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GREECE - 1983 ARTICLE IV CONSULTATION

The Executive Directors considered the staff report for the 1983

Article IV consultation with Greece, together with a proposed decision
concluding the 1983 Article XIV consultation (SM/84/21, 1/18/84; and
Sup. 1, 2/10/84). They also had before them a report on recent economic
developments in Greece (SM/84/37, 2/3/84).

Mr. Caranicas made the following statement:

The Greek authorities would like to express their apprecia-
tion for the staff's excellent analysis of financial and economic
developments in Greece and also for the constructive approach to
the discussions recently held in Athens. The authorities certainly
galned a great deal from the full and frank exchange of views with
the staff mission. These discussions focused on the important
policy issues, as well as on policy options in the present environ-
ment of great economic uncertainties and slowly improving world
economic conditions.

As pointed out in the staff report, the Government that
assumed office at the end of 1981 had in many respects a formid-
able task., Little progress had been made in adjusting to the
0il shocks of the 1970s or in correcting the long-standing
distortions characterizing the economy. Overall growth in real
terms had been following a declining trend from its peak 1in
1978, and in 1981--for only the second time in 30 years——turned
negative. Private fixed investment declined by more than 11 per-
cent for the second year in succession. The current account
deficit on the balance of payments reached an all-time high of
nearly 6.5 percent of GNP. Moreover, the financial policies
that had been pursued by the preceding government had led to a
doubling of the public sector's net borrowing requirement from
7 percent to 14 percent of GNP. Prior to the elections, financial
policies were considerably eased, and inflation in 1981 remained
for the second consecutive year at about 25 percent.

The new Government was fully aware of the somewhat limited
room for maneuver in implementing its policies, at least in the
short run. It had made certain social and political commitments
to the electorate, particularly as regards raising the earnings
of lower—income workers. At the same time, economic realities
required that immediate attention be given to stabilizing the
economy and improving competitiveness. During 1982 and 1983
imbalances——both internal and external--have been moderated,
although developments have been less satisfactory than the
authorities had expected. There are firm indications that
recovery has begun. The authorities now estimate that, after
two years of decline, real growth of GNP in 1983, thanks to a
recovery of industrial production, was 0.3~0.4 percent. Growth
would have been larger had there not been a fall in agricultural
output of between 4 percent and 5 percent in real terms.
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The overall policy stance gives priority to the stabiliza-

tion of the economy in an attempt to bring it gradually back to
a noninflationary growth path. Given the unfavorable initial
conditions surrounding the policy of the new Government, the
results have been modestly successful. For 1984, the authorities
have maintained an essentially unchanged policy stance, and their
targets are realistic within the context of gradual stabilization
and noninflationary recovery. According to official projections,
deficits in the balance of payments and in the public sector will
be held in check, while unemployment will trend downward. It is
to be noted that on account of the increase in the inflow of pri-
vate capital, the net external borrowing requirement was reduced
in 1983. That increase is expected to continue during 1984,
producing——-together with anticipated increases in public and
private investment and in exports—-—a rate of growth of at least
1.5 percent in GNP this year. These results, together with the
expected deceleration of inflation to 18 percent and the effects ‘
of broad govermment policies to improve productivity, would sig-
nal not merely an economic recovery but the effects of a funda-

" mental restructuring of the economy.

Progress has been made in reducing inflation from its peak
of 25 percent in 1981 to about 20 percent in 1983. A greater
deceleration had been impeded mainly by the oligopolistic struc-—
ture of important segments of the private sector and by the
depreciation of the drachma, which has supported high inflation-—
ary expectations and speculative tendencies. Except for unfore-
seen external disturbances, inflation is expected to decelerate
by at least 2 percentage points in 1984, mainly because of the
substantial slowdown of the cost of labor per unit of output in
1983, as well as the nonaccommodating monetary policy pursued by
the authorities. Given that Greece already has a history of high
inflation, the authorities are convinced that, apart from the
effects of stabilization policy, the problem of inflation will .
be resolved in the medium term with the recovery in productivity
and the easing of the substantial structural factors that gener—
ate built-in inflationary pressures.

In the policy sphere, perhaps the most notable development
has been the marked tightening of monetary policy since the mid-
dle of 1982, This tightening has been achieved through selective
increases in interest rates and tighter credit controls to
reduce the leakages that had inflated the monetary and credit
aggregates in earlier years. Commercial banks' overdraft possi-
bilities with the Bank of Greece have also been considerably
reduced. The tightening of monetary policy has been reflected
in a substantial deceleration of the monetary and credit aggre-
gates. Thus, the rate of domestic credit expansion has been
reduced from 35.5 percent in 1981 to 20 percent in 1983.
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Fiscal imbalances have also been reduced since 1981, although
progress has not been as rapid as the authorites had hoped.
Central government expenditure targets were broadly met in both
1982 and 1983. The relatively large overrun in the deficit in
1983 can be attributed to a slower than anticipated growth in
tax revenues, resulting in part from the two—month strike of tax
collections in the spring of 1983 (as well as the slower than
anticipated growth in real output).

Reflecting the Government's commitment to augment earnings
of lower—-paid workers, average real wages had increased consid-
erably in 1982. But in 1983, cost of living ad justments were
delayed for several months and as a result real wages fell by
about 3 percent. The increase in unit labor costs in manufactur—
ing, which had reached nearly 38 percent in 1982, was reduced by
more than one half. 1In combination with the nominal depreciation
of the drachma over the course of the year, this led to a substan-
tial increase in the competitive position of Greek exports.
Preliminary data for 1983 indicate an enhanced competitiveness
that is being translated, with a lag, into higher export volumes.
The authorities expect that the more competitive exchange rate,
along with continued economic recovery, will also contribute to
a recovery of invisibles' earnings—-notably tourism, shipping,
and emigrants' remittances-—and hence that imports can be allowed
to increase somewhat this year without jeopardizing the balance
of payments.

Shortly after the presentation of the budget to Parliament,
the incomes policy for 1984 was delineated by the Government.
It was designed to support the recovery started in the second
half of 1983 and expected to develop further this year. A more
relaxed standard will be applied to incomes, which will be
allowed to increase by up to 24 percent for the lower-paid
workers, an increase in excess of the anticipated rate of infla-
tion. However, the degree of indexation will fall away sharply
for those with wages above the threshold to which full indexation
is applied-—for this year the threshold was raised to $500 a
month. All indexation adjustments will be made promptly every
four months. '

For 1984, the prospects are for further economic recovery
and a continued gradual reduction in the internal and external
imbalances. The authorities expect the decline in private fixed
investment to be reversed, as a result of both economic recovery
and the enactment of investment incentives laws which have made
clear "the rules of the game.” Real economic growth of 1.5 per-
cent is projected, based on increased exports of goods and
services—-largely reflecting the enhanced competitiveness of the
economy and increased gross investment. Fiscal policy is projected
to be less expansionary in 1984 than in 1983, with smaller
volume increases in both public consumption and public -investment.
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The net public sector borrowing requirement, as a percent of GNP,
is estimated to be slightly lower in 1984 compared with 1983.
Monetary policy will continue to be nonaccommodating. While
slightly reducing the overall rate of credit expansion for 1984,
the recently announced monetary program provides sufficient
credit to the private sector and reduces the rate of credit
expansion to the public sector. Finally, for 1984 we have higher
deposit interest rates, as well as a substantial increase (by
2.75 percentage points) in the interest rates on treasury bills.
These measures were taken in an attempt to stabilize the savings
ratio; they also constitute important steps toward the required
rationalization of the entre credit system in Greece.

