005 and 2030. Proportionately the

system showing the fastest increase is that of public enterprises and banks,

though the “self-employed” is the area with the steepest expenditure increase

(which in their case is tempered by a faster rise in revenue). General govern-

ment pension payments fall initially, reflecting a hump in age limits of civil ser-

vants, as well as the delayed effects of Law 2084/92. Finally, and perhaps most

significantly, the increase in the proportion of “new system” contributors does

not lead to an appreciable deceleration in expenditure trends.

System fragmentation is thus a factor for the projections.29 Various stud-

ies, e.g. IMF (1992), OECD (1997) and the Labour Institute (INE) of the Gen-
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27. See Coomans (2001) and Fotakis et al. (2000). It should be noted that increases in
female labour participation are not independent of changes in pension arrangements.

28. Provopoulos and Tinios (1993) provide a qualitative analysis of these factors. See also
Spraos Report (1997).

29. It should be noted that no projections take into account the asymmetric behaviour that
is likely to result with system fragmentation; i.e. that favourable demographics of one popula-
tion sector, through self-selection, lead to an increase in entitlements, while unfavourable
demographics elsewhere do not lead to falls. See Provopoulos and Tinios (1993) and Tinios
(1992) on the problems raised by a sectorally based PAYG system.
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eral Confederation of Labour of Greece (GSEE) (1999), attempt to quantify

future shortfalls in the form of “implicit debt” calculations. Those calculations

essentially account for pension promises already given and likely to be given

in the future and weigh them against likely future sources of income.

The studies, despite their different provenance, optimism in assumptions

etc., conclude that implicit debt is no smaller than some 128 per cent of GDP

and can be as much as 200 per cent of GDP.30 Even the more conservative

and optimistic of these figures places Greece in the top range of countries for

which such calculations have been performed (Table 8-12).31 This must inevi-

tably mean that the system will place greater burdens on future taxpayers.

The extent of the pension burden to be borne by future taxpayers is heav-

ily understated by the implicit debt calculations. The “system for new

entrants” of Law 2084/92 was designed in order to finance, through cross sub-

sidies, some of the generosity pertaining to older generations; the balance for

members of the new system is thus already heavily negative. All implicit debt

calculations take this transfer from future to current generation as given and

calculate uncovered liabilities over and above the existing intergenerational
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SOURCE: OECD, report on Greece (1997, p. 93).
a. OECD estimates exclude all non-contribution sources of revenue.
b. Financing of the state as employer excluded (civil service pensions assumed to add to deficit).

Table 8-11.  Implicit Debt of the Greek Pension System (OECD)
Present value of pension minus contributionsa

Increase in
contrib.
years by
5 years

from 2000

Reduction
of replace-

ment rate by
50 per cent
from 2010

50 per cent
increase in
contribu-

tions 
from 2010

As a per
cent of total
expenditure

Per cent of
1994 GDP

Base scenario
Alternative scenarios

(per cent of 1994 GDP)

IKA & employees 61 52 27 11 30

NAT (sailors) 12 424 11 9 10

Self-employed 13 42 4 0 6

Professions 1 16 -1 -1 1

OGA (Farmers) 45 469 42 36 45

Civil servantsb 53 296 48 37 43

Public enterprises, banks 11 62 6 5 5

TOTAL 196 96 137 97 140

30. The calculations further mean that measures over and above those taken in 1990-92 are
necessary.

31. The lowest figure of 127.6 per cent of GDP is that of INE-GSEE (1999, p. 153) and is
dependent, among other assumptions, on the existence of pension fund assets amounting to 5
trillion drachmas.
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subsidy provided for by Law 2084/92 . If these additional liabilities are to be

borne by today’s 30-year olds, as it will be inevitable if reforms are postponed,

the negative returns this group faces will be reduced further.

The imposition of much larger burdens on one generation raises impor-

tant issues of intergenerational equity. Moreover, it evokes the key danger

that should worry today’s beneficiaries, namely the unilateral default (or

rapid devaluation) of pension obligations, on the plausible grounds that it is

not reasonable to pay for something far more generous than these benefi-

ciaries themselves will be entitled to.32

IV.2 Social Adequacy

IV.2.1 The Position of Pensions in Social Protection

Pensions form the centrepiece of the Greek social protection system.

According to the Eurostat data on social protection, in Greece various kinds

of pensions account for almost 52 per cent of total social protection. In the

“old age” function, monetary transfers accounts for 98 per cent of total

expenditure in 1997. Table 8-13 presents the situation in Greece in compa-

rison with other EU countries.

The other side of the coin is that other kinds of social services, even those

directed towards the aged, play a very small part. What exists is the result of

uncoordinated local initiatives by isolated local authorities or philanthropic

institutions (frequently the result of past bequests), it is very poorly docu-

mented and leaves such gaps in coverage so that it cannot be called a “sys-

tem”. In terms of the supply of such services, the overwhelming bulk of them
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SOURCE: Rosevaere et al., OECD (1996). Estimates exclude all non-contribution sources of revenue.

Table 8-12.  Implicit Debt of European Pension System (OECD)
Present value of pension minus contributions (per cent of GDP)

Greece 196 Austria 93

Belgium 153

Spain 108 Denmark 235

Ireland 18 Finland 65

Italy 60 France 102

Portugal 109 Netherlands 53

Sweden 132

Germany 62 UK 24

32. This is the key point of Tinios (1996).
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is provided informally, either within the (nuclear or extended) family, or the

local community. Private provision of such services exists, but even at the

higher end of the market problems arise in guaranteeing quality.33

Another aspect of the same picture is the small amount devoted to, and

the limited number of beneficiaries of, non-pension social transfers. The

analysis in Marlier, 1999, is instructive: Whereas 42 per cent of all house-

holds in Greece benefit from pensions (EU average: 30 per cent, Italy: 39

per cent), only 18 per cent benefit from other transfers (EU average: 52 per

cent, Italy: 17 per cent). Total non-pension transfers account for 2 per cent

of total income in Greece (EU average: 9 per cent) and 11 per cent for the

bottom quintile (EU: 50.5 per cent; Italy: 17 per cent).

The importance of pensions and the underdevelopment of other parts of

social policy are not incidental or fortuitous, but are part of the design of the

system. They can be held to account for the system’s resilience. In other words,

these design features played useful social roles during the system’s history by

addressing important social problems. It is to these problems that we now turn.

IV.2.2 An Effective Answer to Problems of the 1950s

The Greek pension system evolved gradually over the period of post-war

reconstruction in the early 1950s until the end of its expansion in the mid-

1980s. The portrait of the old-age pensioner, whom the system was designed

to help, would be as follows:

ñ For much of day-to-day help and for social assistance he/she would

rely on the family, in the typical case of living together with offspring.
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SOURCES: ECOFIN (2000) and Eurostat (2000).
First row refers to pension expenditure as  a per cent of GDP; second row refers to pension expenditure as  a per

cent of social expenditure as defined by ESSPROS. 

Table 8-13.  Pension Expenditure as Share of GDP and of Total Social Expenditure

EUUKSEFIPTATNLLUITIEFRESGRDEDKBE

9.5 10.2 11.3 12.1 9.3 12.1 3.0 14.2 10.6 8.2 14.6 9.8 10.5 9.5 5.3 10.5

31.7 30.4 40.7 51.9 42.9 41.2 15.9 57.3 40.5 26.5 49.5 45.4 35.8 33.0 19.1 28.3

33. There are private for-profit residential institutions (old age homes). The (private) field
of home help is dominated by personal services, uncoordinated and unsupervised, relying on
individual networks. The development of the latter market is hampered by the existence of
labour market regulations, as wages are low and much of the remuneration is given in kind.
Law 2676/99 introduced a new mimimum social insurance class to correct the disincentive of
social security contributions exceeding 50 per cent of wage income.
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ñ His/her contribution history would appear broken, either because he/

she had moved recently from a village (agricultural work was not subject to

contributions), or because of a spell of emigration. The accumulated pen-

sion rights would therefore be limited.

ñ Wealth holdings would be small, for three reasons: (a) In the early

part of the period, inflation and the war had led to loss (or destruction) of

property and widespread suspicion about the financial system. (b) The cus-

tom of dowries and other parental transfers meant that much of wealth hold-

ings were transferred inter vivos.34 (c) Very rapid economic growth up to the

1970s had led to older age cohorts falling behind in the income (and hence

life-cycle wealth) distributions.

ñ For wage employees at any rate, the sole source of income apart from

employment was the pension received. It was reasonable to assume that no

other income or monetary source of sustenance (other than the family)

existed.

To these characteristics should be added the reluctance of governments

of the 1950s and 1960s to proceed with the construction of a welfare state,

despite the decisive step of the establishment of IKA.35

As a result, the task of protecting older people’s living standards was left

to pre-existing sectoral pension funds, leading to the fragmentation of the

system already analysed. An important implication of fragmentation was the

paucity of information on the economic status of the aged; the necessary

information was split among a number of institutions and could not be com-

bined with information from other bodies, such as information from other

funds or tax information. These administrative considerations ruled out the

implementation of means tests as means of directly tackling the problem of

poverty of the aged.

When in 1981 the plight of the aged was brought to the fore, increasing

minimum pensions was the only realistic instrument to ‘reach’ the urban

aged poor. Minimum pensions were thus raised decisively. As a result, 70

per cent of IKA pensioners received the minimum pension, regardless of

their contribution histories.

Recapitulating, the Greek pension system played a key role in the social

inclusion of the aged during some very troubled times for the Greek society
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34. Campbell, 1964. In the Greek rural context a dowry is an inheritance mechanism and
not a bride-price.

35. IKA was founded in 1936 on plans prepared earlier by E.Venizelos. The implementa-
tion of the law was hampered by the war years and the institution was essentially re-founded in
the 1950s. The speed of its spread and the extension of its coverage were much slower than had
been originally foreseen.
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and certainly up to the mid 1980s. It owed its usefulness to some key char-

acteristics:

ñ There was no available administrative and informational basis on

which to exercise a policy of poverty prevention.

ñ The majority of the aged had no other source of income than pensions.

Their wealth position was equally precarious.

ñ Non-monetary needs of the aged could be safely assumed to be met by

informal networks.

The basis of the success and the lasting acceptance of the Greek pension

system were thus due to the fact that it fulfilled a social need which, realisti-

cally, could not be met in any other way in the period up to the mid-1980s.

IV.2.3 Can It Still Work Tomorrow?

Section III indicated that the problem of social inclusion of the aged

should still be a policy priority. Old age is still a factor that decisively increases

the risk of an individual being in poverty. However, as we showed in that

section, the nature of social exclusion has altered, while old age is being

joined by other risk factors which can have more pernicious social results.

Insufficient or non-existent access to the informal support and care mecha-

nisms can arguably have a more serious effect on frail aged individuals than

the current (not the past!) level of pension income. In this respect, the

Greek pension system can no longer be an effective mechanism to prevent

social exclusion of the old.

Moreover, there is a distinct danger of the system increasingly harming

economic efficiency. During its evolution through the 1980s, the Greek pen-

sion system was placed in the familiar second-best position of being the sin-

gle instrument to tackle two goals, namely income replacement (a saving

function) and poverty prevention (a social welfare function). While one

could interpret the instrument of a minimum pension as one, and the earn-

ings-related pension as a second instrument, the second instrument was sec-

ondary because 70 per cent of IKA pensions were minimum pensions.

The persistence of second-best solutions often leads to inefficiencies. In

the case of pensions these arose from the severance of equivalence between

contributions and pension entitlements. The character of the social security

contract was radically altered, leading, among other results, to a rise in con-

tribution evasion.

These considerations argue that the pension system may no longer be an

effective as well as an efficient means of protection against social exclusion.
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More direct mechanisms, better suited to the new social realities of the coun-

try, must be designed and implemented. At the same time, the costs connected

with the second-best nature of the current arrangements are likely to increase.

This evaluation is based on three empirical considerations:

ñ First, the long-term effects of urbanisation and demography on the

structure of the Greek family. A growing time period separates the average

family from its rural roots, a factor that can be expected to lead to lower

cohesiveness and to pose problems to the operation of informal support

networks. This development is reinforced by the (mechanical) operation of

persistently low fertility, as tomorrow’s 65-year olds will have fewer children

to look after them. This, combined with the increasing number of the infirm

old (the number over 80 is expected to triple), will increase the demand for

social services for the old. The need for ‘formal’ social protection services

will undoubtedly rise.

ñ Second, the financial situation of people entering retirement is very

different and far more secure from what it was a generation ago. Career

incomes are higher, while accumulated pension rights imply that new

retirees are typically entitled to higher replacement rates.36 Pensioners also

have considerable wealth holdings, frequently in the form of housing capital.

Thus, the usual presumption that the pension is the sole regular source of

income for pensioners is no longer true. We have seen this in Table 8-8,

which was based on tax returns, showing that 54 per cent of pensioners had

other sources of income. For those who have other income, pensions only

account for about 55 per cent of total income. Low-income pensioners are

more likely to have other sources of income, which account for more.

According to the information of Table 8-8, the instrument of pensions is

therefore not an effective way to reach those with lowest income, as they are

most likely to rely on other incomes; equally, the possibility of ‘leakage’ to

people of relatively high total resources is considerable.

ñ Third, in contrast to the earlier period, means testing is no longer infea-

sible as a way of tackling poverty in old age. In 1996 a means-tested pension

supplement, EKAS, was granted to all pensioners over 65, regardless of

membership of pension fund, who met uniform criteria regarding income and

wealth (see Box 8-2 below). The successful delivery of EKAS to 350 thousand

pensioners without major administrative problems proved that a means test

was both administratively feasible and received widespread social acceptance.
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36. Apart from the automatic effect of a longer contribution history, all of today’s new pen-
sioners are entitled to supplementary pensions. Furthermore, the ‘new” OGA contributory sys-
tem means that periods of employment in all sectors ‘count’ towards entitlement.
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Box 8-2. EKAS: The Introduction of the Concept of a Means Test

In the 1980s, concern about poverty among older people led to large

increases to minimum (primary) pensions. As a result, almost 70 per cent of

IKA beneficiaries were paid the minimum pension, regardless of their contri-

bution histories. Basing income supplements on a richer source of information

rather than the pension itself was hampered by three factors: (a) Widespread

tax evasion made income tax returns unreliable. Basing entitlements on

declared income would serve as a reward for non-declaration. (b) The absence

of a unique social security number meant that information could not be shared

between social security funds. This was especially a problem in the case of sup-

plementary pensions. Moreover, widows and others who received two pensions

would be counted twice. (c) The fragmentation of the pension system meant

that it was difficult to use uniform criteria to implement means testing.

In 1996, in public debate there was considerable pressure to recoup real

pension losses by increasing minimum pensions across the board.

The government’s response to these concerns was to institute a means-tested

supplement known by its acronym, EKAS. (The report that paved the way for

instituting EKAS is reproduced in Tinios, 1999). The means test was applied on

information contained in the income tax declaration, giving emphasis on total

pension income. The income tax declaration is the only point that collects infor-

mation on pensions paid from all sources and funds. The choice of pension

income was justified, as low-income pensioners would in most cases be eligible

for tax refunds, and hence the incentive for evasion was absent; progress in

combatting evasion since the early 1990s also meant that the income information

was in any case more reliable. EKAS relied on three (cascading) income tests:

1. A test on the individual’s total pension income. This was set in such a way

as to exclude those in receipt of supplementary pensions and was in most cases

the decisive test. As a result, rather than including 800 thousand pensioners

with primary pensions under 100,000 drachmas, the targeted population was

around 250,000, who were demonstrably those most in need.

2. A test on the individual’s total income from all sources, including income

from employment and property income.

3. A test on family income, which included income calculated on the system

of presumptive taxation (which deals with evasion as well as asset ownership).

Tests 2 and 3 were included on the basis of fairness, and the cut-off points

were designed to be generous, excluding only a small number of individuals.

For the first time in the pension system, a uniform age limit was imposed,

regardless of the eligibility requirements of the separate pension funds.

(Box continued)
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A key role for the acceptance of EKAS was played by improvements in

the veracity of income tax information. However, EKAS has also shown that

it is possible to share information within the social security system. Hence,

one can go beyond seeing isolated pension claims (‘pension cheques’) in

order to build a more complete picture of an individual’s circumstances.

This information could thus be utilised in order to construct more com-

plex means-testing systems. Such systems hold the promise of separating the

income replacement and poverty prevention functions of the pension system

and hence to move away from the second-best towards the first-best solu-

tion. One possible idea that has been mooted is the so-called “National

Pension”, which would replace the IKA minimum pension by a means-tested,

tax-financed “citizenship pension”.37

To recapitulate, comparing the portrait of the future pensioners of the

2010s with that of the pensioners of the 1960s, three differences appear:

ñ The social situation and social problems of the former pensioners will

be more serious.

ñ Their financial situation will be much improved.

ñ Administrative feasibility considerations will no longer apply.

IV.3 Economic Hidden Costs – Efficiency Losses

An effective pension system that was operational in the context of the

1950s and the 1960s needed to have been a compromise. Such is the nature

of realistic policy making, which has to make use of second-best methods in
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Box 8-2 (continued)

Apart from the fairness of the criteria, a key part of the success of the mea-

sure lay in its implementation, which relied to a very large extent on self-dec-

laration and ex post checks, which allowed the application and payment process

to be fast and non-bureaucratic. After the second year of the system’s opera-

tion, the system relied on automatic electronic links with the tax authorities to

decide on eligibility. Careful indexation of cut-off points according to pension

increases implied that eligibility could only be lost through a genuine increase

in income.

37. The “National Pension has frequently been cited in public discussion. It is usually taken
to mean, though, a benefit over and above currently paid pension benefits, rather than a way
of rationalising existing payments. See Spraos Report (1997, chap. 5) for a discussion.
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order to attain a particular goal. It is always sound practice to re-examine

second best solutions periodically, to test for the following factors:

ñ In the intervening period, the reasons preventing the first best may not

hold, and the second best is no longer necessary.

ñ The factors governing the direction, size and relevance of side effects

and efficiency losses may have changed, hence leading to the need for

re-design. In particular, the situation may change so that factors which once

could safely be assumed unimportant take on significance.

ñ New side effects and losses may transpire which need to be accounted for.

The hidden costs of the system may be sought in three different areas,

each of which will be examined in turn: The product market, the labour mar-

ket, and savings and capital markets.

IV.3.1 Product Market Distortions

Social security is usually thought to impact on the product market

through influencing non-wage labour costs. However, in the Greek context

there are additional product market distortions. These arise through the fol-

lowing mechanisms:

ñ The widespread preference in previous decades to seek additional

funding for sectoral funds through the imposition of tied taxes on the product

of the fund. Examples (some verging on the comical) are: A percentage on

the price of candles and incense for the now defunct priests’ and monks’ fund;

a few tenths of a drachma on the price of salt for IKA; a boatmen’s surcharge

levied on ship tickets still dedicated to the seamen’s funds, decades after boat-

men were replaced by Roll-On/Roll-Off ferries. The majority of tied taxes have

been abolished. However, as recently as 1994 new tied taxes were imposed,

while they are frequently cited in public discussion as reform options.

ñ The existence of enterprise-specific funds (primarily in the public sector).

These funds exhibit much higher statutory (employer) contributions, as well as

the tendency by employers to cover any shortfalls in revenue through deficit

financing, leading to a soft budget constraint for pensions. The existence of oli-

gopoly in the product markets meant that ultimately it was the consumer who

bore the cost of social security entitlements over and above the “normal” level.

These “supernormal social security entitlements” have much in common with

“supernormal profits” in economic theory, given that essentially they are sim-

ply another way of distributing economic surplus or monopoly profits.

The progress of deregulation in the product markets and opening up of

previously protected markets has led to a change of incentives governing the
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question of the finance of “supernormal pension entitlements”. When a

hitherto protected company is facing competition in the product market, the

necessity to finance pensions becomes an added burden on its competitive-

ness. While previously there was no perceived budget constraint, the com-

pany pension scheme suddenly appears to have acquired one. The soft

budget constraint hardens.

This has the interesting corollary that the negative effect of pension

finance as a threat to competitiveness becomes immediately visible and is

internalised in the company. The link between pension generosity, pension

finance and growth potential of the economy is at the heart of the pension

debate. That link at the macro level is indirect and not visible to the individ-

ual, who is thus able to separate his two identities, as a current producer and

a prospective pensioner.

In the case of a company suddenly facing competition, the necessity to

finance an over-generous pension package is immediately seen to threaten

the company’s survival. The member of the company’s pension plan can

immediately see that if he does “too well” as a pensioner, he may not have a

job from which he may be pensioned.38

Pension rights are therefore seen as hypothetical and conditional on the

economic and financial success of the company. The link between genero-

sity and company prospects is internalised, for the firm.

It is interesting that, owing to the existence of this mechanism, the pension

sectors which were previously most resistant to institutional change have been

led to demand changes most vociferously now. The example of the Public

Power Corporation is a case in point (see Box 8-3 below). Equivalent discus-

sions are also being undertaken for bank employees and other sectors.
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38. See Tinios (1999c) for a general statement of this point and the role of accounting
standards.

Box 8-3. The Public Power Corporation: Disentangling the Differ-
ent Functions of the State

The Public Power Corporation (PPC) is still the monopoly producer and

distributor of electric power in Greece. It is a highly vertically integrated com-

pany, the largest employer in the country, covering all aspects of electricity

generation and distribution.

Since 1966 the company has been responsible for all social security func-

tions to its workforce and pensioners. PPC employees do not belong to a Social

(Box continued)
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Box 8-3 (continued)

Security Fund. For much of the period since 1966 no explicit employer contri-

bution was levied; employees, on the other hand, contributed regularly to the

general company budget (no book reserves were kept). Initial (imputed) sur-

pluses were invested in electrical plant; in recent years, maintaining social

insurance payments was a (large) net charge on the company budget, which

was legally responsible for meeting all health and pension obligations, and was

largely passed on to the consumer.

The situation of the PPC relied on the confusion of three roles (functions)

of the State: The role of the State as a regulator of the electricity market; the

role of the State as the sole shareholder and hence the employer to its labour

force; and the role of the State as a regulator and guarantor of social security.

Developments external to the company meant that the various roles of the

State had to be disentangled: The liberalisation of the electricity market under

EU legislation meant that the monopoly of the PPC had to be ceded. The PPC

would therefore have to compete against new entrants. At the same time, the

necessity to tap new capital meant that the company would have to participate in

an Initial Public Offering (IPO) and offer shares to the public for the first time.

In order to proceed with the electricity sector strategy, an evaluation of the

liabilities (including pension liabilities) is necessary. The possibility of tapping

funds from the international market implied adherence to International
Accounting Standards (IAS-19), which give detailed guidance on the metho-

dology to be followed in evaluating a company’s pension liabilities. The PPC,

acting in consultation with the Government, engaged an international firm of

actuaries to estimate the position of the company if it were to apply IAS.1

IAS-19 does not recognise the legal situation where a company undertakes, on

behalf of the State, some of the State’s functions; instead, it essentially treats

pension obligations as a form of loan to the company from its labour force, off-

setting them with any dedicated assets, of which in the case of the PPC there

were none.

In that case, applying IAS-19 would constitute a major obstacle in the com-

petitive position of the PPC against potential entrants, as the necessity to ser-

vice the accumulated pension “debt” would have to be added to personnel costs,

increasing them considerably. In contrast, competitors can insure their work-

force in the State PAYG system, counting as a cost only current outlays for con-

(Box continued)

1. The Consultants’ report was submitted by the Minister of Industry to Parliament.

PriceWaterhouseCoopers (PWC) (1998).
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IV.3.2 Labour Market Distortions

Distortions regarding the labour market are usually considered to be the

main source of inefficiencies caused by social security systems. They essen-

tially are the result of the effect of payroll taxes (social security contribu-

tions) increasing non-wage labour costs.

In the Greek context we need to distinguish between two types of effects:

ñ Macro effects, which arise from the overall effect on the cost of labour

and its impact on international competitiveness, but mainly on the overall

level of employment and hence the rate of unemployment.

ñ Secondly, micro effects, which arise due to the sectoral inequalities of

non-wage costs and other aspects of social security.

Macro effects arise due to the size of social security contributions and

other charges, which affect payroll costs. Non-pension payroll surcharges are

of considerable size in Greece and relate to: Health insurance, unemploy-

ment insurance, housing contributions, contributions to the Workers’ soli-

darity funds, military service contributions, and various kinds of surcharges

for particular categories of workers (e.g. the so-called “arduous and unhy-
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Box 8-3 (continued)

tributions and not the corresponding (implicit) debt of the State system. In terms

of incentives to PPC employees, the evaluation of pension liabilities under

IAS-19 made visible their separate interests as future pensioners and future

employees; ensuring the company’s future progress would further their interests

in both ways. Pension reform is thus clearly and visibly a positive-sum game.

As a partial result of the actuary’s report, and following negotiations, all

sides agreed in late 1999 to form a new social security fund, operating expli-

citly under legislation governing State-controlled social security funds, separa-
tely from the PPC (hence treating the PPC symmetrically in social security

terms with its competitors). The new fund will be endowed with a given per-

centage of receipts from the IPO. This steps towards separating the notional

functions of the State and was passed as part of wider legislation governing the

supervision and operation of the electricity sector in the soon-to-be-liberalised

electricity market (Law 2773/1999).

The exact operation of the new PPC fund, the way it will be governed, or

financed and its relationship with the remaining social security system have yet

to be finalised. However, considerable progress in a short period of time has

been marked in an issue thought to be intractable.
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gienic occupations”). Separate surcharges are destined for separate organi-

sations, yet in some cases in the private sector they are collected by IKA. In

other cases there might be separate collection agencies, a fact which increases

compliance costs to employers.

Average Greek total non-wage costs are relatively high, almost as high as

the EU average (see Table 8-14). One would have expected substantially lower
non-wage costs in Greece due to two reasons: First, high non-wage costs essen-

tially only cover the IKA sector, i.e. the private urban sector. Second, the pres-

ence of evasion and ceilings on contributions would also lead one to expect low

effective rates. Nevertheless, a rate as high as 40 per cent implies a considerable

burden, which cannot but have an influence on the overall level of unemploy-

ment. Disturbingly, progress in combatting contribution evasion will make the

effects on unemployment worse and the incentive constraints more binding.

Micro effects occur as a result of alterations to incentives. Three effects

are particularly large or especially prominent in Greece: early retirement

incentives, sectoral distortions, and impediments to labour mobility.

The incentive that most often is cited in this respect is that of earlier
retirement, leading to a fall in labour market participation. The operation

of this incentive in Greece must be tempered by the observation that the ces-

sation of employment is not a legal prerequisite of the receipt of a pension.

Receiving a pension can have an important income effect on the decision to

engage in further employment (by altering the reservation wage); it also

leads to considerable income tax evasion, as declaring above a certain

amount can lead to the pension being reduced drachma for drachma. The

complex legal situation governing ages of retirement implies that the indi-

vidual is often “forced” to quit by violent swings in the entitlements.39 The

system similarly does not allow for gradual withdrawal from the labour mar-

ket; on the contrary, basing pensions on the last few pay packets puts pres-

sure on workers to earn as much as possible in the closing years of their

career. This imposes a considerable strain and is unfair for manual workers

and for others with a humped age-earnings profile.

A different, and a peculiarly Greek effect, arises due to sectoral diffe-
rences in non-wage costs or, more generally pension arrangements. These

differences would distort relative costs of production and could have a dif-

ferential impact on different categories of insured persons.

It is hard to summarise differences in overall costs. However, the follow-

ing stylised facts apply:
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39. An example are mothers of underage children who must exercise their right to early
retirement before their underage child becomes old enough for military service.
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ñ Manufacturing, especially that oriented towards exports, bears a higher

cost.

ñ The highest costs are borne by enterprises which are either recently

privatised or are due to be privatised.

ñ The contribution base is wider for post-’93 labour market entrants,

owing to the abolition of ceilings and the inclusion of greater parts of the

total salary in the contribution base. High-wage, new-economy firms employ-

ing younger workers will be at a particular disadvantage.

ñ Compliance costs can be significant, especially for firms which have

dealings with many funds.40

Combinations of the above factors can lead to widespread differences in

labour costs across sectors. Interestingly, in the past the existence of these

imperfections played only a small role for the majority of industry, which is

small and was able to avoid the regulations easily through underdeclara-

tions,41 non-declarations etc. Progress in capturing taxable capacity through

computerisation, crosschecking with tax declarations and measures against

evasion makes for the first time the existence of differences relevant to

employers. What was thus in the past not an impediment to economic activ-

ity becomes one now, given the tendency to enforce regulations which were

previously only laxly enforced.

The existence of large non-wage costs is leading to a form of disinterme-

diation, as more and more employers and employees are appearing to

favour non-standard employment contracts which are not classified as wage

employment and are hence not subject to IKA rates.42 Thus one fund of the

self-employed (TAE) has since 1992 exhibited a growth of  17 per cent in the

number of those insured, whereas IKA had to make do with under 3 per

cent. This has enabled the funds of the self-employed to increase the real
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SOURCE: OECD, Employment Outlook.

Table 8-14.  Non-Wage Costs as Shares of Total Labour Compensation

EUUKSEFIPTATNLLUITIEFRESGRDEDKBE

47.6 20.0 45.1 40.1 45.4 48.2 28.6 50.7 31.0 43.8 49.5 43.8 45.1 41.2 28.6 44.1

40. The definition of the pension base can be radically different from fund to fund: e.g. the
bakers’ supplementary fund still counts pension rights not in terms of periods of work but in
kilos of flour purchased.

41. In the smaller private sector companies the practice was for the vast majority to be
declared to be working at the minimum wage.

42. The other side of the coin, of course, is that those workers do not enjoy the extent of
employment protection which is provided for wage workers.
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value of pensions, while IKA has not reduced its pensions. Disinterme-

diation can thus be a force towards expenditure increases.

Of equal importance are problems induced to labour mobility by the

existence of multiple sets of pension entitlements and pension funds.

Though time spent contributing to one fund can in principle be used to jus-

tify pension eligibility in another fund, workers are reluctant to shift out of

an occupation (or position) enjoying more generous arrangements to one

less generous.

Transfer from, say, a state-owned bank with its own pension fund to a pri-

vate one can lead to massive loss of pension entitlements. As an example, in

the National Bank of Greece male employees are entitled to retire at 55 at

total replacement rates, which can reach 120 per cent; their pensions are

even transferable to unmarried or divorced daughters. If they shifted to a

private bank, they would be subject to IKA rules, retirement at 65, replace-

ment rates not exceeding 100 per cent and subject to binding ceilings. As a

result, in the typical case, employees in mid-career wait to attain pension eli-

gibility first, collect their pension, and transfer to a private bank as working

pensioners.43 Pension rules allowed such changes until recently, as well as

the possibility of pensioners working as long as they were not employed in

an occupation insurable under the pension fund of origin.

The existence of very generous arrangements, especially regarding pen-

sion ages but also the calculation of replacement rates,44 diminishes the

adverse effects on labour mobility (at considerable expense, it must be

admitted). Tightening pension rules, whether by increasing ages of retire-

ment, reducing replacement rates for early leavers or imposing restrictions

on pensioners’ employment45 all make the constraints caused by the lack of

labour mobility more binding.

Given the top-heavy age structure of employment in public enterprises

(and in the civil service), tightening pension eligibility is translated into a

problem for the firms, which are all pursuing programmes of early retire-

ment to facilitate staff turnover. Similarly in the civil service, tightening pen-

sion eligibility, in association with stringent hiring rules (such as “one new

hire for every five departures”), is combining with changes in working modes
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43. In this way Greek public enterprises subsidised to a considerable extent the labour
force of their competitors.

44. An important part of the mechanism of transfer is played by formulae defining replace-
ment rates as a linear function of years of employment —enjoyed by employees hired before
1983 in the public sector.

45. Law 2676/99 introduced across the board restrictions on pensioners’ employment, pri-
marily as a disincentive to early retirement. Restrictions are graduated inversely by age of
retirement.
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in the government (e.g. use of computers, less interventionist policies) to

lead to major skill shortages.

IV.3.3 Intertemporal Distortions and Economic Growth

Saving for one’s old age is the most potent of motives for saving for an

individual. Harnessing this force in order to finance the expansion of the

society’s productive potential through investment can be a major contribu-

tory factor towards economic growth.

The debate on whether pension systems and, more specifically, their

mode of finance have an effect on aggregate saving and, if so, the debate on

the magnitude of the effect have been unfolding for decades. (See, for a sur-

vey of the theoretical and econometric evidence, Feldstein, 1973, 1996, Barr,

2000.) The argument of this section does not depend on the evaluation of

that evidence. As in other sections, the position is that the current pension

system and its mode of finance was a sensible second-best solution in the 1960s

and the 1970s. However, under current conditions, the costs and foregone

opportunities involved in maintaining such a system outweigh its benefits.

The situation of Greece in the 1950s and the 1960s closely resembles the

“Aaron-Samuelson condition” for a pay-as-you-go (PAYG) system to be

preferable to a funded one (Samuelson, 1958). The growth rate of the wage

bill exceeded the market interest rate, because population and labour force

growth was rapid,46 especially in those sections paying pension contributions.

Thus, society could “invest” in its own human capital and do better than cre-

ating a fund and relying on the return of the physical capital to finance pen-

sions. At the same time the growth of output per capita meant that contri-

bution revenue in a PAYG system would be extremely buoyant.

The other side of the coin was the underdevelopment of the capital mar-

ket. The population, emerging from the traumatic experience of war deva-

station followed by hyperinflation, was extremely sceptical of financial

instruments. Private savings were initially directed to gold (gold sovereigns

were thought a particularly good store of value) and later on to real estate.

Finding the finance for large-scale industrial development in the 1950s and

the 1960s, (following the prevailing ideas about economic development) was

a serious policy concern.
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46. Indeed, the problem was of surplus labour, as evidenced by waves of external migration
to Australia, the US and later, in the 1960s, to Western Europe. Internal migration to the cities
gave rise to a classical Lewis model-type growth.
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Existing sectoral pension programmes had not weathered the period

before 1950 well. Most had their assets seriously eroded and had to turn to

PAYG finance. Financial market underdevelopment meant that fund man-

agement would have been very difficult, while supervision mechanisms were

non-existent. Finally, pension funds faced the major hurdle of providing

adequate finance for old people reaching retirement with few accumulated

rights, a problem solved by “grandfathering” the early cohorts.

The lynchpin of the system of finance in the first three decades of ope-

ration of the system was Law 1651/50, which forced all pension fund assets

and surpluses to be held at the Bank of Greece at a nominal (small) inter-

est rate. This allowed a form of forced savings, as pension fund surpluses

were directed to finance industrial development. Savings were therefore

partly “nationalised”. This mechanism has been subjected to widespread

criticism (e.g. see, for a sophisticated version, Provopoulos, 1985), on the

grounds that it “robbed contributors and funds of their future”. Many go on

to blame that law for the present financial problems of the funds, stating

that, had pension funds been free to invest their funds, there would have

been no deficits.

As the analysis of this section showed, this criticism is ahistorical and logic-

ally flawed. Successful financial management on that scale would not have

been feasible. Given the lack of supervision, many funds might have not only

secured high returns, but might have lost their capital.47 Finally, the opera-

tion of the Aaron-Samuelson condition would mean that funds would have

got “their money back” through the rising volume of contributions paid by

workers of the new industries.48

In the field of finance and intertemporal allocation, we thus again see the

social security system having delivered ingenuous second-best solutions to

pressing economic problems in the past. As in the other areas, the changed

circumstances mean that a better compromise may now be available.

Compared to the 1950s, a number of developments have to be noted:

ñ The first-best may now be feasible. Modernisation of the financial sys-

tem has been extremely rapid since 1987. A wide range of savings instru-

ments exist, while the operation of the stock exchange offers a sure way for

private savings to be translated to productive capacity. Membership of EMU

removes the last remaining currency and inflation risks.
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47. Thus, if the above law were not in operation, budget constraints might have been harder,
and pensions far less generous. This observation escapes the critics of the law.

48. Forced saving through the social security system was advocated widely by the develop-
ment economics orthodoxy of the time, and by the ILO. It would certainly appear to be less
onerous than the Stalinist drive to industrialisation in the 1930s....
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ñ The labour situation has changed. Greece is no longer a labour surplus

country. The Aaron-Samuelson condition has been reversed. Returns on

capital are now higher than the growth rate of the wage bill and the associ-

ated pension contributions. Population ageing will ensure that this will be

increasingly so.

ñ There is concern about the productivity of investment. In the 1980s a

number of commentators worried about a low and falling incremental capi-

tal to output ratio. This was linked to the size of the public sector and there-

fore highlighted the need for mechanisms directing the available funds to

their most productive use. In contrast to the 1950s, state-controlled large-

scale industrial investment is not the lynchpin of development. Economic

growth in the new century appears to depend more on sophisticated inter-

mediation mechanisms of the kind that private capital markets can provide.

The response to ageing populations must be to ensure that workers of the

next few decades are as productive as possible.49 This means that they must

be endowed by capital stock and that economic structures and the structure

of production should favour competitiveness.

The current structure of social security finances is clearly a burden and

not a help in this direction. Both direct costs, as the necessity to finance

deficits, and indirect costs associated with foregone opportunities, argue for

the need to change. Social security must once again be actively involved in

economic development processes.

V. Political Economy: The Case for Reform

The problems discussed in the previous section are not new. They have

been pointed out in several studies, e.g., Spraos Report, 1997 and OECD,

1997, to name the most prominent. This section describes why we have seen

so little reform until now.

Political discussions on the Greek pension system can be characterised by

the presence of four paradoxes:

1. The coexistence of low pensions for the majority of pensioners and a high

percentage of GDP devoted to pensions.

2. The existence of very high payroll taxes together with the constant

necessity of deficit finance.

3. Problems of the system are very frequently cited, yet there are hardly

any concrete suggestions for reform.
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4. The imminent demise of the system has been announced at regular

intervals for 40 years; yet the system appears to be able to proceed unim-

peded.

These together combine to the central question of the political economy

of pensions: How is it possible that a system for which no one has a kind

word to say can remain essentially unchanged a full 40 years after change

was declared “extremely urgent”?50

And thus the linked question, “Why should this time be any different?”

The answer to this question has two sides:

ñ The balance of costs and benefits of changing the status quo has dra-

matically altered in recent years.

ñ The public perception of the problem which governs the political

economy of reform will undergo an equally dramatic change in coming

years.

V.1 Balance of Costs and Benefits

As mentioned in the previous section, the pension arrangements can be

seen as ingenuous second-best reactions to the conditions prevailing a gen-

eration ago. The lack of transparency of pension arrangements enabled the

cross-subsidisation and transfer of funds to serve three purposes:

ñ Industrial policy, in particular the transfer of funds towards rapid

industrialisation.

ñ Intertemporal transfer of funds in a climate deeply suspicious about

the financial system.

ñ The integration in the political system of specific occupational groups,

through sectoral privileges.

The last was possibly the most important reason for the continuing frag-

mentation of the system and, in the political climate prevailing, it enabled the

pension system to play a key role in clientelistic politics. Occupational groups

could negotiate for themselves privileged arrangements and see to it that

their costs were not borne by themselves. Interestingly, the inauguration of

privileges was not resisted by other groups, who saw the privileges as smooth-

ing the way for placing their own demands for privileges. This process is

widely understood and cited in public debate as “equalisation upward”. In

such a way the overall social security problem is fragmented into a multitude
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50. In a report of the Ministry of Coordination submitted in 1958, quoted in Spraos Report
(1997, pp. 119-20).
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of special sectoral problems, the sum of which appears to add to less than to

the problem facing society. Hence the apparent paradox of a general socie-

tal problem which does not appear to concern anyone in particular.51

All three of the second-best benefits are no longer relevant to the current

conditions of the Greek economy and society. This negates the erstwhile ben-

efits of preserving the system, while leaving the costs to be faced by society.

As was outlined in the previous section, the indirect costs generated by

the system are increasing in magnitude. Interestingly, the efforts to improve

the governance of the system, particularly regarding the revenue side, make

the side effects, on the labour market and investment, more significant and

harder to bear.

The current system thus leads to an interesting trade-off: With an

unchanged structure of the system, the reduction of deficits implies a wors-

ening of the side effects on the functioning of the economy. The adjustment

that will be necessitated by demographic developments is probably of such a

size that the side effects will be prohibitive. The dilemma may only be solved

by seeking a different structure, which generates fewer side effects.

Using the analogy of a house, the system’s basic structure was determined

and the house built in the 1950s. Since then, problems were met piecemeal,

within the original structure. The arrival of new problems and the change in

the external environment mean that the old structure cannot accommodate

new needs so easily. There comes a point where it is simpler, easier and

more effective to build an altogether new structure, using new architectural

blueprints, which can deal with the new situation.52

V.2 Perception of the Problem

One of the key problems of the operation of PAYG pension systems is the

absence of a visible budget constraint. In contrast to prefunded systems, the

internal logic of PAYG, relying as it does on solidarity between generations,

does not bind expenditure to available funds. In the context of sectorally

divided PAYG systems, such as the one in Greece, the lack of fiscal disci-

pline caused by the absence of a constraint that arises through intertemporal

transfers has been amplified by transfers between sectors of employment.

In the resulting maze of cross-subsidies the complete separation of enti-

tlements and financing needs, which is so characteristic of the Greek social
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8/SUPAN 2-10-09 12:19 ™ÂÏ›‰·413



security discussion, reaches its highest expression. Hence the very common

practice of discussing legal claims of entitlements independently of econ-

omic considerations. Very frequently, legal discourse on pensions proceeds

completely independently of any economic effects.

The reality summarised by the fable of the “hen which laid the golden egg”

cannot, of course, be legislated away. The non-transparency and complexity

of individual (and sectoral) budget constraints leaves the overall macro pub-

lic finance constraint as the only visible and apparently operative constraint

on individual behaviour. In this way, though, the conditions are maintained

for a classical prisoners’ dilemma in individual behaviour.53 Whatever the

others do, each sector will attempt to maximise its entitlements and shift the

costs to others. The fact that the overall budget constraint appears confused

and nebulous only makes the evasion of financial discipline easier.54

In the coming years, a number of effects will operate in the direction of

making that budget constraint more visible and effective and hence altering

the political economy of discussion.

Firstly, developments increasing competition in the product markets

reduce the scope for sectoral cross-subsidisation greatly. In the labour mar-

ket, the persistence of entrenched structural unemployment, especially among

labour force entrants, gives new visibility for policies reducing non-wage

labour costs, and hence an awareness of the effects of payroll taxes.

Secondly, participation in EMU and operation within the confines of the

Stability and Growth Pact alters significantly the possibilities of shifting the

costs of social security to future generations. Supervision of EMU public

finances has the object of precluding costs to be shifted over time or across

borders. The Stability Pact limits the overall public sector deficit to 3 per

cent of GDP. Thus, overruns of expenditure in one sector have to be

matched by reductions in other items so that the overall 3 per cent is not

exceeded. In consequence, pension prospects play a major role in the “fiscal

sustainability” of EMU debate.55

Finally, the establishment of the “New Entrants’ System” will gradually

change the political economy of the entire system. The participation of all

Greek labour force entrants since 1993 in a new far less generous system of

entitlements means that there is a growing part of the labour force which will
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53. It is not an assurance game as, even if one is assured that everyone will play by the rules,
it is still in his/her interest to break them.

54. The task of the projection exercise commissioned by the Government and due to be
released in 2001 will essentially be to make the budget constraint clear, as well as to apportion
it between different categories of the insured population.

55. See for instance, ECB (2000), EPC (2000) and Balassone and Franco (2000).
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be resistant to pension generosity. People belonging to the “New Entrants’

System” will find themselves in a majority in the labour force (and hence in

labour unions) by 2010. With some lag, the same development will take

place in the context of the electorate.56

This new entrants’ system will be a force towards consolidation. It will

help to overcome the chief characteristic of the Greek pension system: its

fragmentation. As we have pointed out in Section II, fragmentation in

organisational terms is mirrored by diversity in pension rights such as retire-

ment ages and replacement rates, by widely varying rates of return to con-

tributions and by various other sectoral privileges. Fragmentation was an

instrument to entrench these privileges. It permitted the lack of transparency

of rights and obligations and allowed for widespread cross-subsidisation

between sectors of employment and categories of beneficiaries. Fragmenta-

tion is therefore one of the key causes for the system’s resistance to change,

especially to consolidation.

V.3 A Note of Caution – Obstacles Ahead

The above analysis could lead to an underestimation of the problems ahead.

Two illustrative points will be made in order to introduce a measure of sobriety.

First, a comparison with Italy and the Italian experience is instructive.

(The parallel with Italy is analysed by Featherstone, 2001). Greece began the

1990s with two apparently decisive moves, the laws of 1990 and 1992, rough-

ly equivalent to the “Amato” reforms of Italy in 1995 (see Tinios, 2001).

Greece thus appeared to have a head start by 3-5 years over Italy, while fac-

ing problems of comparable nature and magnitude. As Featherstone points

out, Italy used the effort to meet the Maastricht criteria for EMU in order

to push for major structural change, which in the pension field was the

“Dini” reforms of 1998. In Greece, in contrast, attempts to restart serious

pension debate, such as the Spraos Report, faltered.

Secondly, anyone concerned with pension reform must first come to grips

with the picture presented in Table 8-15 (reproduced from Walker, 1999).