With regard to the current account deficit in 1984, the
authorities' projections show that it will be held, in terms of
U.S. dollars, at approximately the current level, as the antici-
pated rise in imports will be offset by increased exports of
goods and services. Autonomous capital inflows, which do not
add to the existing debt, are expected to increase considerably,
as a result of both economic recovery in the OECD countries and
appropriate domestic policy measures-=-such as the recently
announced increases in interest rates on savings accounts. The
amount of foreign borrowing required to finance the current
account deficit is therefore expected to drop considerably,
thereby slowing the rise in external indebtedness.

While the prospects for 1984 are generally favorable, the
authorities are aware that overcoming the major structural
problems identified in the staff report requires appropriate
domestic policies. With a good measure of political courage and
commitment, the first steps have already been taken. The author-
ities realize that consolidation of these steps and a sufficient
pace of adjustment are critical, especially if the pace of
foreign borrowing is to be slowed down. For the longer term,
the authorities remain committed to the objectives of reducing
disparities in incomes, eliminating oligopolistic distortions,
and modernizing and restructuring the economy with the help of a
major public investment program. '

These objectives have been incorporated into the Government's
five-year plan, the broad outlines of which were presented to
Parliament in 1983. The plan emphasizes inter alia the role of
structural change in improving cost competitiveness, strengthening
production in the export and import-competing sectors, and
providing a more even pattern of regional development.

Ms. Bush said that she recognized that the Greek authorities had had
to contend with a number of difficult structural problems in a rather
unfavorable world economic environment. Some progress had been made in
adjusting to the o0il shocks and in arresting the decline in several -
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sectors of the economy. Nevertheless, some important ultimate objectives
of economic policy, such as the achievement of adequate rates of real
growth, price stability, and a sustainable external position, were still
not assured.

It seemed clear, Ms. Bush went on, that continued adjustment efforts
were needed. Yet, the authorities' policy objectives in a number of areas,
such as the current account deficit, the debt service burden, inflation,
and the public sector deficit, did not seem very ambitious. The author-
ities had set certain socioeconomic objectives: to improve economic
conditions for the lower-income groups; to support small businesses and
agriculture; to better allocate resources; and to raise investment in
high technology and research and development ventures. It was not clear
that the policies proposed with regard to interest rates and credit,
relative wages and prices, or investment would be adequate to achieve
those objectives. 1In particular, if the composition of economic growth
was to be shifted toward exports and productive investment, specific
incentives would have to be created and an appropriate economic framework
would have to be put in place.

Prospects for growth in Greece would be strongly influenced by the
rate of capital formation, Ms. Bush considered. Yet there had been a
decline of 4 points between 1979 and 1983 in the ratio of gross fixed
investment to GNP. 1In addition, the ratio of public investment to GNP
had increased from 4.9 percent to 5.6 percent, while the private invest-
ment ratio had fallen from 16.4 percent to 11.7 percent. Those changes
suggested the need for an increase in the overall investment ratio, an
awareness of the importance of confidence, and a reassessment of existing
incentives for private investment. The effect on business profitability
of continued rapid increases in wage rates, brought on largely by wage
indexation coupled with the continued use of price controls, was certainly
a disincentive. It would moreover be interesting to know whether the
growth of public sector investment had been complementary to, or compet-
itive with, private investment. Would the growth in public sector invest-—
ment contribute to, or detract from, the authorities' goal of stimulating
small business? :

Rather modest progress had been made in bringing down the increase
in the consumer price index from its 1981 peak of 24.5 percent to 20.5 per—
cent in 1983, Ms. Bush considered. Cost-push factors seemed likely to be
in evidence in 1984, especially as there had been no significant change
in the wage indexation system. At the same time, the continued large
public sector deficit would place pressure on the monetary authorities to
accommodate such cost pressures, thereby endangering the monetary restraint
that had begun to be put in place.

The deficit on the current account of the balance of payments had
been reduced from $2.4 billion in 1981 to somewhat less than $2 billion
in 1983, Ms. Bush noted. However, neither the circumstances of the
improvement nor the present level of the deficit were at all reassuring.
Between 1979 and 1983 exports in nominal terms had been virtually unchanged,
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and import compression had led to a reduction in total imports. The
decline in receipts from invisibles from $6.5 billion in 1981 to $5.3 bil-
lion in 1983 might~-as the Greek authorities suggested-—reflect to some
extent the weakness of world demand. Nevertheless, she did not find that
argument wholly convincing. For instance, Table 49 in SM/84/37 suggested
that Greece had been relatively less competitive for the tourist trade
compared with Italy, Spain, or Portugal in 1983 than it had been-in 1980.
Moreover, even if the current account deficit were to be held down to
about $2 billion in 1984, it would still represent a ratio to GNP of

over 5 percent. The persistence of such a large deficit raised problems
not only for future financing but also for the rising debt service burden
that it implied.

Incomes policy and fiscal policy were the key instruments for achiev-
ing Greece's ultimate economic objectives, Ms. Bush remarked. The slow—
down in wage indexation adjustments in 1983 had clearly been helpful in
limiting the rise in .unit labor costs from the exceptionally high rate of
nearly 38 percent in 1982 to somewhat less than 16 percent—still very high '
by standards elsewhere~—in 1983. Having made such a good start, it would
be regrettable if the Greek authorities did not continue to try to keep
wages under control in 1984 by modifying the indexation mechanism in some
way. She noted from Mr. Caranicas's remarks that a more relaxed standard
of wage indexation would be applied in 1984; she hoped that the change
would contribute further to the authorities' efforts to hold down increases
in unit labor costs. If the public were aware of the distinction between
nominal wage increases and real wage increases, more wage restraint might
be achieved. For instance, even in 1982, when average nominal earnings
for all sectors of the economy had risen by 27 percent, real average
earnings had risen by only slightly more than 5 percent. Similarly, in
each of the three years before 1982, and in 1983, real average earnings
had actually fallen, despite increases in nominal earnings. That outcome
seemed to her once again to be evidence of the cost-push effect of rela-
tively high wages on prices.

Many countries suffered from public sector deficits, Ms. Bush com— ‘
mented, but in Greece the net borrowing requirement had ranged between
12 percent and 14 percent of GNP in each of the past three years. The
target of 12.6 percent for 1984 would represent only a very modest decline
from 1983. She encouraged the authorities in their efforts to improve tax
collection, even though it would be unwise to place much hope on large
increases in revenues from that source in the short term. Although the
effects of the tax collectors' strike in 1983 should be reversible, the
authorities should concentrate on the control of expenditures as a priority.
A rise of 10 points in the ratio of central government expenditures to GNP
between 1980 and 1983 was worrying, especially when unaccompanied by any
equivalent rise in revenue. The authorities would need to restrain expen-
diture both in current operations and in investment.
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While it was encouraging that some steps had been taken to simplify
the schedule of interest rates on the lending side and to eliminate the
prior import deposit system, Ms. Bush remarked, most interest rates—-whether
on lending or deposits—-were hardly positive, if at all. 1In addition, the
apparatus of direct controls over bank credit and over fixed portfolio
investment severely restricted the ability of market forces to influence
the efficient allocation of credit. Negative real interest rates of about
6 percent on savings deposits did little to encourage household savings,
with unfavorable consequences for small business growth, the expansion of
investment, or international capital flows. She noted from SM/84/21,
Supplement 1 that rates on savings and time deposits as well as on treasury
bills had been increased on February 15; she encouraged the authorities to
realign the interest rate structure and to contain monetary growth.

She understood that it was not easy clearly to identify the need for
exchange rate adjustments or to pass judgment on the appropriate size of
any adjustment that might be made, Ms. Bush stated. Nevertheless, the
staff figures seemed to show that there had been a real effective appre-
ciation of the drachma of more than 17 percent between 1980 and 1983,
although there would be no apparent appreciation if relative consumer price
movements were compared instead of relative unit labor costs. One explana-
tion of the difference would be that profit margins had been squeezed, a
conclusion supported by the continued use of price controls. 1In any event,
some depreciation of the drachma might be inevitable, although a more rapid
reduction in the rate of domestic inflation would be a better way of dealing
with the problem.

In brief, although some progress had been made in addressing the
country's structural problems, Ms. Bush concluded, the proposed very gradual
approach to correcting them was not having the desired effect. She encour-
aged the Greek authorities to examine with care their present strategy, and
to see whether they could not accelerate their policy actions in a number of
fields.

Mr. Grosche recalled that when the Executive Board had previously
discussed the economy of Greece (EBM/83/53, 3/23/83) his chair had stated
that the economic policies adopted by the authorities in the previous year
had seemed to be appropriate, and that encouraging progress had been made
in important areas. The same did not hold true for developments in 1983.
The imbalances were substantial and the size of the adjustment-required was
still very large. The staff had appropriately described both the problems
and their causes; he therefore supported the staff analysis and would only
comment on the policy measures that were needed to correct economic imbal-
ances.

Speaking more generally, Mr. Grosche observed that one of the most
controversial questions about economic policy in Greece was whether the
speed of adjustment envisaged by the authorities was appropriate. In 1983
his chailr had expressed the view that the pace of adjustment envisaged for
the coming year seemed rather gradual. Developments in the past year
seemed to have borne out that view. The staff had said, first, that the
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gradual adjustment of the current account deficit envisaged by the author-
ities, which was at best only to start in 1985, would not be sufficient to
prevent a further sizable increase in the debt service ratio over the next
few years, and, second, that a sizable loss of competitiveness had occurred
since the 1983 devaluation. What was needed was a substantial reduction
in the relative share of public and private consumption in favor of
productive investment and exports. Otherwise, it was difficult to see

how the Greek economy would return to overall equilibrium, or how the
increase in the external debt burden would be contained within manageable
limits. The Wall Street Journal of February 14, 1984 had reported that
the Greek authorities would be expected to pay higher spreads in arranging
a new international bank loan, while other debtor countries were managing
to arrange improved loan terms. If true, the article was another sign
that speedy action was needed. While the recovery under way in Europe
would help to alleviate the external constraints, it would not remove the
need for major corrective measures. A small open economy like that of
Greece could not for any length of time pursue substantially different
economic policies from those followed by its main trading partners.

He did of course understand that there were a number of impediments
to the authorities' progress, Mr. Grosche commented. Apart from facing
political constraints and marked structural weaknesses, they were compelled
to strike a delicate balance between their political and social objectives
on the one hand and an urgently needed ad justment on the other. Neverthe-
less, he hoped that the authorities would be able to accelerate their
actions substantially.

As to fiscal policy, Mr. Grosche noted that there was broad under-
standing within the country that Greece could not solve its problems
without budgetary restraint. But the reduction in the public sector
deficit envisaged by the authorities for 1984 was modest. There was even
the risk that the reduction might not take place unless the authorities
introduced additional measures. The staff had made specific suggestions
for the areas in which action was called for; he fully supported the
staff, in particular in calling for the avoidance of further delays in
implementing the value added-tax. In addition, there might surely be
scope for increasing taxes on income from self-employment, including
agriculture. Even with those changes, he fully shared the staff view
that the brunt of any effort to reduce the deficit would need to focus on
expenditure control.

Incomes policy would clearly have to play a crucial role in reducing
inflation in Greece, Mr. Grosche observed. The changes in the indexation
system introduced in 1983 should be considered as no more than a first
step. He agreed with the staff in its indications of where further modifi-
cations would be appropriate. He was worried that the proposed real
increase in wages of civil servants would not help to reduce inflation;
indeed, it might have adverse effects on private sector wage settlements.
Some reduction in real wages might be a part of the unavoidable sacrifices
during the adjustment process, and it might be better if incomes from self-
employment were also to bear the cost of adjustment.
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He noted that monetary policy had been tightened substantially in
1982 and again in 1983, Mr. Grosche remarked. Such a policy stance had
been appropriate and even commendable; and a further tightening of monetary
policy in 1984 would also be correct. However, as he understood the
information provided in SM/84/21, Supplement 1, the authorities intended
to adopt a monetary policy that might be no more than nonaccommodating.
At least, domestic credit to the private sector was expected to increase
faster than net credit to the public sector. That was a distinct improve-
ment, because in the past, due to the large borrowing requirement of the
public sector, the burden of monetary restraint had fallen excessively on
the private sector. A further deceleration in the growth of liquidity
should be accompanied by an appropriate reduction in the public sector
borrowing requirement. He fully supported the views expressed by the
staff on interest rate policy and credit allocation.

Speaking on competitiveness and exchange rate policy, Mr. Grosche
remarked that in a small open economy the risk of accentuating the worst
effects of devaluation and inflation by the adoption of an indexation
mechanism ought to be borne in mind. He therefore agreed with both the
authorities and the staff that competitiveness should be improved preferably
by reducing domestic inflation. If progress could be achieved in reducing
inflation, only moderate adjustments of the exchange rate would be needed.
The question of competitiveness was however not only one of cost and price
differentials. In Greece it was also related to the quality and design
of Greek export products, as well as to a decline in productivity and the
fall in industrial investment. He was wondering, however, whether more
foreign direct investment could contribute to improving the prospects for
exports and the balance of payments. The adoption of stronger price
controls, apparently envisaged by the authorities, could help to dampen
some of the price pressures, but they would certainly not help to increase
investment and productivity. Internal consumption would have to be
reduced to free resources for investment and export.

Mr. Ainley said that he was in general agreement with the staff
appraisal and that he could support the proposed decision. Despite the
authorities' efforts, the economic position in Greece had not improved
very much since Executive Directors' consideration of the previous
Article IV consultation (EBM/83/53). The Greek economy continued to face
slow growth, rising unemployment, and high inflation. The fiscal and
external accounts were in sizable deficit, and the ratio of debt service
payments to foreign exchange earnings had risen sharply. Although a
modest recovery was in prospect for 1984, the medium—term outl ook was not
encouraging, due mainly to long-standing structural weaknesses.

Against that background, Mr. Ainley went on, he agreed with the staff
on the need for a coordinated set of policies aimed at reducing inflation,
strengthening the public finances, and improving competitiveness. If such
policies were implemented in the short run, the authorities would have a
sound basis on which to modernize and restructure the economy over the
medium term.
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The staff clearly considered that the authorities were not moving
quickly enough to adjust the economy, Mr. Ainley remarked. Incomes policy,
for example, was an important element in the fight against inflation, and
the commendable tightening of incomes policy in 1982 had helped signifi-
cantly to reduce the growth in unit labor costs. Those gains could however
be jeopardized by the recent large wage increases for civil servants and
by the decision to raise the threshold for salaries that qualified for
full indexation. Given the importance of restoring competitiveness in
the manufacturing sector, he hoped that the authorities would consider
modifying the indexation system along the lines suggested by the staff.

He recognized the political constraints, but other European countries had
made similar modifications in like circumstances.

He also noted that the authorities intended to rely more heavily on
price controls in the future, Mr. Ainley stated. There was however a
risk that such controls would lead to distortions and inefficiencies.
They could also compress profit margins further and reduce the incentives
for new private investment, which the authorities were seeking to encourage. .

As to fiscal policy, it was evident that progress had not been as
rapid as the authorities hoped, Mr. Ainley observed. The public sector
borrowing requirement remained at a very high level in relation to gross
domestic product. He therefore commended the recent moves to strengthen
expenditure controls and to improve the tax administration. Nevertheless,
he shared the staff's view that more would have to be done, particularly
on the expenditure side, if the fiscal position was not to deteriorate
further in 1984. He hoped that the value-added tax would be introduced
in January 1986, as planned; it would provide a much needed expansion of
the tax base.