To the question on whether population ageing might necessitate retiring

later, all other Europeans, including those in the South, appear to be aware of a

potential problem in 1992, an awareness which has grown in 1999. Even though
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56. The new entrants will be consolidating a majority in the workforce just as the bulk of
the more generous old system beneficiaries will start collecting their pensions, between 2005
and 2012. The effect of the new system in reducing pension entitlements will not be felt until
at least a decade later — 2020-2030.
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in some countries this percentage is approaching unanimity (80 per cent in

Sweden), even in the “South” the problem is perceived as more relevant in 1999.

In sharp contrast, Greeks, alone among Europeans, appear to be com-

pletely oblivious of any compulsion. What was already a very low percentage

(13 per cent positive reply) was more than halved in 1999. Between 1992 and

1999 there intervened the discussion on ageing populations internationally, the

publication of major reports on Greece (OECD, 1997, Spraos, 1997), as well

as the repeated statements by governments and even by the social partners that

measures are needed to safeguard pension availability. The combined effect of

all these developments was apparently to reassure the 13 per cent who thought

they might have to retire later and bring the proportion down to 6 per cent....

VI. Reform Options

In Section IV, we argued that pension reform in Greece is badly needed

and in Section V we showed that the political economy is gradually chang-

ing in a way that makes the case for reform more palatable to the elec-
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SOURCE: Walker (1999).
a. Percentage saying that, in the future, people will have to retire later.

Table 8-15.  Eurobarometer Opinion Surveys, 1992 and 1999a

19991992

Denmark 26.8 53.8

Finland ... 67.1

Sweden ... 80.5

Luxembourg 25.1 40.6

Netherlands 47.8 50.7

UK 24.8 31.8

Austria ... 67.8

Belgium 28.8 40.8

France 41.6 60.5

Germany 45.5 41.2

Ireland 29.7 25.9

“South”

Italy 32.9 40.4

Portugal 22.9 25.1

Spain 29.0 37.3

EU 12 (1992) EU 15 (1999) 35.2 40.1

GREECE 13.6 5.9
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torate. But what are the specific reform options? This is the subject of this

section. Does it suffice to change the parameters of the current system,

which almost exclusively relies on pay-as-you-go (PAYG) financing, or does

Greece need a more incisive step to a partially funded system? We strongly

advise the latter.

VI.1 Parametric Reform Options

As we have seen in Table 8-10, the demographic dependency ratio will

about double between 1995 and 2040. This exceeds past changes by far. The

main problem for the Greek pension system is therefore the demographic

change that will dramatically deteriorate the budget situation of the Greek

PAYG system.

In a pure PAYG system, expenditures equal income from contributions

and taxes; neither is there a reserve built up from excess income, nor are

debts incurred due to excess expenditure. Hence the budget equation looks

like

Contributors × Earnings × Contribution Rate = Retirees × Pension
Benefits

Receipts                                =            Expenditures
which can be re-written as

Contribution Rate = (Pensioners/Contributors) × (Benefits/Earnings)
= System Dependency Ratio × Pension Level

As long as receipts equal expenditures, the contribution rate must thus be

the product of the pension level relative to earnings and the system depen-
dency ratio. These are the three core parameters of a PAYG system.

All three parameters are subject to public policy and can be employed to

solve the pension problems. However, the relationship between the contri-

bution rate and the pension level in a PAYG system cannot be freely chosen

by the political process. As the above equations show, the relationship is dic-

tated by the system dependency ratio. Hence, public policy has four options:

1. Increasing the contribution rate in order to accommodate rising expen-

ditures.

2. Reducing the pension level in order to keep the current contribution

rate constant.

3. Changing the system dependency ratio by increasing employment and

decreasing the number of pensioners.

4. Escaping the budget constraint altogether by financing an increasing

share of pension expenditures via debt.
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We will discuss each option in isolation although one can easily combine

elements of all four options.

VI.1.1 Increasing Contributions

With constant age-specific employment rates, the change in the demo-

graphic dependency ratio translates in twice as many retirees per employed

person, or a doubling of the system dependency ratio. Consequently, pro-

viding the same retirement income as today in the PAYG system will require

a doubling of the contribution rate to old-age pensions.

Since health expenditures and other social expenditures are in a similar

fashion related to the age structure of the population and since child- and

education-related expenditures are very unlikely to fall in order to compen-

sate (OECD, 1998), chances are dim that the employed electorate, a rather

large constituency, will accept the policy of such high contribution burdens.

The change in the age distribution of the Greek population is simply too

large to be financed only by a tax and contribution increase without reduc-

ing the generosity of the system.

VI.1.2 Reducing Pension Levels

The other extreme policy, namely a reduction of the pension level in

proportion to the increase of the dependency ratio, is similarly infeasible.

As we have seen, 70 per cent of IKA pensions are at the minimum guar-

anteed level. Reducing this level to a half (or, equivalently, taxing pensions

so that net pensions are only a half of the current level) will not be a policy

which any government can introduce – it would lose the entire old-age con-

stituency.

Note that a “fair” combination of this policy —which levies all the

demographic burden on the pensioners and leaves the contribution rate

unchanged— with the previous policy —which put all the burden on the

younger generation and left the pension level unchanged— is still unlikely

to be a political winner. If the burden were shared equally between gene-

rations, the contribution rate would increase by 41 per cent, while the pen-

sion level would be reduced by the same amount. A 41 per cent change is

lower that a 100 per cent change, nevertheless we would argue that this

way the government would lose all constituents, not only the employed or

the aged.
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VI.1.3 Lowering the System Dependency Ratio

A way out of this dilemma is to break the relation between the demo-
graphic dependency ratio (persons aged 65+ to persons aged 20-64) and the

system dependency ratio (pensioners to contributing workers) by increasing

employment and/or decreasing the number of pensioners.

Note that past history does not augur well for this policy. Particularly the

decreasing retirement age (Figure 8A-3) has simultaneously decreased the

proportion of the population that pays contributions to the PAYG system

and increased the number of beneficiaries from the PAYG system, so that

the system dependency ratio has risen more steeply than the demographic

dependency ratio. Note that IKA in 1985 had 3.5 contributors per pensioner,

a figure which is now reduced to 2.3.

Increase in contributing employment cannot be simply decreed. The only

direct institutional lever is the raising of the retirement age, e.g. by raising

the so-called “normal” retirement age and/or by restricting the various early

retirement and pre-retirement rules. Because the demographic changes are

so large, an offset of the ageing burden by a change in the retirement age

alone would require an increase of about 9 years in the effective retirement

age.57 The problem is amplified by the fact that an increase in the retirement

age has to be phased in and cannot be implemented all of a sudden. Also

note that raising the retirement age corresponds to paying longer and bene-

fiting shorter, thus to a decrease in the value of lifetime pension benefits. A

dramatic change in the retirement age might understandably not be very

popular with the electorate.

Other employment changes that might help are an increase in female

labour force participation. Again, the numbers do not work out;58 in addi-

tion, including more contributors without a corresponding decrease in ben-

eficiaries will broaden the tax base but also implies more expenditures in the

future when these new contributors will claim benefits. The same reasoning

applies, by the way, also for migrants.

Only if migrants would pay contributions, but must leave Greece once

they were eligible for pensions, would such a policy work. This is at odds with
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57. See OECD (1997). While one might consider some of the OECD projections as overly
pessimistic, this number corresponds to simulations for Germany (Börsch-Supan, 1998), which
faces a similar change in the demographic dependency burden. Note that changing the statu-
tory retirement age will not suffice since there will always be leakage through the disability sys-
tem and other quasi early retirement provisions (accounting currently for 85 per cent of all
retirement pathways, see Appendix).

58. See OECD (1997).
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EU-regulations, given that the home countries of most immigrants into

Greece are likely to become EU-members over the next generation.

Similarly to the earlier points, we arrive at the conclusion that the problem

of ageing population in Greece is simply too large to be solved by parame-

tric changes within the PAYG framework.

VI.1.4 Increasing Debt-Financed Subsidies

Subsidising the PAYG system by general revenue which is financed by

taxes is equivalent to the first solution – contributions are simply replaced by

taxes which might change the incidence but not the general burden on the

economy. One way to escape the PAYG framework, however, is by taking

up debt to finance the state subsidy to the pension system.

Financing a substantial portion of aggregate consumption by debt is an

extremely dangerous route. Currently, pension expenditures exceed 10 per

cent of the Greek GDP. The doubling of the dependency burden implies an

approximate doubling of this share. Financing annual flows of GDP of such

magnitudes by debt creates a very quickly rising debt which would undo all

the efforts that Greece undertook to enter EMU.

Financing even a small part of the increasing pension burden by debt

would hit the 3 per cent of GDP limit of permissible budget deficits under

the Stability and Growth Pact. Since the Greek debt-to-GDP ratio is already

high, a further increase to an extent that would contribute to a substantial

alleviation of the pension burden is simply impossible within EMU. As a

matter of fact, it would also lead to serious financial problems without EMU,

as the Italian example of the late 1980s has shown.

VI.2 Transition to a Partially Funded System

The greatly restricted possibilities for a solution within the PAYG system

call for an approach which is reverse to debt-financing, namely prefunding part

of the ageing population burden. Prefunding creates the escape route out of

the strict PAYG framework without the dangers of debt-financing; it provides

the additional flexibility by spreading the demographic burden over a longer

term and exploiting the higher returns on the capital market vis-à-vis the

implicit returns that will prevail in a PAYG system due to population ageing.

Such mixed prefunded/PAYG pension systems are not new at all. Some

of them have been introduced recently, see Table 8-16 below. They have
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been realised in various forms. They include systems in which the employer

plays a central role (Netherlands, Switzerland), systems in which private sav-

ings contracts have become important (United States) and systems in which

there is a wide variety of individual choices (United Kingdom). Some recently

changed systems make usage of recognition bonds in order to speed up the

transition process (Hungary, Latvia, Poland). There is also the attempt not

only to introduce partial funding but also to make the remaining PAYG part

as transparent as possible (Sweden).

Proposals for an introduction of a partially funded system are being made

with increasing frequency in Greece. Tinios (1995) proposes a model for a

fast transition incorporating the idea of giving working cohorts a choice as

well as a mechanism of “recognising” entitlements built up under PAYG.

The mixed system proposed by Nektarios (1996) has many points in common.

In contrast, Bitros, Xafa and Avrantinis (2000) have sketched a system relying

exclusively on funded individual accounts. Zampelis (1998) and Leandros

and Loufir (1998) have also advocated a wider reliance on funding.

Our position is that fully funding the Greek pension system is neither fea-

sible nor advisable. It is not feasible since there is not enough time to accu-

mulate a capital stock that finances a share exceeding 20 per cent of GDP

within 30 years. It is not advisable since it would concentrate all return risks

on the capital market. Diversification calls for a mix between the political

and human capital risks of a PAYG system and the physical and financial

capital risks of a funded system. Further, a fully funded system cannot redis-

tribute income and hence cannot serve as an instrument of poverty allevia-

tion, while the increased administrative costs could be a serious efficiency

loss.

All prefunded systems work through the same principle: Each generation

has to provide some part of their retirement income by own savings, in addi-
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SOURCE: Börsch-Supan, Palacios, and Tumbarella (1999).

Table 8-16.  Recent Multipillar Pension Reforms

1996-19981993/94 1999+Through 1985

Chile Argentina Bolivia Croatia

Switzerland Australia El Salvador Latvia

Colombia Hungary Romania

Denmark Kazakstan Venezuela

Peru Mexico

United Kingdom Poland

Sweden

Uruguay
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tion to the share of retirement income that is financed by taxes and contri-

butions from the younger generation. It is important to stress that all savings

in a prefunded system have to be savings in real capital in the production

sector of the economy; savings in government bonds are not a meaningful

way of funding a pension system because the pension savings by households

are offset by an equivalent amount of government debt. This government

debt has to be repaid through future taxes just as much as a PAYG system

must be paid through future contributions. Hence, any truly funded system

must invest in productive capital, such as in stock or industrial bonds.

While we will argue that partial funding is the only feasible way to allevi-

ate the future pension burden, also this “third way” cannot be attained with-

out costs. The main drawbacks of funding are the transition costs which have

to be borne by those who have to save for themselves and to contribute to

the older generation, and macroeconomic feedbacks which reduce the rate

of return of an increasingly funded pension system. They are offset by posi-

tive repercussions, e.g. feedback effects that improve the operation of capi-

tal markets. We will discuss each in turn, not without remarking that there

is no free lunch in solving the pension problem, but lunches that are harder

and lunches that are easier to digest.

VI.2.1 The Transition Burden

The gradual transition from an almost pure PAYG system such as the

Greek pension system to a pension system which is partially funded affects

the various cohorts differently. Three groups can be distinguished:

ñ Existing pensioners are generally not affected at all; probably, they will

face greater security about their own pensions and will therefore be better off.

ñ A limited number of cohorts of new entrants after the start of the tran-

sition will face a transition burden, i.e. they will pay more under the partially

funded system than under the PAYG system. We will discuss below, why a

transition might be advantageous also for those cohorts. One might consider

giving them the option of switching, thereby ascertaining that every member

of this generation will be better off;

ñ All cohorts that are younger than those affected by the transition bur-

den will pay less under the partially funded system than under the PAYG

system.

Schematically, total contributions to the remaining PAYG system, com-

bined with the new funded part of the system, evolve as depicted in Figure

8-11 for the various birth cohorts.
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The magnitudes in Figure 8-8 are not arbitrary. The numbers on the left

vertical axis are monthly contributions of a German worker in DM (2 DM is

approximately 1 euro) and are based on a detailed simulation study for a

gradual and partial transition of the German pension system (Birg und

Börsch-Supan, 1999). This transition will replace one third of the current

PAYG system by a prefunded system. Note that Germany has a path of pop-

ulation ageing very similar to that of Greece (see Table 8-10) and a similar

philosophy of earnings-related pensions.59

In this figure, birth cohorts born before 1948 are not affected at all by the

transition, cohorts between 1948 and 1960 will pay a transition burden, and

cohorts born after 1960 will pay less under the new system than in the old

pure PAYG system. The transition burden arises because the cohorts

between 1948 and 1960 have to save some part of their income for their own

pension but also pay the contributions for the full pension of the previous

generation. However, as long as the rate of return on the capital market is

higher than the implicit return of the PAYG system, replacing parts of the

PAYG system by prefunding will eventually be cheaper than the old system,

making younger cohorts (the cohorts born after 1960 in Figure 8-8) better off.
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The magnitude of the transition burden depends on several factors, start-

ing with the most critical:

ñ the extent to which future pensions are funded: the higher the degree

of funding, the higher the transition burden;

ñ the relative rate of return in the capital market: the higher the rate of

return, the lower the transition burden;

ñ the speed of population ageing: the higher the speed of ageing, the

lower the transition burden;

ñ the design of the transition path: the faster the transition and the

shorter the announcement period, the higher the transition burden.

the additional burden is approximately linear in the extent of prefunding;

replacing two thirds of the system entails a burden that is twice as large as

replacing only a third. This also holds for the transition gain: younger cohorts

profit twice as much under a transition to a two-thirds prefunded system

than under a system in which two thirds remain PAYG.

This sensitivity to the rate of return is shown schematically in Figure 8-9.

A precise computation of the transition burden for the Greek pension

system requires a detailed simulation study which is beyond the scope of this

paper. However, a few qualitative points can be made, based on the above-

mentioned simulation study by Birg and Börsch-Supan (1999) for a partial

transition of the German pension system:
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ñ A transition to a fully funded system is infeasible in the short run.

Since the ageing problem sets in soon, one needs to strike a compromise

between the magnitude of the transition burden and the degree of funding.

The Greek demography permits a degree of funding between 33 per cent

and 50 per cent, gradually phased in over the next 25 years, if the additional

burden were to be less than 3 per cent of gross income. Note that an addi-

tional burden of less than 3 per cent to finance more than a third of pen-

sions is a reasonable deal; the additional burden is much less than a double
burden.

ñ Key parameter is the difference between the rate of return on the cap-

ital market and the implicit rate of return of the Greek PAYG subsystems.

Since the Greek population ageing process is rather sharp, the implicit rate

of return of all Greek PAYG systems as a whole will be negative.60 Hence,

even under conservative estimates of future capital market returns, the tran-

sition burden will affect only a few cohorts, while the advantages for the

younger generation are large. With a rate of return differential of 3.0 per

cent between capital return and PAYG return, total contributions (pay-

ments to remaining PAYG system plus savings for prefunded part of system)

will be about two thirds of the contributions that would be necessary in a

pure PAYG system.

ñ Given the speed and the pattern of the ageing process in Greece, in

particular the fact that there will be a distinct shift in the dependency ratio

soon after the year 2005 (see the population pyramids in Figures 8-4 to 8-6), a

transition needs to be enacted very soon in order to reap the benefits men-

tioned in the last point before the ageing burden sets in.

The magnitude of the transition burden also depends on many other fea-

tures of the prefunded system to be introduced. This is not the place to dis-

cuss at greater length the many design issues of a mixed PAYG/partially

funded pension system. It might be helpful, however, to mention a few

strategic design features underlying the above estimates.

First, funded pensions need to cover the same biometric risks (old age,

survivorship, invalidity) as the PAYG pensions which they replace. In the

simulations in Birg and Börsch-Supan (1999), this is done with the purchase

of an augmented whole life and disability insurance. Moreover, funded pen-
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sions carry a capital market risk. The downsize risk is limited by a guaran-

teed minimum rate of return of 3.25 per cent, the legal requirement for

German whole life insurance contracts. The costs of this insurance are included

in the above estimates.

Second, administrative costs of funded pensions can be very high.

Examples in Chile and the United Kingdom, where costs as high as 25 per

cent of the premium were not uncommon, show which mistakes can be

made, while the experience in the Netherlands and Switzerland proves that

administrative costs can be around 3.5 per cent when pensions are run

through employer-based group contracts. The above estimates are based on

a 6 per cent cost share.

Third and operating in the opposite direction, there is need for competi-

tion among several private pension providers in order to keep the rates of

return high. Pensions based on mutual funds without clear ownership (such

as the provident funds in South-East Asia or, even stronger, funds managed

by government or parafiscal institutions such as in the Middle-East), or pen-

sions which must be based on the capital of the company in which the worker

is employed (such as the reserve account systems in Germany) are unlikely

to escape governance problems that will reduce capital returns below the

competitive level and hence lead to low pensions.61

The political economy of the transition of course crucially rests on the

transition burden. As mentioned above, older persons are not affected at all,

and the young will gain. However, why should the middle generation, which

carries the transition burden, vote for a transition? We offer three reasons.

Note that the transition generation, born between about 1948 and 1960, is

the generation of people who still have children living at home. First, this

middle generation will profit from escaping generational conflict when in

about 10-15 years Greece will have to decide between low pensions and high

contributions in a pure PAYG system (see Subsections VI.1.1 and VI.1.2).

Second, at least some of them might trade their additional burden with the

much higher gain of the generation of their children, e.g. by adjusting bequests

accordingly. Third, positive macroeconomic feedback might finance a great

deal of the transition burden by an increase in economic growth (see below

in Subsection VI.2.3).

In summary, there is already a substantial experience on which Greece

can build upon. Resting on this, a partial transition appears the only feasible

“third-way” out of the Greek pension problem, offering advantages for all

involved cohorts.
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VI.2.2 Negative Macroeconomic Feedbacks to the Rate of Return

The higher returns of funded pensions as compared to the implicit

returns in a PAYG system are not only a transition phenomenon of an age-

ing population, but they are systematic, reflecting the dynamic efficiency of

an economy. Nevertheless, current rates of return on the capital market are

not necessarily indicative of future capital market returns for several macro-

economic feedback reasons:

ñ First, an ageing population will depress returns because the higher

capital intensity, which is necessary in an economy that has fewer workers

and needs more capital, implies decreasing marginal returns.

ñ Second, the capital stock of the funded system itself will be substantial

and has to be absorbed by the economy, again potentially reducing the rate

of return.

ñ Third, when the pension capital is taken out in order to finance retire-

ment consumption, stock prices may tumble when the baby boomers sell

their shares.

The evaluation of these effects is difficult and requires assumptions about

the macroeconomy, mainly assumptions on the production structure. It also

has to be made on an EMU- or even EU-wide basis. A detailed study appli-

cable to the Greek economy requires a macroeconomic model (in order to

incorporate feedback mechanisms e.g. along the lines of Leandros and

Loufir, 1998, or Loufir and Tragaki, 2001). However, simulations in the

United States (Cutler et al., 1990) and Germany (Börsch-Supan, 1996; Birg

and Börsch-Supan, 1999) show that these feedback effects are very small.

Moreover, the first two effects almost vanish when capital markets are suffi-

ciently open to permit a free flow of capital between countries that age at

different speeds. The third effect is much smaller than one might think

because the (negative) supply effect is offset on the capital market by a (pos-

itive) demand effect generated by the need to make an ageing economy

more capital intensive.

VI.2.3 Positive Feedbacks to Economic Growth

In fact, these negative macroeconomic feedback effects are likely to be

dominated by positive feedbacks:

ñ Distortions on the labour market are minimised;

ñ Funded pensions deepen the capital market and improve economic

growth.
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PAYG pensions create labour market distortions through micro incen-

tives. As shown earlier in Section II, they distort the choice of retirement

age. Yet, more important are the distortions created when contributions to

the PAYG system are perceived as taxes, not as insurance premia. Polls in

the United States and Germany, both of which have strongly earnings-related

PAYG benefits schemes, nevertheless reveal that almost all workers per-

ceive their contributions as taxes. In a system as intransparent and frag-

mented as the Greek system, this should be the case a fortiori. Transiting

from PAYG to prefunding minimises these distortions because contribu-

tions to funded pensions, like to any other whole life insurance, are per-

ceived as premia.

A transition to more prefunding also deepens the capital market. By doing

this, it not only increases capital intensity and thus labour productivity.

Moreover, it permits a smoother working of the capital market for several

reasons, such as economies of scale and better corporate governance. Capital

market imperfections appear still to be important in Greece. If liquidity and

diversification constraints are abolished (Pestieau and Possen, 1998), or if

production technology changes and capital productivity is positively affected

by changes in the corporate governance and the capital markets at large

(Corsetti, 1994; Corsetti and Schmidt-Hebbel, 1995; Holzmann, 1997;

Börsch-Supan, 1999b), the resulting “side effects” of a transition change the

growth path of an economy and therefore have very large effects in the longer

run.62 The balance between these positive side effects and the transition costs

plus negative feedbacks is likely to be positive and provides room for a gen-

uine welfare improvement of a transiting economy.

Nevertheless, it must be stressed that the issue of partial funding and the

exact way this can be achieved raises many other issues that need to be

addressed before any decisions are made. An (incomplete) list of questions

to be addressed would be:

ñ mandatory versus voluntary provision of funded pensions,

ñ the issue of fiscal privileges for private funded pensions,

ñ public versus private administration of funded schemes,

ñ occupational versus personal funded pensions,

ñ defined-contribution pensions versus defined-benefit funded pensions,

ñ internal versus external funding,
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enabling individuals to borrow more readily in order to offset such “forced” saving.
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ñ portfolio regulation versus prudent man rules for funded pensions and

ñ mandatory indexation or discretionary indexation of benefits.

VI.3 Fixing the Baseline for a Partial Transition

The changeover of (part of) of existing pension entitlements from the

PAYG system to funded arrangements alters the legal bases of pension

claims drastically. Under PAYG pension promises are essentially conditional

and the debt arising as a result only contingent. PAYG pension promises are

not legally enforceable, they are not alienable and, under most legal systems,

can be altered by subsequent Acts of Parliament in essential respects, as long

as certain constitutional principles are not infringed. Funded pensions, espe-

cially those based on individual accounts, are far more closely associated

with the individual and share many more of the characteristics of other

assets held by individuals. Conversion of a PAYG entitlement to an equiva-

lent entitlement to a funded pension will involve a considerable welfare gain

for the individual involved. The other side of the coin is that it involves a far

greater public outlay.

Under this reasoning, unless it is the objective to benefit the current gen-

eration even more, pension entitlements under PAYG should be made con-

siderably less generous before they are transferred.63 Otherwise the public

finance implications of the transfer could be such as to mortgage public

finances for many years to come. In other words, one needs to fix the base-

line first, before the actual transition to more prefunding can start.64 The

kind of changes considered are frequently labelled ‘parametric’ changes.

Because prefunding needs a brief time between announcement of reform

and the actual introduction (such that the first cohort has a minimum time

to accumulate capital), this “fixing the baseline” is not a major procedural

problem. As Barr (2000) makes clear, parametric and systemic changes are

complements and not substitutes.

In thinking of the PAYG implicit debt it is necessary to differentiate con-

ditions affecting entire age cohorts and those affecting specific “privileged”
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63. An argument pointing in that way is that pension entitlements under PAYG hardly
ever were preceded by actuarial studies; they could thus be held not to have been granted in
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ing system, as opposed to more thorough-going systemic change, in the spirit of Chand and
Jaeger (1996). See also Barr (2000).

8/SUPAN 2-10-09 12:19 ™ÂÏ›‰·429



occupational categories. In this context, it is perhaps useful to distinguish

between “general debt” corresponding to rights enjoyed by all members of a

cohort and “specific debt” corresponding to rights enjoyed by particular sub-

sections of the population. Cogent arguments could be made that “general

debt” should be financed by society at large through general revenue. On the

other hand, for “specific debt” ways of finance involving a larger part of the

burden to be borne by the groups concerned should be sought.65

The approach of distinguishing between “general” and “specific” debt

was investigated by the consultants’ report on the PPC pension arrange-

ments (see Box 8-3, PWC, 1998). In the actuarial study, the overall balance

affecting PPC pensions was evaluated, first under current arrangements and

then under the hypothetical arrangement that PPC personnel was insured

(as other electricity producers will be in future) by IKA-TEAM for primary

and supplementary pensions. The “specific” part accounts for only about a

third of pension liabilities, which gives a measure of the extent of generosi-

ty of both the general system and the extent of “privileges”. Their recom-

mendation was for PPC to be integrated in financial terms into IKA (so as

to receive the PAYG guarantee) and for the over-IKA part to found a new

funded pension fund following the rules for (private) occupational insur-

ance. For the general part, PPC employees will be treated symmetrically to

all private sector workers. Finance for the pension fund could be sought by

transfer of assets from the PPC, from shareholders and from contributions.

The approach of distinguishing between general and specific entitlements

could be pursued further. In particular, it could allow occupational groups

to exercise a choice between relinquishing particular “privileges” or financ-

ing them from within the occupational group. Under this idea the State

would signal in a clear way that it can underwrite pension entitlements only

up to a certain maximum (which could differ by cohort), which (as in the

PPC case) could correspond to the IKA-TEAM entitlement. Occupational

groups would be allowed a period of 1-2 years in which to decide whether to

found new funds to finance the excess or whether to opt for the (gradual)

abolition of the offending details. In such a way, it would also be feasible to

handle the issue of co-ordinating negotiations with hundreds of occupational

groups and factions.

The dimensions that could be explored in order to reduce the outstand-

ing implicit debt have not been outlined in an exhaustive fashion by anyone.

OECD (1997) provides some ideas. Such measures could include:
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ñ Disallowing differences between men and women in retirement ages.

In particular abolishing provisions favourable to mothers of underage chil-

dren, unmarried or divorced daughters. Part of the savings to be directed

towards providing child care facilities for working mothers.

ñ Radically overhauling the list of “Arduous and Unhygienic” occupa-

tions. Adding some new occupations, removing the vast majority. Combining

the removal of pension privileges with a return of the capitalised value of the

arduous surcharge for those declassified.

ñ Adjusting accrual rates so as to reduce replacement rates.

ñ Altering the regulations, which serve as the gateway for earlier retire-

ment, such as various kinds of long-service rules (most commonly 35 years).

ñ Rationalising the system of minimum pensions. Minimum pension

protection to cover all the population, but under strict means test (institut-

ing the so-called “national pension”). Protection to vary with age.

ñ Stricter controls for working pensioners and multiple primary pension

receivers.

ñ Pension indexation to be to prices only for a specified number of years

(for all kinds of pensions). Indexation arrangements to be reviewed after the

passage of n years.

ñ Expanding the critical period for pension evaluation from 5 to 10 years

in IKA. Other funds to follow suit in a specified number of steps.

VII. Conclusions

The Greek pension system is in many ways a typical product of the

“Mediterranean Welfare state”. It is extremely fragmented, characterised by

“islands of privilege in a sea of insufficient provision”. When it was enacted

in the 1950s, it was a success story in terms of limiting social exclusion. This

function will also be needed in the future.

There are, however, serious troubles ahead. Pension expenditures, now

already more than 12 per cent of GDP, will exceed 20 per cent of GDP with-

in 20 years as the Greek population ages. The pure PAYG-financing mech-

anism has repercussions on labour and capital markets that will hamper

future growth. Additional pressure will be put on the Greek pension system

indirectly through the EMU deficit ceilings. Nonetheless, major pension

reform has stalled since 1992, although the population ageing process is tak-

ing off rather steeply after 2005, only five years ahead.

We have tried to show in this paper that reform is indeed badly needed. This

need is not due to financial viability considerations alone, but also results from
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wider reasons, both social and economic. We have also shown that the Greek

pension system still has a window of opportunity for reform that lasts until

about 2005 when the ageing curve will get steeper. Pension reform can be made

a win-win game for public policy. Because of the growth-enhancing effects of a

reform, it is not, as is often claimed, a zero-sum game across generations.

Pension reform needs to fix the baseline first. This means that the PAYG

system needs to be actuarially fair, transparent and restricted to a size that

delivers a reasonable standard of living but not a full replacement of income

– in particular for the upper half of the income distribution.

Pension reform then needs to introduce funded pillars to top up the

PAYG pensions to the level of generosity that the populace is accustomed

to. Such funded pillars can be occupational pensions based on group

accounts and/or private pensions based on individual accounts.

Greece is not the first country facing severe demographic problems and

contemplating pension reform. Switzerland and the Netherlands have intro-

duced multi-pillar systems some 15 years ago; they now have lower contri-

bution rates and nevertheless higher multi-pillar replacement rates than

their neighbouring Germany. Germany has begun to understand the mes-

sage, albeit slowly. A major multi-pillar pension reform, resembling our

computations in Section VI, was introduced by the Red-Green coalition in

Germany and passed by the Bundestag (parts of it admittedly in a watered-

down form). Nevertheless, after a long period of inactivity, Germany now is

a country where a multi-pillar pension reform is firmly on the agenda.

Indeed, Boeri et al. (2001) have shown in a recent paper that Germany is

not an isolated case. Using survey data they show that a political majority for

pension reform can be forged in Italy and in Spain as well, provided that the

transition burden is stretched in a suitable way across cohorts, if the funded

mechanisms such as occupational pensions manage to involve all employees

and if the populace is sufficiently informed over the win-win situation vis-à-

vis the otherwise unavoidable increase in contribution rates and taxes.

For Greece, the necessary, at the same time realistic and promising policy

steps are therefore threefold: First, inform the populace about the current

situation. As we have shown, Greece is —falsely— particularly optimistic

about the future of its pension system. Second, fix the PAYG system. And

third, extend the monolithic PAYG system into a multi-pillar system.

Similarly to the Netherlands and to Switzerland, such a reformed pension

system will be able to continue to guarantee social protection in a future char-

acterised by an ageing population. At the same time, such a mixed system will

provide the platform for further economic growth by reducing the inefficiencies

on labour and capital markets which the current pure PAYG system creates.
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Appendix: The Transition from Work to Retirement

The age of retirement is one of the most important parameters in a pen-

sion system. Extending the retirement age simultaneously increases the

number of contributors and decreases the number of beneficiaries and thus

has a double impact on the finances of a pension system. At the same time,

the retirement age is one of the factors in the Greek pension system which

are most misrepresented in the political and scientific perception. In many

sources compiling international co mparative information, retirement ages

are listed in Greece as 65 for men and 60 for women. How far does this cor-

respond to reality?

The answer is: very little. The main reason is the huge difference between

statutory (decreed by law) and effective (actual) retirement age. Most inter-

national comparisons use the statutory retirement age as the normal case.

As pointed out in the main text, this “normal route” has a retirement age

very much in line with the other OECD countries, plus an actuarially adjusted

early retirement option. However, there are many other legal bases for earlier

retirement without actuarial adjustment, creating strong incentives to retire

earlier, and thus causing an enormous additional financial burden on the

Greek pension system.

Table 8A-1 depicts the main pathways to retirement in IKA, based on the

distribution of the about 45,000 new pensions that were awarded in 1997,

stratified by their legal basis.

A number of interesting observations result from Table 8A-1:

ñ What is thought as “the normal case” of 65 years retirement for men

and 60 for women affects only 15 per cent of men coming up for retirement

and 30 per cent of women (20 per cent in total). A further 8 per cent of men

choose the reduced pension at the age of 60. While benefits in this case of

early retirement are actuarially adjusted, it is important to note that the

actuarial reduction is not applied to the minimum pension. Since about 70

per cent of all IKA pensioners receive the minimum pension, it follows that

the actuarial adjustment is not applied in the majority of cases.

ñ Over 40 per cent of men (16 per cent of women) are subject to variants

of the “heavy and unhygienic” rules, giving the right to retire at 58 or earlier.

ñ An important minority of men (6 per cent) is entitled to long service

pensions (35 years at 56).

ñ Approximately 10 per cent are subject to a very large number of special

regimes. Examples would be the Olympic Airways flying personnel, who

receive full pensions at ages before 45 (each year of contributions counting

for double) returning Greeks from Egypt, Romania, etc.
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ñ Finally, an important proportion (17 per cent for men and women) are

able to claim disability pensions, mostly in the categories that entail equal

rights with old age pensioners. (Under Law 1902/90 disability under 80 per

cent entitles one to 75 per cent only of the old age pension. This reduction

applies to minimum pensions as well.)

ñ The column on survivors has the original legal basis used by the

deceased, so it is useful as showing how far current pensioners differ from

their predecessors. Notable is the far larger importance of “normal” cases

among survivors, the small size of long service pensions, as well as the larg-

er prevalence of disability cases. The system as a whole thus appears to be

well on the way to maturity.

The public sector provides even more privileges. This is apparent in Table

8A-2, which charts new pension awards for the government sector by years

of service:
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SOURCE: π∫∞.

Table 8A-1.  New Pension Awards by Legal Basis, IKA, 1997
(Per cent of total)

Survivors
Total own

rightWomenMen

Old age pensions
"Normal case"

(65/60; 15 years of service) 15.4 31.3 20.6 32.1

Actuarially reduced (60/55) 8.5 18.0 11.6 6.2

Parent of underage (55/50) 0.1 10.0 3.4 0.1

Arduous and unhygienic 28.7 15.4 24.4 17.7

construction workers 13.1 0.1 8.9 3.0

Long service

(35 years at 58/56 or less) 6.0 0.5 4.2 1.7

Other special cases 10.5 9.1 10.1 12.1

Total old age 82.5 84.3 83.1 72.9

Disability pensions
Disability over 80 per cent 5.8 3.3 5.0 5.7

Normal disability (67 per cent) 2.1 0.6 1.6 0.6

Blind & paraplegic 1.5 2.5 1.9 0.0

Accidents 0.5 0.2 0.4 3.2

Other cases 6.1 7.4 6.5 17.4

Psychiatric 1.4 1.7 1.5 0.2

Total disability 17.5 15.7 16.9 27.1

Total pensions 100.0 100.0 100.0 100.0

Total new pension awards 45,223
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In the government sector (as well as in public enterprises such as the PPC,

banks, etc.) retirement ages as such do not exist. Contributors have to com-

plete a minimum number of years of employment, which in the case of moth-

ers can be as low as 15 years, but in the usual case is 25. Since 1990, members

have to reach a particular age (42 for mothers, 50-55 for men) to collect the

pension. They thus have the option to secure the right to a pension with the

minimum employment period and either to seek employment elsewhere or

stay at home. Many women, though few men, exercise this option.

The multiplicity of statutory rights makes clear that the “normal retire-

ment age” is not representative of actual retirement behaviour. This can be

seen in the breakdown of the effective age of retirement of new entrants into

the pension system, shown in Figure 8A-3.

Figure 8A-1 depicts the distribution of ages at retirement in IKA, sepa-

rately for old age and for disability pensioners. The upper panel, for old-age
pensions, shows that the vast proportion of women have retired already well

before the statutory age of 60. A similar situation holds for men, who leave

well before the statutory age of 65 and even before the age of 60. On the

other hand, a significant minority of men retires after the statutory age of 65.

The spikes of the distribution are readily explainable. For women:

ñ Age 50, reduced pension for mothers of underage children.

ñ Age 55, full pension for mothers, reduced for normal case.

ñ Age 60, normal case for women.

For men:

ñ Age 58, for long service pension and arduous and unhygienic jobs.

ñ Age 60, for reduced pension of the normal case.

ñ Age 65, for full pension of the normal case.

Notable for both sexes is the large number of employees who choose to

retire after the maximum retirement age. This group has the effect of

increasing the average age of retirement substantially.

Table 8A-2.  New Pension Awards by Legal Basis and Years of Service,
Government Sector, 1997

Military 1,850 4.3 2.2 8.4 55.1 30.0

Civil servants 6,640 4.4 14.8 19.0 38.1 23.6

Local government 561 24.8 3.9 18.4 32.3 20.7

Church 125 4.0 8.0 17.6 3.2 67.2

Total 9,176 5.7 11.5 16.8 40.7 25.3

SOURCE: π∫∞.
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The lower panel shows the equivalent age distribution for disability in

IKA. The striking fact is that disability appears to follow closely the concen-

tration of old age pensions, and in an important minority to postdate them.

The modal value is actually greater than for old age pensions, while some

‘new’ pension awards occur at ages above 70. Thus disability pensions appear

to play the role of substituting rights for those who do not have enough con-

tribution years to secure an old age pension. The minor spikes reflect kinks

in the legal entitlements. In general, the picture of disability pensions (with

the exception of those at ages below 40) is not consistent with their inter-

pretation as being caused primarily by health status.

Figure 8A-2 shows the equivalent distribution for a sample of pensioners

who receive their pensions from IKA, but are subject to the legal framework

of the civil service. Such workers (e.g. at the National Tourism Organisation)

can be taken to be representative of civil servants (though not of teachers,
who form a large group); their membership of IKA implies that age infor-

mation is available, a kind of information that the Ministry of Finance does

not publish. (The sample size is approximately 1,000.)

Figure 8A-2 thus gives an idea of the retirement behaviour in the gov-

ernment sector and closes the data gap caused by the fact that the govern-

ment does not publish distributions of pensioners by sex and age. The data

in Figure 8A-2 have to be treated with some caution, as they result from a
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sample of around 1,000 pensioners and may not be representative.

According to the figure, women civil servants appear to be in a hurry to leave

the service the soonest possible. Many men do likewise (peak at 55), but

important minorities stay on well past 65 years of age.66

The preceding analysis of retirement behaviour shows conclusively why to

talk of ‘the’ retirement age is a gross simplification. The centrality of the age

of 65 in public discussion is out of all proportion to its significance in retire-

ment. Indeed, a reduction of ‘the’ retirement age to 64 would involve delay-
ing retirement by more than 2-3 years for over 80 per cent of men applicants

for pensions, in some cases by almost 8 years.

The discussion above makes the declining trend of retirement ages read-

ily understandable (see Figure 8A-3).

Taking old age pensions alone, the period of 1978-1993 is characterised

by a gradual fall in average retirement age, by more than 2 years on average.

Women start from a far lower base and do not appear to exhibit a marked

trend. In 1993, as a reaction to the 1990/2 legislation, a sharp increase in

retirement ages occurs, followed by a reversal after 1995, which returns the

average age to its trend line. The total pensions average age, which includes

disability pensions, exhibits much greater volatility, caused by swings in the

ease by which disability pensions are granted, as well as by the ratio of dis-

ability to old age pensions. The electoral cycle is also readily apparent. The

increase after 1990 is more marked due to tighter enforcement of curbs on

fraudulent disability pension claims. Nevertheless, the post-1995 fall is more
marked.

Data such as those portrayed in Figure 8A-3 are especially worrisome for

the system’s prospects. They show that there are very strong in-built ten-

dencies towards early retirement, which will be very hard to counter by legis-

lation alone. For anyone understanding the incentives the system gives for

early retirement, a picture such as that in Figure 8A-3 should come as no

surprise. Such strong incentives may only be strengthened by what may be a

very strong income effect resulting in a preference to leisure.

Reversal of the tendency towards earlier retirement should be a top pri-

ority of policy.
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Comment by E. Philip Davis

This is a fine and comprehensive paper and I have very little substantive

quarrel with the subject matter. It is however incomplete in its own terms.

Moreover, I feel that the paper should go further in specifying the issues and

options in pension reform, in order to be a framework for reform in the

fullest sense. Hence my comments will be divided into two parts. The first

notes what remains to be done to complete the proposal and provides

detailed comments on the existing work. The second seeks to indicate how

much further and more detailed thinking on structures and regulations must

be undertaken before a true blueprint for pension reform has been created,

and how crucial such choices can be to the success of funding.

As regards the comments I have on the paper itself, the paper is in itself

incomplete as a reform proposal. There are various illustrations, e.g. from
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the German experience, which need to be made on the basis of Greek infor-

mation. Notably there is a need for simulation of patterns of plan financing

and broader macroeconomic feedbacks, owing to the continuation of the

current regime, and effects of transition to partial funding.

Some detailed points in the text are as follows:

First, how far can immigration help to eliminate problems of existing pen-

sion systems? This can in principle improve the Aaron condition by raising

wage growth and reducing the old age support ratio. The overall ageing

pyramid can be improved in shape, meaning that the problem is not merely

postponed to the future. Of course there may be political difficulties for

extensive immigration, even to a rapidly ageing society. But the issue is

increasingly on the table at an EU level.

Second, I acknowledge that increased fertility can only help in the very

long run. Nevertheless, I also note that authors appear to assume that fertil-

ity cannot be influenced by public policy. I am intrigued by the fact that the

Scandinavian countries have the highest birth-rates in Europe, which may

indicate that an attack on the opportunity cost of having children (e.g. by

crèches, appropriate school hours) may have a contribution to make.

Third, on the fiscal side, it would be interesting to know more about the

extent to which the large public debt in Greece relates to the cost of the pen-

sion system. There are further effects of EMU beyond the stability pact per
se that should encourage reform. We can expect EMU to increase market

discipline on the government owing to the fact that credit risk on govern-

ment debt comes to the fore, putting downward pressure on ratings of gov-

ernments with high future obligations, while domestic institutions are free to

diversify across the euro area – although admittedly experience to date sug-

gests that the effects of elimination of exchange rate risk may offset such

effects on the cost of government debt finance.

Fourth, there are clearly offsetting forces identified in the text as to pres-

sures for reform. On the one hand we are told that the new entrants system is

a force towards consolidation of the pension system. On the other hand, it is

pointed out that the window for opportunity for reform ends in 2005 when the

ageing of the population will worsen. Which of these is likely to predominate?

Fifth, I would go further than the authors in citing reasons why a whole-

sale shift to funding is not advisable. While I agree that the diversification

case is key, I would also note that only PAYG is able to redistribute income

for poverty alleviation (acknowledged to be important in the Greek situa-

tion), that PAYG has lower administrative costs than funding and that occu-

pational funded schemes may hinder labour mobility. The quality of the

annuities market is crucial to the success of defined contribution pensions.
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Sixth, to the benefits of the capital market, I would add that long-term

institutional investors such as pension funds benefit the capital market

notably by increasing the demand for long-term instruments such as bonds

and equities. Since existing saving is reportedly low, they may also lead to

increases in saving per se, by forcing individuals to save. Financial liberalisa-

tion may, however, offset this effect if it reduces liquidity constraints,

enabling individuals to borrow more readily in order to offset such forced

saving. More generally, while a degree of capital market development is

needed for pension reform to be successful —and the regulation of the mar-

ket needs close attention— there are also feedbacks of pension reform on

the capital market, as the example of Chile has shown (Holzmann, 1997).

Finally, I may add that the UK pension cost illustration is only valid for

personal pensions. Occupational funds offer much more economical provi-

sion, as will the government initiative on “stakeholder” personal pensions,

where charges are to be limited to 1 per cent (Davis, 2000a).

I am, as noted, in thorough agreement with the thrust of the proposal in

respect of partial funding. It seems to me to be much the best solution for

the current Greek situation. I am also in agreement with the broad argu-

ments given about benefits and costs of funding. But I felt that the coverage

of this aspect left many questions unanswered. I was left asking, for exam-

ple, whether the authors favour defined-benefit or defined-contribution

pensions and whether personal and occupational ones. On the authors’ side,

I note that they are not unaware of this issue (they suggest that “this is not

the place to discuss the many design issues of a mixed system”). But since

such choices may have a crucial impact on the financial success or political

acceptability of a strategy of funding within a given national context, I insist

on their importance. I suggest that the questions to be addressed over and

above the balance of PAYG and funding include the following:

ñ mandatory versus voluntary provision of funded pensions,

ñ the issue of fiscal privileges for private funded pensions,

ñ public versus private administration of funded schemes,

ñ occupational versus personal funded pensions,

ñ defined contribution versus defined benefit funded pensions,

ñ internal versus external funding,

ñ portfolio regulation versus prudent man rules for funded pensions and

ñ mandatory indexation or discretionary indexation of benefits.