There was also scope to strengthen the financial position of the
public enterprises, which were now incurring sizable operating losses,
Mr. Ainley considered. The increases in administrative prices mentioned
in SM/84/21, Supplement 1 were a useful first step. Similarly, there was .
a need to review the financing of the social insurance funds, whose long-
term future——according to SM/84/37-~was uncertain.

The tightening of the monetary stance since mid-1982 had resulted in
a substantial deceleration of the monetary aggregates, Mr. Ainley noted,
but continued restraint was needed if inflation was to be brought under
control., He welcomed the measures taken to strengthen the instruments of
monetary policy, and the treasury bill market in particular. He supported
the continuing moves to simplify the complex system of credit regulation
which, as the authorities recognized, was not meeting the objective for
which it was designed. '

With regard to the external sector, Mr. Ainley agreed with the staff
that the current account deficit could not be sustained indefinitely at
its present level, without adding considerably to the already high debt
burden. Part of the deficit could be traced to structural and cyclical
factors. But the sharp fall in the volume of non-o0il exports, and the
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loss of market shares, had been associated with long periods of weakening
competitiveness. A flexible exchange rate policy of the kind followed
since August 1983 should help to improve competitiveness, provided that

it was supported by firm financial policies. He hoped that the authorities
would also press ahead with other measures to diversify the export base

and encourage capital inflows. He welcomed the elimination of the advance
import deposit scheme, and he encouraged the authorities to remove the
remaining import restrictions as soon as possible.

Finally, Mr. Ainley stated, he could endorse the principal economic
objectives of the five-year plan, outlined by Mr. Caranicas. The emphasis
on improving productivity and nonprice competitiveness was particularly
appropriate if Greece was to benefit fully from membership in the European
Community. Nevertheless, a determined adjustment effort, which could
provide confidence both at home and abroad, seemed essential if the
authorities were to achieve their medium—-term objectives.

Mr. de Groote remarked that the efforts of the Greek authorities to
reduce the fundamental imbalances in their economy had only resulted in a
very modest improvement during 1983. The staff had rightly mentioned that
the domestic political constraints and the severity of the structural
problems facing them had forced the authorities to opt for a gradual
approach. However, more emphasis should be placed on the central question
of which measures were most appropriate for speeding up the adjustment
effort and reducing the public sector and current account deficits. Find-
ing an answer to those questions was all the more urgent since by 1985
Greece would no longer enjoy the transitional arrangements regarding entry
into the European Community. A substantial improvement in the balance of
payments, together with a reduction of the public sector deficit, seemed
vital for Greece's entry into the Community. In that connection, he was
particularly disturbed by the considerable loss of competitiveness, which
had been well documented by the staff. During the 1982 consultation, the
staff had pointed out that, at least in the initial phase, Greece's
imports were expected to increase more than its exports as a result of
membership in the European Community. The best way to reverse the deterio-
ration in the balance of trade would therefore be to improve competitiveness
by the adoption of a more active exchange rate policy. Another way of
increasing competitiveness would be to reduce the basic inflation differ-
ential between Greece and its main trading partners.

The authorities' policy of fighting the inflation differential with
a system of price controls did not seem to offer a viable solution,
Mr. de Groote stated. While he agreed with the staff that such a policy
could help to offset some of the price pressures, it could easily result
in distortions and allocative inefficiencies. He did not find much
evidence of the existence of enterprises enjoying supposedly excessive
profit margins. He would appreciate further comments from the staff
regarding the magnitude of the profit margins and their supposed impact
on the economy. There was at least a case for the alternative view that
an exchange rate policy conducive to increased competitiveness and a
domestic policy of freely market-determined prices would maintain profit
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margins at a level compatible with the need for incentives in the invest-
ment sector. Was the strategy of intervening to control profit margins
giving the appropriate signals at a moment when additional investment was
needed to facilitate Greece's entry into the European Community?

The Government's industrial policy, as outlined in the five-year plan
for the period 1983-87, was aimed at improving competitiveness by overcom—-
ing the basic structural problems of the Greek economy, Mr. de Groote said.
Firm determination by the authorities would be needed to implement those
policies as a means of achieving their targets.

Another problem area, Mr. de Groote considered, was the agricultural
sector. Tables 3 and 4 in SM/84/37 showed that investment in that sector
had been declining in real terms since 1980. In view of the entry of
Greece into the European Community, it seemed important that the trend
should be reversed as a means of improving productivity, processing, and
marketing.

There had been some tightening in monetary policy both in 1982 and in
1983, Mr. de Groote noted, leading to a deceleration of the rate of increase
in the monetary aggregate, an increase in interest rates, and an improve-
ment in the attractiveness of treasury bills. In addition, the authorities
intended to allow greater flexibility in monetary affairs during 1984, The
staff had mentioned that the strict controls on the financing of the govern-
mrent deficit had resulted in a sharp decrease, from 50 percent in 1981 to
7 percent in 1983, in the financing of the public sector borrowing require-
ment by the Bank of Greece. However, the analysis set out in Table 23 of
SM/84/37 showed that the share of treasury bills and the Bank of Greece in
financing the public sector borrowing requirement had been about 51 percent
in 1980, 62 percent in 1981, and 55 percent in 1983. The only difference
he saw was a decline in the share of the Bank of Greece and an increase in
the share of treasury bills. Was that an improvement?

In that connection, Mr. de Groote went on, the reserve requirements
of the banking sector depended largely on investment in treasury bills.
When the banks made deposits to meet their requirements with the Bank of
Greece, and the Bank of Greece then financed the government deficit, the
position would surely be the same as at present. He had found very little
information on the sales of treasury bills to the banking sector for pri-
vate investors in recent years, although such information was vital to any-
body wishing to know whether the monetary situation in Greece had improved.
On the basis of the little information available, he suspected that there
had been no increase in treasury bill purchases by the private sector, if
only because the Government had put in place a whole array of measures to
limit profit margins and there had been a general reduction in the demand
for credit in recent years. In those circumstances, it would be unusual
to see an increase in holdings of treasury bills by enterprises or house-
holds. Indeed, it was doubtful whether households even had access to
treasury bills. He wondered therefore whether the imposition of reserve
requirements on the commercial banks was not a cover for a further massive
monetary financing of the Treasury.
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There had been a rapid buildup in Greece's external debt during the
past four years, Mr. de Groote commented. Despite its well-balanced
maturity structure, the servicing of the external debt would become increas-
ingly onerous in the next few years. 1In those circumstances, attempts to
improve the balance of payments would be absolutely critical. He also
agreed with the authorities that it would be desirable to strengthen
autonomous capital flows by the adoption of additional policy measures.

It might however be rather difficult to reconcile such measures with the
rather dirigistic philosophy adopted by the authorities with respect to
profits and profit margins. Finally, all members of his constituency
wished him to express their best wishes for the success of the integration
of the Greek economy into the European Community.

Mr. Clark said that he fully endorsed the staff appraisal. The
figures for 1983 spoke for themselves: public sector borrowing repre-
.sented over 13 percent of GNP and the current account deficit more than
5 percent; inflation was over 20 percent and the debt service ratio was
nearly 17 percent and rising. Perhaps even more worrying was the disap-
pointing lack of progress over the past few years. In the face of such
imbalances the authorities' policy of gradualism was not appropriate.
Although the targets for 1984 were modest, without a change in policy even
they might not be achieved. There was therefore a need for a feeling of
greater urgency.

Commenting on Greece's fiscal policy, Mr. Clark welcomed the measures
that the authorities had taken to restrain public expenditure in 1984.
He was particularly pleased by the emphasis placed on investment at the
expense of consumption, although it would be important to ensure that the
investments were fully cost effective. In passing, he would be interested
to know how much of the investment was export oriented, and how import
intensive it was. The measures to reduce tax evasion were also welcome,
although it was uncertain how much extra revenue they would provide. But
the targeted reduction of the deficit to 12.5 percent of GNP--a decrease
of only some 0.5 percent—-did not seem very ambitious. He agreed with the
staff that there was a strong possibility of slippage, a point on which
the past record, especially in regard to revenue, was not encouraging.

On the expenditure side, Mr. Clark endorsed the staff view that
action needed to be taken to reduce the burden of the public sector
enterprises. In 1983 their deficit on current expenditure alone had been
over 13 percent of operating revenue. Including capital expenditure, the
figure rose to over 52 percent--equivalent to some 4.7 percent of gross
domestic product. Increased managerial efficiency, a reduction in over-
manning, and selective price increases were all needed. Public sector
wages represented 30 percent of all central government expenditure. The
24 percent rise in 1983 had significantly worsened the budget deficit as
well as having wider effects. There seemed to be a clear need for great
restraint in that field. On the revenue side, continued efforts would be
needed to widen the narrow tax base. In addition, the introduction of a
value—added tax would be useful.



EBM/84/26 - 2/17/84 - 16 -

Commenting on price and incomes policles in Greece, Mr. Clark
remarked that the authorities had achieved notable success in restraining
wage increases in 1983, Unfortunately, the policy for 1984 did not appear
likely to maintain the progress; furthermore, it seemed only doubtfully
consistent with the announced targets for inflation. Faster pay increases
threatened to have serious effects on competitiveness. He agreed with the
staff that the degree of indexation needed to be reduced, and he encouraged
the authorities to consider modifying the index in the way that the staff
had suggested. In addition, he wondered whether indexation should not
take place annually, rather than every four months.

The increasing resort to price controls by the Greek authorities was
worrying, Mr. Clark considered. Those controls were not likely to cure
inflation in the long run; they would only lead to an increasing misallo-
cation of resources. In combination with the wages policy, price controls
had a severe effect on the profitability of industry. A recent survey of
over 3,000 manufacturing companies indicated that some two thirds of them
were recording losses. Until that situation was remedied, there seemed
little prospect of arresting the decline in private investment. Neverthe-
less, the staff had reported in SM/84/21 that the Greek authorities consid-
ered current and prospective profits to be of secondary importance as
determinants of investment. He asked Mr. Caranicas how such an attitude
could be consistent with the authorities' expressed objective of fostering
small businesses.

The slower growth of the monetary and credit aggregates in 1983 was
encouraging, Mr. Clark considered. With the staff, he urged that it should
continue through 1984, both to restrain inflation and to hold down imports.
He welcomed the recent rises in interest rates, although more might be
needed to encourage capital inflows. He also welcomed the authorities'
measures to streamline the existing range of interest rates. Room remained,
however, for further rationalization, and in particular for a reduction in
the number of different interest rates.

Commenting on Greece's external policy, Mr. Clark observed that
exports of both goods and services had been falling, that autonomous capi-
tal inflows had declined, and that there was evidence of disguised capital
outflows. The current account deficit was unsustainable as the authorities
recognized. He shared the staff's doubts about whether the 1984 target for
the current account deficit would be achieved, in view of the prospective
size of the fiscal deficit and the wage increases. If the target was to
be achieved, it was likely to require an active exchange rate policy to
dampen the effect of wage increases on competitiveness, and perhaps also
a further rise in interest rates to encourage capital inflows.

He shared the staff's concern about the rise in foreign debt, which
had amounted to over $1 billion a year since 1979, Mr. Clark mentioned.
The staff's projection of a continuing rise in the debt service ratio to
some 24 percent by 1989 was a major cause for anxlety, and that projection
depended on a 16 percentage point rise in the proportion of the current
account deficit covered by autonomous capital inflows; if those flows were

not achieved, the position would be correspondingly worse. Furthermore,
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a weak and uncertain external position carried the risk of instability in
short—term borrowing, a point for which no allowance was made in the debt
service projections.

Greece's external reserves had been no more than the equivalent of
five weeks of imports in November 1983, Mr. Clark remarked. He would be
grateful if Mr. Caranicas would say what level of reserves the authorities
regarded as adequate, and how they intended to work toward it.

If his remarks had been critical, Mr. Clark concluded, it was only
because his authorities hoped that the Greek authorities would act in a
timely fashion to reverse certain trends in the economy, which he believed
they themselves recognized to be unsustainable.

Mr. Feito observed that the Government that had taken office in Greece
in 1981 had inherited a difficult economic situation. Developments over
the past two years had however not improved the situation greatly, and the
authorities did not seem to have set In motion the corrective forces needed
to redress the external imbalances in the economy. On the contrary, the
room for a gradualist approach to bringing the economy back into equilib-
rium seemed to have narrowed considerably. For instance, despite the
depletion of oil inventories and an improvement in the terms of trade, the
deficit in the current account had risen relative to gross domestic product,
and autonomous external inflows of capital had continued to subside. As
a result, the balance of payments deficit had added to an already high
stock of external debt, and it was worrying that the growth of the external
debt over the period had not been accompanied by an adequate growth in the
stock of productive assets in the economy. Instead, it had been assoclated
with decreasing flows of capital formation, which put into question the
sustainability of the external debt structure. The authorities would have
to find a way of correcting the external imbalance while providing for
increased capital formation as a means of servicing the external debt with-
out unduly constraining consumption.

Both the continued decline in private sector investment and the dete-
rioration in the external balance seemed to have been caused by the growth
of the public sector deficit, increases in real labor costs, and the accom-
panying erosion of the competitiveness of the economy, Mr. Feito observed.
Furthermore, uncertainty about the thrust of exchange rate and other eco-
nomic policies might have had a bearing on both the poor performance of
private investment and the drop in autonomous capital inflows. He there-
fore agreed with the staff in emphasizing the need to reduce the public
sector borrowing requirement, to increase the competitiveness of the econ-
omy by a mix of exchange rate action and tighter financial policies, and
to modify the indexation scheme so as to reduce its negative effects on
profitability. In connection with profitability, he did not understand
the sentence on page 11 of SM/B4/21 to the effect that the authorities
considered current and prospective profits to be of secondary importance
as determinants of investment. In those circumstances, he would be
interested to hear what the authorities considered to be the primary deter-
minant of private investment. In the past few years, it seemed to have
reacted quite predictably to the main factors governing profitability.
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Current and prospective profits must have been seriously affected by the
squeeze in private sector credit imposed by the growth of the public sector
deficit, by the rise in labor costs, and by the real appreciation of the
exchange rate. For instance, since 1975, the rate of credit expansion in
the public sector had exceeded that to the private sector, and since 1981
the absolute growth in domestic credit to the public sector had been larger
than that to the private sector. In addition, Chart 4 in SM/84/21 seemed
to show that, although the increase in labor costs had declined since 1982,
the real effective exchange rate was much higher than it had been in 1980.
A combination of the factors he had mentioned might explain the fact that
both the external and the internal imbalances in the economy were growing
simultaneously and that the deterioration of profitability and competitive-
ness was a cause of both disequilibria.

The authorities were to be commended for the policy of income
restraint that they had implemented in 1983, Mr. Feito went on. It would
in the future unless the stance of finmancial policies was tightened. While
the strengthening of price controls might contribute to easing pressures
on incomes, it could do so only temporarily and at the cost of consider-
able inefficiency. At the same time, the price control policy seemed to
run counter to the central objectives of the authorities, namely, to
improve competitiveness by raising the quality of national goods and
services and to remove restrictions while providing for more equitable
income distribution.