I would like first to make some remarks on portfolio regulations illus-

trating the potential importance of design features to the financial success of

funding, before suggesting a more general framework in which the costs and

benefits of the different choices can be addressed.
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On the appropriate regulation of portfolios of pension funds, as the

authors point out, the difference between the return on capital market

instruments and the return to PAYG is a key aspect of the benefit of fund-

ing. There is of course a range of arguments on both sides for and against

different types of regulation, see Davis (2000b). Tables 8B-1 and 8B-2,

drawn from that paper, show the difference that portfolio restrictions have

(limiting investment in volatile but high-return assets) as opposed to pru-
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SOURCE: Davis (2000b).

Table 8B-1.  Estimated Returns on Pension Funds’ Portfolios (1980-95)
(Percentage points)

Memo:
1970-1995
standard
deviation

Memo:
1970-1995

real
return

Standard
deviation

Real
return

Standard
deviation

Nominal
return

UK 15.8 8.7 9.8 9.7 5.9 12.8
US 13.2 9.2 8.4 10.9 4.5 11.8
Germany 9.7 7.0 6.7 6.9 6.0 5.9
Japan 8.9 9.1 6.9 9.4 4.4 10.2
Canada 124 10.0 7.5 10.6 4.8 10.0
Netherlands 9.2 6.3 6.3 6.7 4.6 6.0
Sweden 11.5 15.2 4.9 15.9 2.0 13.1
Average 11.5 9.4 7.2 10.0 4.6 10.0
Prudent person 11.9 8.7 7.8 9.5 4.8 10.2
Prudent person
(excluding Japan) 12.7 8.6 8.0 9.5 5.0 10.2
Restrictions 10.6 11.1 5.8 11.4 4.0 9.5

SOURCE: Davis (2000b).

Table 8B-2.  Comparing Pension Fund Real Returns with Benchmarks
(Percentage points)

Real
earnings
growth

Global 50-50
bonds

and equities

50-50
domestic bonds

and equities

Real return
on pension
funds less

Canada 0.9 -3.2 7.2
Germany -3.7 -2.6 5.3
Japan -2.7 -2.0 5.5
Netherlands -5.0 -3.5 6.2
Sweden -5.4 -5.6 4.6
United Kingdom 0.6 -0.4 6.9
United States -0.3 -1.6 9.2
Average -2.2 -2.7 6.4
Prudent person -1.8 -1.9 6.9
Prudent person
(excluding Japan) -1.6 -1.8 7.4
Restrictions -4.6 -4.1 4.9
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dent man rules (which focus on the process of investment, insisting that they

be carried out as if by a prudent person managing its own investments).

Points to note are that sectors with asset restrictions have much lower

returns than those with prudent man rules and that these shortfalls are even

greater when the opportunities available in the domestic capital market

(“benchmarks”) are taken into account. Nor is it only a question of returns.

Risks are much higher in the case of restrictions that prevent international

investment, which force pension funds to incur unnecessary systematic risk,

which could be eliminated by diversifying globally. A note of caution is that

the level of returns shown in the tables may not be sustainable over the long

term.

Turning to the more general question of how to consider the implications

of the various choices, costs and benefits arising from each of these aspects

can be addressed in several frameworks, including the following:

ñ retirement income security,

ñ financing issues,

ñ effects on labour markets,

ñ effects on capital markets.

There are also countries for each choice which warrant close attention in

the light of their own past experience of pensions and pension reform.

Of course, it would be inappropriate for me as a discussant to present my

own work in detail on this subject (see Davis, 1998). But to illustrate an

approach to the types of question that need to be addressed and concluded

in the next stage of the work, I highlight my recommendation in respect of

the approach with material relating to one of the choices set out above,

namely that of fiscal privileges for pension funds.

The issue: Pensions may be taxed at three points, when money is con-

tributed, when investment income is earned and when retirement benefits

are paid to scheme members. Should saving for (funded) pensions benefit

from tax privileges or are these undesirable and unnecessary? The privilege

considered is exemption of asset income (the expenditure tax). The alterna-

tive is to tax investment income (comprehensive income tax). A subsidiary

choice is whether to tax contributions or benefit payments. The taxation of

benefit payments offers benefits of tax deferral to recipients, and also gives

a larger “pool” of saving on which income is earned.

Assessment: Whether there is a case for special treatment of pensions

relative to other forms of retirement saving may depend on the view taken

that contractual annuities, as offered by pension funds, have unique features

in retirement income provision, absent from other forms of saving. Inability

to dissipate pension funds prior to, and in most cases after, retirement is the
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SOURCE: Davis (1998).

Table 8B-3.  Benefits and Costs

No privilegesPrivileges

Reduce the likely take-up of
funded pensions when provi-
sion is voluntary.
If the tax authorities do not
make the distinction between
nominal and real returns (i.e.
nominal returns are taxed) a
comprehensive income tax also
induces a growing distortion
dependent on the rate of infla-
tion which may impact on
overall saving.

If there are no tax benefits and
provision is compulsory, the
costs to the State are reduced
without loss of coverage.
Increase the costs to the indi-
vidual or the company of pro-
viding a given level of benefits.
Taxation of funds pooled
across individuals with varying
marginal tax rates is adminis-
tratively complex and costly.

Treat equally the different
uses to which income may be
put —saving is seen as just
another commodity, like con-
sumption— and hence main-
tain neutrality between con-
sumption and saving. 
As a "second-best option" to
an expenditure tax, maintain
equal treatment for all types
of saving
However, they also reduce the
incentive to save by driving
post-tax rates of return below
the pre-tax rate.

Australia, Denmark, New Zea-
land.

Increase the likely take-up of funded
pensions when provision is voluntary,
thus ensuring that post retirement liv-
ing standards are maintained. 
By appropriate provisions, can ensure
that saving is in the form of contractual
annuities which are the best means of
protection against longevity risk (owing
to myopia and consequent disregard
of longevity risk, most people would
not voluntarily save in this manner).
Tax-privileged schemes often include
tax-free lump sums, which are easily
dissipated rather than being used for
retirement income purposes.

Increase the costs to the public finances
of providing a given level of funded ben-
efits, although an offset can be provided
by lower social security burdens due to
increased ‘opting out’ of state provision
and/or means testing.
Are more likely to benefit high-income
earners (i.e. tax benefits may be regres-
sive).

By encouraging development of occu-
pational funds as a means of saving,
enable the employer to take advantage
of the uses of such funds for managing
the workforce.

Minimise distortion of saving deci-
sions (technically, with an expenditure
tax the post tax rate of return equals
the pre tax rate, and consumption is
taxed at the same rate now and in the
future)
May increase or reduce saving, depen-
ding on the income and substitution
effect (distribution of target savers)
and the effect on holdings of other
financial instruments.
If not universally applied, distort the
choice of saving instrument towards
pensions and away from other forms
of saving.

United Kingdom, United States, Nether-
lands.

Retirement
income
security

Financing
issues

Effects on
labour markets

Effects on
capital markets

Country
examples
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key feature in this regard. We consider the advantage of contractual annu-

ities decisive and hence suggest that pension funds should be tax advantaged

even if other forms of saving are not, as long as most or all of pension pay-

outs are in annuity form. Measures to minimise abuse of tax privileges by

high earners are nonetheless clearly justified, as are limitations to the degree

to which benefits may be taken as lump-sums.

One may add that there are many other questions to address besides

those mentioned, some of which are also relevant to pay-as-you-go schemes.

These include the appropriate contribution rate, the floor and ceiling on

contributions and benefits, the normal retirement age and any exceptions to it,

treatment of civil servants and the self employed, sharing of costs between

workers and employers, disability insurance, means testing, payroll and gen-

eral taxation and treatment of survivors.

As noted above, besides the pension reform itself, more general aspects

of capital market and financial institution structure and regulation need

close attention. The areas in question include banking, insurance, payment

services, the securities markets and issues in the legal, accounting and audit-

ing areas. Although, as noted above, pension funds may spur capital market

development, some preconditions still exist, although most should not be

problematic for Greece. In more detail:

Local personnel skilled in asset management may be scarce, implying a

potential need for joint ventures with foreign firms (Vittas, 1994). Pension

funds, even if they benefit from tax privileges, may only be attractive when

other financial assets such as deposits and bonds are (effectively) taxed. Laws

governing prudence, self dealing, and other aspects of fiduciary behaviour

and concerning enforcement of financial contracts, settlement of property

disputes and bankruptcies are necessary prior to introducing funding to pre-

vent excessive financial risks (Turner and Rajnes, 1995). To be effective,

social security and pension reform requires a streamlining of the regulatory

framework, with independent regulators having the right to intervene, includ-

ing not only regulators of pension providers themselves but also providers of

other financial services such as banking, insurance, payment services, the

securities markets and issues in the legal, accounting and auditing areas.

A sound banking sector is an essential precondition for pension reform, as

funded pensions typically hold some bank assets and hence weak banks

threaten retirement income security (Mitchell, 1997); banks are also neces-

sary (as providers of collateral, clearing, settlement and other services) for

securities markets to grow and provide alternative pension fund investments.

Efficient and liquid government bond markets are also essential, given the

role such bonds play as pension fund investments in the early stages of finan-
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cial sector development. The Asian experience shows that, lacking govern-

ment bond markets, corporate bond issuance may also be hard to develop.

Long-term debt requires a sound legal system so that contracts may be

enforced or renegotiated. Also, a strong insurance sector —and a profession

of actuaries— is needed in order to provide a competitive annuity market

which is an essential counterpart to a defined-contribution pension fund sec-

tor, if individuals are to be protected against longevity risk. And sound

macroeconomic policies and financial stability —which Greece should enjoy

under EMU— are essential counterparts. Institutional investors such as pen-

sion funds and life insurers cannot function properly in a highly inflationary

environment unless they are based on real assets such as equities and prop-

erty and/or fully indexed debt contracts.

Clearly, difficulties relating to domestic capital market development may

to some extent be overcome by allowing pension funds to invest offshore,

raising issues as those noted in the main text. International investment may

be essential if a reform is to commence in a situation where capital markets

have not yet developed at all. It may also have external benefits such as help-

ing funds to take advantage of modern accounting, regulatory and risk pric-

ing techniques (Mitchell, 1997).

As regards my own overall preferences, I tend to favour the “World

Bank” mixed solution of a pay-as-you-go system at a low level to redistrib-

ute and protect against old-age-poverty, with other retirement income needs

fulfilled by a funded system. A mixture of both approaches has a benefit with

regard to the diversification of investment, insolvency and political risks.

Among other choices, I tend to prefer a voluntary to a mandatory funded

scheme, benefiting from fiscal privileges, with assets administered privately,

mainly occupational funds which may be of either the defined-benefit or the

defined-contribution type, being externally funded, having prudent man

rules for asset allocation and limited mandatory indexation of benefits.

It is important to add, though, that the optimal choices are likely to dif-

fer strongly between countries depending on the underlying structural situ-

ation; notably, the state of the existing pay-as-you-go scheme, the develop-

ment of capital markets, existing private schemes and willingness to allow

international investment. In other words, pension reform must be carefully

tailored to the existing circumstances of a country. For example, portfolio

restrictions may be appropriate as a temporary measure early in the process

of financial development; occupational schemes require a financially viable

corporate sector. So careful crafting in the light of the Greek situation will

be required.
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9 The Greek Labour

Market

Gary Burtless

IN THE FIVE YEARS after 1995 the Greek economy grew at

an annual rate of 3.2 per cent, substantially faster than the rate of growth in

the European Union as a whole and faster than Greek growth during the

previous 15 years. In spite of this impressive performance, Greece remains

a relatively poor part of western Europe. A recent survey of the Economic

Commission for Europe notes that real GDP per capita in Greece is now a

smaller fraction of per capita GDP in the European Union than it was in

1973 (Economic Commission for Europe, 2000, p. 166).

Greece’s lagging economic progress since the 1970s can be traced in some

measure to problems in its labour market. In part, these problems are

reflected in high joblessness. Unemployment has risen dramatically since

1973. It averaged 2.3 per cent in the 1970s, 6.6 per cent in the 1980s, and 9.0

per cent in the 1990s. Other European countries have suffered much worse

rates of unemployment, but few have combined such a disappointing per-

formance on joblessness with such slow progress in improving the average

productivity and living standards of workers.

This paper examines the structure and institutions of the Greek labour

market to find clues that might explain the experience of the past two

decades. The first section describes the legal framework that regulates the

rights and responsibilities of workers, employers and labour unions. It

explains the system of social and legal protection defining employer respon-

sibilities towards workers in the formal sector. The section also describes

collective bargaining, employment protection and Greece’s costly system of
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social insurance. The second section considers evidence on the evolving

labour market structure and trends in the job-holding rates of different

classes of potential worker. It compares the Greek labour market with other

labour markets in southern Europe and the United States. It investigates the

reasons that output per person in Greece falls so far below output levels in

other industrialised countries. The paper concludes with brief recommenda-

tions for reform.

In common with most European countries, Greece has established a vari-

ety of institutions to regulate the behaviour of employers and to protect the

interests of workers employed in the formal sector. Hours and conditions of

employment are subject to extensive government regulation. Workers must

receive advance notice before they can be dismissed. They must be offered

paid vacations, sickness pay, and severance allowances after they have

worked in a job for only a few months. Greece has created an expensive and

complicated system of public social insurance to assure that workers receive

compensation when they become injured or unemployed, health insurance

benefits when they are sick and pensions when they become disabled and

reach old age.

None of these features of worker protection is especially unusual in the

European context. What makes the Greek system interesting is that it was

largely adopted when the average productivity and living standards of Greek

workers were far below those in the countries where these institutions were

first developed. When extensive worker protections were first introduced, a

large percentage of the Greek workforce was employed in small-scale farm-

ing and in modest family businesses. The striking feature of today’s labour

force is that so much of it remains in small-scale farming and in modest fam-

ily businesses. The share of Greek workers who are self-employed is the

highest in the OECD. The percentage which works as unpaid assistants in a

family business is the highest in the European Union. In 1997 just 55 per

cent of the Greek workforce was employed in wage and salary jobs. The

comparable percentage in Spain was 76 per cent. In the United States, it was

92 per cent.

Greece has established a legal and regulatory environment that is not

friendly to the creation of wage and salary employment. The unfriendly envi-

ronment for dependent employment would not represent a problem if the

alternatives to this kind of employment relationship were equally efficient. In

many cases, they are not. Sole proprietorships and family businesses are effi-

cient producers in some circumstances. But they are poorly equipped to take

advantage of economies of scale in production. A vast range of empirical evi-

dence, including evidence from Greece, suggests small firms pay lower wages
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and produce less output per hour of labour input. The experience of the rich-

est industrialised countries shows that larger firm size is closely associated

with improvements in productivity. Large firms have greater scope for worker

specialisation, have better access to capital financing and have more resources

to invest in research, development and worker training. Sole proprietorships

and family firms enjoy one big advantage over larger companies. They do not

need to observe the legal restrictions that regulate workers’ wages, hours,

vacation and sickness compensation, separation allowances and dismissal.

Perhaps even more important, they are much more efficient than large firms

in evading contribution requirements for social insurance. If the cost savings

of these advantages are sizeable, small firms will continue to prosper even

though they are less efficient than large firms in production.

By creating hurdles to the creation of wage and salary jobs, Greek institu-

tions have favoured employment creation in the informal and small business

sector. This has slowed the reallocation of labour towards more productive uses.

I. The Greek Legal Environment

The institutional framework regulating the formal labour market in

Greece is the product of a long tradition of state intervention in industrial

relations, employment protection and worker benefits.1 In many respects,

the specific features of the Greek environment should be familiar to

observers from other European countries, for they mirror the institutional

arrangements that exist in many other societies. This summary focuses on

four main aspects of Greek labour market regulation and worker protection:

the system of collective bargaining; the determination and evolution of the

minimum wage; regulation of job security and hours at work; and social

insurance protection.

Industrial and Labour Relations

The goal of collective bargaining is to resolve disputes between employers

and workers with respect to pay and other conditions of employment. The

basic framework for collective bargaining in Greece was established by Law

3239 of 1955. Although the law was superseded by Law 1876 of 1990, its main
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provisions were influential in determining labour-management relations dur-

ing most of the post-war period. The 1955 law applied to all wage and salary

employees in private employment contracts, including workers in private

companies and state-owned enterprises, and non-permanent civil servants.

The law distinguished among four types of labour agreement: national

general agreements; national agreements in a single industry or occupation;

local agreements in a single industry or occupation; and special agreements.

The current labour law, enacted in 1990, adds a fifth type of agreement, the

enterprise agreement. Of these the most important is the national general

agreement, which is negotiated between the General Confederation of

Greek Labour and the three major employer organisations. It establishes the

rate of increase of minimum pay in the nation as a whole, which is crucial in

determining wage gains in the more specialised labour negotiations. In par-

ticular, the national general agreement determines the level of the Greek

minimum wage, which acts as a legal floor on wages negotiated in lower-

level agreements. Somewhat less important are single-trade agreements,

which set contractual rates of pay in major industries or occupations, and a

handful of special agreements, which set wages in a few major firms and

public utilities. Agreements at the enterprise level have become more

important since the early 1990s.

If negotiations between unions and employer associations are unsuccess-

ful, the contending parties can request mediation from the government.

Until 1991, if mediation failed to resolve a labour dispute, the controversy

was put to compulsory arbitration. The task of arbitrating disputes fell to tri-

bunals made up of a judge and representatives of the government, trade

unions, and employers’ associations. In practice, the government-appointed

members determined the outcome of the arbitration by favouring either the

union’s or employer’s position. Obviously, government-appointed members

of tribunals were decisively influenced by the government’s current policy

towards acceptable pay increases. The power of the government over wage

settlements was overwhelming in 1983 and again in 1986-87, when the wage

policy of the administration was made legally binding on the parties to the

negotiation. In those years, negotiated wage increases above and beyond

those allowed by the government were declared void. Public or private

enterprises that granted prohibited pay increases were subject to financial

penalties, and strikes that were declared in order to obtain a better settle-

ment than was provided by law were declared abusive and illegal.

Although the compulsory arbitration system in effect from 1955 to 1990

might seem to have weakened the position of unions, in many cases union

negotiating strength was actually enhanced by the system. Unions which had
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little popular support among private sector workers could make implausible

demands on employers, see their proposals rejected by the other side and then

demand government arbitration of the dispute. Unions without any real claim

to represent a large fraction of the workforce could gain negotiating power on

the strength of their formal right to be a party to collective bargaining negoti-

ations. Even though the ultimate (arbitration-imposed) settlement of their

dispute might be far less favourable than the union’s original demands, it

might be far more advantageous than the one the union could have secured if

it had to depend on workers’ willingness to participate in a strike.

The 1990 law freed collective bargaining from direct government control

by abolishing compulsory arbitration. This reform has had a noticeable

impact on the outcome of collective bargaining negotiations. From 1975 to

1990 there were more than 5,000 collective bargaining agreements. One-half

of the agreements were reached as a result of negotiation or mediation, while

the remaining one-half were imposed by compulsory arbitration panels.

Seven of the seventeen national collective labour agreements were imposed

by a tribunal. Since 1991 collective agreements have been the product of vol-

untary negotiation or mediation rather than arbitration. Since 1990, all col-

lective bargaining disputes at the general national level were resolved through

negotiation or mediation. Most observers agree that today’s environment for

resolving Greek labour disputes is far healthier for both unions and employers

than it was before 1990, when compulsory arbitration was the norm. Both

unions and managers have a greater stake in proposing plausible bargaining

positions and engaging in serious negotiation with the other side. They have

less reason to offer impractical proposals that have little appeal except possi-

bly to a politically appointed arbitrator. Significantly, the number and impact

of strikes have dropped sharply since 1990.

According to ILO estimates, union membership in Greece currently

includes about 25 per cent of the country’s wage and salary workforce. This

represents a drop of roughly one-third compared with union density in the

mid-1980s (Bureau of Public Information, International Labour Office,

[http://www.ilo.org/public/english/bureau/inf/pkits/wlr97.htm], World Employ-

ment Report 1997-1998, Table 2).

The Minimum Wage and Wage Formation

The Greek minimum wage is determined by the legally binding national

general collective agreement, negotiated by the major employers’ associa-

tions and the General Confederation of Greek Labour. That agreement estab-
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lishes a minimum daily wage for blue-collar employees and a minimum monthly

salary for salaried workers. The minimums are applicable to all private-sec-

tor employers and public enterprises. The negotiated minimum wage can be

improved in lower-level bargaining, but a lower-level agreement cannot pro-

duce a lower wage than the nationally negotiated minimum. In most cases,

the industry-specific and occupation-specific minimum wages are above the

level set in the national general agreement.

The evolution of the national minimum wage is displayed in Figure 9-1.

To calculate the numbers in the figure I divided the minimum daily wage

payable to unmarried, inexperienced workers in private employment by the

average gross hourly earnings (multiplied by 8) of blue-collar employees in

manufacturing. For purposes of comparison, the figure also shows the US

federal minimum wage divided by hourly gross earnings of production work-

ers in US manufacturing. In relation to the average wage of production

workers in manufacturing, the Greek minimum wage is substantially higher

than the US minimum. Between 1974 and 1998 the Greek minimum wage

averaged 58 per cent of the average manufacturing wage, while the US min-

imum averaged just 38 per cent of the average US manufacturing wage.

This difference understates the relative impact of the minimum wage on

formal sector employment in Greece. Because mandatory employer contri-
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butions represent a much higher percentage of money wages in Greece than

in the United States, Greek employers face a legally binding constraint on

compensation for lower productivity workers that is much higher relative to

average productivity than is the case in the United States. US employers are

obliged to make a contribution for social insurance that represents roughly

10 per cent of a worker’s money wages. They are not required to offer sick-

ness or vacation benefits that reduce the percentage of time paid that is

actually spent by employees at work. Formal sector employers in Greece

must contribute almost 30 per cent of money wages for social insurance, and

they are required to give employees paid vacation benefits that are generous

relative to those provided (voluntarily) by US employers. In the United

States, an employer paying the average manufacturing wage is likely to pro-

vide non-wage compensation that represents 20 per cent to 24 per cent of

cash wages. Less than half of this is a compulsory contribution for public

social insurance or legally mandated benefits. Most US employers pay work-

ers for more hours than are actually worked, but this is voluntary or negoti-

ated with labour unions rather than a matter regulated by law. Because low-

wage American workers typically receive few fringe benefits that are not

required by law, a minimum-wage US worker receives a much smaller per-

centage of average US compensation than is implied by comparing the min-

imum wage to the average money wage. By contrast, in Greece the ratio of

the minimum wage to the average money wage is a much closer approxima-

tion to the ratio of total compensation paid to a minimum wage worker and

the total compensation paid to an average worker.

In both Greece and the United States the minimum wage has drifted

downward in relation to average blue-collar wages in manufacturing. In the

fifteen years after 1983, the ratio of the Greek minimum wage to the aver-

age manufacturing wage fell 8.5 percentage points, dropping from 60.4 per

cent in 1983 to just 51.9 per cent of the average blue-collar wage in manu-

facturing. Perhaps surprisingly, most of the decline occurred before 1991,

when the compulsory arbitration provisions of the labour relations law gave

the government a large influence on the terms of the national collective

agreement. The parties to the national wage negotiations were acutely aware

of increasing Greek unemployment, which more than doubled between 1981

to 1998, climbing from 4 per cent to 10.8 per cent. The economic and polit-

ical pressures stemming from higher joblessness placed an obligation on

negotiators to offer employers greater flexibility in setting starting wages of

inexperienced and low-skilled workers. However, some of this flexibility with

regard to minimum money wages was offset by higher mandated contribu-

tions to social insurance funds (see below).
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In the Greek private sector the earnings of a typical worker are made up

of the basic wage and of various benefits or allowances that are calculated as

a percentage of the basic wage. The most common allowances are the seni-

ority allowance (5-10 per cent of the basic wage for every three years of work

with the same employer), the family allowance (another 10 per cent of the

basic wage for married workers), the allowance for arduous work (another

10 per cent or 15 per cent of the basic wage) and the higher education

allowance (another 20 per cent of the basic wage for white-collar workers

with post-secondary degrees, such as university diplomas). A given collective

agreement provides for a range of basic wages for different categories of

skill and responsibility. In most of the private sector, contractual earnings

negotiated in collective agreements represent minimum daily or monthly

payments. These minimums can be exceeded by the actual wages that

employers promise to pay individuals in their individual employment con-

tracts. In the public sector, actual earnings paid to a worker always coincide

with the contractual earnings amounts.

The previous section described the role of the government in mediating

or arbitrating disputes between unions and employer associations, both

before and after the compulsory arbitration provisions of the law were

changed in 1990. Up to 1981 the government formulated incomes policy

guidelines every year, which were then enforced through legislation (which

determined the wages of permanent civil servants), through moral suasion

on unions and employer associations and through the compulsory arbitra-

tion process that has already been described. The guidelines took the form

of either a uniform rate of increase for all wages or differentiated pay

increases that favoured one class of worker over another. In 1980, for exam-

ple, the guidelines allowed for 15 per cent wage increases in the private sec-

tor and an 11 per cent increase in the public sector.

In 1982 the guidelines formulated by the new PASOK (Socialist) adminis-

tration were tilted heavily in favour of workers earning low wages. Workers

were to be given wage increases that were inversely proportional to the level

of their monthly earnings, with workers in the lowest earnings category receiv-

ing a 35 per cent hike, workers with average wages receiving a 10 per cent hike,

and workers in the highest earnings categories receiving no pay increase at all.

Following these pay increases, the guidelines provided for the introduction of

a partial indexation system, which gave workers wage increases at four-month

intervals linked to the consumer price index. The portion of a worker’s wage

below 35,000 drs. per month was fully indexed, and components of the work-

er’s pay above that amount were indexed at successively lower rates. The por-

tion of wages above 80,000 drs. per month was not indexed at all. Depending
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on the rate of price inflation, this scheme could obviously produce substantial

compression in wages. The thresholds were adjusted in later years, and the

government changed the indexing formula to reflect inflation targets rather

than actual past inflation. The basic goal of reducing pay disparities was a pro-

minent feature of the government guidelines over the next few years, however.

If individual earnings had been entirely determined by the government’s

guidelines, pay disparities would have declined sharply between 1981 and

1986. At the end of 1981, earnings for an “average” worker were 2.4 times

the minimum wage. By 1986, the government guidelines implied that aver-

age earnings should be just 1.9 times the minimum wage. In 1981, earnings

for a “high-wage” worker were 5.3 times the minimum wage. Under the gov-

ernment guidelines, by 1986 they should have been just 3.1 times the mini-

mum wage. As can be seen in Figure 9-1, the government guidelines were

not fully reflected in actual wage settlements. Already in 1984 the trend

towards narrower pay differentials had begun to reverse. By the early 1990s,

all of the compression in wages that took place between 1980-1983 had been

eliminated, at least if we measure pay differentials using the percentage

gap between the minimum wage and the average wage in manufacturing.

Nonetheless, the wage compression of the early 1980s placed enormous

pressure on formal sector employers, especially with respect to hiring low-

skilled workers and retaining high-skilled workers. Because the relative cost

of low-skilled and inexperienced labour was pushed up rapidly in an era of

shrinking aggregate demand, formal sector employers’ willingness to hire

unskilled workers almost certainly declined, contributing to the sharp rise in

Greek joblessness during that period.

Job Security Law and Regulation of Hours at Work

According to a new OECD survey, Greece maintains some of the most

restrictive employment protection laws in the industrialised world (Nicoletti,

Scarpetta, and Boyland, 2000, p. 46). Laws dating back to 1920 regulate the

dismissal of workers who have regular employment contracts, that is, who

are permanent employees. A worker on a regular contract who is employed

for two or more months may not be dismissed without prior written notice

of 5 to 60 days, depending on the worker’s job tenure at the time of dis-

missal. Blue-collar workers receive severance pay equal to at least 5 days’

pay in the case of a worker who has been employed less than a year. Blue-

collar workers receive 125 days’ pay if they have been employed at least 25

years. Mandatory severance pay is even more generous for white-collar
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(salaried) workers, ranging from one month’s up to twenty-four months’

salary depending on the worker’s tenure at the point of dismissal. If an

employer gives workers sufficient advance warning of termination, these

payments can be cut in half (European Commission, Labour Market

Studies: Greece, 1997, p. 60). The different standards for calculating sever-

ance pay for different classes of worker make it more expensive to terminate

salaried than hourly wage workers. The severance payment amounts to 3.5

per cent of a blue-collar worker’s cumulative pay if he is dismissed after six

months on the job; the payment represents 17 per cent of a white-collar

worker’s salary if he is dismissed after six months.

The law on mass dismissals is even more restrictive (Law 1387 of 1983 as

modified by Law 2874 of 2000). Establishments with 20 to 199 employees

can only fire up to 4 employees per month. Larger establishments have the

right to fire up to 2 per cent of their employees every month. If the number

of a firm’s terminations exceeds the limits set by law and regulation, the dis-

missals are considered invalid and the workers are restored to their previous

labour contracts. Companies can apply to the Ministry of Labour for exemp-

tion from the limits, but exemptions are hard to obtain and infrequently

given. Companies that face financial difficulties can lay off workers for up to

3 months per year, but they must pay laid-off workers one-half their wages.

In effect, the law on temporary layoffs permits employers to reduce their

labour input by up to 25 per cent while allowing them to cut their wage bill

by half this amount, or 12.5 per cent.

The strict laws on individual and mass dismissals deter companies from

shrinking their payrolls to accommodate a slump in product demand, but

they also provide powerful disincentives to expand payrolls when demand is

rising. Thus, employers were usually induced to respond to rising demand by

adding to overtime hours or the number of fixed-term-contract (temporary)

workers instead of the number of company employees. The Greek law on

overtime hours places restrictions on firms’ ability to use overtime to accom-

modate an increase in demand, however (see below).

The Greek regulations on temporary employment are regarded by

OECD analysts as among the most restrictive in the industrialised world. All

industrialised countries recognise that employers must sometimes offer

fixed-term contracts for a period that might cover specific projects, seasonal

work or temporary replacement of permanent employees who are on leave.

Greek law permits short-term labour contracts under these circumstances.

However, it does not provide employers much flexibility to offer temporary

contracts under other circumstances in which temporary employment is usu-

ally permitted in industrialised countries. As an additional bar on the cre-
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ation of temporary jobs, Greece also prohibits temporary work agencies,

although this prohibition is being reconsidered by the government (Nicoletti

et al., 2000, p. 59).

Work hours and vacations. The maximum normal workday is 8 hours for

employees on a 5-day-per-week work schedule. Overtime work must be com-

pensated at a higher rate of pay than the one negotiated for standard hours,

and Greek labour law imposes complicated limits on the amount of overtime

hours that may be worked. Employers must report their use of overtime hours

in excess of 8 hours per week to the Labour Inspectorate, and their use of

overtime within any six-month period cannot exceed limits set by the Ministry

of Labour. In effect, overtime beyond 8 hours and 39 minutes per week is con-

sidered illegal (which simply means that the required pay premium is higher

than it is for standard overtime). Employees who work on Sundays or public

holidays must receive a supplement to their normal pay equal to 75 per cent

of the negotiated wage (European Commission, 1997, pp. 62-63).

Part-time work is regulated by laws passed in 1990 and 1998. These laws

require that part-time work be remunerated on a strictly pro-rata basis. The

same holds for social insurance contributions and benefits for workers on

part-time schedules. However, contributions for part-time employees can-

not be lower than those corresponding to daily earnings equal to 28 per cent

of the minimum daily wage. While these constraints on part-time pay and

contributions seem innocuous, the employment of workers on part-time

schedules is not very common in Greece. In 1999, for example, the propor-

tion of Greek women on part-time schedules was less than one-third the

fraction on part-time schedules in the other EU-member countries.

Greece also requires employers to provide workers with paid vacation

leave. Workers employed continuously for at least a year must be offered a

minimum of four weeks’ paid vacation time, and this amount rises slightly

with tenures longer than one year. With special holiday bonuses, the daily

rate of pay for vacation leave is actually higher than it is for standard work

hours (European Commission, 1997, pp. 63-64).

Social Insurance Contributions and Benefits

Greece provides social insurance protection to workers who are wage and

salary workers as well as to farmers and the self-employed. Employees who

are affiliated with approved occupational and establishment funds that pro-

vide benefits equivalent to those provided under the general system are

exempt from the basic system. Of course, the cost of providing equivalent or
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superior benefits under a separate system is often greater than the cost of

the general system. The social insurance system provides a variety of diffe-

rent benefits, each financed with an earmarked contribution from employers,

employees, and, in some cases, the government. The basic system provides

old-age, permanent disability and survivor benefits to insured workers and

their dependents, sickness, medical care and maternity benefits, protection

against earnings loss from injury on a job, unemployment compensation and

family allowances. The following discussion focuses on unemployment ben-

efits and old-age and survivor pensions.

Unemployment benefits. By the standards of northern Europe, Greece

offers parsimonious unemployment compensation. To collect unemploy-

ment benefits, workers must have been employed for at least 125 days in the

first 12 of the most recent 14 months before becoming unemployed, and they

must have lost their jobs through no fault of their own. (Job seekers who are

between 20 and 29, who have been unemployed for more than a year and

who have never held a job qualify for very small benefits. In addition, work-

ers who have been employed 60 days in the past year may also be eligible for

small lump-sum payments after they have been unemployed at least 3

months.) The standard unemployment benefit can last up to one year. It is

calculated by reference to the worker’s earnings in the period before unem-

ployment began. Hourly wage workers can receive a benefit that is up to 40

per cent of their pre-layoff wages, while salaried workers collect benefits

amounting to 50 per cent of their previous salaries. These percentages are

somewhat theoretical, because the benefit is capped at a limit that is set by

ministerial decree. The current cap is slightly more than half of the mini-

mum wage. Workers typically receive less than the specified amounts if their

earnings patterns prior to unemployment were erratic. Although the basic

benefit is comparatively meagre, a supplement equal to 10 per cent of the

benefit is paid for each of the jobless worker’s dependents (European

Commission, 1997, pp. 66-67). The eligibility criteria for unemployment

benefits imply that only about half of Greece’s unemployed are eligible for

benefits. The majority of unemployed have been jobless for more than a

year, so they are not currently entitled to basic benefits even if they received

compensation at some time in the past (OECD, Employment Outlook,

2000a, p. 220). Many of the rest are young new job seekers who have not yet

gained eligibility for benefits.2
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2. In the mid-1990s, about half of the Greek unemployed received jobless benefits, although

as many as two-thirds collected benefits in the early 1990s when the percentage of unemployed

in long-term unemployment was substantially smaller (European Commission, 1997, p. A31).

9/BURTLESS 2-10-09 12:20 ™ÂÏ›‰·464



It seems unlikely that over-generous Greek unemployment benefits can

provide an explanation for high Greek unemployment, although it is possi-

ble that poor enforcement of the work test might boost the number of

employed people who claim that they are jobless for purposes of collecting

an unemployment benefit. Because the informal sector in Greece is large, it

is feasible (though illegal) for people who work in the informal sector to

claim they are unemployed and thus eligible for unemployment benefits.

Meagre unemployment benefits might spur jobless workers to look diligently

for jobs, but, if the jobs they find are in the informal sector, some of them

might continue to report their status as “unemployed.”

Old-age and invalidity pensions. Old-age and disability pensions are

almost entirely the preserve of the public sector in Greece. Few workers are

covered by a private pension plan. The public pension system is extremely

segmented and complex. According to a 1997 survey by the OECD, the

Greek system contained over 300 individual funds, with a wide variety of

government regulations covering the accrual of pension rights in each fund

(OECD, Economic Surveys: Greece, 1997, pp. 66-67). Law 2676, enacted in

1998, led to the consolidation, unification, or abolition of more than 60 pen-

sion funds, but the Greek pension system remains highly fragmented.

Most analysts classify the pension funds into five major types, with each cov-

ering an important segment of the Greek labour force. (Many workers obtain

pension rights under more than one system.) The five classes of pension funds

are displayed in Table 9-1, which also lists the principal groups of workers cov-

ered by each type of fund. The table shows the proportions of workers and

other groups in the Greek population which derive social insurance coverage

under the different types of funds, either directly —as a result of current or

past contributions to the funds – or indirectly— as a result of the contributions

of another family member. For active workers, the most common type of social

insurance protection is provided by the Social Insurance Fund (IKA), the pen-

sion system that covers wage and salary workers in the private sector. The pub-

lic employee pension system and special systems that cover wage and salary

workers in public enterprises each cover roughly the same number of active

workers. Almost one-third of workers are covered by the two pension systems

for the self-employed, one covering farmers and the second covering propri-

etors, entrepreneurs and independent professionals outside of agriculture. Just

5 per cent of the employed and 6 per cent of the general Greek population

have no coverage at all under the social insurance system.

The top panel in Figure 9-2 shows the distribution of average equivalent

income in households insured under the five main types of social security

plan. Some households contain members insured under more than one plan,
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and those households are included in a separate category. Households con-

taining a wage and salary worker employed by the state or state-affiliated

enterprises receive the highest equivalent incomes. Households containing

members insured under the system for the urban self-employed and house-

holds with a member insured under more than one system receive equiva-

lent incomes that are closer to the national average. Surprisingly, house-

holds without an insured member receive incomes that are only one-tenth

below those of households with a private-sector wage and salary worker. Not

surprisingly, Greek farm households have equivalent incomes that are far

below the national average. The lower panel of Figure 9-2 shows the per-

centage of households in each insured group which enjoys equivalent con-

sumption that places them in the top one-fifth of the consumption distribu-

tion. These percentages correspond closely with those in the top panel of the

figure. More than one third of households containing a state or state-enter-

prise employee enjoy a level of consumption that places them in the top one

fifth of consumption distribution. Only 5 per cent of farm households enjoy

a level of consumption that is this high.

Not only is the Greek social security system complicated, it is also very

costly. Employer contributions for the main social insurance system, IKA,

amount to almost 29 per cent of the gross money wage of a worker who is paid
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SOURCE: Tabulations of 1999 Greek Household Budget Survey.
a. Greek population 14-years old and older, 1999.

Table 9-1.  Distribution of Pension Coverage by Employment Statusa

Per cent

All
personsOther 

Unem-
ployed,
retired,

or disabled
workers

Active
workersType of insurance coverage 

(1) IKA - Private sector wage
and salary workers 38.2 33.9 1.4 26.2

(2) Civil servants 12.6 8.9 0.4 8.1

(3) Other social security funds -
public enterprises 11.5 8.9 0.5 7.6

(4) OGA - Self-employed farmers 16.5 29.9 5.4 16.6

(5) TEBE - Self-employed outside
agriculture 12.3 3.7 0.5 6.6

(6) Indirectly insured under one
of the funds 4.2 6.9 86.7 29.3

(7) Uninsured 4.7 7.8 5.1 5.6

Total 100.0 100.0 100.0 100.0
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the average wage. Worker contributions to IKA represent an additional 16.5

per cent of the gross wage. The combined employee and employer contri-

bution to social insurance thus represents more than one third of gross com-

pensation [(29 + 16.5): 129]. The contributions pay for health insurance pre-

miums as well as primary and supplementary pension coverage.3 Figure 9-3

shows the trend in social insurance contributions for an average-wage worker

insured in the IKA system over the period since 1974. Contributions are

measured as a percentage of the total hourly compensation paid by employ-

ers. The higher line reflects the total social insurance and income tax wedge

faced by average-wage workers. It differs little from the tax wedge attribut-

able to social insurance alone, because the income tax liabilities of average-

wage workers are small. Because of the rising financial requirements of the

Greek pension system, IKA contributions for the average-wage worker have

risen by almost half since 1974, climbing from less than 24 per cent to 35 per

cent of compensation.
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3. The contributions also pay for sickness and maternity benefits, work injury insurance,

unemployment compensation and family allowances. Because of large deficits in the main pen-

sion fund, a sizeable government transfer is needed to keep the system solvent. Thus, the total cost

of the insurance programmes exceeds the combined contributions of workers and employers.
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Although in principle the social insurance system covering the self-

employed is similar to that covering wage and salary workers, the difficulty

of collecting contributions from the self-employed makes their system in

some sense voluntary rather than compulsory. Traders and self-employed

business people in urban areas are insured under their own system. Most

contributors to this system rationally declare that they have low incomes in

order to minimise their contributions. In comparison with contributors to

the IKA system, they make smaller contributions, although they typically do

so for a greater number of years because the effective retirement age in their

system is closer to 65 than it is to 60, the typical retirement age in IKA. Self-

employed professionals are usually covered by their own occupational funds,

which have rules that are broadly similar to those of the main fund for the

urban self-employed. Their contributions to occupational funds are often

supplemented by earmarked taxes or fees imposed on consumers, which

sometimes produce more revenues than the participants’ own contributions.

Farmers are enrolled in still another social insurance programme, one that

also requires its members to wait until 65 to collect an old-age pension.

(Disability pensions may be collected at a younger age.) Farmers receive flat

pensions that are substantially smaller than those paid to wage and salary

workers and the urban self-employed. Until recently, however, they did not

have to make contributions to collect a pension. The system covering farm-

ers was financed out of the central government budget and earmarked taxes,

rather than farmers’ contributions.

If social insurance benefits were directly linked to each worker’s contri-

butions, the high contribution rate would not represent a heavy burden on

dependent workers or their employers. Instead, it would simply reflect the

percentage of total compensation that is paid to workers in a form other

than money wages, for example, as future pensions or current health bene-

fits. For many Greek workers, social insurance benefits are only weakly linked

to contributions, however. Wage and salary workers and their dependents

become eligible for health insurance as a result of contributing to IKA. This

provides an incentive for one family member to make contributions to

obtain coverage, but little incentive for other family members to contribute

to the same or to other social insurance funds.

The incentive problems created by the pension system are even more

severe, because pensions consume a much larger fraction of social insurance

contributions than do health insurance benefits. Moreover, when workers

become eligible to collect pensions (typically around age 60 for wage and

salary workers in the private sector and age 55 in the public sector and pub-

lic enterprises), the pension creates a direct incentive for workers to leave
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formal-sector jobs. The low reported employment rate of older Greek work-

ers suggests that this incentive has the expected effect. Many workers retire

from social-insurance covered employment soon after becoming entitled to

collect a pension.

The incentives for early retirement are even more pronounced in the pub-

lic sector, including public enterprises. Pension rules in this sector encour-

aged early retirement and thus reduced job-holding among older workers, at

least in the formal sector. Up until 1990, men in the public sector had the

right to collect a pension after 25 years of service, and women could retire

after just 20 years of service, regardless of age. Mothers of dependent chil-

dren could retire after only 15 years of public sector employment. Depen-

dent workers in the private sector can retire with a full pension after 35 years

of service, regardless of age, though for workers in arduous occupations the

service requirement is shorter. A pension reform in the early 1990s gradually

restricted the early retirement privileges of public sector workers, with the

aim of equalising the situation of wage and salary workers in the public and

private sectors. Full equalisation was scheduled to occur in 1997 for women

and 2004 for men (European Commission, 1997, p. 69)

Although many Greek workers complain that pensions are low, the more

serious problem is that they are very capriciously linked to contributions.

One reason is the existence of a minimum pension, which puts a floor on the

benefit a worker can receive, regardless of the contributions he has made. A

large percentage of pensioners receives a benefit that is equal to or not far

above the minimum pension. Many workers qualify for a pension at the nor-

mal retirement age by making contributions for only the required minimum

number of years (13.5 years until recently, when the qualification period was

raised to 15 years). The normal retirement age in the IKA system is age 65

for men and age 60 for women.4 By making contributions for an additional

number of years above the required minimum, workers can boost their

monthly pension, but in many cases the pension improvement is negligible.

The OECD reports that a worker earning modest wages would need to work

for 36 years —21 years more than the minimum qualification period— to

become entitled to a pension that exceeds the minimum pension. A worker

with annual earnings closer to the national average needs to work for 27

years —12 years more than the minimum qualification period— to be enti-
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4. Women entering employment after 1993 will have the same normal retirement age as

men, 65. Workers in arduous jobs can currently retire at younger ages – 60 in the case of men

and 55 in the case of women. Retirement ages are lower for workers who have contributed for

a greater number of years (US Social Security Administration, Social Security Programs
Throughout the World – 1999, p. 145).
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tled to a pension that significantly exceeds the pension the worker would

receive if employed for the minimum qualifying period. The pension formula

thus offers small incentives for many workers to contribute beyond the min-

imum qualifying period. The result of these incentives should not be sur-

prising. The OECD reported in 1997 that “. . . the number of [new] retirees

receiving the minimum pension rose steadily from some 14 per cent of total

retirees in 1975 to near 60 per cent from 1985 onwards, so that 70 per cent

of the total stock of pensions is currently at the minimum pension.” (OECD,

Economic Surveys: Greece, 1997, pp. 70-73).

For many workers there is little financial incentive to make contributions

on all their labour earnings, since most of the current and future gains to be

derived from contributions will be obtained by making the minimum annual

contribution. This follows from the fact that many workers will receive the

minimum pension regardless of the amount of their annual contribution.

This is true for the urban self-employed as well as wage and salary workers

in private companies. Even those workers who expect to receive a pension

higher than the minimum would be well advised to minimise their contribu-

tions except in the last five years of employment, which are the only ones

used to determine the worker’s pension. (In comparison, the US social secu-

rity system uses the average of 35 years’ earnings to determine workers’ pen-

sions.) Workers making minimum annual contributions also become enti-

tled to health insurance coverage, both for themselves and their dependents.

The health and pension benefits provided by the Greek social insurance sys-

tem obviously have substantial value. However, the Greek method of financ-

ing benefits provides powerful incentives for workers to evade the high con-

tribution rates while still obtaining coverage under the system. Workers can

receive coverage under the system while making contributions on only part

of their lifetime earnings – the part earned in social-security-covered

employment plus the part of self-employment income that is actually

declared to the tax authorities. Greece’s large informal sector makes evasion

of social security contributions feasible as well as financially attractive. Even

in the formal, social-security-covered sector it seems possible to evade part

of required contributions. OECD analysts who have examined formal-sector

wages using Greek national accounts data reckon that contributions from

formal-sector workers fall short of the required amount by 20 to 30 per cent

(OECD, Economic Surveys: Greece, 1997).

One way to view the Greek social insurance system is by the incentives it

provides for different classes of workers to gain coverage under the system.

As noted above, workers who have gained coverage by making minimal con-

tributions for a number of years may not receive major rewards from mak-

The Greek Labour Market 471

9/BURTLESS 2-10-09 12:20 ™ÂÏ›‰·471



ing additional contributions. Workers who are already covered as a result of

the contributions of another family member may perceive only slight finan-

cial gains from obtaining coverage themselves. Thus, it might be much more

important for the first family member to gain coverage than it is for a sec-

ond or third to become covered under the system as a primary worker.

Alternatively, both primary and secondary earners in a family may wish to

become covered (in order to qualify for the minimum pension), but only one

of them may wish to contribute one third of labour compensation to the sys-

tem after the minimum qualifying period has ended.5

Interaction of Minimum Wage and Social Insurance Contributions

Although the Greek minimum wage is among the lowest in the European

Union, an undifferentiated minimum wage in combination with high non-

wage costs can push up required compensation costs to levels that make it

uneconomical to hire inexperienced and other unskilled workers. This out-

come could be avoided if the government provided employment and train-

ing subsidies or steep discounts on required contributions for targeted work-

ers, including first-time job seekers, who would otherwise be kept out of

employment as a result of the minimum wage. Until the mid-1970s, the

Greek national general collective agreement provided for a lower minimum

wage for young people. This distinction was found to be contrary to both the

Greek Constitution and European Community law. Recently Greece has

begun to allow private-sector employers to deduct from their taxable income

one half of their contributions for newly hired workers, reducing the net cost

of hiring inexperienced workers. Minimum-wage workers have also been

exempted from part of the employee’s required contribution to social insur-

ance (see below).

The latter measure represents the first adoption in Greece of a new approach

towards making work pay, that is, providing low-wage workers with improved
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5. The payoff from making contributions for an additional year depends on the point in the

worker’s life at which covered employment began. Workers who do not enter covered employ-

ment until middle age probably should aim to contribute for the minimum number of required

years to obtain a minimum pension at the normal retirement age. Workers who first obtain a

job in the covered sector early in their careers can benefit from early retirement pensions. Men

who have worked in IKA-covered jobs for 33 years qualify for a full pension at age 62 rather

than 65. Women with 33 years of contributions qualify for a full pension at age 57 rather than

60 (US Social Security Administration, 2000, p. 145). Workers with fewer years of coverage can

collect early pensions, too, but the pension is subject to actuarial reduction proportional to the

number of months between pension acceptance and the normal retirement age.
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incomes in work as opposed to in unemployment. The reform is expected to

stimulate labour supply among the least skilled. It is similar to, although much

less generous than, a broadly targeted programme in the United States called

the Earned Income Tax Credit. That credit provides low-income workers

who have children with a refundable tax credit equal to 40 per cent of wages,

up to a maximum annual amount of $3,800. For a worker who earns the US

minimum wage and is employed on a full-time job, the credit increases

hourly take-home earnings by 40 per cent. This approach has been broadly

successful in boosting employment rates among low-skill working-age par-

ents, especially single mothers. However, part of its success in the United

States is due to the fact that it has been combined with measures to reduce

the cash benefits available to working-age people who do not work. So far,

Greece has taken modest steps to reduce the adverse impact of a minimum

wage that is combined with high mandatory contributions, but it has not

gone as far as the United States in scaling back benefits for working-age res-

idents who are not in work.

Reform Proposals

In fall 2000, the Greek government proposed and the legislature adopted

modest reforms intended to stimulate employment growth. Law 2874 of

2000 overhauls overtime regulation so as to encourage employers to add to

their labour input with new workers rather than overtime hours. To accom-

plish this, the new law offers employers two options for the regulation of

overtime hours. Under the more restrictive option, “unregulated” overtime

hours would be reduced from 8 hours per week to 3 hours per week. That is,

employers would have to request permission from the Ministry of Labour

before imposing work hours greater than 43 hours per week. At the same

time, the premium for overtime pay would rise from 25 per cent to 50 per

cent. (The premium for “illegal” overtime hours —those greater than 3

hours and 39 minutes per week— would increase from 100 per cent to 150

per cent.) As an alternative, firms can reach agreements with their unions on

a system for annualising the calculation of overtime hours. This would give

firms greater flexibility in scheduling and compensating up to 138 hours per

year of overtime. At the same time, however, firms would have to agree to a

reduction in the normal work week, from 40 hours to 38 hours. The goal of

these regulatory measures, of course, is to induce employers to add to

employment rather than to weekly hours of work when improvements in

demand increase their demand for labour. For employers who frequently
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use overtime hours, the measures would make this strategy much more costly

and might induce some employers to add to their payrolls, even without an

increase in demand.

The reasoning behind the new Greek policy would be more compelling in

the absence of an informal sector in the job market. Without an informal

market, employers and workers would not have any alternatives in schedul-

ing and compensating overtime hours besides those provided under Greek

law. In fact, there is a large and apparently prospering informal sector in

Greece. This gives workers and employers an option that may not be appar-

ent to policymakers, namely the creation of employment in the informal

rather than the formal sector. By giving firms less flexibility in scheduling

formal employees’ work time, the proposed measures might achieve two

things at once – reduced average work time among employees in the formal

sector and faster growth of employment and hours in the informal sector.

The government also proposed further measures to make work pay. One

of them would allow unemployed workers who find part-time jobs to con-

tinue receiving one third of the minimum unemployment benefit for up to a

year. Unemployed workers who find jobs where they work less than four

hours per day will be able to claim a wage augmented by 7.5 per cent if they

earn the minimum wage. A suggested reform that would cut employer costs

reduces employers’ contributions to the IKA social insurance fund by 2 per-

centage points for workers earning wages at or near the minimum wage. This

measure would apply to all low-wage workers in employment, rather than

only to the newly employed. This cuts employer contributions by 7 per cent

of the existing contribution, which amounts to 1.56 per cent of employee

compensation for minimum-wage workers or 0.2 per cent of the private-sec-

tor wage bill.

II. Trends and Structure in the Greek Labour Market

The Greek labour market shows several characteristics of underdevelop-

ment, especially when compared with labour markets elsewhere in the

European Union. In one respect, Greece shares an unfortunate feature

common in modern European economies – chronically high unemployment

(see Figure 9-4). Greek unemployment reached 11.7 per cent in 1999, about

2 points higher than the jobless rate in the European Union as a whole. The

1999 unemployment rate is more than triple the rate in 1980, when Greece’s

estimated rate was below 3 per cent. Many of the same factors that pushed

western European unemployment to record highs in the 1980s and 1990s
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were also at work in Greece. The financing system for mandatory labour

benefits pushed up employer costs. Strict rules on individual and mass dis-

missals turned compensation to dependent workers into a fixed rather than

variable cost. Employers in shrinking industries scaled back their payrolls.

Employers in industries with rising demand showed little enthusiasm for

increasing their payrolls in an environment that placed restrictions on their

ability to alter workers’ schedules and vary the pay premiums offered to dif-

ferent classes of workers.

Unemployment and Employment

Table 9-2 displays labour force statistics for Greece and four other coun-

tries in the OECD. Three of the countries are in southern Europe; the fourth

is the United States. Greek labour force participation is similar to that in

other southern European countries, except Portugal, but substantially below

the rate in the United States. An important reason for lower activity rates

compared with the United States is the low participation rate of Greek

women, especially women under 25 and over 54. Men past the age of 54 also

have low employment rates compared with their counterparts in the United
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States (see Figure 9-5). In 1998 the Greek unemployment rate was below the

rates in Italy and Spain but well above rates in Portugal and the United

States. As in the rest of southern Europe, Greek joblessness is much more

serious among women than it is among men. In contrast, American women

have essentially the same unemployment rate as American men. One conse-

quence of the low female employment rate is the low use of part-time work-

ers by employers. (A majority of the workers desiring to be employed on a

part-time schedule is typically female.) In southern Europe, part-time employ-

ment accounts for just 8-11 per cent of total employment, a noticeably lower

percentage than observed in the United States and many northern European

countries. In the European Union as a whole, part-time employment repre-

sents 16 per cent of total employment, and 30 per cent of Dutch workers are

employed in part-time jobs (OECD in Figures 2000, pp. 18-19).

While Greece’s labour force participation and total employment rates are

not unusual compared with those in other southern European countries, the

structure of its employment is unique. A higher percentage of workers is

employed in agriculture than is the case in other rich countries. Eighteen per

cent of Greek workers are employed in agriculture, forestry and fishing,

compared with just 5 per cent of workers in the European Union as a whole
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SOURCES: OECD and author's tabulations of US BLS data.
* Less than 0.5 per cent.
a. Persons 16-64 years old who are in the labour force, divided by the 16-64 year-old population.

Table 9-2.  Employment and Unemployment in Selected OECD Countries, 1998

USAItalySpainPortugalGreece

Labour fource (thousands) 4,446 4,987 16,441 23,549 138,897

Labour fource paticipation rate (per cent)a 61.8 70.1 63.3 58.8 77.4

Standardised unemployment rate (per cent) 10.7 5.2 18.8 11.8 4.5
Male 7.0 3.9 13.6 9.3 4.3
Female 16.5 6.2 26.4 17.0 4.6

Unemployment lasting at
least 12 months 55 45 54 60 8
(per cent of total unemployment)

Civilian employment (thousands) 3,967 4,703 13,193 20,157 131,463

Per cent of employment consisting of:
Part-time work (less than 30 hrs/wk) 9 10 8 11 13

Agriculture 18 14 8 7 3
Industry 23 36 30 32 24
Services 59 50 62 61 74

Wage and salary workers 55 71 77 72 92
Self-employed workers 33 27 20 24 8
Unpaid family workers 12 2 3 4 *
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and 3 per cent in the United States. In comparison with other European

countries, Greece has an exceptionally small industrial sector. (Industry con-

sists of mining, manufacturing, electric, gas, and water utilities, and con-

struction.) The European Union as a whole has a workforce in which almost

30 per cent of workers are employed in industry. Employment in industry is

even higher in other southern European countries. In contrast, just 23 per

cent of the Greek workforce is employed in industry. The absolute number

of Greek workers employed in industry shrank 13 per cent between 1981 and

1995 (European Commission, 1997, p. A5).

The most striking difference between Greek employment and that in other

industrialised countries is the proportion of workers who are either self-

employed or unpaid workers in a family business. In 1997 one Greek worker

in eight was an unpaid worker in a family enterprise.6 This rate was three

times the one observed in Italy and six times the rate in Portugal.7 One Greek

worker in three is an employer or works on his own account. In the EU as a

whole, less than one worker in seven is self-employed; in the United States,

only one worker in thirteen is self-employed. The gap between the incidence

of self-employment in Greece and in other industrialised countries has nar-

rowed very slowly over the past two decades (see top panel in Figure 9-6).

The difference between Greece and other industrialised countries with

respect to self-employment stems in part from the continuing importance of

agriculture in the Greek economy. To be sure, the percentage of all Greek

workers who are wage and salary employees has risen over the past two

decades, but virtually all of the increase is due to the gradual decline in

employment in the agricultural sector. Farmers and fishermen are much

more likely to be self-employed or unpaid family workers than are workers

engaged in other industries.

“Non-dependent” employment remains extremely common outside of the

agricultural sector in Greece. The lower panel in Figure 9-6 shows the per-

centage of employed persons in the non-farm economy who are dependent

workers, that is, who work as wage or salary employees on permanent or short-

term employment contracts. (All remaining workers are either self-employed

478 GARY BURTLESS

6. A change in definition reduced the proportion of Greek workers classified as unpaid

family workers to one worker in eleven in 2000.

7. Less than one half of one per cent of the US workforce consists of unpaid workers in fam-

ily businesses. The US definition of unpaid employment is more stringent than the European

one, however. It requires that a person work in the family business at least 15 hours per week.

The European definition does not require such a large input of hours. The number of unpaid

American workers who work less than 15 hours a week is extremely small, suggesting that the dif-

ference in definitions probably accounts only for a small part of the gap in rates of unpaid family

employment between Greece and the United States (Sorrentino, 2000, in the MLR).
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or unpaid workers in a family business.) Greece has by far the lowest per-

centage of wage and salary workers in this sample of OECD countries.

Surprisingly, the percentage of Greek non-agricultural workers who are

wage or salary employees has changed little over the past twenty years.

Interestingly, there has been a trend away from dependent employment in

Italy, Portugal, and, to a lesser extent, Spain. There is no visible decline in

dependent employment in the US non-farm sector. Wage and salary

employment in the US non-farm sector has ranged between 92 per cent and

93 per cent of total employment since 1968. As far back as 1948, wage and

salary employees accounted for 87 per cent of non-agricultural US employ-

ment, a percentage that is 20 points higher than the comparable Greek rate

in the late 1990s.

The proportions of men and women who are self-employed differ sub-

stantially. In the 1995 Greek Labour Force Survey, 34 per cent of men but

just 16 per cent of women reported they were self-employed. However, many

more women than men report they are unpaid workers in a family enterprise.

Just 5 per cent of men but 25 per cent of women said they were unpaid work-

ers in the 1995 survey. As a result, the percentages of men and women who

are wage and salary workers are roughly similar (European Commission,

1997, p. A12). Not surprisingly, the prevalence of self-employment and

unpaid family employment is highest in agriculture. These two forms of

employment are less common in industry and the services sector. Self-

employment and unpaid family labour are rare in industries, such as mining

and utilities, where the minimum efficient size of an enterprise is large. Over

90 per cent of workers in these industries are wage and salary employees.

Much smaller percentages of workers in trade, construction, finance and

manufacturing are employed as wage and salary workers; majorities or sub-

stantial minorities are self-employed or unpaid family workers.8

These patterns suggest that dependent employment is far less attractive

in southern Europe, and especially in Greece, than it is in the United

States. The earlier description of Greek employment and hours restrictions

and the Greek social insurance system in the previous section makes it obvi-

ous why this might be the case. The cost to formal-sector employers of

meeting the requirements of Greek labour law strongly favours an employ-

ment relationship in which the “employers” can determine their own work

schedules and rates of compensation without reference to government reg-

480 GARY BURTLESS

8. The percentages of workers employed as wage and salary workers in these industries

seem surprisingly small. According to the 1995 Labour Force Survey, the percentages are trade:

42 per cent; construction: 62 per cent; finance: 63 per cent; and manufacturing: 69 per cent

(European Commission, 1997, p. A13).
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ulation or the oversight of a public official. That employment relationship

is called “self-employment.”

From the viewpoint of a worker who has already qualified for social insur-

ance protection, either as a result of his own or another family member’s

contributions, self-employment offers an opportunity to receive hourly com-

pensation that is close to the commercial value of the worker’s hourly prod-

uct. As a wage earner, the same worker would be forced to bear the burden

of his own and his employer’s contributions to a social insurance fund. For

many self-employed workers, the amount of social insurance contribution

and income tax liability associated with self-employment earnings is to a

large degree a matter of voluntary declaration. Informed observers believe

that social insurance payments are made on only a small percentage of the

true net earnings of Greek employers, proprietors, and persons who work on

their own account. Under these circumstances, dependent employment

(that is, wage and salary employment) will be favoured mainly in industries

where there are important gains from close coordination and supervision of

a number of workers. In addition, dependent employment will be favoured

in sectors of the economy that are under close government supervision for

reasons that have nothing to do with labour regulation – for example, com-

munications, public transportation, banking and insurance. Because these

industries would receive close government scrutiny, even without govern-

ment interest in labour regulation, it is prudent for employers in these indus-

tries to comply with national labour laws. Because the burden of labour reg-

ulation and mandatory insurance contributions is much lower in the United

States, American workers and employers do not have such persuasive rea-

sons to favour self-employment over a dependent employment relationship.

The earlier discussion of the social insurance system covering wage and

salary workers also sheds light on the labour force statistics for Greek women.

As noted above, the labour force participation of Greek women is low in com-

parison with that of women in northern Europe and the United States. The

female unemployment rate is exceptionally high. The reason for low rates of

job-holding among Greek women cannot be child-rearing responsibilities.

The Greek fertility rate, like that in Italy and Spain, is well below the rates in

Scandinavia and the United States, where high percentages of women hold

jobs. Because women are often secondary earners in a household, they may

be particularly sensitive to the labour supply incentives provided by the Greek

social insurance system. Many secondary earners gain their health insurance

status through the contributions of another earner. The pension system offers

excellent returns to workers who become entitled to a minimum pension, but

much smaller marginal rewards to average- and below-average-wage workers
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who contribute longer than the minimum period. Facing these incentives,

married women may seek out jobs that provide them social insurance cover-

age for the required minimum number of years, but then avoid employment

in the covered sector after eligibility for a minimum pension has been achieved.

If 15 years of covered employment are needed to qualify for a minimum pen-

sion, secondary earners may not wish to hold covered jobs much longer than

15 years. Note that 15 years represent just one third of a full career, assum-

ing that a potential career could last from age 20 to age 65.

Workers with good job qualifications and attractive job prospects will

obviously have strong reasons to work longer than 15 years. Even though

they and their employers must make heavy social insurance contributions,

high net wages and comfortable working conditions can still make career

employment appealing. Secondary earners who do not have good job quali-

fications cannot earn such high wages. After qualifying for a minimum pen-

sion, many of them will return to work in the home or possibly in the infor-

mal sector where their wages will not be subject to heavy social insurance

contributions. A woman who does not expect to remain in the job market

long enough to qualify for a minimum pension has good reason to avoid

wage and salary employment altogether. In the formal sector, she and her

employer would contribute about one third of her compensation to social

insurance, even though her family would receive little extra benefit from

those contributions. Faced with this prospect, she might choose to spend no

time at all in formal sector dependent employment.

Most students of labour supply believe that married women in the richest

OECD countries were drawn into paid employment as a result of the

improvement in their earnings potential outside the home. Much of this

improvement was the product of better wages in the job market, which in turn

was the result of rising average productivity in the economy. Higher wages

made work outside the home more attractive than work inside the home. As

women remained in the job market for a greater fraction of their potential

careers, their average earnings rose faster than men’s, and employer discrim-

ination against women declined. The decisive factor that first brought women

into the job market, however, was the improvement in their earnings poten-

tial outside the home. For many women in Greece, potential net wages out-

side the home do not seem high enough to make market work attractive.9

482 GARY BURTLESS

9. In 1994, the wage of a female manual worker in Greek manufacturing was only 78 per

cent of the wage of a male (European Commission, 1997, p. 104). While this ratio is higher than

it was in the early 1980s, when it was just 60 per cent, the gap between men’s and women’s

wages is still large enough to deter some women from steadily pursuing a career outside the

home or family business.
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This is partly the result of low market wages, but for many secondary earners

it is also the result of heavy required contributions to social insurance.

Many observers have noted that a high contribution rate for social insur-

ance can produce a vicious cycle in which a high rate causes covered employ-

ment to decline, putting further upward pressure on the contribution rate

(World Bank, 1994, p. 142). If workers are required to make large contribu-

tions in exchange for dubious benefits on the margin, some will be deterred

from seeking or keeping jobs in the social-security-covered sector. They will

seek jobs in the uncovered sector, where their wage comes closer to match-

ing the commercial value of their output. Recognising that some workers

find the informal sector attractive, enterprising managers will create jobs in

that sector. As informal sector employment expands, formal sector employ-

ment declines. The revenue needed to pay for social insurance benefits is

almost unchanged, because people drawing social insurance benefits

obtained rights to those benefits in the past. To meet the unchanged revenue

requirements of a system which has a smaller base of contributing tax pay-

ers, the contribution rate must be increased, which further diminishes the

attractiveness of employment in the covered sector.

Recent developments. Between 1995 and 1999 the Greek labour force

grew about 1.7 per cent a year, with faster growth among women than

among men. All of the expansion in the male work force is explained by the

increased size of the working-age population, whereas a large share of the

growth in the female labour force is due to increased activity rates among

women. The comparatively rapid expansion of the Greek labour force

reflects the legalisation and increased integration of immigrants in the pop-

ulation, the rising participation rate of women and the increased willingness

of the working-age people who do not hold jobs to seek employment in an

economy where growth has accelerated since 1995. In the most recent cou-

ple of years, however, some of the rise in labour force participation has been

reflected in higher unemployment rates rather than higher job-holding rates.

Some of the labour force growth may be due to policy reforms. Probably

the most important was the decision to legalise the status of illegal immi-

grants who were present in the country in November 1997. A total of 225,000

non-EU immigrants (out of 373,000 who initially submitted applications)

fulfilled all of the paperwork requirements to obtain a special visa allowing

them to work. By April 2001, over 201,000 immigrants had been issued the

new visas. This means these immigrants can become open contributors to

the social insurance system. Following the recommendations of the OECD

and other outside observers, the Greek government has also attempted to

expand or improve some of its active labour market policies. For example,
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a new, multi-purpose employment voucher card was introduced on a pilot

basis to allow unemployed workers a choice between receiving unemploy-

ment benefits or participating in training or employment subsidisation schemes.

Employment Promotion Centres have been established to replace old labour

exchanges in order to provide personalised employment services to the un-

employed. So far these reforms in active labour market policy have probably

had only marginal impacts on job finding.

Potentially more important are recent changes in social insurance contri-

butions. A law passed in 1999 permitted companies to deduct from their tax-

able income 50 per cent of their social security contributions for newly hired

personnel. The deduction could last up to two years, significantly cutting the

compensation cost of putting a new worker on a company’s payroll. This

provision was later superseded by a straightforward cut in employers’

required contributions for low-wage workers. A related reform passed in

2000 exempts minimum-wage workers from paying the part of social insur-

ance contributions that finances the basic pension. This contribution is 6.67

per cent of the worker’s gross money wage. The exemption from contribu-

tions lifts the worker’s take-home pay by about 8 per cent.

Consequences for Greek Productivity and Living Standards

Greek incomes are significantly below the average in the rest of the

European Union and in the OECD more generally. In its latest estimates

of per capita national output, measured with purchasing-power-parity exchange

rates, the OECD finds that Greek output per capita is one-third below average

output in the European Union as a whole and 57 per cent below per capita

output in the United States (OECD in Figures, 2000b, pp. 12-13). Table 9-3

sheds light on the main reasons for the difference between Greek living

standards and those in other OECD countries. The comparison is limited to

three countries in southern Europe and the United States. The table decom-

poses the percentage difference between Greek output per person and per

capita output in the other four countries in 1998, the most recent year for

which appropriate data for the calculations are available.

Portugal is the first country that is compared with Greece (see column 1).

Among EU countries, Portugal has living standards that are closest to those

in Greece. In 1998, GDP per capita in Greece was 5 per cent below the level

in Portugal (top row). The populations of Greece and Portugal have a simi-

lar age structure, so the percentages of the total populations which are at

working age (15-64) are the same. It follows that none of the Greek-Portu-
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guese difference in per capita GDP is due to a difference in the relative size

of the countries’ working-age populations. The Greek labour force partici-

pation rate is substantially lower than the one in Portugal, however, and this

difference reduces the fraction of working-age Greeks who actually work.

The lower Greek participation rate, by itself, would explain a 15 per cent gap

between Greek and Portuguese average incomes. In addition, the Greek

unemployment rate is substantially higher than the Portuguese rate. This fac-

tor reduces the average Greek income below the average Portuguese income

by 6 per cent. In combination, the lower labour force participation rate and

higher unemployment rate reduce Greece’s employment/population ratio in

comparison with Portugal’s. The combined effect of lower participation rates

and higher unemployment is to cut Greek output per person by 20 per cent

(not shown in the table). Greece enjoys one advantage over Portugal. An

average employed person in Greece is more productive, measured at PPP

exchange rates, than an average Portuguese worker. This difference offsets

part of the disadvantage of the lower Greek employment/population ratio.

The same calculations can be repeated to compare Greek performance

with that of Spain, Italy, and the United States. The age structure of the five

countries is similar enough so that the age composition of the populations

plays little role in explaining the gap in output. Differences in participation

rates make a bigger difference, but mainly for the comparisons of Greece

with Portugal and the United States. The Greek participation rate is higher

than the rates in Spain and Italy, boosting Greek incomes relative to those

in Spain and Italy. Differences in the unemployment rate are less important

than differences in the labour force participation rate, except for the com-

SOURCE: OECD, Employment Outlook (June 2000) and OECD in Figures (2000).
y = Output per person measured using PPP exchange rates.
a. (Greek y - other country's y )/(other country's y).
b. Population aged 15-64/total national population.
c. Labour force/population aged 15-64.
d. Unemployed population/labour force.
e. GDP/employed population.

Gap in Greek GDP per persona -5 -14 -34 -53

Impact of difference in:
Greek working-age populationb 0 -1 -2 3
Greek labour force participation ratec -15 4 6 -19
Greek unemployment rated -6 10 2 -7
Greek productivity per employed workere 18 -24 -39 -39
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parison of Greece with Spain. Spanish unemployment is high relative to that

in Greece (and other OECD countries). Involuntary unemployment is thus

a significant factor in reducing the relative incomes of Spaniards. By far the

most important factor in depressing Greek incomes compared with those in

the richest OECD countries is the gap in worker productivity. Measured at

PPP exchange rates, output per worker in Greece is only 61 per cent of out-

put per worker in Italy and the United States. This factor by itself would

explain a 39 per cent shortfall in output per person in Greece compared with

Italy or the United States. Essentially all of the gap between Greek and

Italian living standards is accounted for by the gap in worker productivity.

Almost three quarters of the gap between Greek and US living standards is

explained by the productivity gap, but more than one quarter is the result of

differences in labour force utilisation. A much smaller percentage of the

Greek than of the US population is reported to be employed.

Although the implications of these comparisons will be considered further

below, the findings in Table 9-3 should not be taken too literally. PPP

exchange rates are not measured with enough accuracy to allow reliable com-

parisons among incomes in the five countries. Greek per capita GDP might

be higher than that in Portugal, for example, and Italian output per worker

could be below that in the United States. Even if the PPP exchange rates were

assumed to be accurate, the decomposition simply expresses an arithmetic

identity; it does not reveal deep economic truths. Part of the productivity

“advantage” of low-employment countries is attributable to their low utilisa-

tion of labour rather than to their technical prowess in production. Portugal

and the United States utilise a much higher percentage of their potential

workforces than Greece, Spain, or Italy. Many of the workers added to the

employment rolls as a result of a high participation rate are drawn from pop-

ulation groups that are expected to have below-average productivity. Men and

women between 25 and 54 have comparatively high employment rates in all

five countries. These workers would be expected to have higher productivity

than younger, less experienced workers. They probably also enjoy a produc-

tivity advantage compared with workers who are nearing retirement. The two

high-employment countries, Portugal and the United States, depend much

more than the low-employment countries on workers who are drawn from

groups with below-average productivity (see Figure 9-5). If the employment

rates of young and old workers in Portugal and the United States were

reduced to the levels observed in Greece, Spain, and Italy, the remaining

Portuguese and US workers would almost certainly have a higher average

productivity. Thus, the Greek productivity advantage compared with Portugal

is at least partly the result of the low utilisation of potential Greek workers.
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Nonetheless, the measured gap between workers in Greece, on the one

hand, and Italy and the United States, on the other, is impressively large.

One source of the gap might be those aspects of Greek labour law and social

insurance protection that discourage dependent employment. If business

owners and workers both have strong reasons to prefer self-employment or

employment within a family enterprise to the creation of larger firms, Greek

producers will find it more difficult to achieve the scale economies enjoyed

in other countries, such as the United States, where the legal environment is

more congenial to dependent employment.

There are probably many industries, like retailing, where scale economies

allow larger firms to enjoy efficiencies that are difficult or impossible to

obtain in micro-enterprises managed by owners-operators. Some of the effi-

ciencies of the larger firms are directly connected to their scale. Large firms

can arrange for the specialisation of individual workers in different tasks,

something that is much harder to arrange in a firm consisting only of an owner-

operator and one or two close relatives. Larger firms can also afford the high

costs associated with research and development, which may be necessary for

technical advance or the application of technological advances that have

been pioneered elsewhere. Some efficiencies achieved by larger firms are

passed along to their suppliers, because larger firms can buy in bulk, reduc-

ing the number of transactions needed for the same volume of production.

Finally, larger firms may find it more worthwhile to invest in the acquisition

of skills by their employees. The provision of specialised training in larger

firms is more efficient, because the large number of workers who are given

training in each firm can probably be trained more cheaply and can almost

certainly receive training that is carefully targeted to the particular skills

needed in their jobs. This probably explains why large firms make bigger

investments than small firms in training their employees (Oi and Idson,

1999, pp. 2204-05).

Larger firms pay higher wages. This empirical regularity has been observed

in many industries and across several countries (Oi and Idson, 1999, pp.

2172-79). It seems plausible to infer that productivity is also higher in larger

firms. Economists are divided on the correct interpretation of the firm size-

wage relationship. Some believe that larger firms do not really pay a wage

premium relative to small firms after the characteristics of individual work-

ers have been taken into account. Larger firms typically employ workers with

better qualifications than smaller firms, so part of the wage differential

between a large and a small firm reflects the inherent productivity diffe-

rences between the two firms’ workforces. It appears, however, that the wage

premium paid to workers in bigger firms is larger than the difference that

The Greek Labour Market 487

9/BURTLESS 2-10-09 12:20 ™ÂÏ›‰·487



can be explained by differences in the workers’ characteristics. A simple

explanation for the firm size-wage relationship is that workers in the larger

firms, on average, work more productively in more productive jobs than

workers in smaller firms.10 Their higher productivity justifies a higher wage.

In a legal and regulatory environment that is hostile towards dependent

employment, firms will find it much harder to achieve the productivity gains

that are associated with larger firm size. We have already seen in Table 9-2

and Figure 9-6 that Greek employment is exceptionally concentrated in self-

employment and family-based firms, that is, in micro-enterprises. Wage and

salary employment is much less common in Greece than it is in those OECD

countries, even in countries with similar incomes. Krishna Kumar, Raghuam

Rajan and Luigi Zingales recently assembled information on the size distri-

bution of firms in the 15 EU-member countries (Kumar, Rajan, and Zingales,

NBER Working Paper No. 7208, 1999). The data for Greece exclude any

information about firms run by the self-employed. This evidence suggests

that Greece has the smallest average firm size in Europe. As Kumar et al.
point out, the Greek industrial mix is tilted towards industries in which firm

size is smaller than the average in the other EU countries. Even adjusting for

this tilt in the industrial mix, the typical dependent worker in Greece is

employed in a smaller firm than he would be in any other European coun-

try.11 Not only are micro-enterprises much more common in Greece than

they are elsewhere, but the size distribution of firms with dependent em-

ployees is also heavily weighted towards small companies.

One hypothesis to account for lagging worker productivity in Greece is

that the legal environment discourages creation of wage and salary jobs

while favouring job creation in less efficient micro-enterprises. The virtue of

the micro-enterprise is that it can be efficiently organised to minimise the

burden of taxes and government labour regulation. The workers-managers

in micro-enterprises can make minimal contributions to the social insurance

system while preserving their rights to draw social insurance benefits. They

are not required to observe Greek labour regulations regarding vacation pay,

dismissals, work schedules, or limits on overtime hours. In allocating com-

pensation to different family workers, they are not bound to respect the pay

488 GARY BURTLESS

10. The positive association between worker productivity and firm size also appears to hold
in Greece. In Greek manufacturing during the 1980s, labour productivity of firms employing
more than 50 workers was estimated to be more than twice as high as productivity in firms with
fewer than 50 workers (European Commission, 1997, p. 111).

11. As the authors also point out, an oddity of the Greek data biases the analysis towards find-
ing above-average firm size in Greece. Unlike the other European countries, Greece only pro-
vided data to the European Commission and Eurostat on firms with at least 10 employees. The
other countries did not impose this minimum size limit on the data submitted to the Commission.
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differentials mandated by a national or local collective bargaining agree-

ment. These advantages of the micro-enterprise are ones that are created by

the Greek legal environment rather than inherent efficiency advantages of

this form of business organisation. Household businesses do enjoy some

genuine efficiency advantages that have helped them flourish over long peri-

ods of time. They are usually able to deal quite effectively with the problem

of creating incentives for good performance of difficult-to-monitor tasks.

They are generally successful in eliciting the best efforts of family workers to

complete assigned jobs, even if the jobs turn out to be more difficult or time-

consuming than anticipated.

In many kinds of production, however, the real efficiency advantages of

family or personal enterprises are outweighed by a crucial disadvantage. If a

line of business is characterised by strong scale economies, a micro-enterprise

will not be able to take advantage of them. The micro-enterprise might

nonetheless be able to survive competition with a larger firm if its efficiency

in avoiding taxes and ignoring labour law restrictions outweighs its technical

inefficiency. In that case, the Greek legal environment would hinder produc-

tivity improvement by favouring the less efficient over the more efficient busi-

ness organisation. The importance of this kind of barrier to productivity

improvement depends crucially on the burdens imposed by the social insur-

ance system, the Greek system of legally binding national and regional labour

contracts and labour law restrictions on work and vacation time and worker

dismissal. If the burdens are heavy, then firms that can efficiently evade them

will enjoy substantial cost advantages over the firms that must bear them.

Greek policymakers evidently hold a favourable view of micro-enterprises

and the potential of small businesses to boost employment. Since the mid-

1980s the government entity responsible for active labour market program-

mes (OAED) has subsidised the creation of small businesses in a programme

that is aimed at reducing unemployment, especially in areas where regional

joblessness is high. The subsidy differs according to the local unemployment

rate and the number of positions created in the enterprise. This programme

subsidised an average of 5,400 small businesses per year in the first half of

the 1990s (European Commission, 1997, pp. 76 and A33). In addition, the

government offers a programme providing aid to small and medium-sized

companies, defined as firms employing fewer than 250 workers, with annual

revenues or a total balance sheet below designated thresholds. Evidently,

smaller enterprises are thought to be more important or desirable in creat-

ing employment than larger firms. One reason is that they employ more

workers per dollar invested in the firm. Another is that they have been the

source of more job creation than large firms in the past.

The Greek Labour Market 489

9/BURTLESS 2-10-09 12:20 ™ÂÏ›‰·489



I have already mentioned some of the reasons that small firms have gen-

erated more new jobs than large ones over the past two decades. The legal

and tax environment in Greece is less hospitable to dependent employment

than it is to micro-enterprises. The fact that employment per dollar invested

is greater in small than in large firms is not a very persuasive argument in

favour of small firms, if the goal of economic policy is to boost average worker

output and Greek living standards. The greater capital intensity of large firms

compared with small firms is partly the result of the tendency of large firms to

quickly adapt new technologies, technologies which are often embodied in

new equipment. In many parts of the world, this would be considered an

advantage rather than a disadvantage of larger scale enterprises. Another rea-

son for higher capital intensity in large Greek firms is that they face a less hos-

pitable legal environment than small firms, especially micro-enterprises. It is

more difficult for large firms than for small ones to evade social insurance

contributions and legal requirements regarding working time and dismissals.

This makes labour more expensive for larger firms and naturally pushes them

towards substituting capital for workers. It may also induce larger firms to

obtain labour and labour-intensive inputs from small firms, which find it eas-

ier to evade contributions and the obligations of Greek labour law.

III. Potential Remedies

In order to make the labour market more congenial to the creation of

wage and salary jobs in firms that are appropriately scaled to their industry,

Greece must either reduce the private costs of creating employment in large

firms or increase the penalties on small firms for evading taxes and social

contributions. The OECD has offered a list of recommendations for increas-

ing wage and labour cost flexibility in the formal sector, for revising employ-

ment security protections and for increasing the flexibility offered to formal

sector employers in scheduling workers’ hours. (See OECD, Economic Surveys:
Greece 1998, pp. 74-75.) Most of these recommendations would increase the

relative attractiveness of creating employment in the formal sector rather

than the informal sector.

The simplest measure for increasing penalties on informal sector employ-

ment is to withhold benefits from self-employed and informally employed

workers who do not contribute in full for their social insurance benefits. This

can be accomplished in a straightforward way by eliminating all public sub-

sidies, including earmarked taxes, that help pay for pensions and other ben-

efits for the self-employed. Because of the public interest in minimising
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poverty among aged and disabled workers who have spent their careers in

self-employment, the government could establish a means-tested programme

that offers very modest pensions to the indigent.

Eliminating the subsidies to self-employed workers’ pension funds does

not completely eliminate the implicit subsidy to self-employment or to

employment in the informal sector. The system of social protection for wage

and salary workers must also be reformed in a way that reduces the large

subsidy to non-disabled workers who contribute to social security for only

the minimum number of years needed to obtain a basic pension.

This can be accomplished in a defined-benefit pension system by linking

the minimum pension to the number of years a worker has contributed to

the fund and by calculating pensions on the basis of workers’ wages over

their full careers. To assure that workers who are employed in the formal

sector over a full career receive adequate pensions, regardless of their aver-

age earnings, the minimum pension could be calculated as it is under pres-

ent law, except that workers would only receive the fraction of the minimum

pension that corresponds to the percentage of their potential careers they

have spent in covered employment. If Greek voters anticipate that a full-

career worker will spend 40 years in employment (for example, from age 22

though age 61), then workers who contribute to the fund for at least 40 years

could receive 100 per cent of the minimum pension; workers who contribute

20 years could receive 50 per cent of the minimum; workers who contribute

the minimum number of years —15— could receive 37.5 per cent of the min-

imum pension. While protecting workers who spend full careers in covered

employment, this formula would eliminate the large implicit subsidy to

workers who evade contribution requirements by working in uncovered jobs

during much of their careers. Note that the suggested reforms do not require

the government to become more effective in uncovering the true earned

incomes of the self-employed or informally employed. Such workers would

simply be denied the implicit subsidy that the present system provides to

employment outside the formal sector.

Many people who are strongly committed to obtaining a more equitable

or equal income distribution may object that the reforms just suggested will

eliminate some of the important redistributional features of the present sys-

tem. By making it harder for a worker to obtain a full minimum pension, for

example, the reform might increase the prevalence of old-age poverty. The

problem with this objection is that the redistributive impacts of a social

insurance system are not very clear in the presence of tax evasion and a large

informal sector. To be sure, some of the workers who would be denied a full

minimum pension under the proposed scheme would receive lower retire-
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ment incomes as a result of the benefit reduction. However, many self-

employed workers would not fare badly with a lower pension, because they

have enjoyed higher net incomes over their careers as a result of evading

contribution requirements. By reducing benefits to these workers, contribu-

tion rates or benefit levels for full-career workers could be improved. Some

full-career, formal-sector workers might be removed from destitution as a

result of lower contribution rates or higher minimum pensions. Where tax

evasion is a major problem, it is better to accomplish income redistributional

goals through carefully targeted means-tested programmes rather than

through contributory social insurance schemes. To make employment in the

covered sector as attractive as it is in the uncovered (tax-evading) sector, it

is necessary to make benefits in the social insurance system correspond more

or less exactly to worker contributions.

Employment creation in Greece’s modern sector has been extremely slow

for two decades. In the richest industrialised countries, an overwhelming

share of employment in the modern sector is wage and salary employment

in medium-size and large firms. Greek employers are handicapped in creat-

ing this kind of employment because of the high regulatory and social insur-

ance costs associated with formal-sector employment. The Greek legal envi-

ronment favours job creation in sole proprietorships and small family busi-

nesses. Greek workers pay an unrecognised price for this favouritism. Small

enterprises are often far less productive than larger ones.
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Comment by Plutarchos Sakellaris

The Greek Labour Market

The experience of Greece in terms of unemployment in the last two

decades has been quite similar to that of many European Union countries.

Greek workers have seen the unemployment rate rise to 11.7 per cent in

1999 from an average of 2.3 per cent in the 1970s. The peculiarity of the case

of Greece has been, however, that, in contrast to these EU countries, its out-

put per capita and average labour productivity fell below those of other

industrialised countries. In 1998, Greek GDP per person was below that of

any other EU country and about half that of the USA.

Gary Burtless attempts to explain Greece’s lagging labour productivity

through the adverse incentives created by its labour laws and regulations. He

argues persuasively that this environment has discouraged the creation of

wage and salary jobs. The proportion of employment consisting of wage and

salary workers is 55 per cent in Greece, 72 per cent in Italy and 92 per cent

in the US (see Table 9-2). The flip side of this statement is that Greece has

the highest percentage of self-employed and unpaid family workers in the

The Greek Labour Market 493

9/BURTLESS 2-10-09 12:20 ™ÂÏ›‰·493



OECD. An additional, and perhaps related, fact is that the sectorial compo-

sition of employment in Greece is unusually tilted towards agriculture and

small-sized firms. As the author argues, these firms are more efficient in

evading contribution requirements for social insurance while they are less

productive in generating output.

Before turning to this argument, I will spend some time on the author’s

summary of the institutional framework regulating the Greek labour mar-

ket. The author provides a very informative summary of collective bargain-

ing arrangements, minimum wage legislation, job security law, regulation of

hours at work and social insurance.

In some respects, Greece maintains some quite restrictive labour laws.

Employment terminations or lay-offs are very costly, providing powerful dis-

incentives to hire when demand is rising. Temporary help agencies are pro-

hibited, and for various reasons fixed-term contracts are rare and part-time

employment is low. A related fact is that female labour force participation is

low. On the other hand, unemployment benefits are not as generous as in

some other EU countries.

As the author points out, the rules surrounding social insurance create

some serious distortions. The combined employee and employer contribu-

tion to social insurance for the average wage earner is more than one third

of gross wage compensation. In fact, this ratio rose dramatically from about

25 per cent in 1982 to about 35 per cent in 1993.

While the cost of social insurance is very high, the benefits are only weakly

linked with contributions. There is an extreme non-linearity in the payoff to

social insurance contributions. This can be seen best through an example. A

male wage earner working in the private sector and insured in the IKA sys-

tem can retire at age 65. If he had been contributing for 15 years to the sys-

tem he can earn the minimum pension provided for by law. In order to qual-

ify for a significant increase in his pension he needs to work for 12 more

years if his earnings are close to the national average. Additionally, only the

last five years of contributions are used to determine this worker’s pension

provided for by law. Thus, there is an incentive for him to evade high con-

tribution rates. In general, when workers become eligible to collect pensions

they have the incentive to leave the formal sector and seek a job in the infor-

mal sector or in a position where they can evade contributions to the social

insurance system and other employment-related regulations. These incen-

tives create problems both for labour-force participation and for the solvency

of the social insurance system.

The author argues, quite persuasively, that the restrictive labour regula-

tion and adverse pension benefits schemes have created a bias for self-
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employment in the Greek labour market. Self-employed workers are rela-

tively free of government regulation and to a large degree can evade social

insurance contributions and income taxes. As noted earlier, Greece has a

relatively low proportion of wage and salary employees in total employment.

Another interesting fact contained in the paper is that this proportion has

been trending down for twenty years (at least in the non-agricultural sector).

Self-employed workers seem to be concentrated in sectors such as trade,

construction, finance and manufacturing.

The most novel contribution of this paper is to link the system’s bias

against formal dependent employment to the low levels of Greek productiv-

ity and living standards. Table 9-3 is very telling about the importance of the

shortfall in Greek workers’ productivity. It shows that the vast majority of

the deficit in Greek output per capita compared with that of selected other

OECD countries is due to the large differences in average labour produc-

tivity. In 1998, average labour productivity was 24 per cent below that in

Spain and 39 per cent below that in Italy and the US. Interestingly, however,

Greek workers are more productive than their Portuguese counterparts.

The explanation that the author provides is that the organisation of

industry in response to labour regulation led to a preponderance of small

firms in Greece. Such firms find it more difficult to exploit economies of

scale. The author offers several potential sources of such scale economies.

1) labour specialisation, 2) research and development, 3) employee training

on the job. It could be argued that all these involve some form of fixed or

non-convex cost. The author cites as supporting evidence a paper by Kumar

et al. (1999), which shows that Greece has the smallest average firm size in

Europe. He also refers to a European Commission study providing evidence

that larger firms in Greece do have substantially higher labour productivity

than smaller ones.

We are not sure, however, why workers in large firms are more productive.

Is it simply that they have more capital to work with, or that they are more

skilled? Or is it that their firms have higher levels of technology, or enjoy

internal scale economies? Finally, and perhaps most importantly, is it that

larger firms are more productive or rather that more productive firms get

larger? Boyan Jovanovic (1982) provides a very interesting theory of selection

and industry evolution in which firms that are ex ante more productive survive

and grow whereas the less productive ones shrink and eventually fail.