The Greek economy was plagued by structural imbalances whose elimina-
tion, the authorities well understood, was a necessary condition for achiev-
ing stable rates of growth and easing the external constraints, Mr. Feito
observed. The authorities' determination to tackle the rigidities hinder-
ing the efficient functioning of the economy was highly commendable.
However, their removal would require the long-term program to be carried
out in an environment of macroeconomic discipline. Otherwise, there was
a risk that the information communicated through the price system would
not give rise to the allocation of resources desired by the authorities
in the longer term.

Mr. Polak commented that he agreed with the authorities and the staff
that inflation was the major problem in Greece, and that the maintenance
of the current account deficit at its present level was unsustainable.
In the circumstances, two questions ought to be asked: first, were the
authorities' near—-term targets likely to make acceptable results attainable
over the medium term? And second, were the authorities' policies suffi-
cient to enable them to achieve the near-term targets? The answers to both
questions seemed to be in the negative. In the circumstances, he was not
encouraged to learn from Mr. Caranicas that the Government's policies for
1984 would be essentially unchanged from those of 1983; and he did not
agree with Mr. Caranicas that the targets were realistic within a context
of gradual stabilization and noninflationary recovery. The same policies
had not led to any reasonable lessening of internal or external imbalances
during the past year; the staff's projections for inflation remained high,
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and the current account deficit seemed likely only to increase. He there-
fore had great difficulty in understanding how the same policies could be
expected to be sufficient to attain even the very limited improvement at
which the authorities were aiming in the near future. On the contrary,
monetary, incomes, fiscal, and exchange rate policies were all inadequate
to enable the authorities to achieve their objectives of stability and
growth.

As to monetary policy, Mr. Polak stated, he noted that the authori-
ties intended to increase the money supply by 22 percent in fiscal 1985,
compared with 20 percent in fiscal 1984, in the face of very low expected
real growth and inflation of 18 percent. He did not see how such a policy
could be called nonaccommodating. The monetary authorities had made com—~
mendable efforts to contain inflation by a substantial reduction in
monetary expansion in the past; but he saw no evidence of that policy con~
tinuing in 1984, Nor did he understand the authorities' view that the
problem of inflation could be resolved without considerably tightening
monetary policy, simply by waiting for a recovery in productivity. He had
never been impressed by observers who blamed inflation on low productivity
and other structural weaknesses in an economy. There were many countries
that suffered from low productivity and other structural weaknesses, and
yet maintained low inflation. From 1956 to 1970, Greece itself, for
instance, had had lower inflation than most of the rest of Europe. Struc-
tural factors explained poverty; monetary factors explained inflation.

On the subject of incomes policy, he shared the doubts of the staff,
Mr. Polak stated. It seemed unlikely that the present wages policy would
be consistent with the lowering of inflation. One of the strongest pieces
of evidence in that respect was the substantial increase in real salaries
envisaged for all civil servants. As to fiscal policy, he not only doubted
whether the 1984 target of a deficit of 12.5 percent of gross domestic
product would make a medium-term solution possible; he doubted whether the
target itself would be reached. One of the main weaknesses in the budget
was that it assumed that there would be a reduction in the growth of
interest payments from 50 percent in 1983 to no more than 8 percent in
1984,

Commenting on Greece's exchange rate policy, Mr. Polak observed that
on page 12 of SM/84/21 the staff had written that "the authorities noted
that a compromise had to be struck between the objectives of strengthening
the balance of payments and reducing inflation.” It would have been more
appropriate to write that the authorities had so argued. Without any other
policy in place to reduce inflation, overvaluing the currency would not
bring about external equilibrium. The proper procedure for the Greek
authorities would be to assign the exchange rate strictly to the balance
of payments, and to attack inflation with other policy instruments. As
far as inflation was concerned, the aim must be to reach harmonization
with other members of the European Community.

Discussing methods of tackling the current account deficit, Mr. Polak
sald that he had some doubts about the merits of a formula treating nondebt
capital inflows as percentages of the current account deficit. There did
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not seem to him to be any link between the two variables. Both the staff
and the authorities seemed to imply that there would be declining amounts
of nondebt capital inflows; but he doubted whether they could materialize
at all unless the authorities introduced a considerably tighter monetary
policy and higher domestic interest rates.

In conclusion, Mr. Polak observed, the Greek authorities seemed too
optimistic about the benefits that could accrue from an upturn in the
world economy; too optimistic in their view that the main problems could
be solved in the medium term by means of very gradual improvements; and
too optimistic that their moderate targets for 1984 would be realized by
the policies so far adopted.

Mr. Finaish stated that it was evident that Greece had been going
through a difficult period, characterized by continued low growth, persis-
tent financial imbalances, and marked structural weaknesses. However, the
authorities had recognized the need to give priority to stabilization.

In 1983 their policies had sought to contain inflationary pressures, in
part through a tighter incomes policy, while aiming at a resumption of
output growth. The adjustment efforts during the past year had enabled
the authorities to achieve some of their policy targets. As the staff
had noted, they had somewhat improved their control over central govern-
ment expenditures; they had brought about a deceleration in the growth of
broad money; and their incomes policy had contributed to moderating the
rise in unit labor costs, while recording some gains in productivity.

However, insofar as improving the growth of the economy and reducing
financial balances was concerned, progress had been below expectations,
Mr. Finaish remarked. The staff paper had usefully highlighted the areas
where policies needed to be strengthened in the period ahead. The author—
ities seemed generally to concur with the staff on the desirability of
trying to improve central government finances, reduce the deficits of
public sector enterprises, reform the tax system, and strengthen the roles
of exchange and interest rate policies. It was basically on the pace or
adequacy of ad justment, rather than on the need for adjustment itself,
that there appeared to be some difference of view between the authorities
and the staff. The authorities' preference for a policy of gradual adjust-
ment was understandable in the light of the constraints facing them. 1In
particular, the successful reorganization of the industrial sector that
was required by the challenge of Greece's membership in the Economic
Community and the need to foster import competitiveness involved structural
reforms that could only be phased in over an appropriate period. However,
the authorities could consider introducing supplementary corrective
measures if the attainment of their stated short-term policy targets so
required. The achievement of those targets would strengthen the credibility
of the Government's policies, and underscore its commitment to the adjust—
ment process.

In the matter of foreign borrowing, the staff had indicated on
page 85 of SM/84/37 that in recent years there had been a rapid buildup
in Greece's external debt, and a noticeable increase in the debt service
ratio. Such developments underlined the importance of careful external
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debt management, which, in conjunction with other demand management
policies, should contribute to containing the debt burden and preserving

the authorities' freedom of maneuver in coming years.

With regard to Greece's energy policy, Mr. Finaish noted from page 11
of SM/84/37 that since 1981 there had been a shift from stockpiling
petroleum to destocking. The staff had written that "while in 1981 there
had been a large stockpiling of petroleum products, increasing the net
oil bill to $2.9 billion, the new Government reduced these stocks in
both 1982 and 1983; this helped reduce the net oil bill to $2.1 billion
in 1982 and to an estimated $1.7 billion in 1983." Those figures provided
an indication of the addition to the oil bill entailed by large-scale
stocking. The staff had also written that, despite the recent destocking,
Greece's o0il stocks still exceeded present needs, which were 90 days'
supply, the minimum required by the regulations of the European Community.
The costs involved in 0il stocking were reflected in the domestic financial
aggregates and the external balance. In that connection, the staff had
written in SM/84/21 that during 1983 the sizable deceleration in the
growth of the monetary and credit aggregates had been attained in part
through the reduced borrowing requirement of the Consumer Goods Account
to finance petroleum stocks. In other words, policy changes with respect
to oil stocks could have significant indications for monetary and fiscal
policies, at least in the short run. It would therefore be useful if the
staff could elaborate further on the macroeconomic implications of changes
in o0il stocks in the light of Greece's experience of recent years.