In order to have a chance at answering these questions, it is important to

have a clear picture of the dynamics of production choices, input choices and

productivity at the establishment level. There is a large empirical literature

that studies employment and productivity dynamics at the establishment level
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in the US and several other countries. Most of it has sprung up in the last 10

to 15 years. Unfortunately, no such effort has been spent on collecting and

studying Greek data. I will discuss briefly some of the findings of the US lit-

erature with the hope that it will give some guidance on what are the ques-

tions that we need to be asking about establishment behaviour in Greece.

A pervasive result is that there is an enormous variation of productivity

across plants even within the same firm producing the same product (see

Baily et. al., 1992). This variation seems to be persistent. Another result is that

big firms are different. Baily et al. (1992) found that larger US manufacturing

plants had up to 13 per cent higher Total Factor Productivity (TFP) than

smaller plants, after controlling for many other factors.12 They found that the

reason was not Increasing Returns to Scale (IRS) but most likely some form

of market power. Large plants are more likely to have a unique product or

process technology. Davis and Haltiwanger (1992) found that total job real-

location at small plants was considerably higher than in large plants.13

So why are large firms so different? The better productivity performance

cannot be attributed to internal increasing returns according to the majority

of plant level studies. One possibility stresses the idea that new technology

is embodied in new capital. Thus, in order to advance in technology, the

plant/firm needs to invest in new equipment. In fact, there is evidence that

the rate of growth of technology that is embodied in new equipment is quite

high for US manufacturing plants. Sakellaris and Wilson (2000) find that $1

of investment in new equipment is about 12 per cent more productive than

$1 of the previous year’s investment in equipment. If there exist constraints

on financing investment that affect small firms more tightly, then large firms

will invest more readily and be more technologically advanced.

Of course, it is not natural to assume that what holds for US manufac-

turing also holds for the Greek economy. There is, I believe, great value to

starting in Greece a systematic study of employment, investment and pro-

ductivity dynamics at the plant level along the lines of what is being done in

other countries.

In the meantime, the authors could use simpler means to go a bit further

towards establishing the importance of the firm-size/standards-of-living link.
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It would be nice to have a more quantitative evaluation of the impact of the

size distribution on average labour productivity. Consider the following

thought experiment: suppose that the size distribution of firms in Greece

became overnight identical to that in Spain, for example, while total employ-

ment remained unchanged and the productivity of each size group remained

at 1998 levels. How much of the gap in average labour productivity between

the two countries would be closed? A similar thought experiment could be

run for the industry distribution of employment. Such counterfactuals, though

clearly lacking a general equilibrium character, would be a useful first step in

evaluating the impact of Greek labour market rigidities on productivity.

A closer comparison between countries would be useful also. For exam-

ple, why is average labour productivity so much higher in Greece than in

Portugal? Is Portugal’s size distribution even more skewed than the Greek

one or are there other more important factors at play? Another line of

exploration would be any evidence of a discrete shift in the size distribution

towards smaller firms around the time of the productivity slowdown in

Greece. Crafts (1992) puts this date at around 1980.

In conclusion, the author provided us with a very useful summary of some

important features of the Greek labour market’s laws and regulations. He

also put on the table a very interesting hypothesis, namely that these regula-

tions provide strong incentives for job creation in the self-employed and less

formal sectors of the economy while skewing the size distribution of firms

towards smaller ones. This has an adverse impact on Greek labour produc-

tivity and living standards. This is an intriguing hypothesis prompting the

authors to offer some policy proposals to remedy the slump in Greek pro-

ductivity. Would these proposals bring real remedy in case they were under-

taken? The answer to this question is not at all clear, as we lack a funda-

mental understanding of the productivity dynamics of Greek establishments.

We need to expend a great deal of effort towards achieving that goal.
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10 Product Market Reform in

Greece: Policy Priorities

and Prospects

Paul Mylonas and

George Papaconstantinou

I. Introduction

ENTRY into EMU presents Greece with major policy op-

portunities and challenges. There is the opportunity to sustain the more sta-

ble macroeconomic environment that Greece has worked hard over the past

decade to achieve. Such a favourable environment is usually considered a

necessary condition for attaining high growth rates. The challenge is to

improve Greece’s competitiveness in order to achieve real convergence with

the other European countries. By locking the exchange rate against the cur-

rencies of the other 11 member countries, Greece has eliminated the option

of maintaining or improving competitiveness through a depreciation of the

nominal exchange rate. The policy challenge will be to implement structural

reforms that enhance the economy’s flexibility and productivity and raise

average per capita GDP (an albeit crude measure of living standards) to that

of Greece’s EU partner countries.

To do this in the not too distant future will be a challenge since Greece

has not sustained an especially impressive medium-term output growth per-

formance compared with other OECD countries.

— The trend growth of GDP per capita during 1990 to 1997 —at 1.1 per

cent— has been among the lowest of all OECD countries (Table 10-1).

During 1998-2000, however, it has improved to 2-2.5 per cent.
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— The poor performance of trend per capita income growth is due to

both low labour productivity growth and low employment growth.

— Among the 30 OECD countries, the level of per capita income is near

the bottom –35 per cent below the average of the euro area in 1999 (Figure

10-1), surpassing only that of the new OECD member countries from cen-

tral Europe, Mexico and Turkey. This differential is also reflected in a pro-

ductivity gap of a broadly similar magnitude.

For the OECD countries, average per capita income growth over the

period 1990-1998 has been 1.7 per cent. The best per capita growth perform-

ance has been achieved in some of the most affluent OECD countries, which

also stand out due to their emphasis on structural reform (Australia, Canada,

the Netherlands and the United States). It also includes countries that have

relatively low levels of GDP per capita, and a “catch up” phenomenon has

resulted in high productivity growth (e.g. Ireland, Portugal and Spain).

These results raise some important questions surrounding Greece’s out-

put performance over the period in question. The low level of GDP per capita

compared with the other OECD countries would suggest that, at least due

to the phenomenon of “catch up”, Greece should have a higher than aver-

age per capita income growth.

It is difficult to pinpoint empirically the policies that will improve pro-

ductivity and support sustainable high levels of per capita income growth. It

Product Market Reform in Greece: Policy Priorities and Prospects 501

10/MYLONAS 2-10-09 11:56 ™ÂÏ›‰·501



502 P A UL  M YL O N A S  A N D  G EORGE PAPACONSTANTINOU

10/MYLONAS 2-10-09 11:56 ™ÂÏ›‰·502



is generally agreed, however, that it comprises the synergy of several factors.

Among the most important conditions is a stable macroeconomic environ-

ment, which Greece has currently achieved (and this is discussed in other

conference papers). Perhaps, however, as a consequence of using the exchange

rate for almost a decade as a nominal anchor to successfully reduce infla-

tionary expectations, the economy’s competitiveness has come under pres-

sure. The real effective exchange rate had appreciated sharply until the

strength of the dollar against all EU currencies reversed this trend, at least

temporarily (Figure 10-2). Though quantifying an economy’s degree of

external competitiveness is inherently difficult, several indicators suggest

some pressure points. Export market share has been falling consistently over

the past few years, despite a boom in exports to neighbouring countries,1 and

the current account widened to 6.9 per cent of GDP in 2000 compared with

2 per cent in the early 1990s. For the most part, the loss in market share has

been to the EU – Greece’s major trading partner and the destination for

about 50 per cent of Greek merchandise exports (down from about 60 per

cent earlier in the decade).

Another necessary condition that is generally agreed to be required to

sustain high levels of per capita income growth is well functioning markets,

i.e. labour markets, financial markets, and product markets. This chapter

focuses on product market reform, as other conference papers discuss other

areas of structural reform (e.g. that of labour markets). The immediate ben-

efits from product market reform are a more efficient use of resources and,

for the consumer, a higher quality of service and lower prices. Empirical evi-

dence strongly supports the existence of such positive benefits in many of the

largest industries. In the sectors where the pace of reform has been the

fastest (and the easiest to implement), such as telecommunications, air travel,

and distribution, the results are quite tangible (OECD, 2000). In electricity

and railways, the slow pace of reform is in part linked to difficult technical

issues, as well as the weaknesses in the design of the regulatory environment

(OECD, 1999).

Aside from reform in markets dominated by publicly-owned companies,

product market reform also concerns issues that relate to the functioning of

markets dominated by private firms. Among these, some of the most impor-

tant are: the reduction of barriers to entrepreneurship, such as those relat-

ing to the difficulty in setting up new firms (including the availability of
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financing), as well as exit costs relating to insolvency regulations. Reforms

that create a level-playing field, e.g. transparency, accounting standards, and

corporate governance issues, are also critical to have in place.

For the main part, the link between product market reform and output

growth is considered to be through the same broad channels which link output

growth with openness in international trade. First, a greater exposure to com-

petition should result in a more efficient use of resources, the greater diffusion

of knowledge and exposure to best practices. Second, a situation of many com-

peting players should enhance the prospects for invention and innovation, as

well as the opportunity to learn by doing (the bootstrap approach). The empir-

ical literature investigating the links between product market reform and out-

put growth is small. However, it generally supports the existence of such a rela-

tionship (see Gonenc et al., 2000, for a survey of this literature).

The full extent of the benefits on output can be significant. The OECD

Report on Regulatory Reform contained simulations suggesting one-off

increases in GDP in the range of 5 per cent to 6 per cent for France and

Germany but only 1 per cent for the United States, where market liberalisa-

tion had started earlier (OECD, 1998). A similar exercise for Greece indi-

cated the potential for a gradual one-off increase in GDP of the order of 10

per cent (Mylonas and Joumard, 1999). These potential benefits should be

used to offset some of the transition costs (e.g. initial job losses in the incum-

bent firms – though overall employment is likely to increase subsequently).

Evidence of poorly functioning and uncompetitive product markets is

admittedly difficult to obtain. However, Greece has been placed near the

bottom of the list of OECD countries as far as product market performance

is concerned (Table 10-2).2 The large output gains contained in the simula-

tions also support this conclusion. It should be noted, however, that these

results were based on developments through 1997/1998, and product market

reforms have received more attention subsequently. Another partial piece of

evidence comes from the close link between labour and product market

developments.Though other factors are surely at play, lack of competition in

product markets is likely to have been a factor behind the rise in the unem-

ployment rate from below 7 per cent in 1990 to 12 per cent in 1999, before

falling to 11.4 per cent in 2000 (Figure 10-3).

Currently, the Greek Government is undertaking several important and

ambitious initiatives to improve product market performance. This paper

attempts to benchmark individual aspects of Greece’s product market reform
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against other countries. A major reason for choosing this approach is that it

facilitates policy decisions as compared with some of the above-mentioned

analysis where the results emerge from a “black box”. In Section II, devel-

opments in the markets dominated by public enterprises are reviewed, with

the focus on the factors affecting enterprise performance and on the design

of competition in these markets. In Section III, the role of the regulator in

the markets opening up to competition is investigated. Section IV reviews

the policy reform needed to enhance competition in markets dominated by

the private sector, both for existing as well as new technologies. Section V

presents concluding remarks.

II. Public Enterprises – Key Players in Critical
Input Markets

The public sector in Greece has traditionally accounted for a relatively

important part of GDP and employment. Directly or indirectly, publicly-

owned enterprises have been the main —or only— players in critical mar-

kets such as telecommunications, energy, or transport. Their overall influ-

ence on output performance is large, as they provide key inputs to the econ-
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omy. Hence the conditions under which they have operated are critical in

understanding overall output performance.

The Main Reason for Poor Financial Results is High Operating Costs

Public enterprises have consistently required financial support, be it from

the Budget or from EU funds, of the order of 3 per cent of GDP annually.

The biggest loss-makers are in the transport services [trains – Hellenic

Railways Organisation (OSE), Athens Urban Transport Organisation (OASA)

and air travel – Olympic Airways (OA)], while the largest financing needs

are in the energy sector [electricity – Public Power Corporation (DEH), gas

– Public Gas Corporation (DEPA), and petroleum – Hellenic Petroleum].

On the other hand, the Hellenic Telemmunications Organisation (OTE) is

the most profitable company in the country (in absolute terms), though it

has large gross borrowing needs.

Inflexible Labour Arrangements and High Labour Costs

Productivity indicators for most individual enterprises are very poor in

relation to comparable companies internationally.3

— DEH produces electricity with approximately 4 to 5 times as many

employees as the OECD industry average (1.5 Gwh per employee —

excluding employees at lignite mines— versus 5.5 Gwh per employee).

For the EU, the ratio is only double, as US and Japanese productivity

is quite high.

— For the Water Supply and Sewerage Company (EYDAP), productivity

indicators are about 25 per cent lower than those in the UK (3.2 com-

pared with 2.5 employees per thousand connections).

— Olympic Airways has among the lowest number of transported pas-

sengers per employee among IATA carriers.

— OSE transports the lowest volume (passengers plus ton-kms) per

employee in the EU.

— The Hellenic Post Office (ELTA) has the lowest number of postal

objects served per employee in the EU.
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3. Mylonas and Joumard (1999) describe individually the sectors containing public enter-

prises. That paper contains measures of sector productivity in comparison with international

ones as well as their development over the past decade.
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Only OTE and Olympic Airways have achieved a significant reduction in

the number of employees – each by a third over the past 10 years. However,

they still have more employees per customer than the international average,

though the former is now relatively close.

The excess employment burdening public enterprises, especially of low-

skilled workers, is mostly due to their use as employers of last resort, as pub-

lic enterprises had, until the 1990s, fallen victim to the political cycle. Total

employment underestimates the abuse of employment policy in public

enterprises, since it does not capture:

i) the poor skill mix resulting from indiscriminate hirings as well as out-

dated skills due to a rapidly changing technology, and

ii) the fact that public sector employees have lower retirement ages (for

most below the age of 55), with the result that the ratio of retirees to

employees stands at 1:1.5 compared with a corresponding ratio of

1:2.2 for the economy as a whole (excluding civil servants).

During the 1990s some effort was made to contain the effects of these

past policies and employment in public enterprises remained broadly stable.

A 1994 law required hiring to be based on merit and most public enterprises

are trying to reduce staff through attrition and in a few cases have intro-

duced early retirement programmes (e.g. Olympic Airways and OTE).

Experience from these programmes (especially Olympic’s) has not been sat-

isfactory —similar to other countries’ experience— in that they have often

had the undesirable result that highly qualified staff have departed rather

than the low-skilled staff, and that the programmes have been very expen-

sive. The reliance on strategies of attrition and early retirement to reduce

staff has been due to the political unacceptability of layoffs.

Though a judgement on the appropriate level of compensation in an indi-

vidual enterprise is difficult, there exist several indications that it is inappro-

priately high for the average public enterprise employee. Compensation

received by the average public sector employee is nearly twice as high as in

the private sector (Table 10-3). Moreover, compensation in the labour-

intensive and loss-making sectors is as high as in the capital-intensive ones.

For example, average compensation of employees in the Athens Urban

Transport Organisation (OASA) is higher than that for the telephone com-

pany and the electricity company.

The strength of the unions has often resulted in the granting of many

other, non-wage, advantages. The most costly ones are pension schemes.

Replacement rates for pensions provided to public enterprise employees are

the highest in Greece. Statutory gross replacement rates are significantly

over 100 per cent of an employee’s last monthly salary (apart from, in many
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cases, generous tax-free, lump-sum, end-of-service pensions equivalent to

two years’ salary). Future pension payments will be a major financial

headache for public enterprises, especially as they continue to be partly or

fully privatised (Mylonas and de la Maisonneuve, 1999).4 Public enterprise

unions have also succeeded in negotiating restrictive labour practices, which

add considerably to labour costs. Limitations on geographical and functional

mobility, as well as on working time, have forced additional hiring in periods

of high or shifting demand. These add greatly to total compensation in the

form of overtime, nightshifts, paid rest-time, days-off, and other supple-

mentary payment benefits.

Investment Programme

Despite substantial investment expenditure, which has averaged annually

about 3.5 per cent of GDP since the early 1980s, most public enterprises

have not succeeded in updating to modern technologies or maintaining their

infrastructure and/or equipment. The two main reasons for this situation

have been a lack of investment planning and soft budget constraints. Partly

due to these modernisation delays, Greece has received derogation from
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SOURCES:  Ministry of National Economy and authors.
a. Estimate.
b. National accounts data.

Table 10-3.  Average Compensation per Employee, 2000a

Ratio to
compensation

in whole economy

Monthly
compensation
(thousand drs)

100

158

150

253

141

164

220

138

158

145

434

688

654

1,098

612

715

955

601

689

629

Whole economyb

Public enterprises

DEH (electricity)

Hellenic Petroleum (fuels)

OTE (telecommunications)

OASA (urban transport)

Olympic Airways Group

OSE (railways)

EYDAP (water and sewerage)

ELTA (post)

4. The implicit pension liabilities are an acute problem for DEH and OTE. The Govern-

ment has recently accepted to dip deep into its pocket to fund their newly independent pension

funds.

10/MYLONAS 2-10-09 11:56 ™ÂÏ›‰·509



most EC Directives related to the liberalisation of key sectors such as tele-

communications, electricity, natural gas and air transport. Since the begin-

ning of the 1990s, a more significant effort has been made to narrow the

existing large investment and technology gaps. To this end, EU funds from

the First Community Support Framework (CSF I) and CSF II have played

important roles. Regarding the 1994-99 CSF II, the main public enterprises

received about €6 billion (equivalent to almost 6 per cent of GDP) out of a

total programme worth €29 billion, with over half the financing in the form

of grants. Large amounts are also expected from the €44 billion CSF III.

Despite some progress, examples of critical investment lags are the fol-

lowing: OTE has only recently caught up with the OECD average in respect

of the share of digital lines, after pursuing a rapid digitalisation programme

over the past few years (the share increased from 35 per cent in 1995 to over

90 per cent at present). DEH’s spare capacity of electricity depends on

hydroelectric plants, which are susceptible to weather patterns and it has

built many inefficient plants (especially the hydroelectric plants with a view

to assisting agricultural irrigation). The construction of the natural gas

pipeline and the upgrading of the rail infrastructure suffered delays and cost

overruns. In all transportation sectors (air, rail, and urban transport), the

fleets are old and have been purchased from diverse producers, raising

maintenance costs and spare part stockage.5 These developments are partly

to blame for public enterprises’ unsatisfactory quality of service and the

resulting reduced demand.

Accounting Practices

Public enterprises’ accounting practices obscure their financial position,

and make an analysis of their performance difficult. Most importantly, many

enterprises do not have separate accounts for distinct components of their

operations, prohibiting an accurate cost appraisal of the different goods and

services that they offer. The most striking case is OTE ’s inability to provide

accurate cost accounting so as to facilitate the setting of interconnection

charges to its fixed wire network. A similar situation is true for DEH, where

the relevant EC Directive opening the electricity market in February 2001

required an accounting unbundling of its various businesses. Moreover,
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accounts are usually not produced on a timely basis.6 It is, however, envis-

aged that separate accounts for individual operations will be established and

internationally accepted accounting practices will be implemented. For

example, under the new policy initiative by the Government, international

auditing firms are being hired, and audits had already been completed for

OTE and Hellenic Petroleum prior to their respective initial public offer-

ings. DEH is currently undergoing similar processes ahead of an initial pub-

lic offering envisaged to occur before end-2001.

Pricing Policy

Changes to the prices of goods and services produced by most public

enterprises have lagged developments in underlying inflation, exacerbating

their poor financial performance. Moderate price increases often have been

related to the government’s social objectives, but also reflect attempts to

diminish inflationary expectations. However, pricing policy is not the main

factor for public enterprises’ poor performance, since technological impro-

vements and market liberalisation have led to significant price reductions

internationally.

— International and long-distance telecommunication prices were high

compared with international standards, until an aggressive re-balancing

occurred during the 18 months preceding the opening of the market on

January 1, 2001 under the relevant EC Directive.

— Electricity prices are near or above the OECD average, after adjusting

for several factors. Industrial prices would be some 15 per cent higher were

it not for the large price subsidy to an aluminium company and a nickel

mine. Prices to households (excluding taxes) are slightly below average on

the international scale. However, both household and industrial prices

should be lower if one takes into account the fact that the electricity com-

pany:

i) has received EC funds for its investment projects,

ii) does not pay the state for lignite mining rights, its dominant source of

energy, and

iii)aims to pass all profits on to the consumer.

— Prices for urban and rail transport are low compared with those else-

where (though a comparison is made more difficult since monthly discount
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packages do not provide significant price reductions). Nevertheless, even if

raised to international levels, these services would continue to have defici-

tary accounts.

— Prices for domestic air travel have fallen dramatically in real terms fol-

lowing the competition to Olympic Airways from private carriers after the

partial liberalisation of the domestic market in 1992.

Government Reform Policy

The government acknowledges that Greece’s real convergence to the

level of its EU partners requires, inter alia, a successful resolution of these

problems and it has therefore placed a renewed emphasis on reforming the

public enterprise sector. Prior to 1996, policy moved back and forth on

choosing a reform strategy —the need of which has never been in doubt by

successive governments— and on the appropriate role for private sector

participation, on which governments have often held an ambiguous view.

The first round of reform began in the early 1990s, with a considerable

delay compared with most other OECD countries. Competition improved

markedly in the domestic air transport market and the retail petroleum

sector following the moves to liberalise the respective markets. Similar

benefits emerged in the telecommunications sector following the intro-

duction of two private and one public operator in mobile telephony and in

the media sector following the liberalisation of television and radio licens-

ing. During the same period, the Government initiated efforts to attract

foreign capital through Build-Operate-Transfer (BOT) operations;

notable results were the contracts for the new Athens Airport at Spata

(which was recently completed) and the Rio-Antirio Bridge. The prospects

for the Government’s 1996 initiative are much improved in view of an

apparent shift in popular opinion favouring privatisations, in part due to

the positive results from reforms experienced both in Greece and in other

OECD countries.

To prepare Greek public enterprises for the challenges posed by an EU-

wide competitive environment, as well as to underpin the budget consolida-

tion efforts, the government decided that it will need to improve the quality

of service, raise productivity, and attract private participation in their financ-

ing. The cornerstone of the latest government initiatives is the 1996 legisla-

tion that aims to change public enterprise management. The aim of this legis-

lation is to introduce a management style equivalent to that existing in the

private sector. To this end, public enterprises have been transformed into
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sociétés anonymes. New managers have been hired through public and com-

petitive tenders. And each enterprise was to prepare strategic and business

plans (often with the assistance of international consulting firms). Mana-

gement independence was to be strengthened through management con-

tracts based on performance criteria consistent with the approved business

plans.

International experience has been disappointing regarding the success of

management contracts in providing adequate firewalls and preventing con-

flict of interests between management and short-term government considera-

tions. In many cases, government intervention led to breaches in initial

financial targets and left taxpayers the bill, as these contracts are essentially

unenforceable. In other cases, the lack of a credible hard budget constraint

was the source of similar outcomes.

Dissatisfaction with the model of management contracts has led many

countries to use more competitive environments to ensure the efficient

operation of public enterprises. This solution obviously requires more par-

ticipants and thus governments have liberalised the relevant markets so as to

attract new participants and have also turned to the private sector for the

management and/or ownership of their public enterprises. This tendency has

been facilitated by technological innovations, which have reduced the sec-

tors that previously were considered to be natural monopolies, as well as by

successful experiments in auctioning the rights to operate public services

and to construct infrastructure.

A necessary complement to this approach has been the introduction of

independent and powerful sector regulators for the large sectors so as to

ensure fair and competitive practices, which also serve to attract more par-

ticipants. In addition, the existence of an overall competition watchdog has

ensured the well-functioning of individual markets as well as permitted arbi-

tration of cross-sector issues. It has also provided a venue for the private sec-

tor to address its complaints regarding non-competitive behaviour of public

enterprises (see Section III).

The Greek government considers management contracts to be a first step

in the reform process. After undertaking the appropriate due diligence pro-

cedures, which clarify the financial position of the firm, and preliminary

restructuring, the government intends to divest from the financially more

viable public enterprises, especially as their markets are opened to competi-

tion. The sale of enterprises has been a contentious issue and it is still polit-

ically difficult to sell majority shares. Only in late 2000 was legislation passed

permitting the sale of more than 49 per cent of OTE, and similar legislation

was passed for Olympic Airways in the first months of 2001.
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The government’s decision to proceed with partial sales in profitable

enterprises (either equity or operations for pre-determined periods) should

provide the double benefit of injecting more exacting and dynamic minority

owners to spur operational efficiency while attracting new capital to support

needed investment. Of course, this form of corporate governance would be

enhanced by the larger the ownership share held by investors as well as the

diversity of ownership. The decision to seek strategic investors, who would

operate the firm as well as risk their own capital, would also work towards

this objective. However, leaving majority ownership in the hands of what the

private sector could consider a whimsical public owner weakens investors’

interest. In the case of OTE, a strategic partner is being sought but man-

agement is likely to remain in the hands of the Government.

Larger privatisations would also increase public revenues. However, this

should be a secondary objective and should not delay the timing of sales in

view of opportunity costs. On the contrary, the process should be accele-

rated. International experience suggests that the biggest gains can come

from higher future tax revenues rather than the upfront privatisation

receipts. Moreover, clawback clauses in the sales contracts, based on an

expected profit stream, can protect the Government from accusations of

underpricing the sales.

The Design of Contestable Markets

International experience indicates that it is not easy to introduce a suit-

ably contestable environment, with easy entry and exit for potential com-

petitors. Such pervasive institutional changes are difficult to design and even

more difficult to implement. In the case of Greece, its isolated geographical

location —reducing potential competition from imports— complicates the

problem even further. And if this aspect of the reform fails, private or pub-

lic enterprises that retain monopoly power will have few incentives to oper-

ate efficiently. Most mistakes have been made in designing contestable mar-

kets in sectors containing elements of natural monopoly —or in sectors

where network effects/externalities exist— (i.e. electricity, natural gas,

water, rail service and, to a lesser degree, telecommunications), where

Greece is facing important institutional changes (Table 10-4). The most

common regulatory flaws have involved third-party access conditions to the

network (especially access charges), the failure to reduce the market power

of incumbents, and not correctly solving technical issues such as public ser-

vice obligation and sunk costs (see Box 10-1 below).
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SOURCE: OECD, Economic Outlook 67 (June 2000).
a. Services in lower-density, lower-volume residential areas are less likely to be competitive than services to high-

density, higher-volume commercial areas.
b. In the case of telecommunications, demand-side or network effects are as important as the underlying cost struc-

ture in limiting the number of firms providing local services that could be sustained in the absence of regulation.
c. Scope for competition varies depending on geography and nature of demand, amongst other things.

Table 10-4.  Industries Featuring Both Competitive and Non-Competitive Components

Activities
which are usually

competitive

Activities
which are usually
non-competitiveSector

Long-distance services

Mobile services

Value-added services

Local loop services to high-volume

business customers, especially in

high-density areas

Electricity generation

Electricity "retailing" and "market-

ing" activities

Gas production

Gas storage (in some countries)

Gas "retailing" and "marketing"

activities

Aircraft operations

Maintenance facilities

Catering services

Pilot services, port services

Operation of trains

Maintenance facilities

Water collection and treatment

Transportation of mail

Delivery of urgent mail or packages

Delivery of mail to high-volume

business customers, especially in

high-density areas

Local residential telephony a,b

High-voltage electricity

transmissionc

Low-voltage local electricity

distributiona

High-pressure gas

transmissionc

Low-pressure local gas

distributiona

Airport services such as

take-off and landing slots

Port facilities 

Track and signalling

infrastructurec

Distribution of water and

wastewater

Door-to-door delivery

of non-urgent mail in

residential areasa

Telecommunications

Electricity

Gas

Air services

Maritime transport

Railways

Water

Postal services
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Box 10-1. Vertical Integration versus Vertical Separation

A difficult question is whether a separation of the non-competitive segment

of the industry from the competitive component will enhance the level of com-

petition and the quality of regulation (Table 10-5).

SOURCE: OECD, Economic Outlook 67 (June 2000). (Box continued)

Table 10-5.  Key Factors Influencing the Choice between Vertical Separation and Integration

Factors
favouring vertical

integration

Factors 
favouring vertical

separation

Strong economies of scope
between competitive and non-
competitive activities.

Information about costs in
the non-competitive activity is
readily available and access
prices can be reasonably
efficient using available
information.

Cost information in the
competitive activity is easy
to obtain and can be used to
prevent anti-competitive
cross-subsidisation.

Capacity and quality are
readily verifiable.

Institutions are effective in
controlling the incentives for
the incumbent to delay or
obfuscate.

The legal environment is
relatively weak in protecting
long-term contracts.

Weak or no economies of
scope between competitive and
non-competitive activities.

Information about costs in the
non-competitive component is
difficult to obtain because of
the use of internal transfer
prices to shift costs and profits
around an integrated firm.

In addition, information
about costs in the competitive
component is difficult to obtain,
making the prevention
of anti-competitive cross-sub-
sidisation difficult.

Efficient pricing requires ex-
ploitation of private informa-
tion in the hands of the incum-
bent, which it can conceal.

Incumbent can conceal capacity
or quality of the service.
Efficient pricing may require
auctions of the capacity of the
non-competitive component.

Incumbent firm has wide
scope for using legal and 
regulatory process to delay
or obfuscate.

The legal environment is
supportive of long-term
contracts.

Economies of scope

Regulated firm
has private 
information
regarding costs.

Regulated firm
has private informa-
tion regarding
demand elasticities,
capacity or quality.

Institutional and
legal context
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Energy Sector

The reform of the electricity sector is probably the most critical area of

reform. It is an essential input for the rest of the economy, and the incum-

bent monopolist is in a very weak financial situation, with very poor produc-
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Box 10-1 (continued)

Vertical separation is a more drastic action. However, the main benefit is

that it reduces the incentive for the vertically integrated incumbent to restrict

competition (e.g. either by raising the price of access or lowering the quality of

access to new entrants in the competitive sector of the industry). In the case of

separation, and under the assumption that the price of access is set above mar-

ginal cost, the owner of the monopoly segment will have the incentive to pro-

vide services to all customers, and it will have the incentive to invest in upgrad-

ing the network infrastructure. In this case, only final price cap regulation is

necessary to achieve an efficient outcome. With a vertically integrated firm,

more complex pricing policies are necessary to achieve optimal outcomes, e.g.

two-part tariffs versus long-run average incremental cost. These will depend

on the quality of information provided by the incumbent regarding its costs,

and the demand elasticities for its products.

In addition, separation can enhance the quality of information regarding

transfer pricing and thus prevent cross-subsidisation. Accounting separation, if

effectively implemented, could attain the same objective; however, interna-

tional experience suggests that it has been difficult for regulators to offset fully

the ability of the integrated firm to manipulate such information. In the

United States, for example, interconnection agreements have been negotiated

far more easily between ATT and the baby Bells (owners of the monopolist

segment) than between ATT and the integrated firm GTE (Mini, 1999).

Moreover, taking accounting separation one step further, and introducing a

not-for-profit operator of the monopoly segment of the industry, may also lead

to inefficiencies, as this operator will have little incentive to upgrade the infra-

structure (e.g. to undertake the necessary technical innovation to allow for

number portability and carrier pre-selection).

The main argument against vertical separation is that economies of scope

between the upstream and downstream sectors of the industry may be lost (e.g.

there exist commonalties in the production of the two products).

Regulatory bodies can be substituted for vertical integration. However, reg-

ulation has proven to be difficult, costly and often only partly effective, even if

the regulator was endowed with strong powers.
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tivity levels and a deeply leveraged financial position. The 1999 legislation

liberalising the sector is broadly in line with the 1996 EC Directive for the

sector. However, the current framework is unlikely to generate competition

since:

— DEH remains an integrated monopolist;

— the Government and DEH remain in control of important access

issues:

i) the systems operator —who will be set up to operate the high-voltage

system— is jointly owned by DEH (49 per cent initially) and the Gov-

ernment (51 per cent).

ii) DEH owns and will continue to operate the low-voltage distribution

system.

— Pricing policy is left to the Government, and the uncertainty arising

from an unspecified pricing policy is likely to deter new entrants, and

tariffs set too low will deter the undertaking of private investments by

stretching out the pay-back period.

Several other factors also point to the need for a bolder reform so as to

attain a rapid creation of a more contestable market. Greece lacks potential

competition from imports from other EU countries and its Balkan neigh-

bours due to geographical and economic/infrastructure reasons, respectively.

This isolation places a larger onus on stimulating the potential for domestic

competition. However, competition between energy sources seems to be

jeopardised by cross-sector financial interests between the incumbent public

sector enterprises. For example, the Public Power Corporation (DEH) con-

trols the lignite mines. Hellenic Petroleum has a call option to repurchase

part of the natural gas company (DEPA), and expects to control 51 per cent

of DEPA by end-2001. Finally, there exists a profit-sharing agreement

between DEH and DEPA on natural gas operations.7

Another important obstacle to competition is the non-transparent and

distorted access and pricing for key inputs (natural gas and lignite) as well as

the fact that recourse to public resources appears to be highly advantageous

to the incumbent and thus provides barriers to entry. Moreover, the verti-

cally integrated incumbent could use the long transition period contained in

the EC Directive on electricity to discriminate by charging different prices

to captive and competitive markets. Leaving all these impediments to com-
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7. DEH has signed a long-term take or pay contract with DEPA for natural gas. To com-

pensate for the high price, a profit-sharing agreement was signed (Mylonas and Joumard,

1999). The contract also reportedly specifies that DEPA can not sell natual gas to a third party

at a lower price than what was agreed with DEH.
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petition at the initiation of the reform will likely permit the electricity sector

to remain an effective monopoly for the foreseeable future.

A bolder reform would also sever the financial links between the natural

gas, lignite, petroleum, and electricity sectors. Such separation could pro-

mote horizontal competition between substitute products as well as vertical

competition for the key inputs to the electricity sector. Specifically, the

petroleum sector should not own or control the natural gas company. These

are the two main competing sources of energy in Greece. Third-party access

conditions to lignite, which is currently the main input for the Public Power

Corporation (DEH), would be greatly enhanced if the mines were inde-

pendent from their main downstream buyer. Finally, the manipulation of the

access price for the supply of natural gas to the Public Power Corporation in

the agreement between it and the natural gas company (DEPA) is a con-

straint on potential entrants.

Fair access to inputs and customers would attract new private-sector play-

ers to electricity generation. However, the long lags until the entry of com-

petition under the EC Electricity Directive (2005) and the above-described

advantages of the incumbent are not encouraging. If there is no immediate

interest by private sector participants in the new legislation, additional steps

should be made to encourage entry into generation.

— First, a complete separation of DEH’s generation operations from dis-

tribution ones instead of an accounting unbundling (i.e. the creation of

independent companies). The distribution firm(s) would then have the

incentive to search for the cheapest source of electricity supply.

— Second, the separation of the generation capacity of DEH into several

competing firms.

In Italy, for example, ENEL is required to divest 15 GW of generating

capacity by 2002 so as to meet requirements that no firm controls more than

50 per cent of the generation market. The splitting up of generation should

not lead to inefficient productivity, since the optimal operating size for genera-

tion is not large, as indicated by the advent of micro-power in some countries.

This second step would obviously require a fair distribution of DEH’s

stranded costs so as to ensure a level playing field; and the example of

other countries can be followed to this end. In Spain, for example, cost

compensation was achieved through price cap regulation. There was a

mechanism for redistributing the “extra” revenue among the firms in rela-

tion to their share of the sunk costs (OECD 1997). In other OECD coun-

tries, empirical evidence suggests that the financial unbundling of genera-

tion and/or transmission has reduced prices and excessive reserve margins

(Steiner, 2000).
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This strategy would permit the electricity sector to follow the example of

the retail side of the petroleum sector. This sector has exhibited the benefits

of previous liberalisation. Competition in this sector is now lacking at the

level of refining, where barriers to imports arise from storage requirements.8

Specifically, Greek legislation requires trading (distribution) companies to

maintain stocks in Greece equivalent to 90 days of their (previous year’s)

sales. In contrast to EC Directives, these stocks cannot be kept in other EU

countries. As licenses for refined petroleum storage facilities are hard to

obtain and the facilities expensive to build, trading companies negotiate

agreements with the two large domestic refineries, and these agreements

have included clauses requiring the purchase of refined products only from

them. As a result, there are no refined petroleum product imports into

Greece (except for diesel fuel for which there is a production capacity short-

fall), and these entry barriers have resulted in very high inland refining mar-

gins. The easiest solution would be to grant licences for the construction of

storage facilities. Another option is that the storage facility, which plays the

role of the monopoly or network component of this industry, be in the hands

of an independent company and be run by the sector regulator.

Telecommunications and Transportation

In the sectors more susceptible to competition, a government strategy of

opening up the market to new entrants should provide sufficient impetus for

the creation of an environment that efficiently provides low-cost goods and

services to the economy. Two prime examples in Greece are air transport

and telecommunications. Soon after the respective partial liberalisation of

these sectors (mobile telephones and domestic flights), new entrants have

provided alternatives to the public monopolist, have given the impetus for

improved services and/or have forced a decline in prices for the respective

public enterprises. In the case of domestic air travel, private carriers now

control approximately 50 per cent of the market, while mobile phones have

already achieved a market penetration of about 50 per cent, which is above

other European markets that opened much earlier.

In the case of air transport, the 1998 restructuring programme for Olympic

Airways, approved by the EC, has apparently failed and the firm now faces

bankruptcy. The Government is seeking to find interested buyers, for approx-
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8. The other important barrier to competition is the public refinery’s role as exclusive sup-

plier to the army and other public enterprises.
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imately 65 per cent of the company, with the hope that new ownership would

improve operations and import know-how. International experience indicates

that few viable options exist for Olympic Airways other than to focus on niche

markets, rather than attempting to maintain (or attain) extended markets.

Looking forward, the new Spata airport provides a unique opportunity for

Greek airlines to compete in larger markets through international alliances

and the establishment of feeder links to other operators. Airport facilities are

the monopolistic segment of the industry, and the fact that it is in the hands of

an independent firm (by a concession agreement) should help set a level play-

ing field among airlines. For example, the fair allocation of the large increase

in the number of slots could be used to enhance healthy domestic competition.

In the case of telephony, OTE’s healthy financial position and rapidly

changing technology should attract competitors and thus provide a high level

of consumer benefits, following market liberalisation. In this sector as well,

empirical evidence indicates that, even adjusting for the influence of techno-

logical development, product market competition brings about productivity

and quality improvement and results in lower prices (Gonenc, 2000). In the

event, such positive results have already been observed for OTE owing to the

competition from mobile telephone companies and the prospects of opening

up the domestic fixed telephony market. Not only have prices fallen (for long-

distance calls) but the quality of service has improved tremendously.

In the liberalised environment, for competition to be furthered, interconnec-

tion charges need to be based on forward-looking costs and accounting separa-

tion must be introduced. Fair and effective competition must be promoted,

especially in local markets. The nature and extent of universal service obliga-

tions must be defined and a way of funding and delivering it in a cost-effective,

technologically neutral way established. The new telecommunications law which

has recently come into force offers a timely opportunity to install such pro-com-

petitive regulatory principles. But for this pro-competitive environment to be

effective, it must be followed by regulatory rules that are promptly and effec-

tively implemented by a well-empowered independent regulator to develop a

fair, transparent and stable competitive environment for all market players.

Looking ahead, the main challenges will be for the sector regulator, the

National Committee for Telecommunications and Post (EETT), to insist on

fair interconnection charges, which are currently high compared with other

European countries,9 and on timely access to leased lines from OTE by
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9. The EC Interconnection Directive permits cost-based pricing of interconnection
charges but states a preference for charges reflecting the lower value, consistent with long-run
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value-added service companies. The speed at which new entrants will arrive

to the market may, however, be moderated by several potential drawbacks

in the new framework opening up the market:

— First, the delay in the introduction of carrier selection, carrier pre-

selection and number portability until 2003.

— Second, final (consumer) prices are to be set by EETT; however, the

pricing formulas have not yet been announced (e.g. a price cap formula

which would enhance the incentives for innovation).

Concerning the mobile telephone market, competition would be strength-

ened further through the rapid introduction of a fourth operator. The Govern-

ment is currently considering doing so at the time of the auction of (third-gen-

eration) UMTS licenses. Another competition-friendly decision would be to

eliminate the requirement that international mobile calls pass through OTE ’s

network and be charged its high international interconnection rates.

Public Service Obligations and Pricing Policy

Almost all public enterprises have been burdened with uncompensated

and ill-designed public service obligations. These are partly to blame for the

poor financial situation of some of the largest loss-makers; e.g. rail service,

urban transport, air transport, water and sewerage services, and postal serv-

ices. When restructuring these firms, the government must decide on the

extent of the public service obligation and base this decision on a full cost

evaluation of the provision of such services. In many cases, current budget-

ary constraints (combined with commitments to other social objectives) or

simple need-based targeting considerations could suggest a more limited

public service obligation. Examples are the highly under-used trains in the

southern Peloponnese region (especially given the parallel development of

road networks), the under-utilised postal offices in rural areas (which can be

substituted by lower-cost agencies operating out of local stores), the long-

distance flights to countries with Greek emigrants, and extensive public tel-

evision, which serves less than 10 per cent of the viewing audience.

Regarding pricing, raising ticket prices for urban transport, rail or postal

services from the current extremely low level should not be considered as

regressive, even if externalities or social considerations suggest that a degree

of subsidisation should be maintained. Use of urban transport can be

increased through taxation of the competing, socially more expensive, car

transport, as has been done in other countries. Raising fuel taxes —which are

among the lowest in the OECD area— could serve to raise the cost of opera-
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ting cars towards their social cost to the economy, and thus help reduce the

economy’s relatively high energy intensity (Table 10-6). More generally,

direct means-tested assistance from the budget would probably be a more

efficient and cost-effective method of providing subsidies to the truly needy.

In the event, clear contractual agreements with the enterprise stating the

service provided (quality, distribution, etc.) and the compensation to be

received must replace the policies of residual deficit financing (i.e. soft

budget constraints) and the other non-transparent arrangements. Once such

clear agreements are reached, the rationale for public operation of the serv-

ice lessens, and countries experimenting with tenders to private operators

for a pre-determined duration period have achieved further efficiency gains.

The finite period of the arrangement provides the operator with the incen-

tive to perform well so that the contract will be renewed. In the case of

Greece, water and sewerage services, urban transport, rail services, and

postal services could all be candidates for tenders. In several sectors, split-

ting the public monopoly into several competing firms provides the option

for benchmarking, which would be another means for judging performance.

Though the infrastructure could probably remain in the hands of the pub-

lic sector, over the longer run such a division of responsibility skews the

incentive for the operator regarding the maintenance of the infrastructure.

If sales are linked to infrastructure ownership, then private sector capital

could provide significant relief to the budget and supplement EU funds.

Moreover, competition by private sector applicants to use EU funds, and the

infrastructure to which they apply, could improve the efficient utilisation of

these resources and deter cost overruns and completion delays. Such incen-

tives appear to have made the completion of the new Athens airport at Spata
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SOURCE:  International Energy Agency.
a. Total Primary Energy Supply comprises indigenous production + imports – exports – international marine

bunkers +/- stock changes.

Table 10-6.  Petroleum Dependence

Share of tax in
unleaded gas price

1998

Petroleum share
in TPES

1998
TPESa/GDP

1998

55.7
72.7

70.7

67.6

62.0

56.4

76.8

24.1

58.8
35.5

40.6

56.9

54.7

51.1

35.9

38.9

0.28
0.19

0.18

0.14

0.19

0.15

0.22

0.31

Greece
France

Germany

Italy

Spain

Japan

UK

US
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the only large project to have been completed on schedule, and without

large cost overruns. Similar structures have been used for the construction

of the low-pressure natural gas distribution system and can be extended to

electricity distribution as well.10 Nevertheless, for existing public enterprises,

raising additional resources from the private sector will require share capi-

tal increases (as equity sales accrue to the State), and, for the new ownership

to risk the additional investment, it will be necessary for these enterprises to

implement ambitious restructuring plans.

III. The Role of Regulators

The move from a situation where sectors are dominated by state-run

enterprises towards one of competitive markets would benefit greatly from

the existence of regulators to act as competition arbitrators, especially in the

early stages of the transformation. The experience in other countries has

been to develop and strengthen the role of competition agencies, with econ-

omy-wide competencies, as well as of sector regulators. In the case of

Greece, the role of the latter will be even more important in view of the mul-

titude of situations where liberalisation leaves the incumbents as vertically

integrated firms (electricity, natural gas and telecommunications).

Competition Committee

The Competition Committee has had little influence over policy to date.

Its major role has been to decide on the appropriateness of mergers involv-

ing private firms. Decisions on merger applications are an important activity,

but perhaps lower on the list of priorities in Greece, compared with other

countries, in view of the large concentration of small firms, comprising only

few employees. Thus, in the case of Greece there appears to be a need for

consolidation. In recognition of the misplaced emphasis on mergers, legisla-

tion passed in August 2000 raised the limit on the market share above which

the Competition Committee must be informed in advance of the merger

from 25 per cent to 35 per cent.

Moreover, the new legislation gave the Competition Committee more

power, since it strengthened its advocacy role. It can now choose the mar-
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ects is currently being implemented by the government.
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kets and sectors for which it can issue opinions regarding the appropriate-

ness of competitive conditions. Previously, a request needed to be made by

a set of pre-identified bodies (Parliament, the Ministry of Development, the

Ministry of National Economy, associations of trade and industry, unions

etc.) before it could proceed on a specific inquiry. The Competition Com-

mittee has also been hampered by its low number of staff and their poor

qualifications and remuneration. Even its current physical location (in one

of the buildings of the Ministry of Development) is a symbol of its past lack

of independence.

The staff of the Competition Committee is several times smaller than in

other OECD countries, adjusting for the economy’s size (OECD, 2001).

One consequence is the lack of resources to obtain adequate information so

as to make such reports, though the Committee has the right to such infor-

mation.11 The August 2000 legislation took a step forward in this regard by

granting the Competition Committee financial independence (a 0.001 per

cent charge on new listings and capital raisings), and it has its own budget,

separate from that of the Ministry of Development (GRD 626 million for

2001). However, staff salaries may still not be sufficient to attract adequate

staff and compare very poorly with those offered to staff in the newly created

telecommunications sector regulator.

The new legislation has moved the focus of the Competition Committee

in the right direction. However, it is too early to tell whether the Committee

will attain the stature of similar committees in other countries (e.g. Agencia

de la Competencia in Spain and the Office of Fair Trade in the UK). It faces

several critical tests in that it has been advised by the Government to inves-

tigate the current degree of competition in the domestic passenger ferry

market and the petroleum market.

Another challenge that the Competition Committee faces is the interac-

tion with the newly created sector regulators (such as that in the telecom-

munications sector and in the energy sector). A benefit of having only one

economy-wide regulator is that it can perceive cross-sector issues and it is

less easily “captured” by the firms it purportedly regulates. On the other

hand, sector regulators can specialise in the technical issues relevant to the

specific sector. In some countries, sector regulators form a specific sub-

component of the economy-wide regulator. International experience sug-

gests that sector regulators should acquiesce to the view of the Competition

Committee in the event of disagreement. The August 2000 legislation leaves
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the hierarchy in doubt, since the Competition Committee appears to have

the upper hand only on issues delegated to it by the sector regulators

(Revision of Article 8 of Law 703/1977 by Law 2837/2000).

Sector Regulators

The Government has created new sector regulators for the telecommuni-

cations and energy sectors and there exist sector-bodies with weaker author-

ities for passenger shipping and air travel. In all sectors, the main issues that

the regulator must face are similar. In a market structure with competitive

and non-competitive segments, the regulator’s task will be to ensure the exist-

ence of a competitive framework through its decisions regarding: (i) final

prices, (ii) access conditions, including access price, (iii) consumer safety,

and (iv) public service obligations.

Telecommunications

The National Committee for Telecommunications and Post (EETT) was

set up in 1994 as an independent authority supervised by the Ministry of

Communications and Transport, with functions of a consultative, supervi-

sory, and enforcement nature. From the start, it has faced a number of prob-

lems that have seriously hampered its ability to act as an effective inde-

pendent regulator for the sector. Principal among these are a lack of insti-

tutional powers in certain important areas (such as the granting of licences,

clarity with respect to the boundaries between the Committee’s powers and

those of the Ministry, insufficient human resources and lack of relevant

expertise).

The new telecommunications legislation, which passed Parliament in

December 2000, significantly enhances the powers of EETT. From having a

largely advisory role (especially with respect to the granting of licences), it

appears that EETT has been provided with powers broadly similar to sister

agencies in other countries. Under the new legislation, EETT is responsible

for:

— licensing, including the award, amendment, withdrawal, and transfer of

individual and general licenses;

— telecommunication tariffs, in particular their cost-orientation in rela-

tion to interconnection, local loop unbundling, and leased lines, as well as

the implementation of proper cost accounting systems;
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— setting the conditions for access to the network leased lines and for

their availability;

— ensuring that competition is attained (e.g. by checking inter-firm inter-

connection agreements);

— the definition, costing, and financing of universal service;

— the management and allocation of frequency spectrum;

— the administration of National Numbering Plan and the allocation of

numbers;

— pronouncing opinions on new legislation; and

— arbitrating between firms.

The role and reputation of EETT will develop over time, and old customs

will change slowly. For example, in the decision over whether the state-

owned electricity company (DEH) should be permitted to participate in the

auction for the wireless in the local loop basic telephony licenses —a deci-

sion which should have been solely in the hands of EETT— several

Ministries attempted to influence the decision.

Energy sector

The new energy sector regulator (RAE), whose mandate includes the

electricity market, the petroleum market and the natural gas market, was set

up in late 1998 and attained financial independence in August 2000 (by

means of its ability to charge fees on firms participating in the energy sec-

tor). In contrast to the telecommunications sector, the energy sector regula-

tor has mainly monitoring, advisory and referral responsibilities. True regu-

latory responsibilities rest with the Ministry of Development, which sets tar-

iffs, gives licenses, and is responsible for the public service obligation. The

fact that the Government will remain the majority owner of the integrated

monopolist and make most of the key decisions instead of the sector regula-

tor is unlikely to foster a competitive environment in a sector where intro-

ducing competitive elements will, in any case, be difficult.

Passenger shipping

The sector is regulated by the Maritime Ministry, which decides on entry

(licensing), pricing, route scheduling, the imposition of public service obli-

gations, certification and enforcement. The Ferry Transport Advisory Com-

mittee (GEAS) is an advisory body which makes non-binding recommenda-
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tions about licenses and prices. It is not an independent agency and is basi-

cally dominated by government representatives.

An independent regulator along the lines of that in telecommunications

could play a useful role, in view of the end of the derogation granted to

Greece at end-2003, regarding the elimination of cabotage restrictions. It

should be able to grant licenses and determine the fulfilment of the public

service obligations. The Government has recently announced that it will

move up the elimination of cabotage restrictions by 15 months, and that it

will introduce a strengthened regulator for the sector.

Air travel

This sector is regulated by the relevant Ministry (the Ministry of

Transportation), while the Civil Aviation service —YPA— basically has the

role of airport authority. In essence, YPA is a service provider as well as an

(albeit weak) regulator. It is not an independent organisation and forms part

of the Ministry of Transportation. As far as its regulatory powers are con-

cerned, its main role is an advisory one to the Ministry, with market liberal-

isation proceeding as set out in the relevant EC Directive (2407/93/EC).

Regarding the new airport in Athens, it appears that the concession grants

the private owner the right to set (and receive) all airport-related tariffs,

though it must treat all airlines equally. It is not clear to whom airlines will

be able to appeal in the event that they feel that they are unfairly treated by

the new airport authorities. In this sector also, an independent regulator

could play a useful arbitration role in adjudicating issues between (private

and public) airlines and the airport authority. This involves the need for a

separation between the two current functions of YPA (that of the service

provider and that of the regulator) by setting up two separate organisations.

In summary, the independent Competition Committee and the sector reg-

ulators are a relatively new, but certainly welcome development in Greece.

To date, only the Competition Committee and the telecommunications sec-

tor regulator appear to have powers comparable with those of authorities in

other countries. In these cases, time will be the judge as to their effectiveness.

Nevertheless, both will need to act and, just as importantly, to be seen to act,

independently from the Government, and to push hard for liberalisation.

The Competition Committee should not shirk from analysing difficult mar-

kets such as electricity, or —more broadly— energy and then making public

its findings. As regards EETT, it should aim to move forward the date on

which carrier selection and pre-selection will be permitted.
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In view of the likelihood of a multitude of complex issues that will arise

as several other important sectors are liberalised, legislation providing simi-

lar powers to sector regulators in other areas could be useful, though these

regulators could be subsections of the Competition Committee. In general,

the ruling hierarchy between the Competition Committee and the sector

regulators will need to be established.

IV. The Role of Framework Conditions in Promoting Private-
Sector Competition and Entrepreneurship

This paper has so far mainly dealt with the product market reform issues

that arise in the context of markets dominated by a few large players, usually

public sector firms (telecommunications, energy, air transport), or large pri-

vate firms (sea transport). Getting structural policy right in these markets is

obviously critical for overall output and productivity performance, because

of the large weight these sectors have in total GDP. Ownership issues and

regulatory structures in increasingly liberalised environments take centre

stage in those cases.

There are, however, a number of other product market reform issues that

are central to any structural reform agenda. They relate to the role of frame-

work conditions in promoting private-sector competition and entrepreneur-

ship. Such conditions cover a broad range of areas. They relate to entry

issues, licensing requirements, closed professions and standards. They cover

financing issues, and the availability of bank credit and other capital for new

entrepreneurs. They have to do with the institutional and legal framework,

which fosters or discourages private sector activity and entrepreneurship,

such as the tax systems, the system of corporate governance, insolvency law,

etc. Finally, there is a host of issues that revolve around the capacity of an

economy to move towards new areas, turning effectively new ideas into new

technologies, products and services.

In this context, increasing attention is being paid to the notion of “entre-

preneurship”, and in particular the ease with which firms enter markets,

search for profitable opportunities and exit if they fail. Entry, displacement,

search, fast growth and exit from markets drive overall performance; young

firms and entry opportunities are key in this process. Such “turbulence” is at

the heart of dynamic and competitive economies.

In many countries, reform efforts in this area have included the simplifica-

tion of business reporting requirements and acceleration of procedures for
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obtaining licenses or other types of government authorisation, thus easing the

burden on small firms and removing obstacles to business start-ups.

Regulatory reviews in many countries have attempted to identify regulations

that do not, or that no longer, serve the purpose for which they were adopted

or that impose burdens on industry which outweigh their benefits. Consensus-

based rulemaking, enhancing public participation in the rule-making process,

and using market-oriented approaches to regulation have all been important.

In the case of Greece, one of the difficulties in judging whether such condi-

tions are binding for output growth and economic performance in general is that

there is often a wide gap between legislation and practice. Legislation and reg-

ulatory conditions whose design is such as to discourage private-sector activity

are often not enforceable or enforced, so that in actual practice they have little

bearing on private-sector activity. Conversely, other pieces of legislation on reg-

ulations, while reasonable on paper, in practice are enforced in such a way as to

impose steep costs and effectively act as obstacles to entrepreneurial activity.

Another difficulty relates to the lack of data in some of these areas. This

issue is particularly troublesome in the case of Greece. For these reasons —

aside from the inherent difficulty in establishing robust one-to-one relation-

ships between such framework conditions and economic performance— the

arguments presented below remain to an extent heuristic, resting on evi-

dence that falls short of that which would have been desired.

Entry Issues

Entry issues relate to administrative burdens on start-ups and licensing

issues. Regarding administrative burdens on start-ups, the focus of international

studies is on the potential delays and costs for company registration. These are

seen as a barrier to entrepreneurship and as an indicator of the quality of the

administrative and regulatory environment within which firms have to operate.

International comparisons, such as those by the European Commission

(2000), paint a poor picture for Greece. Composite indicators, taking into

account costs, delays, as well as the number of procedures and of services or

government departments involved, show Greece at far below average within

OECD countries. In particular, the results show an impressive number of

documents required prior to new company registration, a high number of

government services involved, and long waiting times and high cost. Never-

theless, some 30,000 new firms —albeit many comprise “one-person” ope-

rations— are created on a net basis every year (80,000 on a gross basis), sug-

gesting that another problem may be the lack of potential for growth.
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The Greek authorities understand that there exists today an excessive

bureaucracy for obtaining what is necessary to start up a company, and that

entrepreneurs are faced with too much legislation, which is often complex

and overlapping, and poor government administration. For example, getting

the articles of association for a new business approved requires several “tos

and fros” between the prefecture authorities, the notaries, and the tax

authorities, before the articles are published in the government gazette. An

effort is underway in this respect for a simplification of procedures and the

creation of “one-stop shops”.

Licensing issues are also important. OECD work has shown that the

removal of obstacles for entry into certain professions as well as of adminis-

trative regulation (such as fees set by the state, or restrictions on advertising)

have resulted in significant price reductions for professional services, ranging

from a few percentage points to 30 per cent in some cases. Some first indica-

tions for Greece from an ongoing study suggest that entry into transportation

services (trucking and buses) is especially arduous as few new licenses are

forthcoming. As a result, both sectors are dominated by many small opera-

tors, not operating in a co-ordinated fashion, when in both sectors there are

potential gains from economies of scale. Restrictive shopping hours have a

similar impact, sustaining less competitive participants in the retail sector.

In addition, for a number of technical professions and liberal profession-

als (such as lawyers, notaries, architects, pharmacists and mechanical engi-

neers) legislation creates artificial demand or distorts prices. For example,

there are requirements for the presence of lawyers and notaries at the sign-

ing of contracts which in other countries are deemed too trivial. May 2001

legislation has improved the situation. In the case of pharmacies, the law

defines a hefty fixed profit margin (35 per cent) and restricts what products

can be sold over the counter and retail (e.g. in supermarkets). On the other

hand, price ceilings exist in the drug manufacturing sector —no price higher

than the cheapest commensurate product in the EU— which has led to a

major downsizing of the industry. Price ceilings exist on private school fees

and car insurance premiums (which have created financial problems in the

latter sector as they do not compensate fully for risk).

Institutional Framework

The institutional framework is a hindrance to the creation and develop-

ment of private sector activity, as it impedes entry, growth and exit from

markets. Similarly to the cases described in Section II, fair access conditions
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are a prerequisite for competition. The main failures of the institutional

framework are:

— Labour rules make hiring and firing expensive.

— The tax system contains incentives for firms to remain small and unin-

corporated.

— The legal system does not provide a level playing field through an ade-

quate enforcement of the rules of the game.

Labour regulations: Hiring and firing employees is relatively expensive

in Greece, which makes it riskier for a competitor to make the decision

to enter the market.12 The minimum wage is a relatively high share of the

average wage,13 and more importantly, non-wage labour costs, comprising

contributions for state pensions, health care and unemployment benefits,

increase labour costs to the employer by about 30 per cent. A reduction

in the workforce in the event a business is performing less well than planned

is also difficult, since Greece has one of the most restrictive employment

protection legislations in the OECD (Nicoletti et al., 1999). For example,

severance pay for employees can reach 24 months’ salary for 28 years of

employment —this is among the most generous in the OECD— and there

exist monthly firing limits. Finally, there are tax obstacles to more flexible

forms of pay, as the tax treatment of stock options until quite recently was

unclear (see below).

Enterprise tax system: The tax system for enterprises is complex, non-

transparent and provides incentives for firms to remain small and unincor-

porated. The end-result is that it is unlikely firms will attain a size that can

compete on a larger scale. Specifically, tax rates are lower for unincorporated

firms. The corporate tax rate is 35 per cent for firms listed on the stock

exchange, but falls to 25 per cent for general and limited partnerships. The

tax system may also provide incentives for self-employment since social

security contributions in this case are effectively much lower than for

employed workers. It thus appears to be a major factor for the large share of

small unincorporated firms in Greece and non-agricultural self-employed.

Legal system: The courts are very slow in Greece, and the number of cases

that take more than one year to decide have risen dramatically over the past

two decades. Without making a judgement as to the quality of legislation per-

taining to enterprise law, we note that in practice individuals hesitate to seek
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retribution in the event of a counterparty’s failure to meet contract obligations,

since it is unlikely that timely and substantive benefits would result. Inter alia,

court ineffectiveness stems from the strict bank secrecy laws, which make it

almost impossible for the courts to seize bank assets. It is partly for these rea-

sons that one observes the phenomenon of large recourse to guarantees. For

example, banks demand collateral worth substantially more than the amount

they lend, and suppliers seek post-dated checks as a form of credit or guaran-

tee. In Greece, unlike most other countries, a bounced cheque constitutes an

offence punishable with a jail sentence. Indeed, the large circulation of post-

dated checks in Greece is impressive (operating as a form of fiat money).

The legal system’s treatment of firm bankruptcies appears to add to the cre-

ation of an unequal playing field. Bankruptcy is an important means for a firm

to exit a market, and there exists a large literature as to the whether a system

that favours creditor over debtor rights or vice versa provides the best incen-

tive for the development of firm activity.14 Overall, it appears that European

law is gradually moving towards (though not necessarily to) US-Chapter-11-

style bankruptcy proceedings, which support debtor rights. The Greek legal

system, on paper, appears to strictly support creditor rights (e.g. the manage-

ment is automatically taken away from the previous managers and the decision

to liquidate is taken by an outside officer). In practice, however, the system

favours debtors, for the reasons mentioned above – long delays and the inabil-

ity to seize bank assets. In fact, it provides incentives for incorporated firms to

declare bankruptcy as a way to avoid their contractual responsibilities.15 On the

other hand, as was mentioned above, lower enterprise taxes as well as a less

burdensome administrative environment favour the establishment of unincor-

porated firms. In these cases, firm bankruptcy is equivalent to personal bank-

ruptcy and may thus be a substantial disincentive to entrepreneurship.

Financing

The availability of financing has been considered a major obstacle for

SME business performance in Greece and a factor almost twice as impor-

tant as for the average EU country (Observatory for SMEs, 1999). This is

not surprising, since, until quite recently, the financial environment was not

conducive to bank lending in general.
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— A sustained tight monetary policy had kept interest rates in real terms

quite high.

— An uncompetitive banking sector resulted in one of the highest lending

to deposit rate spreads among the OECD countries (over 8 percentage points).

— There existed large taxes on loans. EFTE was 4 per cent on the inter-

est payments of a loan, before it was gradually reduced and eliminated start-

ing in 2001. However, a charge of 0.6 per cent still exists on most domestic

loans, which goes to subsidise special categories of loans (e.g. exports).

— Large government deficits resulted in banks lending mostly to the pub-

lic sector (through the purchase of government bonds and Treasury bills).

As a result, Greece is still a relatively underbanked economy, with private

sector credit to GDP near 35 per cent, compared with a ratio closer to 100

per cent on average in the other continental European countries (Table 10-7).

If one subtracts credit to public enterprises and government-controlled

enterprises from total credit to the private sector, credit extension is even

smaller. Moreover, credit is mostly extended to large, established firms.

During the past few years, the financial environment has changed with

the meeting of the Maastricht criteria, entry into EMU, and an unleashing

of strong competitive forces in the banking sector. As a result, credit to the

private sector is expanding at a rapid pace, including loans to smaller firms.

Moreover, the stock market has developed as an important source of financ-

ing and, in fact, over the past couple of years has outstripped the banking

system as the key source of financing (despite the recent equity price cor-

rection). These developments suggest that it should be far easier for firms to

find sources of financing.

Dynamic Adaptation to Change – Supporting Business Start-Ups

Product market reform is often focused exclusively on issues of static effi-

ciency. Dynamic efficiency —the capacity of firms to innovate and thereby

create new products and services— is increasingly important as countries are

shifting from industrial to post-industrial knowledge-based economies, i.e.

economies increasingly based on the production, distribution and use of

knowledge and information. Information-intensive sectors as diverse as

computers and communications, education, or business services account for

up to 50 per cent of GDP in some countries. With the accumulation and effi-

cient distribution of knowledge now recognised as important drivers of pro-

ductivity and growth, the adaptability to change, continuous learning and

more flexible structures are critical for performance and competitiveness.
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Policy should, therefore, be directed towards improving opportunities,

institutions and framework conditions for an ongoing search process by

firms with a view to making it more successful. This includes establishing the

necessary infrastructure to facilitate financing of start-ups and young firms

(for example through the establishment of venture capital markets). These

mechanisms are especially important for new technology-based firms, which

operate in a fast-changing environment. In Greece, there is a small number

of such business start-ups and a shortage of dynamic small technology-based

firms. Among the reasons for this, perhaps the most important is a lack of

capital and the underdevelopment of a venture capital industry.

Venture capital —a specific type of finance available to high-risk projects

in young companies that are not quoted on the stock market— has been iden-

tified as a strategic resource for new firms in knowledge-intensive industries.

Venture capitalists do not only provide finance; they also coach new firms

and help transform ideas into saleable products. A well-functioning venture

capital market seems to be a critical factor for the establishment of new tech-

nology-based firms. Such financing should be almost exclusively concentrated

in the pre-IPO stage of company development, so that the company takes

small risks for a limited time (typically 2-3 years) before an exit through a

public offer or a purchase by another company. Venture capital financing in

Greece is in its infancy. There are practically no examples of seed capital and

early stage financing. In addition, most venture capital firms in Greece today

are offshoots of large banks, as opposed to the more specialised (often small)

outfits that characterise the venture capital market in most of Europe and the

United States, and usually fund relatively established enterprises.

Governments in most OECD countries have actively tried to help the cre-

ation of such a capital market. They have used a variety of approaches:

direct supply of capital via government equity investment or government

loans; indirect financial incentives such as loan and equity guarantees; and

changes in investor regulations to allow institutions such as pension funds or

insurance companies to invest in venture capital.

The Greek government has recently announced initiatives in order to help

the emergence of such a venture capital market, including funding of ‘new

economy’ ventures from privatisation proceeds and from the EU Structural

Funds. Such initiatives could accelerate the creation of a well-functioning

venture capital market, under certain preconditions. One is that their design

should involve risk-sharing between the private and the public sector, with

the creation of “hybrid” funds whose management will be in the hands of pri-

vate sector fund managers, and with the aim that eventually these funds

become “self-sustaining”, with the state selling off its share. A second is that
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any direct or indirect support should be complemented by changes in inves-

tor regulations to allow investments in venture capital.

Aside from financing issues, there are a number of other obstacles to the

creation of new technology-based firms in Greece. One relates to the very lim-

ited use of stock options. Stock options have in many countries proved to be

important instruments allowing independent growth of a firm at the early

stages of its life and thereby creating more diversity in the sector. They have

been used very little in Greece, ostensibly due to their tax treatment.16 As a

result, and combined with the underdeveloped capital market, many new ven-

tures in the information and communications technology field find it hard to

develop independently and are quickly bought out by the few large firms in the

sector, potentially reducing diversity and future growth in the sector.

Another issue relates to the lack of “spin-off” firms from the university

and research community. Unlike in other countries, where successful “new

economy” firms are typically the product of a spin-off from a university or a

research centre, there are very few such examples in Greece. A recent pro-

posed change in the legal environment for “spin-offs” should go some way

towards removing some of the current obstacles and encouraging more such

ventures. A major obstacle, nevertheless, will continue to be the very poor

legal protection of intellectual property rights. Equally important will be the

establishment of “facilitating mechanisms” such as technology incubators

that help a research idea mature into a financially viable project. Perhaps the

most important issue, however, is the lack of an organised “culture of entre-

preneurship” in the university system. Its development is a long-term issue,

but it could be helped by providing new incentives to university professors.

On the one hand, higher wages could be linked with constraints to higher-

priority second and third jobs, such as law, engineering, doctor offices and

consultancy firms. On the other hand, performance and promotion could

both be linked to grant approvals.

V. Conclusion

Following nominal convergence and having met the Maastricht criteria

for entry into EMU, Greece has set its sights on real convergence – the con-

vergence of real per capita incomes to those of its partner countries. Among

the conditions mentioned at this conference that are necessary to attain this
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objective, structural reform and the creation of more competitive product

markets are among the most important.

In line with EC Directives, Greece is opening up large and important

markets that have been dominated by public enterprises. These markets pro-

vide critical inputs to the economy such as energy, telecommunications and

transportation. In most cases, having been provided with derogation peri-

ods, Greece can benefit from the experience of other EU countries that pre-

ceded it in their market liberalisation. The main lessons are:

— Public enterprises need to be restructured if they are to attract private

sector capital. In the case of Greece, the main problems stem from low

labour productivity and high labour compensation, including compen-

sation for pensions. Independent management is also necessary, inter
alia, for decisions regarding procurement.

— The opening up of markets has resulted in improved quality of service,

lower prices and subsequently more demand for these products.

— Most sectors have a network (non-competitive) component, to which

access must be fair. Vertical separation of this component from the

sectors susceptible to competition is one sure way to greatly enhance

the likelihood of a well functioning and efficient sector.

— In the event the incumbent is left as a vertically integrated firm, as

appears to be the case in Greece, especially in the energy sector, the

creation of independent regulators is especially critical to ensure a

level playing field for new entrants.

— Competition should be enhanced wherever possible by lifting obsta-

cles to imports and foreign competitors.

— Competition should also be enhanced by allowing competition among

similar sectors, e.g. among the different forms of transportation and,

more importantly in the case of Greece where the supply of imports is

constrained, among the different sources of energy.

— Both the sector regulators and the Competition Committee should be

truly independent, active, and be trusted by all market participants as

guardians of a level playing field.

To promote a more dynamic private sector, the Government has an

important role to play in eliminating obstacles to competition it has created

in the past. Most importantly, this should include re-examining its role as it

pertains to bureaucratic requirements for starting up/entering activities.

Though financial institutions appear to be adapting to the more competitive

environment and firms’ access to financing has improved, a fairer applica-

tion of the rule of law may be necessary. In this regard, the speed and effi-

ciency of the judicial system may need improvement, including the re-exam-
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ination of bank secrecy laws as well as of the bankruptcy legislation.

Obstacles to entrepreneurship contained in labour and tax legislation may

also need to be revisited (respectively, redundancy limits and incentives for

firms to remain small). Regarding financial support for the potentially more

dynamic sectors of the economy, new institutions, better suited to their

needs, appear necessary to be established (the promotion of venture capital,

spin-offs, and the protection of intellectual property rights). Here too, the

experience of other countries should be used.
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Comment by Leonard Waverman

My comments are designed to augment and stress certain of the points

raised by the authors, mainly with reference to the telecoms sector. I agree

wholeheartedly with their analyses and recommendations.

The attached tables provide data on the performance of the Greek tele-

coms sector relative to other OECD countries, and the OECD average. In

fixed main lines per capita, Greece in 1997/98 was not far behind the UK and

was above the OECD average, a story not true only seven years earlier.

Greece lagged the EU and the OECD in 1997/98 in cellular penetration.

Revenues per subscriber are low for main lines and high for mobile ones.

Prices however, are higher than average for both fixed and mobile service.

In 1997, OTE was the worst performer in the OECD in terms of digitalisa-

tion of switches, and an average performer in 2000.

Thus, the 1990s have seen a substantial performance by OTE. Note that

Greece had a derogation from telecoms liberalisation from 1998 to 2002.

One wonders whether derogations are the best strategy for countries with

poor performing utilities.

Investment in telecoms in Greece has expanded rapidly since 1990.

However, this investment is still low in annual per capita terms. More cru-

cially, the investment has been undertaken by a monopoly – OTE. A competi-

tive market could likely provide more investment and it would be directed

by market forces. Contrast the OTE monopoly over this period with the sit-

uation in broadcasting, where Greece has 13 national licensed operators,

three public and ten private, and 269 terrestrial radio licences. OTE also

appears to be using some of the traditional incumbent tools to ward off com-

petition. For example, OTE claims it was unable to provide accurate cost

accounting in order to establish correct interconnection charges. The regu-
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latory answer is simple – use the EU average as a benchmark. This may well

induce OTE to discover a sudden ability to account.

A key statement in the paper is on page 524: “The Competition Commission

has had little influence over policy to date”. New legislation passed in August

2000 will help, but, as the authors point out, augmented resources are essential.
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SOURCE: OECD.

Table 10A-1.  Main Lines/Capita

Cellular
(1998)19901998

Greece 51.6 38.6 9

OECD 48.9 39.1 16

UK 54.0 44.1 14

Netherlands 56.6 46.4 11

US 66.0 53.6 21

Germany 55.0 40.3 (Finland) 47

SOURCE: OECD.

Table 10A-2.  Telecom Revenues/Mainline 

Cellular
in US dollarsPer cent of GDP

PPP
in US dollars

Greece 237 2.74 875

Germany 836 2.10 815

UK 1,072 2.72 806

US 1,423 3.17 597

SOURCE: OECD.

Table 10A-3.  OTE 1997, Revenue USD 3 Billion

Greater than: Telecom Eiron, Optus, Orange

Two times the revenue of: Sonera

SOURCE: OECD.

1999/20001997

OTE 47.07 90

Lowest in OECD

OECD 89.20

Portugal 88.30

Germany 100.00

Table 10A-4.  Digitalisation of Switches
Per cent of total
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Similarly, the telecom regulator, EETT, also has new powers. Given the role of

the EU and its directives, these agencies will become a significant force. What

is needed now is to ensure that the structure of the regulated sectors is not set

in stone before the day when regulators are truly informed and powerful.

For example the authors discuss the state-owned electricity company’s

attempt to bid for a wireless local loop license. Such attempts must be con-

trolled.

Telecoms is relatively well handled compared with other regulated sec-

tors. In electricity, the authors detail the cross-sector financial ownership,

profit sharing arrangements and other constraints on competition. In elec-
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SOURCE: OECD.

Table 10A-5.  Major Areas of PTO Expenditure
Per cent

TaxesWagesDepreciation

Greece 18 35 14.5

OECD 26 28 6

UK 20 28 8

Germany 23 22 6

SOURCE: OECD.

Table 10A-6.  Investment/Capita

USD/capita

Greece 90

OECD 150

UK 180

Japan 260

SOURCE: OECD.

Table 10A-7.  OECD Price Basket (PPP)
US dollars 

BusinessResidential

Greece 530 1,116

OECD 427 971

Germany 419 983

UK 367 826

US 340 1,036
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tricity, the EU cannot be relied upon to do for Greece what Greece is gen-

erally unable to do for itself. There is little workable EU deregulation in

electricity. Witness France. Here the Greek Competition Committee must

step in. In the end, the best source of competition in Greece is the national

competition champion – the Competition Committee.
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SOURCE: OECD.

Table 10A-8.  International Traffic/Access Line

Greece 110

(65 per cent to UK, Italy, Germany)

OECD 115

UK 170

US 129

Germany 106

Portugal 98
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11 Greek Banking at the Dawn

of the New Millennium

Barry Eichengreen and Heather D. Gibson

GREEK banking at the dawn of the new millennium is

being reshaped by three powerful drivers: catch-up, competition, and priva-

tization. By catch-up we mean that, in banking as in other aspects of its

development, Greece started out behind the rest of the European Union

(EU). In 1997, for example, the country had only 24 bank branches per

100,000 residents, the fewest of any EU member state, only half the

unweighted EU average, and less than a third of the branches per capita of

heavily-banked member states like Belgium. Its 15 ATMs per 100,000 resi-

dents were barely a third the EU average and a sixth the density of Spain.

But as per capita incomes and economic development generally converge

with the rest of the EU (as has been occurring since the mid-1990s), so the

level of banking services will continue to converge as well. How incumbents

and entrants are managing this transformation will determine the shape of

Greek banking for years to come.

Normally, a rapidly growing market should create rosy prospects for prof-

itability. In the case of Greek banking, however, the rosy prospects need not

follow, for competition is intensifying as the market grows. Interest-rate ceil-

ings have been lifted. Restrictions have been relaxed on the financial activi-

ties in which banks and other financial institutions can engage. In little more

than a decade, Greece has moved from one of the most restrictive financial

environments in the Western world to a largely deregulated market.

European integration will further intensify competition. The Single

European Act and the First and Second Banking Directives have already

made it easier for banks from other Member States to do business in Greece.

Barclays, ABN-AMRO Bank, Credit Commercial de France, and Midland

545

We would like to thank Iakovos Bachaviolos and Ilias Liapis for taking the time to dis-

cuss with us various aspects of banking supervision and structural change in the banking sys-

tem, and Konstantina Manou for able research assistance. The comments of participants at the

Conference were particularly useful in helping us to revise the paper.
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Bank plc are only a sampling of the credit institutions already operating in

Athens. Consumer credit, mortgage lending, commercial financing, leasing,

credit cards, travellers’ checks, bankers’ drafts, trading for own account or

the account of customers, participation in share issues, portfolio manage-

ment, and custody services are all subject to mutual recognition. No segment

of the market will be immune, in other words, from cross-border competi-

tion.1

Competition will come not just from foreign banks, of course, but also

from the markets. With the growth of securities exchanges and derivative

financial instruments, corporate and other clients will be able to choose

among alternative sources of finance. Individuals once forced to park their

savings in deposit accounts will be able to choose among money-market

mutual funds and other financial instruments. And Europe’s monetary

union, of which Greece became a member in January 2001, will further

accelerate securitisation and disintermediation by stimulating the growth of

deep and liquid bond and equity markets continent-wide.

The most revolutionary transformation will follow from the privatisation

of Greece’s public banks. After World War II, most banks came under state

ownership and control.2 This trend towards public ownership is now being

reversed. The government privatised four small state-controlled banks in

1998 and the larger Ionian Bank and 30 per cent of ETBA (the state devel-

opment bank) in 1999 and has announced the intention of privatising still

others.

Public banks are different from private banks. The former face softer

budget constraints. Their management is protected from hostile takeovers.

Their loan portfolios, staffing, and technical efficiency differ.3 There is no

question, then, that privatisation, together with the other trends identified

above, will alter the face of Greek banking. Ensuring that this transforma-

tion is completed without jeopardising stability is the challenge for policy

makers going forward.
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1. On the determinants of foreign entry into Greek banking, see Galiatsos and Papapetrou

(1995) and Hondroyiannis and Papapetrou (1996). Of course, the idea that foreign entry will

increase with the creation of the euro area has been disputed, not least because the introduc-

tion of the Second Banking Directive did not appear to lead to a decline in market segmenta-

tion in the EU. Danthine et al. (1999) provide a comprehensive analysis of the likely effects of

the creation of the euro area on European banking. See, also, Gibson and Tsakalotos (1993)

on the impact of the Second Banking Directive on southern European countries.

2. As late as 1998, nine commercial banks were controlled by the government, directly or

through public pension funds and municipalities.

3. Or so the international evidence suggests. See Altunbas, Evans and Molyneux (1997)

and Barth, Caprio, and Levine (1999).
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Historical Background and Comparative Context

The modern Greek banking system emerged in the 1920s, when the Bank

of Greece was vested with central banking functions and two major state-run

credit institutions (the Agricultural Bank of Greece and the National

Mortgage Bank of Greece) were established. After World War II, the largest

banks and affiliates were all brought under state ownership or control, and

in the 1960s the authorities established a trio of development banks.

Regulatory obstacles limited entry by new banks, and the government

merged and consolidated the institutions under its control, leading to the

creation of a concentrated banking system.

The authorities used this system to direct resources to activities and

enterprises to which they attached priority: state-owned firms, export-ori-

ented activities, small enterprises, agriculture, urban housing, and infra-

structure investment, especially in the south. The development banks sup-

plied long-term credit at subsidised rates to favoured sectors, while commer-

cial banks were required to invest 40 per cent of their deposits in Treasury

bills to finance the public sector deficit. The Currency Committee, com-

prised of ministers with economic portfolios, together with the Governor of

the Bank of Greece, provided detailed instructions to each bank.

The private sector, for its part, had few alternative sources of finance.

Capitalisation and turnover on the Athens Stock Exchange remained negli-

gible before the 1980s. Bond issues were limited to flotations by the state

and public enterprises.

Accession to the European Community in 1981 forced Greece to bring

financial supervision and regulation into conformance with European prac-

tice. In the second half of the 1980s, controls on the operation of financial

markets and institutions were relaxed.4 The requirement that banks invest 40

per cent of deposits in Treasury bills was removed in 1993.5 Inward and out-

ward capital flows were liberalised (long-term flows in 1993, short-term

flows in 1994). Commercial banks were permitted to offer the entire range

of commercial and investment banking services. The development banks, to

compete, were permitted to accept deposits, borrow on the interbank mar-

ket, grant short-term loans, and invest in corporate securities.
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4. See Gibson and Tsakalotos (1992) for a comprehensive survey. The last regulatory ceil-

ings on deposit and lending rates were removed in 1993.

5. Although unusually high reserve requirements remained and were lowered to European

levels only on entry into the euro area. Also eliminated was the requirement that credit insti-

tutions devote ten per cent of their deposits to credit for small and medium-size enterprises and

nine per cent to financing public enterprises.
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These measures notwithstanding, the Greek financial system is still

underdeveloped by most measures. Loans to nonbanks by credit institutions

as a share of GDP are the lowest of any EU country, while bank claims on

the government sector as a share of their assets are higher than in any coun-

try except Belgium.6 The contrast is as evident for financial markets as for

financial institutions. The value of bonds outstanding as a share of GDP is

low by EU standards and there is no commercial paper market.

Catch-Up and Convergence. Financial development goes hand in hand

with economic development. That is to say, the low level of financial inter-

mediation is a corollary, at least in part, of the country’s economic underde-

velopment relative to the rest of the EU. As per capita incomes rise, so will

intermediation. The question is by how much. Figure 11-1 provides a picture

of the level of financial intermediation in 1995, just after the completion of

most liberalisation measures. It juxtaposes three measures of financial inter-

mediation against per capita GDP for each EU country.7 Greece stands out

in the top panel, which shows the assets of credit institutions as a share of

GDP. While its low per capita income helps to explain the low level of bank

assets as a share of GDP, Greece is still an outlier.8 The same is true for

investment in mutual funds as a share of GDP (middle panel), although

there the divergence is less pronounced.9

The implication is that two distinct catch-up dynamics will be at work in

the future. The supply of financial intermediation services will approach the

levels of the rest of the European Union, if experience elsewhere is a guide,

as Greece’s per capita incomes converge with those of the rest of the EU.

But, assuming that convergence more broadly is the rule, we should expect

Greek financial markets to converge even faster than per capita incomes,

since the country’s financial sector started out further behind than predicted

by the differential in living standards. Once Greece overcomes the legacy of
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6. Whose unusually high public debt explains the exception.
7. And superimposes the corresponding regression line. The per capita GDP figures and the

measures of the level of financial intermediation are in ECUs, from Resource Centre for Access
to Data on Europe (http://www-rcade.dur.ac.uk). We exclude Luxembourg, since it is an outlier
(for obvious reasons) in terms of assets of both credit institutions and investment funds.

8. In other words, it is below the regression line. The difference is not statistically signifi-
cant at standard confidence levels (it just misses significance at the ten per cent level). This is
not surprising given the small number of observations. The other country that is noticeably
below the regression line is Finland, which in 1995 was still recovering from its banking crisis.

9. And Greece has plenty of company; the GDP share of mutual funds in 1995 was even
lower in both Finland and Denmark. In contrast, while the assets under management of insur-
ance companies and pension funds are the lower in Greece than in any other EU country (bot-
tom panel), this differential is explained entirely by the country’s relatively low per capita
income. In any case, it is the assets of credit institutions that matter in the aggregate, since they
account for more than 80 per cent of the assets of financial intermediaries in Greece.
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entry barriers, tight regulation, and other restraints on competition, in other

words, the supply of intermediation services should expand to match that in

countries like Portugal, for example, where per capita incomes are similar

but the assets of financial intermediaries as a share of GDP are double. Both

arguments lead us to expect the supply of intermediation services to expand

rapidly in coming years.

Structure, Conduct and Performance

What is the structure of the industry providing these services? We analyse

this question using two sources of information. One is the OECD publication

Bank Profitability, which enables us to further compare Greece with other EU

countries. The other is individual bank reports and accounts, which we col-

lect for both commercial banks and specialised credit institutions for 1980-

98.10 Table 11-1 lists the banks in the sample, which includes the vast majority

of banks operating in Greece, public and private, large and small.11 Figures

11-2 and 11-3 plot Herfindahl-Hirschman indices of market structure, together

with three- and four-firm concentration ratios measuring the extent to which

the largest banks dominate the industry.12 The Herfindahl-Hirschman index

indicates high levels of overall market concentration but a downward trend

since 1985, notwithstanding interruptions in 1993 and 1998.13 The three- and
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10. Before 1993 this information is limited to major accounting aggregates (total loans,
total assets, off-balance-sheet items, own capital, total deposits, and profits), while for subse-
quent years we also have more disaggregated information. The system of presenting the
accounts changed in 1994. Since in each year banks publish information for the previous year,
we also have 1993 accounts using the new system. It was not possible to derive the aggregates
in the new accounts from information published using the old accounting methods.

11. We do not include branches of foreign banks operating in Greece but their business is
still limited. For example, in 1997 they accounted for 15 per cent of total assets (Hellenic Bank
Association, 1997 Banks in Greece, 1998).

12. We calculate market shares on the basis of total assets and, alternatively, using total
assets plus off-balance-sheet (OBS) items. (The former are presented in Figures 11-2 and 11-3
and Table 11-2). The Herfindahl-Hirschman index is calculated as:

HH = ™MSi
2

i

where MSi is the market share of bank i. This index, which measures the size dispersion of firms
in a particular market, can vary from zero for an atomistically competitive market to 10,000 for
a monopolised market.

13. The index using total assets plus OBS items to measure market share shows greater dis-
persion. This is not surprising since, as we shall see later, it is the smaller (private) banks that
have specialised more in OBS activities compared to the larger (publicly-owned) banks. The
increase in 1998 reflects the takeover by the National Bank of the National Mortgage Bank,
which had a market share of around eight per cent.
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Bank
no.c

(continued)

Agricultural Bank of Greece

Alpha Credit Bank

Bank of Attica

Bank of Central Greece

Bank of Crete

Bank of Macedonia-Thrace

Bank of Piraeus

Commercial Bank of Greece

ETBA

ETEBA

Ergobank

General Bank

Ionian Bank

1980-98

1980-98

1980-98

1980-98

1980-98

1980-98

1980-98

1980-98

1980-98

1980-98

1980-98

1980-98

1980-98

Publicly-owned; SCIb until 1991; since then,

commercial bank.

Privately-owned commercial bank.

Majority owned by Commercial Bank of

Greece until 1996 when privatised.

Majority owned by Agricultural Bank of

Greece until 51 per cent privatised in 1998

and sold to Egnatia Bank.

Publicly-owned commercial bank; in hands

of Bank of Greece between 1988 and 1998;

privatised 1998 and bought by Eurobank.

Publicly-owned commercial bank; based in

Thessaloniki; 37 per cent purchased in 1998

by Bank of Piraeus.

Owned by Commercial Bank of Greece

until December 1991 when 2/3 sold; since

then, privately-owned commercial bank.

Publicly-owned commercial bank.

Publicly-owned development bank; become

more of an investment bank since early 90s.

Founded by National Bank of Greece

(1963) to undertake investment banking

activities.

Privately-owned commercial bank.

Owned by Army Pension Fund (manage-

ment appointed by government) until priva-

tised in 1998; bought by Interamerican

Insurance Group.

Commercial bank; majority owned by

Commercial Bank of Greece.

1

2

5

6

7

8

9

10

13

14

16

19

22

Table 11-1.  Banks in Sample and Their Status between 1980 and 1998a
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Table 11-1  (continued)

SOURCE: Individual bank accounts.
a. A number of developments occurred in 1999, in particular privatisations and mergers and acquisitions. We dis-

cuss above only the status of each bank between 1980 and 1998. Further developments are taken up later in the paper.
b. SCI is a specialised credit institution.
c. These numbers will be used later to identify banks more easily in the figures.

National Bank of Greece

Bank of Athens

National Mortgage Bank

National Housing Bank of

Greece

Investment Bank

Credit Lyonnais Grèce

Dorian Bank

Eurobank

Interbank

Xiosbank

Aspis Bank

Egnatia Bank

European and Popular Bank

1980-98

1980-97

1980-97

1980-96

1980-92

1982-98

1991-98

1991-98

1991-96

1991-98

1993-98

1993-98

1993-98

Publicly-owned commercial bank.

Originally Traders’ Credit Bank, part of

National Bank of Greece Group; changed

its name in 1992; privatised in 1993; taken

over by Eurobank in 1998.

SCIb, Majority-owned by state pension

funds until taken over by National Bank of

Greece in 1998.

SCI* in National Bank of Greece Group

until merged with National Mortgage Bank

in 1997.

Absorbed by its majority shareholder, the

Commercial Bank of Greece in 1992.

Owned half by ETEBA and half by Credit

Lyonnais SA; latter increased shareholding

in 1993 and again in 1994; in August 1997

sold retail banking section to Eurobank.

Privately-owned commercial bank.

Privately-owned commercial bank.

Privately-owned commercial bank; taken

over by Eurobank in 1997.

Privately-owned commercial bank.

Privately-owned specialised mortgage bank.

Privately-owned commercial bank.

Privately-owned commercial bank (majority

shareholder is the Popular Bank of Cyprus

Ltd.

23 

4

25

24

21

11

12

17

20

26

3

15

18

Bank
no.c
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four-firm concentration ratios, measuring the share of the market controlled

by the largest banks, again suggest high levels of concentration but also show

a declining trend since 1985.14

High concentration but a large number of banks implies many banks with

small market shares. Before liberalisation, this group was made up of spe-

cialised credit institutions and regional banks, often owned by the large pub-

licly-owned banks. Since liberalisation it has also included a number of small

private banks and several recently-privatised regional/specialised banks.

Figure 11-4 plots market shares for all Greek banks over the period, reveal-

ing the dominance of the National Bank of Greece, with some 40 per cent of

the market. The number of observations for banks with market shares below

three per cent is clear, as is the fact that some banks in this group sharply

increased their market shares in the 1990s.15 On this basis it is tempting to
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14. Between 1980 and 1996, the top three banks were the National Bank of Greece, the

Agricultural Bank of Greece and the Commercial Bank of Greece. In 1997, Alpha Credit Bank,

took over third place from the Commercial Bank, and by 1999 it had taken over second place

from the Agricultural Bank. Until 1995, the fourth largest bank was the National Mortgage

Bank. Alpha Credit Bank became fourth largest in 1995. Eurobank, another private institution,

is now fifth on the list.

15. Two new banks started operations in 2000 – Nova Bank (which is owned by the Interame-

rican Group and Banco Comercial Português) and the Hellenic Investment Bank. The former is

concentrating on retail banking and already has some 45 branches (mainly in and around Athens),

Internet and phone banking services; the latter is focusing primarily on investment banking.
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characterise the industry as an oligopoly with a competitive fringe that has

been gaining share over time.