Naturally, Mr. Finaish went on, the question of accumulation of oil
inventories through imports was not confined to any one country; it was a
more general one. Such an accumulation had important implications that
needed to be considered carefully. Stockpiling of o0il not only gave rise
to unnecessary costs for importers; there was also a speculative dimension
to it that could create an atmosphere of suspicion between the exporters
and importers, and destabilize the o0il market. Inasmuch as stockpiling
was meant to mitigate the disruptive effects of possible unforeseen
interruptions in the supply of imported oil, it would be better if efforts
were made to minimize the possibility of such interruptions through
longer-lasting and less expensive means.

Mr. Blandin remarked that without doubt the Greek authorities were
facing serious economic problems, which had been frankly described by
both the staff and Mr. Caranicas. The task of the present regime was all
the more difficult in that most of the problems had either been inherited
in the past or were due to an unfavorable economic and financial environ-
ment. Structural weaknesses were clearly interfering with any treatment
of short-term imbalances. He agreed with the Greek authorities that a
gradual approach was the only appropriate way in which to tackle the
severe problems facing the economy. Nevertheless, the authorities were
facing constraints that might require strong action to be taken rapidly.
Consequently, he agreed with the staff that the Greek authorities' targets
for 1984 ought to be more ambitious.
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The arguments in favor of a gradual approach had been well made by
Mr. Caranicas, Mr. Blandin remarked. Clearly, some elements in the present
economic situation were of long~standing origin, failure to adjust to the
second oil shock having led to a deficit on the current account of nearly
6.5 percent of gross domestic product. At the same time, private fixed
investment had climbed strongly, endangering the competitiveness of the
economy; and an inflationary atmosphere had developed that would be diffi-
cult to dispel. Such problems could not be overcome even in a year or two.
He therefore agreed with Mr. Caranicas that, with a rather limited room for
maneuver in the short run, the Greek authorities were compelled to try to
bring the economy back on to a noninflationary growth path in a gradual
fashion. At the same time, they needed to tackle the structural problems
by modernizing the economy, improving cost competitiveness, and broadening
the export base, although the time for so doing was rather short because of
Greece's entry into the Economic Community (EC).

However, Mr. Blandin continued, even if they had achieved some modest
successes, the Greek authorities would have to tackle forthwith two major
constraints——the external debt and the rate of inflation. From 1979 to
1983 the external debt had more than doubled to reach 27.3 percent of GNP.
At the same time the debt service ratio had increased from 11.6 percent
in 1980 to roughly 17 percent in 1983. Inflation in Greece was running
at some 20 percent, a higher figure than was found in any of Greece's main
trading partners. In those circumstances, the rate of price increase was
clearly unsustainable, especially as other EC countries had adopted strong
anti~inflationary policies. In the short term it seemed unlikely that a
constant depreciation of the drachma would offset the domestic price dif-
ferential of Greek industry, since any temporary gains were likely to be
eroded by increases in wages and lack of response from domestic
manufacturers.

In view of the marked structural weakness in the economy and the
constraints he had mentioned, he could agree with the staff that the author-
ities ought to set more ambitious targets for 1984, Mr. Blandin observed.
Two points needed special attention, as they were the key to re—~establish-
ing financial equilibrium. Although he could agree with the staff that the
principal area of concern was the balance of payments deficit, in fact the
principal cause of disequilibrium in the current account balance was the
budget deficit. Close attention should therefore be given to the public
finances. Although the Greek authorities had had some:encouraging suc-
cesses, the main difficulties seemed to be the inelasticity of direct taxes
which, as the staff showed in SM/84/37, had decreased as a proportion of
total central government revenues from 29 percent in 1980 to 26.9 percent
in the projected budget for 1984. Moreover, the ratio of total revenue
to GDP had declined from 1979 to 1983. The intended reform of the tax
structure and the enlargement of the tax base, together with the special
emphasis placed on income taxes and the avoidance of tax evasion, were
therefore welcome.

Nevertheless, Mr. Blandin considered, there would have to be some
tightening of expenditure control, at least in the initial stages. The
reduction in the rate of increase in govermment expenditure to 10 percent
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in 1984 from 33 percent in 1983 was certainly commendable. Meanwhile, the
substantial overshooting representing nearly three times the projected
deficits for the public enterprises and other entities recorded during the
past year should be eliminated, and financial discipline should be intro-
duced into their operations.

The second area of concern, Mr. Blandin remarked, was labor costs;
their rise was certainly responsible for the loss of competitiveness of
Greek products as well as for inflationary expectations. He would there-
fore stress the crucial role of incomes policy in Greece. In 1983 the
authorities had been rather successful; the partial deindexation for
higher-paid workers had made it possible to lower the average increase in
wages as a whole. Nevertheless, he was rather disturbed by the outlook
for 1984. The provision for a nominal increase in public salaries and
pensions of nearly 24 percent--or 6 percent in real terms--in the 1984
budget was worrying. He wondered whether such a proposal was compatible
with the aim of reducing inflation. In a number of fields the authorities
would have to tighten their gradualist policies in the next few months.
His chair understood very well that such a course might be difficult; the
path toward recovery and sustainable growth was nearly always arduous, as
several Fund members not far from Greece had reason to know. Nevertheless,
he would encourage the Greek authorities to persevere along that path.

Mr. Doe remarked that the economic difficulties and financial imbal-
ances experienced by Greece during the past few years had been rather
serious. Industrial production had declined since 1981, after a marginal
increase in 1980. Agricultural output had stagnated, reflecting structural
malad justments, low productivity, and the effect of Greece's entry into
the European Community. The weak industrial and agricultural performance,
together with a severe deterioration in the net inflow of factor income,
had more than offset the small increase in the services sector. As a
result, real GNP had fallen during 1981-82. The financial imbalances were
no less serious. During the period 1979-83 the rate of growth of expendi-
ture had on average been some 9 percentage points of GNP higher than the
increase in revenue. The result had been the emergence of a relatively
large financing gap, which had been covered essentially by an accommodating
bank credit policy. The external sector had remained weak, with the debt
service ratio rising by nearly 6 percentage points over a five-year period.

Meanwhile, Mr. Doe went on, during the period 1979-83, the increase
in the consumer price index had ranged from about 19 percent to about
25 percent, and the increase was only 1 percentage point less when infla-
tion was measured in terms of the increase in the GDP deflator. The rate
of inflation was therefore quite high by the standards of economies with
resource endowments comparable to those of Greece. In the circumstances,
it was appropriate to call for the vigorous implementation of a coordinated
set of policies designed to eliminate the structural imbalances that had
contributed so greatly to inflation. The key to any adjustment would be
less expansionary fiscal and monetary policies. An appropriate wage policy
would be central to any effort to root out inflationary expectations. He
would therefore urge the Greek authorities to show the same restraint in
1984 and beyond as they had shown in 1983, if they wished gradually to make
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the cost structure of productive units viable once again and to restore
the competitiveness of goods and services. In that connection, he had
heard Mr. Caranicas say that the Government intended to take measures
almed at ameliorating the cost competitiveness of the productive units in
the context of the five-~year development plan. He would welcome further
information from Mr. Caranicas or the staff on the specifics of those
measures. As to pricing policy, he agreed with the Government that oligo-
polistic practices could have unfavorable effects on producers as well as
on consumers. In the course of rooting out those practices, he hoped that
incentives to produce would be preserved. Investment decisions would
certainly be taken more easily if enterprises had comfortable internally
generated financial resources.

Commenting on Greece's fiscal policy, Mr. Doe considered that the
relatively large imbalance between revenue and outlays needed to be
addressed effectively. In view of the limitations on revenue expansion,
a determined effort should be made to contain the growth of spending,
which had increased in 1983, following a significant decline in 1982.
Serious consideration should be given to the staff recommendation that
the authorities should ensure that wage policy played a restraining role
as part of a coherent overall macroeconomic policy for demand management
and the enlargement of supply.