Table 11-2 is made up of snapshots of market positions in 1980 (when lib-

eralisation was just beginning), 1993 (when the number of banks was at its

peak), and 1998 (the most recent year for which we have data). It shows that

the development banks (ETBA and ETEBA) have either lost considerable

market share (ETBA) or have fallen down the rankings (ETEBA), while

Alpha Bank (the former Alpha Credit Bank), the largest private bank, has

gained share following liberalisation. Several small private banks (Ergo-

bank, Eurobank and the Bank of Piraeus) have also been gaining market

share.16

One has to squint to detect an acceleration in growth rates following lib-

eralisation.17 The reason, evident in Table 11-3 (whose Size 1 denotes the

smallest third of banks in a given year, Size 2 the middle third, and Size 3

the largest third), is that most of the acceleration was concentrated among

554 BAR R Y EIC H EN G R EEN AND HEATHER D.  GIBSON

16. Often through acquisitions. See also footnote 15.

17. Pre-1988, the average growth of total assets was 37 per cent per annum compared

with 26 per cent post-1987. Figures for the growth of total assets plus OBS items tell a simi-

lar story, although the difference (41 per cent vs. 38 per cent) is not great. This is not sur-

prising, since growth of off-balance-sheet items in the 1990s has generally been higher than

in the 1980s.
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small banks.18 Private banks have also grown much faster than public banks

(Table 11-4).19

These patterns suggest that liberalisation has intensified competition.

What has this implied for profitability? As shown in Figure 11-5, Greek

banks remain rather profitable by the standards of other EU countries.

(Here profitability is measured by the pre-tax rate of return on assets.)

Figures 11-6 and 11-7 show the return on assets and equity (again using pre-

tax profits) for our sample of balance sheet accounts. Profitability appears to

have trended downward in the 1990s, although it rose in 1998.20 Tables 11-3

and 11-4 suggest that medium-sized banks have been more profitable than

Greek Banking at the Dawn of the New Millennium 555

18. Their small initial size is why the change does not show up strongly in the overall
growth rate. And the relatively rapid growth of small banks is of course what accounts for the
declining concentration ratios and Herfindahl-Hirschman indices reported above.

19. We assign banks to publicly- and privately-owned in each year in order to take into
account changes in the way banks operate following their privatisation. In other words, banks
are not placed into one ownership category for the whole period. This affects some smaller
banks that were privatised in the 1990s. See below for further discussion.

20. Profits in 1999 benefited from favourable conditions on the stock market. In 2000, they
fell somewhat because a number of banks incurred costs associated with their merger and
acquisition activity.
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their smaller and larger rivals and that private banks have been more prof-

itable than their publicly-owned counterparts.21

Throughout the 1990s, Greek banks parked many of their funds in gov-

ernment securities. Their loan-to-asset ratios were low by the standards of

other EU countries (Figure 11-8), while their securities-to-asset ratios were

high. With the convergence of Greek interest rates to European levels, pub-

lic issues have been rendered less attractive, and with the relaxation of reg-

ulations requiring banks to hold government securities their weight in port-

folios has fallen. But large publicly-owned banks continue to hold more

556 BAR R Y EIC H EN G R EEN AND HEATHER D.  GIBSON

SOURCE: Own calculations using sample collected (see text).
a. —  : Bank not in existence as independent entity.
b. NA: Data not available.

Table 11-2.  Market Shares of Individual Banks at Selected Dates (Based on Total Assets)

199819931980

Rank Per centRank Per centRank Per cent

National Bank of Greece 1 41.6 1 42.3 1 36.0

Agricultural Bank of Greece 2 16.6 2 12.2 2 13.1

Commercial Bank of Greece 3 12.0 3 10.5 4 9.8

National Mortgage Bank 4 8.1 4 7.0 - -

Ionian Bank 5 5.3 7 4.6 5 5.6

ETBA 6 4.7 6 5.6 10 1.8

Alpha Credit Bank 7 4.6 5 6.2 3 12.5

General Bank 8 2.0 9 1.4 11 1.6

ETEBA 9 1.6 13 0.6 14 1.0

Ergobank 10 1.0 8 3.1 6 5.2

Investment Bank 11 0.6 -a - - -

Bank of Crete 12 0.6 10 1.3 13 1.2

Bank of Athens 13 0.3 20 0.3 - -

Bank of Piraeus 14 0.3 17 0.4 8 2.0

Bank of Macedonia-Thrace 15 0.3 11 1.0 9 1.9

National Housing Bank of Greece 16 0.2 19 0.3 - -

Bank of Attica 17 0.2 21 0.3 17 0.6

Bank of Central Greece 18 0.0 15 0.4 18 0.5

Eurobank - - 12 0.6 7 3.8

Xiosbank - - 14 0.5 12 1.5

Interbank - - 16 0.4 - -

Credit Lyonnais Grèce - - 18 0.4 nab na

Egnatia Bank - - 22 0.2 15 0.8

Dorian Bank - - 23 0.2 20 0.3

European and Popular Bank - - 24 0.1 16 0.6

Aspis Bank - - 25 0.1 19 0.3

21. Although the multivariate analysis we report later in the paper suggests that the first of

these regularities is more robust than the second.
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bonds in general, and government bonds in particular, than their smaller,

privately-owned rivals.

Compared to other EU countries, banks in Greece derive a higher pro-

portion of gross income from noninterest sources. This suggests that fees and

commissions are relatively high, reflecting historically limited competition.22
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22. On this, see Moschos and Frangetis (1997). They note that off-balance-sheet business
is another source of noninterest income, but they argue that this is still relatively underdevel-
oped in Greece.

SOURCE: Own calculations using sample collected (see text).
a. The numbers are means for each size category across all the years in the sample. We discuss the picture shown

by median values for each variable in the text where they show a different picture from the means because of outliers.

Table 11-3.  The Impact of Size on Bank Characteristicsa

Size 3Size 2Size 1

Growth of total assets (proportion) 0.43 0.26 0.20
Growth of total assets plus OBS items (proportion) 0.58 0.36 0.24
Rate of return on assets (proportion) 0.01 0.01 0.01
Rate of return on equity (proportion) 0.06 0.21 0.15
Proportion of OBS business in total

assets plus OBS items 0.38 0.45 0.28
Investment in bonds 

(as proportion of total assets plus OBS items) 0.05 0.05 0.08
Reliance on interbank market for funds

(as proportion of total deposits) 0.17 0.20 0.14
Operating costs/total assets 0.04 0.03 0.02
Staff costs/total assets 0.02 0.02 0.02
Loans per worker (million drachmas) 127 135 201
Deposits per worker (million drachmas) 159 205 288
Profits per worker (million drachmas) 2.27 3.14 -2.29

SOURCE: Own calculations using sample collected (see text).
a. The numbers are means for each size category across all the years in the sample. We discuss the picture shown

by median values for each variable in the text where they show a different picture from the means because of outliers.

Table 11-4.  The Impact of Ownership on Bank Characteristicsa

Publicly-ownedPrivately-owned

Growth of total assets (proportion) 0.41 0.25
Growth of total assets plus OBS items (proportion) 0.57 0.31
Rate of return on assets (proportion) 0.02 0.01
Rate of return on equity (proportion) 0.22 0.11
Proportion of OBS business in total

assets plus OBS items 0.48 0.31
Investment in bonds 

(as proportion of total assets plus OBS items) 0.04 0.08
Reliance on interbank market for funds

(as proportion of total deposits) 0.16 0.18
Operating costs/total assets 0.03 0.03
Staff costs/total assets 0.02 0.02
Loans per worker (million drachmas) 153 148
Deposits per worker (million drachmas) 287 174
Profits per worker (million drachmas) 5.85 -1.10
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But there has been a decline in noninterest income as a proportion of gross

income since the mid-1990s, again suggesting rising competition.

Figures 11-9 and 11-10 document the limited importance of the interbank

market as a source of funds. Small banks use the interbank market more
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(Table 11-3), since they have smaller branch networks and less name recog-

nition with which to attract nonbank deposits. This is widely viewed as an

advantage for larger banks, since nonbank deposits are a cheaper source of

funds, and in turn suggests that smaller banks will gain competitive advantage

and market share as they develop better access to this source of funding.23

Operating costs as a share of gross income are comparable to other EU

countries. But Greek banks tend to have significantly higher staff costs

(Figure 11-11); in other words, operating cost ratios are respectable because

the denominator of this ratio —gross income— has been large, reflecting

limited competition. Greek banks’ high staff costs are particularly striking in

light of the fact that the banks are underbranched.24 Greek banks have lower

loans per employee, lower nonbank deposits per employee, and lower total

assets per employee.25 Productivity measures such as loans, deposits and

profits per worker all favour the larger banks, although this is not reflected

in the bottom line.26

Finally, we consider service quality, measured by the number of ATMs

and geographical coverage. Older, larger, publicly-owned banks have

greater geographical scope, indicating a probable source of competitive

advantage, whereas newer, privately-owned banks are largely confined to

the Athens, Piraeus and Thessaloniki conurbations. Older, publicly-owned

banks similarly have larger ATM networks, although this is less of an advan-

tage with the formation of DIAS (the interbank system for the transfer of

small sums between banks), which enables customers to withdraw money

from any bank through any ATM machine, albeit for a fee.

It is important to acknowledge that there may not exist distinct size and

ownership effects. Table 11-5 tabulates our 371 bank-year observations for

26 banks by size category.27 Banks are categorised by size and ownership in
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23. Our multivariate analysis below casts some doubt on the importance of this effect. We

already see a hint of this in the raw data, in that the finding that publicly-owned banks rely

more on the interbank market is sensitive to outliers. There is very little difference between

the two groups of banks if we rely on medians rather than mean figures. The outliers are

ETBA and ETEBA. These banks do not rely on nonbank deposits. Pre-liberalisation, other

banks were obliged to invest in bonds issued by these SCIs; since liberalisation their means of

funding has become more market-oriented, but still largely excludes traditional nonbank

deposits.

24. In Figure 11-11, staff costs are normalised by gross income. We can note that, follow-

ing a surge in branch openings, underbranching is now less of an issue.
25. Moreover, each of these ratios has been rising more slowly than in other EU countries

in the 1990s.

26. Profits-per-worker figures for large banks and for publicly-owned banks are affected by

outliers. However, the same picture is shown if medians rather than average figures are taken.

27. Recall that the panel is unbalanced.
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each year, allowing them to shift categories over time.28 The table confirms

that larger banks are more likely to be publicly-owned. This is a caution that

univariate analysis of the type considered above provides only a crude

impression of the Greek banking system. Developing a more accurate pic-

ture requires moving to multivariate analysis (as we now proceed to do).

Determinants of Bank Profitability: Hypotheses

As noted above, the profitability of Greek banks fell somewhat in the

1990s, although this trend hides considerable inter-bank variation. Can we

identify the factors that determine profitability and thereby identify the

strategies that banks may adopt to cope with their more competitive envi-

ronment?

Previous Literature. There has been considerable work on bank profita-

bility in the United States and the major European countries. (Table 11-6

summarises the explanatory variables and hypotheses that have been exam-

ined in this literature.) Research on the profitability of Greek banks is more

limited; the main contributors are Vasiliou (1996), who analyses a sample of

eight banks over the period 1977-86, and Hondroyiannis, Lolos and

Papapetrou (1998), who study 19 banks in the period 1993-95. Vasiliou finds

that more profitable banks have more capital, more liquidity, less leverage,

and fewer deposits, concluding on this basis that profitability depends more

on liability than asset management.29 Hondroyiannis, Lolos and Papapetrou

find some evidence that greater concentration and market share have trans-

lated into higher profits.

Our analysis distinguishes two categories of determinants of profitability:

bank characteristics and market characteristics.
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SOURCE: Own calculations using sample collected (see text).

Table 11-5.  The Relationship between Size and Ownership
Number of banks in each category

Publicly-ownedPrivately-owned

Small 42 82
Medium 46 78
Large 22 101

28. For example, we have 42 bank-year observations where the bank was small and pri-

vately-owned.

29. This result is to be expected, of course, for a period in which banks were tightly regu-

lated, limiting their ability to control the asset side of their balance sheets.
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Bank Characteristics. Profitability may depend on bank size, for exam-

ple, if there are economies of scale.30 Nonlinear effects may be present if

economies of scale are present at small sizes but disappear as banks grow.

We therefore include the logarithm of total assets (in real terms, alterna-

tively including and excluding off-balance-sheet business) and the square of

the logarithm of total assets.31

Normally, a growing bank will be more profitable.32 If a negative rela-

tionship obtains, this might be evidence for the managerial theory of the

firm, in that this theory suggests that managers pursue growth at the expense

of profits. This hypothesis can be tested more directly by using bank-specific

rather than macroeconomic measures of market growth.

The extent to which banks manage their assets with a view to influencing

profitability can be captured by variables describing the asset side of the bal-

ance sheet.33 Among the measures we consider are off-balance-sheet busi-

ness, the loan/deposit ratio, and the extent to which the bank invests in secu-

rities and other fixed-income assets.34 Banks can also use liability manage-

ment to influence their profitability; we therefore investigate the signifi-

cance of leverage and sources of funds (bank versus nonbank deposits).35

Differences in profitability may reflect ability to control operating expenses.

Insofar as these effects measure efficiency, we expect a negative impact on

profits.36 However, higher operating expenses could also signal higher quality

and hence lead to higher profitability. A similar argument could be made for

staff costs, but a positive sign on this variable could also be evidence for the

Greek Banking at the Dawn of the New Millennium 569

30. Diseconomies of scale are also conceivable.

31. Use of the logarithm of bank size is justified by Gibrat’s Law, which states that growth

is essentially a normally distributed stochastic process. This generates a distribution of firm sizes

which will approximate a log normal distribution (Dickerson, Gibson and Tsakalotos, 1998).

32. See Barth, Nolle and Rice (1997), Claessens et al. (1998), Bourke (1989), Molyneux

and Thornton (1992) and Molyneux (1993). If a bank-specific measure of growth is used, then

care must be taken to instrument it, since it is likely to be endogenous — that is, banks with

higher profits can probably grow more quickly since profits make more internal funds available

for investment and also facilitate access to external funds.

33. See Haslem (1969), Molyneux (1993), Vasiliou (1996), Miller and Noulas (1997), and

Hondroyiannis, Lolos and Papapetrou (1998).

34. A priori, we do not anticipate any particular sign for these variables. Unfortunately, the

accounts do not permit a division of loans into various sub-categories (e.g. consumer loans,

industrial loans, mortgages, etc). Evidence from the US suggests that these different categories

do have different effects on profitability (Miller and Noulas, 1997).

35. As noted above, it is argued that nonbank deposits are a cheaper source of funds than

bank deposits (European Central Bank, 1999a). Consequently banks which rely to a greater

extent on the interbank market should have lower profitability, ceteris paribus.
36. Haslem (1969), Bourke (1989), Molyneux (1993), Hondroyiannis, Lolos and Papa-

petrou (1998).
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expense-preference hypothesis (that firms in concentrated industries make

higher profits which staff then appropriate).37 Molyneux and Thornton

(1992) suggest that it may be possible to discriminate between these inter-

pretations by alternatively specifying the dependent variable as profits plus

staff expenses (a measure of value added); if industry concentration enters

positively and significantly in regressions using this dependent variable, then

there is evidence for the expense-preference interpretation.

Insofar as theory predicts a positive relationship between risk and return,

the fewer the funds tied up in liquid investments, or the lower the level of

own capital, the higher we might expect profitability to be.38 Bourke (1989)

highlights an offsetting effect: the safer a bank, the lower its cost of funds,

implying that liquid, well-capitalised banks will have higher profits. This sug-

gests attempting to measure risk more directly, for example with a measure

of provisioning.

Given Greek banking’s high levels of public ownership, this case provides

an interesting test of the effect of ownership on profitability. Descriptive evi-

dence on this question has been provided by Barth, Caprio and Levine

(1999) and Arnold (1999) for a cross-section of countries. Barth, Caprio and

Levine find that public ownership is associated with poorly-developed banks

and securities markets. Arnold reports a negative correlation between prof-

itability and public ownership. These are simple correlations, however; mul-

tivariate tests of the effect of ownership on profitability (Bourke, 1989,

Thornton and Molyneux, 1993, Molyneux, 1993) do not suggest that owner-

ship matters.

Inflation might be expected to have a positive impact on profitability inso-

far as it is associated with a higher spread between lending and deposit rates.

Evidence for this is reported by Barth, Nolle and Rice (1997) in a study of

banking in 19 industrial countries. In contrast, Molyneux and Thornton

(1992) find inflation to be insignificant in a sample of 18 European countries.

Another potential determinant of profitability is foreign entry, which will

tend to intensify competition. Claessens, Demirguc-Kunt and Huizinga (1998)
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37. See Edwards (1977). A further implication of the expense preference theory (Edwards,

1977) is that the proportion of excess profits captured by staff in the form of higher wages and

salaries should be higher in concentrated markets. Bourke (1989) tests this hypothesis on some

90 banks over the period 1972-81 in 12 countries/territories. He finds a moderate positive effect

on profitability from concentration. He argues that a test of the expense preference theory is

to run the same regression with a measure of value added (profits plus staff expenses) as the

dependent variable. If the expense preference theory has some validity, then the positive effect

of concentration should become even stronger. However, his results do not provide support for

this. Rather, the coefficient on concentration turns negative.

38. See Bourke (1989), Molyneux and Thornton (1992), Molyneux (1993) and Vasiliou (1996).

11/GIBSON 2-10-09 11:58 ™ÂÏ›‰·570



examine foreign entry for 80 countries using bank level data between 1988

and 1995 and confirm that foreign entry tends to reduce profitability.39

Market Characteristics. One of the longest-running debates in industrial

economics is the extent to which profitability is affected by market power.

The structure, conduct and performance (SCP) literature argues that con-

centration should raise profits, since banks in concentrated markets can

raise prices and limit quantities. Contestable markets theory, on the other

hand, argues that concentration, in and of itself, need not imply a non-com-

petitive market.40 What matters is ease of entry: low-cost entry constrains

incumbents to act as if the market is competitive.41

A positive relationship between concentration and profits is equally consis-

tent with other hypotheses. The efficient structure hypothesis (ESH) holds that

concentration may reflect firm-specific efficiencies. Firms in concentrated mar-

kets may earn higher profits simply because they are more efficient, not because

they are exploiting the market power that concentration brings.42 Here we use

two measures of efficiency: loans and deposits per worker, and loans and

deposits per branch.43 Since more efficient firms might be expected to capture

a higher market share, one way of distinguishing between the market power and

efficient structure theories is to include both market share and concentration.44
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39. A concern with their paper is the quality of the data. For example, they have data on

16 banks for Greece and report that 58 per cent are foreign-owned and that foreign ownership

accounts for around 77 per cent of total assets. These figures suggest that they have an unrep-

resentative sample due to the over-representation of foreign banks.

40. See Dickens (1996).

41. Clark and Speaker (1992) provide some evidence that the effects of concentration on

profits are larger when entry barriers are higher. However, this is some way from showing that

banking can be described as a contestable industry and hence that market power is not a problem.

42. See Berger (1995).

43. Once branches have been opened and workers hired, they incur certain fixed costs for

the bank. Hence the more loans or deposits which can be attracted by each worker or branch,

the more these costs are spread and hence the higher profitability. Vasiliou (1996) uses income

per employee as a further measure of productivity.

44. If concentration continues to have a significant positive impact on profitability, control-

ling for market share, then this provides support for the SCP hypothesis (Molyneux, 1993). This

is the approach taken by Hondroyiannis, Lolos and Papapetrou (1998) in their study of Greek

banks over the period 1993-95, where they find support for the structure-conduct-performance

hypothesis. Berger (1995) provides a more sophisticated test of the ESH, distinguishing two ver-

sions of the theory. The X-efficiency version states that the source of the higher profits and

greater efficiency is superior management, while the scale-efficiency version locates the source

of the greater efficiency in different scales of production (that is, some firms produce at more

efficient scales than others and hence have lower unit costs and higher profits). Berger provides

estimates of these two dimensions of efficiency from cost functions and uses them in a profit

function. The results provide some support for the X-efficiency version of the ESH and much

less for the scale-efficiency version. However, he notes that the economic significance of both

concentration and the efficiency measures in explaining profits is very small.
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Finally, there is the risk aversion hypothesis, which states that banks with

market power use it to limit risk.45 This implies a negative relationship

between concentration and risk but little relationship between concentration

and profitability. Molyneux and Thornton (1992), in their study of European

banks between 1986 and 1989, test this hypothesis using the sum of profits,

staff expenses and provisions as the dependent variable. They obtain a neg-

ative impact of concentration on this measure of value added, lending some

support to the risk aversion hypothesis, insofar as concentration lowers not

only returns and profits but also provisions.

When banks act strategically, profitability may be affected not just by own

market share but also by the market shares of a bank’s major competitors.46

Molyneux (1993) suggests using interaction terms between the market share

of leading banks and the market shares of the bank under consideration. For

example, a positive interaction term between the market shares of the largest

bank and the current bank would imply collusion with this dominant partner,

while a negative coefficient would indicate especially intense rivalry and

competition.

Determinants of Bank Profitability: Results

We start with a model of the persistence of profits, which provides evidence

about the timing and extent of structural change.47 Using panel data, one can

test for persistence by including lagged profits in a regression of the form:

it – *i = · + ‚(it–1 – *i) + ™ÏtDt + Ìt (1)

where it is the profitability of bank i at time t; *i is the average profitability

of bank i over the whole time period and ™ÏtDt are time dummies capturing

572 BAR R Y EIC H EN G R EEN AND HEATHER D.  GIBSON

45. See Heggestad and Mingo (1976) and Edwards (1977).

46. Especially the largest competitors.

47. For applications of this approach to other industries, see Geroski (1988), Geroski and

Jacquemin (1988) and Dickerson, Gibson and Tsakalotos (1997). For the banking sector, the

question of persistence has received much less attention. Fraser and Richards (1978) calculated

the autocorrelation coefficient on the profitability of some 70 US banks for the period 1965 to

1974 and found evidence of persistence. Levonian (1994) uses stock market values to infer adjust-

ment speeds for 83 US banks over the period 1986 to 1991. He concludes that adjustment does

occur following an exogenous shock, but it occurs slowly (that is, there is persistence). Moreover,

he finds asymmetry in that profitable firms show slower adjustment speeds than nonprofitable

ones. Work on persistence in European banking is nonexistent (to our knowledge). However,

since studies of European company performance across various industries suggest that persistence

is an issue feature of European company profitability, we provide a test of the hypothesis here.
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environmental factors which are the same for all banks but vary through

time. A value of ‚ between 0 and 1 implies that a shock will persist but that

profits eventually return to their normal (average) level. In competitive

industries, we expect this to occur quickly, while in less competitive indus-

tries we might anticipate high persistence and a value of ‚ closer to 1. If ‚

lies between 0 and –1, then profits revert to normal in an oscillating manner.

This might occur in periods of rapid change in the structure of the financial

system which can cause bank profitability to become highly volatile.48

We estimate equation (1), supplemented by various factors which might

explain profitability as highlighted by the existing literature, using a panel of

Greek banks over the period 1993-98 (118 observations).49 We include both

bank-specific effects to capture any unobserved bank heterogeneity (e.g.,

persistence could result from the quality of management)50 and time-fixed

effects which control for the aggregate impact of factors such as the business

cycle on bank profitability. The bank-specific effects are eliminated by sub-

tracting bank means from each variable as in equation (1).51

Results. Results are presented in Tables 11-7, 11-8 and 11-9 for three

measures of profitability: the return on assets; the return on assets plus off-

balance-sheet (OBS) items; and the return on equity. They suggest that profits

are persistent and return to normal in an oscillating fashion following a

shock. In Table 11-7 the coefficient on lagged profitability is around –0.55;

it is negative but smaller (in absolute terms) and insignificant in Tables 11-8

and 11-9. The interpretation of this negative coefficient is that it reflects the

rapid structural change that the Greek banking system has been undergoing

in this period.

To pinpoint this structural change, we examine the persistence of profits

over a longer period, using equation (1) above. Table 11-10 presents the results

for various periods for each of our profitability measures. For the entire period

1982 to 1998, we obtain a coefficient for lagged profitability of about a half,

Greek Banking at the Dawn of the New Millennium 573

48. If ‚ is greater than 1, then this implies that a positive shock to profits will cause profits

to increase (exponentially) in future periods. In other words, the system becomes unstable. The

system will also be unstable with ‚ < –1.

49. A detailed description of the sample was given in the previous section.

50. In this way, we control for all factors possibly affecting profitability which vary across

banks and are constant through time or which vary over time. Recall, we have profits, total assets,

total assets plus OBS business and own capital for Greek banks over the period 1981 to 1998.

51. Variables which were uniformly insignificant were also deleted from the equations.

One aspect which arises with the estimation of a dynamic panel model is that there is a bias

(Nickell, 1981) because of the presence of a lagged dependent variable. This bias is propor-

tional to 1/T where T is the average number of years. In our case the mean T is 4.55 years.

Anderson and Hsiao (1982) suggest removing this bias by estimating the equation in first dif-

ferences and using the second lag of profits as an instrument for the first lag of profits.

11/GIBSON 2-10-09 11:58 ™ÂÏ›‰·573



574 BAR R Y EIC H EN G R EEN AND HEATHER D.  GIBSON

S
O

U
R

C
E

: 
O

w
n

 c
al

cu
la

ti
o

n
s.

a.
*

*
*

 i
m

p
li

es
 s

ig
n

if
ic

an
t 

at
 1

 p
er

 c
en

t 
le

ve
l;

 *
*

 a
t 

5
 p

er
 c

en
t 

le
ve

l;
 a

n
d

 *
 a

t 
1

0
 p

er
 c

en
t 

le
ve

l.
b

.S
iz

e 
ef

fe
ct

 i
s 

b
el

l-
sh

ap
ed

 w
it

h
 t

u
rn

in
g 

p
o

in
t 

(m
ax

im
u

m
) 

at
 1

1
.6

0
4

 c
o

m
p

ar
ed

 t
o

 m
ea

n
 s

iz
e 

o
f 

1
2

.0
4

9
.

L
ag

ge
d

 p
ro

fi
ta

b
il

it
y

-0
.5

5
0
6

0
.1

1
6
4

-4
.7

3
0
2

*
*
*

0
.0

0
7

O
w

n
er

sh
ip

0
.0

0
1
0

0
.0

0
8
9

0
.1

1
2
9

0
.1

0
0

0
.0

6
5

S
iz

eb
0
.1

3
7
1

0
.0

6
7
6

2
.0

2
8
2

*
*

-0
.7

0
1

-0
.4

5
2

1
2
.0

4
9

S
iz

e 
sq

u
ar

ed
b

-0
.0

0
5
9

0
.0

0
2
9

-2
.0

4
8
4

*
*

P
ro

p
o

rt
io

n
 o

f 
O

B
S

 b
u

si
n

es
s

0
.0

0
9
5

0
.0

1
9
9

0
.4

7
4
4

0
.6

5
2

0
.4

2
0

0
.5

1
7

L
o

an
/d

ep
o

si
t 

ra
ti

o
-0

.0
0
1
2

0
.0

0
0
4

-3
.0

4
3
2

*
*
*

-0
.3

1
3

-0
.2

0
2

1
.9

7
8

O
p

er
at

in
g 

ex
p

en
se

s
-0

.2
5
8
4

0
.3

7
7
5

-0
.6

8
4
5

-1
.1

4
3

-0
.7

3
7

0
.0

3
3

S
ta

ff
 e

xp
en

se
s

0
.0

6
0
9

0
.0

3
8
3

1
.5

8
9
4

5
.3

0
7

3
.4

2
2

0
.6

5
3

D
ep

o
si

ts
 p

er
 1

0
0
 w

o
rk

er
s

-0
.0

0
3
1

0
.0

0
2
8

-1
.1

1
0
7

-1
.4

6
8

-0
.9

4
7

3
.5

3
7

L
o

an
s 

p
er

 1
0
0
 w

o
rk

er
s

0
.0

1
3
2

0
.0

0
3
6

3
.6

4
4
6

*
*
*

4
.2

3
5

2
.7

3
1

2
.3

9
8

In
te

rb
an

k
 d

ep
o

si
ts

/t
o

ta
l 

d
ep

o
si

ts
0
.0

0
1
7

0
.0

2
1
2

0
.0

8
1
9

0
.0

4
2

0
.0

2
7

0
.1

8
0

L
ev

er
ag

e 
(x

1
,0

0
0
)

0
.0

6
4
7

0
.0

1
9
7

3
.2

8
4
3

*
*
*

0
.1

4
1

0
.0

9
1

0
.0

1
6

O
w

n
 c

ap
it

al
0
.2

8
5
8

0
.0

6
1
5

4
.6

4
7
7

*
*
*

3
.0

3
0

1
.9

5
4

0
.0

7
9

L
iq

u
id

it
y

0
.0

2
2
5

0
.0

0
3
9

5
.8

2
9
3

*
*
*

1
.0

2
7

0
.6

6
2

0
.3

4
2

H
er

fi
n

d
ah

l 
in

d
ex

 (
x1

0
,0

0
0
)

0
.0

9
3
9

0
.1

1
1
0

0
.8

4
5
9

1
.8

0
5

1
.1

6
4

0
.1

4
4

M
ar

k
et

 s
h

ar
e

0
.0

0
0
6

0
.0

0
1
1

0
.5

8
6
4

0
.3

5
0

0
.2

2
6

4
.2

3
7

C
o

n
st

an
t

-0
.8

7
0
5

0
.4

1
4
9

-2
.0

9
8
2

*
*

Y
ea

r 
d

u
m

m
ie

s
F

(4
, 

7
3
) 

=
 1

.2
3
 (

0
.3

1
)

F
ix

ed
 e

ff
ec

ts
F

(2
4
, 

7
3
) 

=
 4

.4
0
 (

0
.0

0
)

N
u

m
b

er
 o

f 
o

b
se

rv
at

io
n

s
1
1
8

N
u

m
b

er
 o

f 
b

an
k

s
2
5

H
au

sm
an

 t
es

t
¯2

(2
0
) 

=
 7

3
0
.3

8
 (

0
.0

0
)

V
ar

ia
bl

e
M

ea
n

L
on

g-
ru

n
el

as
tic

ity
Sh

or
t-

ru
n

el
as

tic
ity

Si
gn

ifi
ca

nc
ea

t-
st

at
is

tic
St

an
da

rd
er

ro
r

C
oe

ff
ic

ie
nt

T
ab

le
 1

1-
7.

  R
at

e 
of

 R
et

ur
n 

on
 T

ot
al

 A
ss

et
s 

E
xc

lu
di

ng
 O

B
S 

B
us

in
es

s

11/GIBSON 2-10-09 11:58 ™ÂÏ›‰·574



Greek Banking at the Dawn of the New Millennium 575

S
O

U
R

C
E

: 
O

w
n

 c
al

cu
la

ti
o

n
s.

a.
*

*
*

 i
m

p
li

es
 s

ig
n

if
ic

an
t 

at
 1

 p
er

 c
en

t 
le

ve
l;

 *
*

 a
t 

5
 p

er
 c

en
t 

le
ve

l;
 a

n
d

 *
 a

t 
1

0
 p

er
 c

en
t 

le
ve

l.
b

.S
iz

e 
ef

fe
ct

 i
s 

b
el

l-
sh

ap
ed

 w
it

h
 t

u
rn

in
g 

p
o

in
t 

(m
ax

im
u

m
) 

at
 1

3
.3

5
2

 c
o

m
p

ar
ed

 t
o

 m
ea

n
 s

iz
e 

o
f 

1
2

.7
6

5
.

L
ag

ge
d

 p
ro

fi
ta

b
il

it
y

-0
.0

0
9
1

0
.0

8
8
9

-0
.1

0
2
7

0
.0

0
4

O
w

n
er

sh
ip

-0
.0

0
6
6

0
.0

0
4
1

-1
.6

0
1
9

-0
.6

6
2

-0
.6

5
6

S
iz

e
b

0
.0

4
4
1

0
.0

1
8
6

2
.3

7
0
5

*
*

0
.5

2
9

0
.5

2
4

1
2
.7

6
5

S
iz

e 
sq

u
ar

ed
b

-0
.0

0
1
7

0
.0

0
0
7

-2
.3

8
7
7

*
*

P
ro

p
o

rt
io

n
 o

f 
O

B
S

 b
u

si
n

es
s

0
.0

0
6
3

0
.0

0
9
7

0
.6

5
2
9

0
.8

9
4

0
.8

8
6

0
.5

1
7

L
o

an
/d

ep
o

si
t 

ra
ti

o
0
.0

0
0
2

0
.0

0
0
1

1
.4

9
7
8

0
.1

1
3

0
.1

1
1

1
.9

7
8

O
p

er
at

in
g 

ex
p

en
se

s
-1

.6
4
1
9

0
.7

5
6
3

-2
.1

7
1
0

*
*

-7
.1

2
3

-7
.0

5
8

0
.0

1
6

S
ta

ff
 e

xp
en

se
s

3
.2

2
2
7

1
.2

1
6
1

2
.6

5
0
1

*
*
*

9
.3

2
9

9
.2

4
4

0
.0

1
1

D
ep

o
si

ts
 p

er
 1

0
0
 w

o
rk

er
s

0
.0

0
2
1

0
.0

0
1
2

1
.7

8
9
9

*
2
.0

5
5

2
.0

3
7

3
.5

3
7

L
o

an
s 

p
er

 1
0
0
 w

o
rk

er
s

0
.0

0
0
2

0
.0

0
1
4

0
.1

0
6
9

0
.1

0
1

0
.1

0
0

2
.3

9
8

In
te

rb
an

k
 d

ep
o

si
ts

/t
o

ta
l 

d
ep

o
si

ts
-0

.0
0
1
2

0
.0

0
8
7

-0
.1

3
7
5

-0
.0

5
9

-0
.0

5
8

0
.1

8
0

L
ev

er
ag

e 
(x

1
,0

0
0
)

0
.0

3
6
5

0
.0

0
8
1

4
.5

3
4
2

*
*
*

0
.1

6
2

0
.1

6
1

0
.0

1
6

O
w

n
 c

ap
it

al
0
.1

2
7
6

0
.0

4
4
3

2
.8

8
0
9

*
*
*

1
.4

5
7

1
.4

4
4

0
.0

4
2

L
iq

u
id

it
y

0
.0

1
6
1

0
.0

0
1
4

1
1
.7

1
0
3

*
*
*

1
.5

0
2

1
.4

8
8

0
.3

4
2

H
er

fi
n

d
ah

l 
in

d
ex

 (
x1

0
,0

0
0
)

0
.0

4
5
6

0
.0

4
3
1

1
.0

5
8
0

1
.7

9
2

1
.7

7
6

0
.1

4
4

M
ar

k
et

 s
h

ar
e

0
.0

0
0
1

0
.0

0
0
4

0
.2

2
2
7

0
.0

9
9

0
.0

9
8

4
.2

3
7

C
o

n
st

an
t

-0
.3

2
1
0

0
.1

3
3
4

-2
.4

0
6
1

*
*

Y
ea

r 
d

u
m

m
ie

s
F

(4
, 

7
3
) 

=
 1

.5
5
 (

0
.2

0
)

F
ix

ed
 e

ff
ec

ts
F

(2
4
, 

7
3
) 

=
 4

.8
2
 (

0
.0

0
)

N
u

m
b

er
 o

f 
o

b
se

rv
at

io
n

s
1
1
8

N
u

m
b

er
 o

f 
b

an
k

s
2
5

H
au

sm
an

 t
es

t
¯2

(2
0
) 

=
 1

6
7
.1

9
 (

0
.0

0
)

V
ar

ia
bl

e
M

ea
n

L
on

g-
ru

n
el

as
tic

ity
Sh

or
t-

ru
n

el
as

tic
ity

Si
gn

ifi
ca

nc
ea

t-
st

at
is

tic
St

an
da

rd
er

ro
r

C
oe

ff
ic

ie
nt

T
ab

le
 1

1-
8.

  R
at

e 
of

 R
et

ur
n 

on
 T

ot
al

 A
ss

et
s 

pl
us

 O
B

S 
B

us
in

es
s

11/GIBSON 2-10-09 11:58 ™ÂÏ›‰·575



576 BAR R Y EIC H EN G R EEN AND HEATHER D.  GIBSON

S
O

U
R

C
E

: 
O

w
n

 c
al

cu
la

ti
o

n
s.

a.
*

*
*

 i
m

p
li

es
 s

ig
n

if
ic

an
t 

at
 1

 p
er

 c
en

t 
le

ve
l;

 *
*

 a
t 

5
 p

er
 c

en
t 

le
ve

l;
 a

n
d

 *
 a

t 
1

0
 p

er
 c

en
t 

le
ve

l.
b

.
S

iz
e 

ef
fe

ct
 i

s 
b

el
l-

sh
ap

ed
 w

it
h

 t
u

rn
in

g 
p

o
in

t 
(m

ax
im

u
m

) 
at

 1
2

.9
3

6
 c

o
m

p
ar

ed
 t

o
 m

ea
n

 s
iz

e 
o

f 
1

2
.0

4
9

.

L
ag

ge
d

 p
ro

fi
ta

b
il

it
y

-0
.1

3
2
7

0
.1

0
5
4

-1
.2

5
8
3

0
.1

2
0

O
w

n
er

sh
ip

-0
.1

1
5
3

0
.1

7
8
2

-0
.6

4
7
0

-1
1
.5

3
1

-1
0
.1

8
1

S
iz

e
b

1
.3

6
3
6

1
.3

0
4
2

1
.0

4
5
6

0
.7

7
7

0
.6

8
6

1
2
.0

4
9

S
iz

e 
sq

u
ar

ed
b

-0
.0

5
2
7

0
.0

5
6
7

-0
.9

2
9
5

P
ro

p
o

rt
io

n
 o

f 
O

B
S

 b
u

si
n

es
s

0
.8

7
1
3

0
.4

0
0
4

2
.1

7
6
3

*
*

3
.7

3
9

3
.3

0
1

0
.5

1
7

L
o

an
/d

ep
o

si
t 

ra
ti

o
-0

.0
0
0
3

0
.0

0
7
6

-0
.0

4
3
8

-0
.0

0
5

-0
.0

0
5

1
.9

7
8

O
p

er
at

in
g 

ex
p

en
se

s
-0

.4
6
4
9

7
.6

5
8
5

-0
.0

6
0
7

-0
.1

2
8

-0
.1

1
3

0
.0

3
3

S
ta

ff
 e

xp
en

se
s

1
.4

7
5
0

0
.7

5
6
5

1
.9

4
9
7

*
7
.9

9
4

7
.0

5
8

0
.6

5
3

D
ep

o
si

ts
 p

er
 1

0
0
 w

o
rk

er
s

-0
.0

5
2
6

0
.0

5
5
9

-0
.9

4
1
5

-1
.5

4
6

-1
.3

6
5

3
.5

3
7

L
o

an
s 

p
er

 1
0
0
 w

o
rk

er
s

0
.2

0
1
6

0
.0

7
3
7

2
.7

3
6
0

*
*
*

4
.0

1
7

3
.5

4
6

2
.3

9
8

In
te

rb
an

k
 d

ep
o

si
ts

/t
o

ta
l 

d
ep

o
si

ts
0
.2

4
3
2

0
.4

2
1
8

0
.5

7
6
5

0
.3

6
3

0
.3

2
1

0
.1

8
0

L
ev

er
ag

e 
(x

1
.0

0
0
)

0
.9

7
2
4

0
.4

1
2
6

2
.3

5
6
8

*
*

0
.1

3
1

0
.1

1
6

0
.0

1
6

O
w

n
 c

ap
it

al
 –

 o
m

it
te

d

L
iq

u
id

it
y

0
.2

8
1
7

0
.0

7
0
9

3
.9

7
0
9

*
*
*

0
.7

9
9

0
.7

0
6

0
.3

4
2

H
er

fi
n

d
ah

l 
in

d
ex

 (
x1

0
.0

0
0
)

5
.6

5
9
0

2
.2

1
4
0

2
.5

5
6
0

*
*

6
.7

7
0

5
.9

7
8

0
.1

4
4

M
ar

k
et

 s
h

ar
e

-0
.0

0
1
5

0
.0

2
1
4

-0
.0

6
8
0

-0
.0

5
1

-0
.0

4
5

4
.2

3
7

C
o

n
st

an
t

-1
1
.1

0
9
3

7
.7

4
4
5

-1
.4

3
4
5

Y
ea

r 
d

u
m

m
ie

s
F

(4
. 

7
4
) 

=
 2

.0
7
 (

0
.0

9
)

F
ix

ed
 e

ff
ec

ts
F

(2
4
. 

7
4
) 

=
 2

.6
2
 (

0
.0

0
)

N
u

m
b

er
 o

f 
o

b
se

rv
at

io
n

s
1
1
8

N
u

m
b

er
 o

f 
b

an
k

s
2
5

H
au

sm
an

 t
es

t
¯2

(1
9
) 

=
 9

4
.0

0
 (

0
.0

0
)

V
ar

ia
bl

e
M

ea
n

L
on

g-
ru

n
el

as
tic

ity
Sh

or
t-

ru
n

el
as

tic
ity

Si
gn

ifi
ca

nc
ea

t-
st

at
is

tic
St

an
da

rd
er

ro
r

C
oe

ff
ic

ie
nt

T
ab

le
 1

1-
9.

  R
at

e 
of

 R
et

ur
n 

on
 T

ot
al

 E
qu

it
y

11/GIBSON 2-10-09 11:58 ™ÂÏ›‰·576



indicating a fairly high level of persistence. But as we reduce the period from

1982-1998 to 1983-98, 1984-98 and so forth, the coefficient on the lagged

dependent variable begins to shrink. The sharpest fall is at the end of the 1980s

and the beginning of the 1990s. This supports the view that liberalisation in

1987 was an important structural break: past profits became a less accurate

guide to future profits as the structure of the market began to change.52

Tables 11-7 to 11-9 support the hypothesis that profitability is a nonlinear

function of bank size.53 The relationship is bell-shaped, implying that prof-

itability increases and then declines. The turning point is close to mean size.

The implication is that smaller Greek banks will reap scale economies and

raise profits if they grow larger, but that some of the larger banks have

already exhausted their scale economies and will have to downsize in order

to reduce costs.

There is some evidence that banks engaging in progressive asset manage-

ment practices, such as off-balance-sheet business, are more profitable.54 But

Greek Banking at the Dawn of the New Millennium 577

52. If we run the regression over fixed time periods of 4 years (1982-85; 1983-86; 1984-87

etc.), then the coefficients on lagged profitability become more variable. They show a sharp fall

both in the late 1980s and again in the mid to late 1990s. Thus the length of time period over

which persistence is estimated may also play some role.

53. Only in the rate-of-return-on-equity equation is size insignificant.

54. Although OBS business is significant in only the rate-of-return-on-equity equation.

SOURCE: Own calculations.
a. Significant at 5 per cent level.

Table 11-10.  Persistence of Profitability

Rate of return
on equity

Rate of return
on assets

(incl. OBS business)
Rate of return

on assets

Date of
regression

it = ·i + ‚i,t-1+ ™ÁtTt

1982-98 0.54a 0.65a 0.52a

1983-98 0.53a 0.64a 0.51a

1984-98 0.51a 0.63a 0.49a

1985-98 0.46a 0.59a 0.47a

1986-98 0.43a 0.58a 0.45a

1987-98 0.39a 0.55a 0.43a

1988-98 0.33a 0.51a 0.39a

1989-98 0.24a 0.43a 0.34a

1990-98 0.08 0.30a 0.24a

1991-98 -0.08 0.21a 0.13
1992-98 -0.20a 0.17a 0.04
1993-98 -0.27a 0.15 0.01
1994-98 -0.32a 0.23a -0.05
1995-98 -0.36a 0.04 0.06
1996-98 -0.77a -0.25 -0.47a
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simply making more loans (presumably as an alternative to holding govern-

ment bonds) does not enhance profitability. In Table 11-7 the loan ratio has

a negative coefficient, although the effect is not large.55

Leverage has a positive impact on profitability in all three specifications,

although the elasticity is small (a 10 per cent increase in leverage increases

profitability by 1-1.5 per cent). Interestingly, the extent to which banks fund

themselves on the interbank market does not appear to have affected prof-

itability significantly over the period, contrary to assertions that access to

other sources of funds has favoured certain (typically larger) banks.

Operating costs are negatively associated with profitability, but staff costs

are positively associated. This may indicate that banks with more and/or bet-

ter-paid staff offer better quality services and are rewarded with higher prof-

its. On the other hand, this pattern could simply reflect expense preference

behaviour (more profitable banks share their rents with their employees).56

We find no evidence that banks that maintain more liquidity and capital

sacrifice profits.57 On the contrary, both variables are positively associated

with profitability, as if these presumably sounder banks can access cheaper

sources of funds.58

The per-worker productivity measures suggest, not surprisingly, that

higher productivity improves profitability. Where the measures are signifi-

cant, the elasticities are high: in Table 11-7 a one per cent increase in loans

per hundred workers is associated with a 4.2 per cent increase in profitabil-

ity in the short run and a 2.7 per cent increase in the long run.

We measure market structure using three- and four-firm concentration

ratios along with the Herfindahl index.59 While a higher Herfindahl index

tends to be associated with higher profitability, the effect is significant only in

the return-on-equity equation. Thus, we conclude that there is weak support
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55. In Tables 11-8 and 11-9 it is not significant. The Table 11-7 elasticity (calculated at the

mean) suggests that a 10 per cent increase in the loan/deposit ratio causes profitability to fall

in the short run by 3 per cent and in the long run by 2 per cent.

56. We investigate this below when we examine the impact of market structure.

57. The results presented in Tables 11-7 to 11-9 for the liquidity variable are cash, reserves

and securities eligible for rediscounting at the central bank as a proportion of total assets (Tables

11-7 and 11-9) or total assets plus OBS business (Table 11-8). Capital is own capital over total

assets (Table 11-7) and own capital as a proportion of total assets plus OBS business (Table 11-8).

We omit own capital from the equation estimated in Table 11-9 since the dependent variable

includes own capital as the denominator. The results are not affected by this omission. Finally, it

should be noted that similar results are found for the other measures of liquidity and capital.

58. An alternative measure of risk, provisions as a proportion of total assets, is highly cor-

related with the loan deposit rate (correlation coefficient of 0.79) and is never significant.

59. The results present in Tables 11-7 to 11-9 are for the Herfindahl index and do not dif-

fer much from those with the concentration ratios.
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for the SCP hypothesis.60 Including market share along with the Herfindahl

index allows us to reject the possibility that the positive relationship between

concentration and profitability simply reflects the fact that some firms are

more efficient than others (the efficient structure hypothesis).61

One possible explanation for the relatively weak relationship of concentra-

tion to profitability is that staff are creaming off rents (the expense preference

interpretation).62 To test this, we replace the dependent variable with profits

plus staff costs (a measure of value added). If the expense-preference inter-

pretation is correct, then we should see a stronger effect of concentration. In

fact, the results (not reported) are not supportive: in the specifications of

Tables 11-7 and 11-8, the coefficients on concentration fall slightly, while in the

specification of Table 11-9 the coefficient becomes negative and insignificant.

An alternative explanation for the weak relationship between concentra-

tion and profitability, for which we find somewhat more support, is that

banks with market power prefer to accrue it in the form of less risk (the risk

aversion hypothesis). We test this by replacing the dependent variable with

the sum of value added plus provisions. If this interpretation is correct, then

the coefficient on the Herfindahl index should fall and perhaps turn nega-

tive. Indeed, in Table 11-7 the coefficient on concentration falls, although it

remains positive, while in Tables 11-8 and 11-9 the effect becomes nega-

tive.63 These results provide some support for the hypothesis that Greek

banks have used the shelter of their concentrated market to limit risk as well

as, if not necessarily instead of, to increase profitability.

Interestingly, the bank ownership dummy does not help to explain prof-

itability.64 In the previous section we noted that private banks have been twice

as profitable as public banks on average. The results of the multivariate analy-

sis suggest that this difference is accounted for entirely by more appropriate

size (more private banks are medium-sized), more sophisticated asset man-

agement (private banks have more OBS business), and higher productivity

(private banks have more deposits per worker). These results point to the

improvements in the performance of the Greek banking system that should

flow from further privatisation (as formerly public banks begin to behave more

like their already private counterparts). Put another way, they point to specific
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60. Hondroyiannis, Lolos and Papapetrou (1998) find somewhat stronger evidence in

favour of this hypothesis, as noted above.

61. The measure of market share included here is based on total assets and OBS business.

62. The positive relationship between staff costs and profitability also points in this direction.

63. Although in neither equation is the index significant.

64. Other negative results include no evidence in any equation of strategic interaction between

banks or that inflation, foreign entry or growth played a role in influencing profitability.
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steps that Greek banks, public banks in particular, need to take to maintain

profitability as the competitive environment grows increasingly intense.

To conclude, therefore, the results indicate that profits are fairly volatile

indicating that Greek banking has been going through a phase of intense

structural change. With respect to the determinants of profitability, we find

that it is a non-linear function of bank size: smaller Greek banks will reap

scale and scope economies and raise profits if they grow larger, but some of

the larger banks have already exhausted their scale economies and will have

to downsize in order to reduce costs. While there is some evidence that

banks that engage in more progressive asset management practices, such as

off-balance-sheet business, are more profitable, there is no indication that

simply making more loans enhances profitability. A reduction in operating

costs might also improve profitability, although higher staff costs are associ-

ated with higher profitability, perhaps suggesting that banks with higher staff

costs are able to produce a better quality of service. We find only a weak

relationship between market concentration and profitability. The evidence

suggests that the explanation lies in the tendency for banks with market

power to use it to assume less risk (the risk aversion hypothesis). An impor-

tant implication is that the riskiness of bank portfolios may rise as competi-

tion continues to intensify.

Future Trends

In this section we consider future developments that promise to trans-

form further the Greek banking system, in particular deregulation, privati-

sation, internationalisation and securitisation.

Deregulation. The relaxation of regulatory restrictions has already ratch-

eted up the pressure on financial institutions previously accustomed to a

sheltered environment. Prior to liberalisation, regulatory restraints were

extensive. Three-quarters of the funds available to commercial banks were

earmarked for activities favoured by the government. Two thirds of this was

allocated to the public sector, the rest to “priority” activities (mainly indus-

try, including loss-making public and quasi-public enterprises, but also to

small scale units and handicraft enterprises). Loans equal to ten per cent of

deposits had to be allocated to small firms, while 15 per cent had to be

extended to industry. By implication, there were ceilings on credit to other

domestic industries, the import trade, and households.

This system of credit allocation was made possible by compartmentalis-

ing the activities of different financial institutions. Commercial banks were
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limited to deposit taking, commercial lending, and trade finance. Mortgage

banks were permitted to lend only for housing. The Agricultural Bank could

lend only to agriculture. Issuing credit cards, underwriting securities issues,

and operating in swap and forward markets were prohibited or subject to

prior approval. Capital controls were extensive. Interest rates were con-

trolled at levels implying negative real rates. Bank profitability was main-

tained by capping deposit rates and giving small savers few alternative out-

lets for their funds, and by relating commercial banks’ obligatory deposits at

the central bank to their lending to privileged borrowers.

This system of credit allocation was sustained by limiting entry. There was

some entry by foreign banks in the 1960s and 1970s, reflecting the interna-

tionalisation of the industry worldwide and Greece’s ambition to join the

European Community, but the impact was limited, reflecting the continued

prevalence of controls.

The turning point was 1981-82, with EC accession (1981) and the aboli-

tion of the Currency Committee (1982). While the government retained

considerable influence over credit allocation, arbitrary instructions to indi-

vidual banks regarding the extension of credit were replaced by general

rules. Rate ceilings on loans to the public sector and to export industries

were relaxed in 1983 and abolished in 1987. Deposit rate ceilings were raised

in 1983.65 The last obligatory investment ratios (for loans to small firms and

investments in Treasury bills) were removed in 1993.

In the second half of the 1980s, this segmentation began to break down.

Commercial banks were permitted to extend credit for housing and to set

commissions and fees. Rules preventing specialised credit institutions from

engaging in retail banking were dismantled: the Agricultural Bank was no

longer limited to agricultural lending, mortgage banks were allowed to open

deposit accounts, and the development banks were allowed to accept current

accounts and grant loans for working capital as well as make long-term

investments. Restrictions on the ability of domestic residents to borrow

abroad were relaxed starting in 1987. Direct investment in other EU coun-

tries was freed in 1990. Exchange controls on current-account-related trans-

actions were abolished in 1991-92. All remaining capital controls were

removed in 1994.

The elimination of these line-of-business and other portfolio restrictions

has encouraged noncompeting institutions to enter one another’s markets.

The grey market in which firms with favourable access to credit onlent to
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65. Although the last remaining deposit-rate restrictions, those on savings accounts, were

only abolished ten years later.
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other enterprises has essentially disappeared. Less reassuringly, the removal

of interest rate ceilings has allowed the spread between lending and deposit

rates to widen, reflecting the market power associated with high regional

and national concentration. Spreads are at least twice the OECD average.66

Public ownership and the perception that both public and large private

banks enjoy implicit guarantees have weakened market discipline on banks

newly freed from regulatory restraints. The results are predictable.

Institutions like the Hellenic Bank for Industrial Development (ETBA, which

has large claims on loss-making enterprises in the steel, aluminium and ship-

ping industries) and the Agricultural Bank of Greece (with large loans out-

standing to loss-making agricultural cooperatives) suffered heavy loan losses

in the 1990s.

Privatisation. Publicly-controlled banks still account for the majority of

deposits and credits. This is changing, however, as Table 11-11 shows, with

the government’s privatisation of four relatively small publicly-owned banks

in 1998, the privatisation in 1999 of the much larger Ionian Bank (which was

acquired by Alpha Bank) and the flotation on the Athens Stock Exchange in

December of 1999 of a 30 per cent stake in ETBA and in January 2001 of a

12.5 per cent stake in the Agricultural Bank of Greece.

The government is also attempting to commercialise the banks which are

still publicly-controlled (the largest of which are the National Bank of

Greece, the Commercial Bank of Greece and the Agricultural Bank of

Greece). Thus, for example, they have installed professional management,

delegated control to publicly-owned pension funds and, more recently, made

Board appointments the responsibility of the General Meeting of share-

holders of each bank. This implies that these banks now operate much more

independently than they did in the past. At some point in the future, there-

fore, it is likely that this process of distancing these banks from the state will

be completed through full privatisation. The evidence presented above sug-

gests that private banks control their size more efficiently, manage their

assets more efficiently, and raise staff productivity. In addition, the experi-

ence of other countries provides support for the view that a public or semi-

public financial institution encountering an intensification of private-sector

competition may perceive itself as possessing a soft budget constraint and

ratchet up its risk-taking in response. Finally, there are strong pressures

from the EU encouraging further privatisation of the Greek banking system
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66. OECD (Country Surveys, Greece, 1998, p. 88) estimates that spreads of 7 1/2 to 8 per-

centage points are 2 to 4 times those prevailing in other OECD countries. They have subse-

quently fallen, although still remain around 5 percentage points.

11/GIBSON 2-10-09 11:58 ™ÂÏ›‰·582



as part of a wider set of structural measures designed to improve real econ-

omic performance. The implication is that the steps already taken by the

government to privatise some of the smaller public-sector banks will likely

culminate in eventual privatisation of all other banks still in public hands.

Internationalisation. As of end-2000, 14 banks that make their home in

other EU Member States have branches in Greece. Nine non-EU commer-

cial banks also operate branches. Table 11-12 compares the inward interna-

tionalisation of banking in Greece with other EU countries. Greece ranks

fifth in terms of the extent of foreign bank penetration. Predictably, the

majority of foreign branches and subsidiaries with assets in Greece are from
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Table 11-11.  Privatisations

Bank of Piraeus

Bank of Athens

Bank of Attica

General Bank

Bank of Crete

Bank of
Macedonia-
Thrace

Bank of Central
Greece

Ionian Bank

ETBA

Bank

1991

1992

1996

1998

1998

1998

1998

1999

1999

Year

Commercial Bank of
Greece

National Bank of
Greece

Part-owned by
Commercial Bank
of Greece

Greek Army Pension
Fund

State

National Bank of
Greece, ETEBA,
Postal Savings Bank

Agricultural Bank

Part-owned by 
Commercial Bank of
Greece

Previous
owners

UNICO AE

Deposits and Loans
Fund and Engineers’
Pension Fund

Interamerican
Insurance Group and
other institutional
investors

Eurobank

Bank of Piraeus

Egnatia Bank

Alpha Bank

Sold on Athens Stock
Exchange

Buyer

66.67

49.5

33

97

37

51

51

30

Per
cent

formerly
Traders’
Credit
Bank

from 1988
in the
hands of
the Bank
of Greece

Other
infor-

mation

SOURCE: Individual bank accounts and Bank of Greece.
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other European countries, although this is not exclusively the case, reflecting

implementation of the EU’s Second Banking Directive (via the Basic Banking

Law of 1992), which guarantees freedom of establishment for foreign banks,

allows for mutual recognition of domestic banking licenses, and permits

banks to operate throughout the EU on the basis of a single banking license.67

Merger is the main mechanism by which Greek banks have responded

to foreign competition – both strategic mergers in which large banks seek

to reposition themselves in domestic and foreign markets and defensive

mergers designed to rationalise back-office operations and branch networks

(Table 11-13). As in other EU countries (Austria, Belgium, Italy and Por-

tugal, for example), mergers have been associated with privatisation, as

private banks have sought to acquire formerly public institutions. Thus,

Alpha Bank narrowly outbid its rival, Piraeus Bank, for Ionian Bank, previ-

ously part of the publicly-owned Commercial Bank of Greece; as a result

Alpha is now the second largest Greek bank, surpassed only by the National

Bank of Greece. Piraeus Bank absorbed Xiosbank and the Macedonia-

Thrace Bank in 1998, as well as acquiring the Greek branches of Chase Man-

hattan and Credit Lyonnais. In 1999, EFG Eurobank completed Greece’s

584 BAR R Y EIC H EN G R EEN AND HEATHER D.  GIBSON

SOURCE: European Central Bank (1999a).

Table 11-12.  Inward Internationalisation into EU Countries: Market Shares of Foreign
Branches and Subsidiaries as a per cent of Total Domestic Assets
Sorted by the market share of total branches and subsidiaries in 1997 (last column)

Total

From
third

countries

From
other EU
countries199519901985Country

1997

Luxembourg 99.7 90.9 9.5 99.9
Ireland 40.6 45.4 8.1 53.6
UK 51.6 23.4 28.6 52.1
Belgium 30.0 28.4 28.2 8.1 36.3
Greece 14.5 13.0 18.6 13.0 8.9 21.9
Spain 8.0 8.9 11.8 8.2 3.5 11.7
Portugal 2.3 3.8 9.4 9.4 1.2 10.5
France 12.2
Netherlands 14.6 12.6 9.8 5.3 2.4 7.7
Finland 6.5 7.1 0.0 7.1
Italy 2.6 2.8 5.4 5.3 1.5 6.8
Germany 4.2 2.4 2.0 4.3
Austria 2.8 3.5 2.3 1.1 3.3
Sweden 1.7 1.3 0.3 1.6

67. See Gortsos (1998).
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first hostile takeover, acquiring a controlling stake in Ergobank, a recently-

founded bank that had built market share by acquiring and restructuring

small loss-making banks.

This consolidation through merger parallels trends underway in other

EU countries. The Danish, Dutch and Spanish banking markets, for

example, have undergone radical consolidation.68 Recent examples of

M&A activity in European banking69 include the announcement that

Banco Bilbao Vizcaya will acquire Argentaria Caja Posal y Banco

Hipotecario, that the Bank of Scotland has launched a hostile takeover

bid for National Westminster Bank, that Banca Intesa plans to take over

Banca Commerciale Italiana, and that Dresdner Bank may merge with

Deutsche Bank. But these are all within-country mergers. To date, cross-

border merger and consolidation remain rare, reflecting differences in

corporate culture and the resistance of governments. There are signs that

this resistance is changing: in September of 1999, Sweden’s Sparbanken

attempted to acquire Denmark’s FIH (proving that the world’s longest

fixed link isn’t the only thing that can be built between the two Scandina-

vian countries), and Enskilda Securities of Sweden announced an alliance

with Drueker & Co. of Germany. In Greece, such cross-border activity is

currently confined to minority participations or simple cooperative agree-

ments (Table 11-13).70

One can expect this process to accelerate. Cross-border branching allows

management to insulate the bank’s revenue stream from local market fluc-

tuations. In addition, some assets that are useful for portfolio diversification

purposes — home mortgages, for example — can only be obtained in signif-

icant numbers through local branch networks. More generally, minimum

efficient scale will rise as national financial markets are superseded by a con-
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68. To the point where in Denmark and the Netherlands the banking system is now essen-

tially dominated by two players.

69. See Gibson and Tsakalotos (1993) for mergers, acquisitions and minority sharehold-

ings both within and across EU countries which occurred in the late 1980s and early 1990s.

70. Another interesting development is the expansion of Greek banks into other Balkan coun-

tries (and potential future EU members). Thus, the National Bank of Greece has opened 2 branches

in Bulgaria (January 1999), one in Cyprus (February 2000) and one in Bulgaria (May 2000), bought

the Chase Manhattan branch in Bucharest (Romania, January 1999), opened an office in Istanbul

(Turkey, February 2000) and bought 65 per cent of Stopanska Bank A D Skopje in FYROM in

March 2000 and 89.9 per cent of the United Bulgarian Bank. Alpha Bank opened 4 branches in

Albania and bought 65 per cent of Kreditna Banka A D Skopje in the Former Yugoslavian

Republic of Macedonia (FYROM). The Commercial Bank of Greece opened 2 branches in

Cyprus in March 2000. Piraeus Bank took over the Romanian Bank Banca de Credit Pater SA in

March 2000. Egnatia Bank purchased 99 per cent of BNP-Dresdner SA (Romania) in November

2000. Finally, Eurobank bought 19.25 per cent of Bank Post SA (Romania) in August 2000.
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tinent-wide European market.71 There are also likely to be benefits from

economies of scope.

In practice, this raises the prospect of foreign banks acquiring Greek

banks, since foreign banks are larger, better capitalised, and enjoy easier

access to securities markets.72 Management has sought to head off this even-

tuality by seeking partners interested in forming strategic alliances by taking

10 to 20 per cent stakes in their operations. But foreign institutions are

sometimes reluctant to settle for being minority partners, preferring a more

active voice in management (Hope, 1999). This makes cross-border

takeovers, hostile or otherwise, the impending scenario.

Should the Greek public care? The economist’s answer is usually no.

Unlike the past, Greek financial institutions will no longer be used to allo-

cate capital with political ends in mind. In an increasingly competitive finan-

cial environment, there is no reason to think that the Greek branches of for-

eign banks will be less inclined to lend for attractive investment projects than

the Greek branches of Greek banks. And given the fungibility of finance,

there already exist channels through which Greek investors, institutional and

individual, can invest abroad if they find the returns more attractive.

Foreign banks are at present allowed to acquire Greek banks and encour-

aging this might be an obvious way of speeding the privatisation of the

remaining public banks, which are large relative to their domestic private-

sector competitors but not relative to banks in other countries. It is an obvi-

ous way of upgrading domestic management practices, insofar as foreign

banks have more experience in the private sector. It is an obvious way of

upgrading prudential supervision insofar as regulation is home-country

based and other EU countries have more experience with regulating private-

sector banks.

Securitisation. Further pressure is being applied to the Greek banking

system by the forward march of securitisation, which results in disinterme-

diation and the loss of reliable revenue streams. Large companies are

increasingly able to obtain external finance on the securities market. Firms

and households are increasingly able to place their savings in other instru-

ments that are substitutes for bank deposits. In particular, mutual funds

(which invest heavily in government bonds) are in increasingly direct com-
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71. And if Europe’s more mature economies continue to grow relatively slowly, it will make

sense for their banks to acquire counterpart institutions in more rapidly growing parts of the

world. The expansion of Spanish banks into Latin America illustrates this tendency. The con-

solidation of banking in the United States following the elimination of restrictions on cross-

state branching is another instance of the phenomenon.

72. Bond flotations often being necessary to finance mergers and acquisitions.
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petition with the banks for funds. By the end of 1996 mutual fund assets

amounted to a fifth of bank deposits; by 1999 this ratio had risen to 52 per

cent.73

The scope for disintermediation is reflected in the development of the

Athens Stock Exchange, valuations on which shot up in 1999 as investors bet

on an increase in growth and profitability as a result of Greece’s adoption of

the euro. This increase in capitalisation was possible only because reforms

had already enhanced market transparency and reduced fears of insider

trading, market cornering, and other forms of share-price manipulation. The

authorities adopted EU directives regarding stock exchange legislation, intro-

duced an automated (screen-based) trading system in 1992, and encouraged

the establishment of brokerage firms.74 Partly as a result of these changes,

equity capitalisation rose from 2 per cent of GDP in 1985 to 15 per cent in

1993 and 89 per cent at end-2000.75

The growth of the corporate bond market has been limited. However, the

development of a relatively deep and liquid market in benchmark govern-

ment bonds may provide a basis from which such a market could develop in

the future. The central bank introduced an electronic book-entry bond trad-

ing system in 1995, eliminating the need for the physical transfer of security

certificates, and established a system of primary dealers to facilitate second-

ary-market trading. But because high fixed costs and unfavourable tax treat-

ment continue to prevent small corporations from raising significant finance

through bond issues, government bonds still account for almost all bond-

market capitalisation (as at end-2000).

Euroisation will force the pace. The elimination of currency risk within

the euro area has already led what were once 11 (and now 12) nationally-

segmented bond markets to be superseded by an integrated single market.

The greater breadth and liquidity of the European corporate bond market

has reduced bid-ask spreads and encouraged both secondary-market trading

and originations. Euro-denominated corporate bond issuance by euro and

non-euro area companies rose from €30 billion in the first three quarters of

1998 to €117 billion in the first three quarters of 1999.76 While financial
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73. Although many of these funds are bank subsidiaries, this is not exclusively the case, and

it is likely to grow less true over time.

74. Most of which are in fact owned by the banks. Thus, liberalisation of the banking sys-

tem was, effectively, a precondition for stimulating the growth of the stock market.

75. In 1999, equity capitalisation had reached 160 per cent of GDP.

76. Recovery from Russia’s default and from the LTCM debacle, which had a depressing

effect on the market in the third quarter of 1998, had something to do with this, but the role of

the euro is undeniable. Low euro interest rates also encouraged borrowing in euros.
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institutions continue to dominate this market, the share of non-government

euro-denominated issuance accounted for by nonfinancial private corpora-

tions rose from 7 per cent of the total in 1998 to 18 per cent in 1999.77

Meanwhile, the average size of non-governmental issues has risen by 50 per

cent. The elimination of currency risk has allowed borrowers to arrange

exceptionally large transactions, while investors’ reorientation from strate-

gies focusing on interest rate convergence to a search for yield has allowed

lower-rated borrowers to access the market. Thus, between the first nine

months of 1998 and the first nine months of 1999, the share of corporate

bond issuance accounted for by Baa issues rose from 4 per cent to 15 per

cent.

The implications for Greek banks, which have long been the sole source

of funding for wide swaths of industry, will be profound. Large companies

with good credit have already fled the banking system, and smaller firms of

less certain creditworthiness may follow in considerable numbers with the

adoption of the euro. So long as they are perceived as having superior infor-

mation about potential borrowers, Greek banks will retain an advantage in

the provision of underwriting services. They will also remain an important

source of funds for small and medium-sized firms which rarely have access

to financial markets even in highly developed financial systems. However,

neither of these advantages can be taken for granted.

Challenges for Prudential Supervision

International experience suggests that liberalisation of the financial sys-

tem can be followed by crisis. Cases as diverse as Latin America in the early

1980s (Diaz-Alejandro, 1985), Scandinavian countries in the later 1980s

(Benink and Llewellyn, 1994; Drees and Pazarbasioglu, 1995), the US

Savings and Loan crisis (White, 1991) and, most recently, the East Asian cri-

sis (Goldstein, 1998; Miller and Luangaram, 1998) all suggest that, inter alia,

increased competitive pressures can contribute to banks and other financial

institutions taking greater risks. At the same time, the supervisory authori-

ties are often still learning the necessary new supervisory techniques for the

new liberalised regime. The result is an increase in financial fragility and the

propensity for financial crisis. For these reasons, the role of prudential

supervision is of paramount importance in determining the success of libe-

ralisation.
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In the age of public ownership and direction, supervision and regulation in

Greece took a back seat to other forms of government control. Up until the

beginning of the 1990s, as the OECD (Country Survey: Greece, 1995, p. 49)

observed, “prudential controls remained consistent with the logic of the pre-

reform system and essentially directed to the checking of a correct applica-

tion of credit rules.” The OECD went on to write that “[I]n the past, bank

auditing has been hampered by the lack of reliable data. Accounting practices

have sometimes rendered interpretation of banks’ financial statements diffi-

cult. Until 1992, for example, some publicly-owned banks would accrue

income on unpaid interest or ‘arrears’ and then grant new loans to cover

interest arrears. Assets were often overvalued, since many state-controlled

banks had lent considerable sums to, or bought large stakes in, ‘ailing’ firms.”78

Upgrading prudential supervision is essential for stability as the financial

environment grows more intensely competitive. The Bank of Greece began

tightening up supervisory arrangements in 1992, when the Basic Banking

Law enacting the provisions of the EU’s Second Banking Directive was

adopted. It began by monitoring banks more closely and, consequently, they

were required to report their asset and liability positions semi-annually,

their liquidity positions quarterly (for the calculation of maturity mismatch),

and their foreign exchange positions monthly. Banks were required to hold

a capital ratio of 8 per cent, the Basle norm.79 They were prohibited from

booking interest on loans not serviced for more than 12 months and from

granting new loans to finance overdue interest. They were required to report

large exposures (equal or exceeding 10 per cent of own funds). A modern

deposit insurance scheme was adopted in 1995, and since 1996 all credit

institutions have been supervised on a consolidated basis.

More recent changes include the introduction of various EU Directives

(98/31/EC, 98/32/EC and 98/33/EC) relating to capital requirements on

open positions, the calculation of risk associated with OBS business and

mortgages on commercial properties as well as the introduction, in certain

circumstances, of the self-assessment of risk. At the same time, the Bank of
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78. OECD (Country Survey: Greece, 1995, p. 42).

79. At end-1996, the average capital ratio was 9.7 per cent and it rose to 11.3 per cent at

end 1998. Favourable conditions on the stock market in 1999 allowed banks to raise more cap-

ital and the average ratio reached 16.2 per cent at end-1999. It currently stands at 15.7 per cent

(end June 2000 figures), well above the 8 per cent requirement. The Agricultural Bank was

given an exemption from the 8 per cent capital requirement until end-1999 and it embarked on

a three-year restructuring programme. Its bad-loan problem has resulted from loans made to

farmers and farm cooperatives which were not adequately collateralised, in conjunction with a

series of loan restructuring programmes (including partial write-offs) which have undermined

repayment incentives. OECD (Country Survey: Greece, 1998, p. 87).
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Greece itself has taken a series of measures designed to improve the quality

of banks’ balance sheets (Bank of Greece, 1999). In particular, a series of

principles concerning internal control systems and risk management were

adopted in 1998, reflecting best practice internationally. Additionally, a gen-

eral framework for provisions on different kinds of loans was introduced in

1999. This specifies certain minimum amounts for provisions. Thus, for

example, consumer loans have a minimum 30 per cent higher than the nor-

mal provision (which stands at 1 per cent), reflecting their greater risk.

Similarly, banks are also required to hold higher levels of provisions on loans

with interest arrears.

Is this framework capable of coping with the additional risks that will be

associated with the reallocation of funds from governments bonds to other

assets and with the growth of off-balance-sheet business? Will it be able to

limit the risk taking that will be associated with growing domestic and inter-

national competition, given the existence of a residual sector of publicly-

owned banks? To some extent, answers to these questions depend on the

extent to which one believes that the prudential framework emerging from

both the Basle Committee and the EU/ECB is adequate to meet the chal-

lenges of increased financial liberalisation and integration. In this respect,

doubts have been raised (see, for example, the discussion in Danthine et al.,
1999). But the domestic prudential framework is also important. The changes

to the environment in which Greek commercial banks operate imply the

need for greater vigilance in the areas of credit and market risk and more

attention needs to be paid to the adequacy of banks’ risk management sys-

tems. Although banks are responding to the changing environment by

upgrading these systems and other internal controls, the regulatory authori-

ties for their part need to follow closely developments in these areas.

Conclusion

The Greek banking system is in a period of rapid transformation. In this

paper, we have examined in some detail the form that this transformation is

taking. In particular, we noted that there has been an increase in the market

share of smaller banks, with the older, more established banks losing out.

This suggests that competition has been increasing in recent years. The

implications of this for profitability are potentially significant and, over the

1990s, the profits of Greek banks have been quite volatile reflecting the liq-

uid environment. The results of our econometric analysis suggest that bank

size is an important determinant of profitability, with smaller banks being
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able to benefit from economies of scale and scope should they grow larger.

The larger banks, by contrast, seem to have already exhausted their scale

economies and would benefit from becoming smaller if they are to reduce

their unit costs. In general, reducing operating costs was found to enhance

profitability, although the relationship between profitability and staff costs is

positive suggesting that higher staff costs may indicate a better quality of

service. Finally, it appears that banks which enjoy market power have used

it, at least in the past, to reduce risk rather than increase profitability. As a

consequence the increased intensity of competition associated with struc-

tural change in Greek banking may well lead to greater risk taking by banks

and this is obviously something of which the regulatory authorities should be

aware.

To some extent the forces driving the transformation of the banking sys-

tem are the same as in other parts of the world: deregulation, securitisation,

and internationalisation. But the pace is being forced by Greece’s member-

ship of the European Union and its accession to the monetary union, with

its explosively-growing corporate bond market. EU membership will hasten

the internationalisation of Greek banking, while accession to the monetary

union will further broaden the access of Greek companies, traditionally

dependent on the banking system for finance, to securitised funding. For all

these reasons, the pressure on incumbent banks will be intense.

This turbulence will be all the more severe insofar as most remaining

public banks are likely to be privatised even while these other changes are

taking place. Newly privatised banks will have to rescale their branch net-

works, implement more progressive asset management techniques and

reduce staff costs if they are to maintain the respectable rates of profit that

they enjoyed when they operated in a more cloistered regulatory environ-

ment. For some, merger or acquisition by a foreign financial institution will

be the obvious way of implementing new asset- and personnel-management

techniques.

This scenario points to two challenges for policy makers. One is to

strengthen prudential supervision. Historically, Greek banks have used their

rents to reduce risk, as we have shown above. As competition intensifies and

they are less able to do so, bank portfolios will become riskier. Moreover,

increased competition is likely to lead to further consolidation and the dis-

appearance of some banks. As the pressure intensifies, less competitive

intermediaries will find it tempting to gamble for redemption. In addition,

the adoption of more sophisticated asset-management practices (the

increasing use of off-balance-sheet transactions, for example) implies that

risk may be harder for management to control and regulators to monitor.
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The second challenge for policy makers is the continuation of restructur-

ing in the banking system, a necessary process given the relatively small size

of Greek banks compared with their European competitors. Until now,

restructuring has occurred mainly via privatisation and mergers/acquisitions,

with ownership remaining in domestic hands. These developments are likely

to continue. In addition, however, it is probable that restructuring will

involve a greater role for foreign institutions via ownership of banks in

Greece and/or through the formation of strategic alliances.
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Comment by Max Corden

Some Thoughts on Greece Joining EMU

Greece is a small, fairly specialised economy, being somewhat similar to

several advanced developing (or “emerging market”) countries. Its structure

is very different from most of the other EMU countries, apart from Portugal

and Ireland, in that its trade is not primarily intra-industry trade. Its adven-

ture in joining EMU and thus giving up an independent monetary and

exchange rate policy can have lessons for other countries around the world

quite apart from the importance this move has for Greece itself. Should such

economies elsewhere also attach themselves to larger advanced economies,

either by joining a monetary union with (say) the United States or Japan, or

simply adopting the currency of the larger country (“dollarising”)? The issue

also arises for the potential accession countries, such as Poland, the Czech

Republic and Hungary. There is no point now in discussing in detail the

arguments for and against Greece joining EMU, since the decision has been

made, but it will be worth examining in a few years to what extent various

pro and con arguments have been borne out. In addition it is, of course,

desirable, to be aware of possible problems so that they can be anticipated

and their adverse consequences perhaps staved off.

There are two main economic benefits to be expected.

Firstly, trade and capital movements will be fostered by having a single

money. Transaction costs and uncertainty will be reduced. This is obvious and

perhaps the primary argument in favour of monetary union. It will not be dif-

ficult to verify in a few years whether this expectation is confirmed. The com-

plication here is that macroeconomic policy stabilisation as has actually taken

place in Greece already is likely to have fostered trade and, especially, capi-

tal inflows. These benefits do not necessarily require full monetary union.

Secondly, there is the “nominal anchor” argument. While Greece has

managed to radically reduce its rate of inflation even before joining EMU —

and this was a condition for entering— actually joining EMU will surely

make low inflation prospects more credible, and thus both lower interest

rates and moderate wage demands based on inflationary expectations. It

may be said that the improvements attained so far have been brought about

by the conditions required to join EMU, and one cannot really separate

these achievements from the effects of actually joining. Furthermore,

Greece could conceivably have followed an independent monetary policy
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focused on inflation targeting (like the United Kingdom and Sweden) with-

out the EMU membership requirement. Keeping in mind Greece’s postwar

history I suspect not, but we will never know.

There is an additional point that argues in favour of monetary union. But

I must say right from the start that it needs to be qualified. The argument is

that in small open economies, especially those with strong trade unions,

nominal exchange rate policy and monetary policy are not useful instru-

ments for improving competitiveness and employment. Nominal devalua-

tions are quickly offset by wage increases that aim to avoid declines in real

wages. Hence nominal devaluations do not lead to sustained real devalua-

tions. I suspect that Greece comes in this category. In that case there is lit-

tle point in a country keeping its independent exchange rate and monetary

policies. It might just as well join a monetary union in order to get the ben-

efits I have just outlined. But I shall qualify this point shortly, noting that a

real devaluation resulting from a nominal devaluation may not be sustained

but it may last for long enough to be useful. The same applies to monetary

expansion leading to temporarily low interest rates.

Let me now turn to the topic of asymmetric shocks which has received so

much attention in the literature on monetary integration. These are shocks

that are not general to the whole EMU area, or at least the major economies

in EMU, but are specific to Greece and possibly a few other small econ-

omies. I shall distinguish positive asymmetric shocks from negative asym-

metric shocks.

It is quite likely that Greece will suffer (“benefit” would be a better term)

from positive shocks during the current decade. I am influenced here by the

recent example of the Republic of Ireland. Firstly, like Ireland at the begin-

ning of the 1990s, Greece has much catching-up to do relative to almost all

its EMU partners. I would expect a high rate of productivity growth, possi-

bly stimulated by high inflows of foreign direct investment. Secondly, mem-

bership of EMU itself will be a benefit to Greece for the reasons already dis-

cussed, probably also leading to an increased rate of capital inflow and higher

productivity in tradeable sectors.

In equilibrium such positive shocks lead to real appreciation. This may be

because high levels of capital inflow allow current account deficits that are

generated by a combination of real appreciation and domestic demand

expansion, the latter caused by high domestic investment. It may also be

because of the Balassa-Samuelson effect: high productivity growth in trade-

able sectors raises wages and thus the relative prices of nontradeables.

If the exchange rate floated, real appreciation would be brought about by

nominal appreciation, while with a fixed exchange rate (as in EMU) it would
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be brought about by temporary domestic wage and price inflation, as in

Ireland lately. Such temporary inflation is not necessarily a problem. It is

simply part of the adjustment process. Arguably, it should not stimulate

inflationary expectations, since monetary policy remains in the control of the

European Central Bank. A rate of inflation in countries like Ireland and

Greece that is higher than the EMU average may have to be accepted as rea-

sonable. The conclusion at this stage is that membership of EMU will not

present a problem when there is a positive asymmetric shock. But inflation,

especially of asset prices, might also overshoot (as is so common every-

where), in which case a boom will lead to “bust”. In that case the positive

shock would be transformed into a negative shock.

So I come to the possibility of a negative shock. There may be a deteriora-

tion in the terms of trade (product-specific shock), there may be political devel-

opments that suddenly change the perceptions of the international capital mar-

ket about the economic prospects of Greece (policy shock), or there may be, as

I have noted, the sudden end of a boom. Are such shocks going to happen? I

do not know, but the possibility must at least be allowed for. If Greece had

maintained independent monetary and interest rate policies, in all these cases

the old-fashioned Keynesian demand management prescription is to lower

interest rates and allow the exchange rate to depreciate or (if an explicit

exchange rate policy is being followed) to devalue. This Keynesian approach

assumes realistically that nominal wages do not fall readily in response to a neg-

ative shock, even though they rise in response to a positive shock.

It might be said that in practice Greece had not in the past followed such

Keynesian policies very efficiently owing to the monetisation of fiscal defi-

cits. But against that, it can be said that, once monetary and fiscal policies

have been stabilised (as they have in the case of Greece), there is no reason

why Greece could not follow Keynesian policies in a slump provided it is fol-

lowing conservative inflation-targeting policies at other times.

At this point one should remind oneself of the earlier discussion that

depreciations may be quickly followed by wage increases in a small open

economy. Thus nominal exchange rate and monetary policies may not have

sufficiently long-run real (as distinct from nominal) effects that last for a rea-

sonable length of time. The question is whether this applies to Greece. I sus-

pect on the basis of the experience of many countries that such policies

would have significant short-term real effects in a non-inflationary environ-

ment. Something will be lost by joining EMU, though it will surely be offset

by the advantages I have listed earlier. Yet the answer to this question hardly

matters now. The point is that such policies will no longer be available to

Greece’s policy makers. Hence, one must look to other policies.
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If there is to be any national (that is, Greek) stabilisation policy in

response to asymmetric shocks, it must rest on fiscal policy. Because of lags,

fiscal policy cannot do the job perfectly. But, speaking generally, at times of

positive shocks there is a need for fiscal surpluses and at times of negative

shocks (or when such shocks are expected) the need is for somewhat expan-

sionary fiscal policy, that is, usually for fiscal deficits. These surpluses and

deficits need to be greater than those that would result from automatic sta-

bilisers. Naturally a boom generates a surplus, this being the automatic sta-

biliser effect. At such a time there is then a temptation to ease fiscal policy

because “the money is available”. It does seem counter-intuitive that just at

that time the surpluses should be increased further, as stabilisation policy

actually requires. The same principle applies to fiscal deficits at times of

slumps caused by negative shocks: The fiscal deficits resulting from the auto-

matic stabiliser effect should actually be deliberately increased.

The vital point to bear in mind is that in the boom there have to be big

surpluses not just to moderate the booms (which will only be necessary when

they get out of hand) but to make possible the deficits in the slumps. If pub-

lic debt is to be increased in a slump, such debt must be low to begin with,

and must be reduced again in the following boom. For that reason a high-

employment demand management policy requires tight fiscal policies in

booms.

Finally I come to labour market flexibility. I am aware that this is a spe-

cial and very important problem in Greece, as it is to a lesser extent in many

other European countries. Because Greece has joined EMU, a greater

responsibility is put on labour market flexibility. At the same time it must be

granted that labour markets that create rigid real wages, and not just rigid

nominal wages, can stand in the way of high levels of employment even when

a country has an independent monetary policy. This, indeed, has been the

experience of Greece.

I am not telling Greek policy makers anything they do not know, or that

has not been preached ad nauseam in IMF and OECD reports on Greece,

and many other countries. As in most countries, the obstacles are not in

understanding at the policy-making level, but in what is politically and

socially possible. When independent monetary and exchange rate policies

are not available, all the more weight must be placed on fiscal policy and on

labour market policy. In response to a negative shock, fiscal policy can pro-

vide a short-term respite, while labour market flexibility has to provide lon-

ger-term adjustment. But deficits in the slump require sufficient surpluses in

the boom.
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472-76, 479, 485-86, 488, 490, 494-95,

499-507, 510-12, 515-16, 519-22, 525,

530-32, 535-36, 539-43
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Pension funds: 465-66; Farmers’ Insurance

Organisation (OGA), 371, 386, 466-67;
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Pension system, 26, 37-38
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134; exemptions, 114, 116-17, 134; mar-
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Poverty, 379-80, 382, 398
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Price-wage spiral, 109
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Primary surplus, 121-23, 126-27

Privatisation, 21, 27, 41, 123, 128, 143, 545-46,
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industry, 160-62; labour, see labour pro-
ductivity; living standards, 484; macroeco-

nomic instability, and, 168-69; non-agri-
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monetary financing of, 64

Public debt: 111, 118, 142-43, 394; dynamics

of, 122; maturity of, 124; ratio (debt-to-

GDP ratio), 118, 122, 124, 133-35, 142-43;

retirement of, 124, 135; servicing of, 111
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Public sector borrowing requirement

(PSBR), 10-11, 14, 16-18
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—OA— Olympic Airways, 507-09, 512-13,
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Hellenic Telecommunications Organi-
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Regulatory tax, 137

Replacement rate (pensions), 107, 371
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Reserves, 250, 252, 350

Retirement age, 370

Return on equity: in manufacturing, 168

Ricardian equivalence, 165, 167

Risk, 567, 570, 590-92

Risk aversion hypothesis, 568, 572, 579

Romania, 335

Russia, 198

Safety net, 367

Saving: foreign, 164; government, 164-66;

national, 163; private, 164, 166, 375, 409-10

Saving-investment balance, 161-63

Saving-investment correlation, 167

Saving rate, 163, 165

Scale economies, 487

Scandinavia, 481
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Securitisation, 546, 587-89
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Self-employed, 109, 129, 366, 385, 407

Services: role in economy, 171; trade in,

293, 336

Services sector, 25, 37

Severance payments, 128

Share price index (real), 254, 263

Shipping, 23-24

Single European Act, 41

Single market initiative, 176, 178, 187

Social Fund, 139

Social Insurance Fund (IKA), 366-67, 370,

376-77, 384, 397, 408, 418, 430, 435, 465-70,

472, 474, 494

Social security contributions, 112-13, 117, 129

Social security system, 104, 106
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158-59, 161-63, 172-73, 179, 193, 197, 352,

476-77, 479-81, 485-86

Speculative attacks: 71; exit strategy, 71-72
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10, 16-18, 33-35, 43, 58-59, 104,

140-41, 213

Stability and Growth Pact, 29, 103-04, 130,

284, 414, 420

Stamp Duty Tax, 115, 137

Sterilisation: 32, 70, 82, 84, 124, 133, 249-50,

252;  costs of, 70, 84

Structural funds, 288

Structural reforms: 21-22, 26; labour market,

21, 26-27; tax laws, 27

Subsidies: 367, 413; on exports, 305

Supply (oil-price) shocks, 43, 45-46

Tariffs on imports, 305, 332

Tax burden, 111

Tax competition, 142

Tax compliance, 114, 116-17, 126

Tax credits, 116

Tax evasion, 116, 129, 134

Tax system, 371

Tax: on pensions, 448; regulatory, 332

Taxes: 29; indirect, 297-98; on income, 112-13;

on interest income, 113-14, 134; on real

property, 112-14; tied, 402

TEAM, 366, 372, 384

Textiles, 346

Thai baht, 70

Third Community Support Framework, 154

Total factor productivity, 10-11, 33

Tourism, 24, 37, 293, 336, 345

Trade: 326, 331-35, 598; direction of, 341;

diversion, 345; liberalisation, 326-28, 332-33;

origin of, 345; policy, 169; terms of, 335

Transactions costs, 598

Transfers: 36; private, 339; public, 340, theory

of international, 282

Transition economies, 342

Treasury bills, 119, 123-24, 130

Turkey, 30, 110, 331, 342

Turnover tax, 115, 137

UNCTAD, 349

Unemployment: 4, 6-7, 27, 453; causes of,

474-75; rate of, 108

Unemployment benefits: 129; eligibility cri-

teria, 129; statutory replacement ratio,

and, 129

Unit labour costs, 8, 21

United Kingdom, 195, 200

United States: 38, 476-81, 484-87; Earned

Income Tax Credit, 473; Minimum wage,

458-59, 473; Social Security Admini-

stration, 470, 472

Value added tax (VAT), 17, 58, 115, 137-38

Vector Autoregressive (VAR), 35, 217-18,

253, 255-58, 263, 266, 272-73, 278

Vector Error (Equilibrium) Correction

Models, 56, 84, 216-18, 220, 223

Venture capital, 536-37, 539

Vertical equity, 116

Vertical integration/separation, 516-17, 538

Wage: formation, 456-61; indexation, 213;

moderation, 598; policy regime variable,

221, 223, 226

Wages: 17, 34-35; behaviour of, 48, 61, 73;

firm size, and, 487-88; real, 159-60

Wald test, 56-57, 221

Weakly exogenous: variables, 216, 218, 220-22

Wealth channel, 239, 244, 266, 276

World Bank, 196-97, 483

World Values Survey, 196-97

YPA-Civil Aviation Authority, 528

Zivot-Andrews test, 78-79, 99
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In recent years, Greece has emerged as one of the fastest growing countries in 

the European Union. Its strong growth performance has occurred during a period in 

which inflation has been reduced from double-digit to low single-digit rates. The Greek 

government eliminated large fiscal imbalances and the country joined the euro area in 

January 2001. This recent performance followed a prolonged period of sluggish 

economic growth, high inflation and large macroeconomic imbalances. How did the 

Greek economy undergo such a rapid transformation? What can other countries learn 

from Greece's experience?

In this book, a prominent group of international scholars reviews the history of 

economic policies in Greece and assesses the challenges that lie ahead. Each of the 

papers concentrates on a specific aspect of the Greek economy. The authors seek to 

facilitate a better understanding of the Greek economy and to stimulate a constructive 

policy dialogue within Greece. At a time when countries worldwide are struggling with 

the challenges of economic stabilisation and restructuring, the analyses in these papers 

will prove valuable to observers of other countries whose economic situations and 

problems are similar to those that have been faced by Greece. 

The book contains an introduction and summary by the editors. The editors are 

Ralph C. Bryant, Senior Fellow in the Economic Studies Programme at the Brookings 

Institution, Nicholas C. Garganas, Deputy Governor of the Bank of Greece, and George 

S. Tavlas, Director-Adviser, Economic Research Department in the Bank of Greece.
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