To that end, Mr. Doe concluded, he would urge the Greek authorities
not to delay the adoption and implementation of the policies needed to
restore viability to the economy. Less reliance should be placed on the
expected favorable effects that could arise from an upturn in the world
economy, wWhich should not be considered a substitute for policy changes.

Mr. Tvedt said that he agreed with the staff appraisal. While a
gradual approach might be appropriate in tackling certain structural
problems, it might prove a difficult one to follow in dealing with the
whole spectrum of problems facing the Greek economy. A determined adjust-
ment effort with strong momentum was needed, and it did not seem to exist
in Greece at present. Unless some momentum was generated, there was a
danger that the problems would become self-perpetuating.

Inflation might be the most pressing problem facing the authorities,
Mr. Tvedt considered; it seemed to be the major cause of difficulties in
different parts of the economy. In view of the persistence of a rigid
system of indexation, inflation was unlikely to decline. Consequently,
a review of the indexation mechanism would be in order.

As long as inflation remained high, he would strongly recommend the
adoption of a flexible exchange rate policy aimed at a stable level of
competitiveness, Mr. Tvedt observed. Aside from causing problems for
export industries, a rigid exchange rate policy or one of only occasional
changes could easily generate waves of speculative import demand. The
maintenance of competitiveness should of course take priority over any
perceived importance that might be attached to the dollar/drachma rate.
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Although he could applaud the noble idea of compressing wage differ-
entials through the indexation mechanism, Mr. Tvedt stated, he feared
that in due course such a policy would lead to an unintended wage drift
in the upper brackets of the wage scale, thus running counter to the
Government's policy. The external position should be strengthened consid-
erably, and that could only be achieved through a marked tightening of
fiscal and monetary policies together with the adoption of a flexible
exchange rate policy.

Finally, Mr. Tvedt said, postponements of wage adjustments——such as
had been tried in 1983--only had limited short-lived effects on inflation,
as they did not address the problem itself. The authorities needed to
strengthen their adjustment resolve and to design an effective incomes
policy. As his chair and others had often remarked, incomes policies
could only be effective if they went hand in hand with determined monetary
and fiscal policies. Furthermore, for incomes policies to be effective,
the whole program should yield quick and tangible results, a conclusion
that made him feel that the gradual approach of the Greek authorities
might be too weak and that, even if given time, it might well never bring
the desired results.

The staff representative from the European Department, replying to
questions, recalled that Ms. Bush had inquired whether the investment
incentives were sufficient, since the resumption of growth and employment
would depend heavily on incentives to invest in both the public and private
sectors. The Greek authorities did not believe that profits were partic-
ularly important as a stimulus to private investment. Naturally, private
entrepreneurs might have a rather different view. The authorities consid-
ered that it was essentially the growth of demand that would stimulate
investment. She herself certainly doubted whether there were adequate
investment incentives for investment at the present time. The framework
for decision making was said to have been stabilized by the law on invest-
ment incentives, but she was not convinced that that was indeed the case.
For instance, the intention of the authorities further to tighten price
controls—--which had been recently announced in conjunction with the 1984
incomes program-—-might well serve to discourage investment. It was diffi-
cult to say whether public investment had crowded out private investment
because so far public investment had taken the form of infrastructure,
such as hospitals, roads, and telecommunications. The only commercial
project of which she was aware that had been undertaken by the Government
was In the aluminum sector. It was not so much public investment as the
lack of certain other policies that might discourage private investment.

The point that profits were being squeezed had been raised by
Mr. de Groote, the staff representative noted. She agreed that the indi-
cations were that profits were being very greatly squeezed. A rather large
number of enterprises were reporting losses, although it was difficult to
know how firm the reported figures were. Other calculations based on
changes in unit labor costs and value added in manufacturing also suggested
that a very significant profit squeeze was taking place. Her own belief
was that over the past two to three years the profit situation had deteri-
orated significantly. Commenting on the observation that investment in
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the agricultural sector had been depressed for the past three years or so,
the staff representative remarked that the greatest decline had occurred
in 1980; since then the fall had been rather moderate. Perhaps of greater
significance for those concerned with the balance of payments was the
decline of investment in industries, and particularly in manufacturing.
The cumulative decline during the past two years had been approximately

15 percent. : S

Replying to Mr. Finaish's comments on energy policy, the staff repre-
sentative recalled that the destocking of petroleum products in Greece
had been a great help in reducing the disequilibrium in the balance of
payments. It had also reduced the carrying cost for the energy stocks.
However, since destocking was admittedly a once—and-for-—all ad justment,
it was not at all clear what the macroeconomic implications of the reduc—
tion were. The Greek authorities estimated that present stocks were
equivalent to some 115 days of consumption, although the figure was open
to question.

A number of speakers had commented on the stance of monetary policy,
the staff representative said. It was difficult to judge the policy for
1984 because a number of institutional changes were involved. In addition,
the Greek authorities intended to review their policy every three months
against the background of domestic and external developments. Perhaps the
ma jor institutional change was the opening up of treasury bills for pur—
chase by domestic households and public entities. In the past, treasury
bills had been held exclusively by commercial banks and, to a very limited
extent, by the Bank of Greece. The new measures would make the dependence
of the Central Government on credit from the commercial banks and the
Bank of Greece very much less, but they had not yet been adopted. Another
factor that made it rather difficult to judge the authorities' policies
for 1984 was the rate of inflation. If the rate of inflation were to be
18 percent, the policy for 1984 seemed to be fully accommodating; but if
it were assumed that the rate of inflation would be 20 percent or 21 per-
cent-—-a figure that could easily be reached after the adjustments in real
wages foreseen during the year--policy would be more restrictive. The
increase in interest rates for treasury bills was to be welcomed, although
it would certainly give rise to a much larger domestic debt servicing
burden for the Government.

Commenting on the authorities' incomes policy, the staff representa-
tive recalled that wage agreements in the private sector had been
announced only within the past several days; it now seemed very likely
that the increase in wages in the private sector would be similar to that
in the public sector, a fact that cast doubt on the likelihood that the
rate of inflation would be no more than 18 percent in 1984, The staff
had discussed with the authorities the possibility of altering the index-
ation system. But, although the authorities had said that they would
consider possible modifications, they had announced the same system with
no adjustments for changes in administered prices or exchange rate move-
ments. Mr. Tvedt had noted that the compression of wage differentials
might have a severely adverse effect on the development of wage drift.
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In 1983, real wages had been held down considerably by the incomes policy,
and there had been substantial compression; it had also been estimated
that wage drift had been between 3 percent and 4 percent in that year.
Further compression would of course give rise to further drift. It was
also possible that, because of the underground economy in which many
workers had second jobs, incomes were not being held down as much as
would be suggested by the existence of the indexation system.

The increases in administered prices were in themselves causing prob-
lems, the staff representative remarked. While the staff had mentioned
that the exchange rate had to be viewed in the light both of external
competitiveness and of its implications for domestic price developments,
the adjustment of administered prices had also to be viewed not only from
the standpoint of the profitability of public enterprises but also from
that of the implications for inflation. It was certainly true that admin-
istered price increases tended to be held down when the Government wished
to restrict the rate of price increase; consequently, on occasion the
consumer price index might actually understate the underlying rate of
inflation.

On the topic of Greece's fiscal policy, the staff representative said
that it was clearly important to concentrate on expenditure control in the
budget for both current and investment expenditures. 1In 1984, according
to the budget there would be virtually no increase in current expenditures
in real terms. However, staff calculations suggested that the provision
in the budget for debt service payments and other nonwage expenditures
might not be adequate. The additional resources required for those
purposes might exceed the capacity of the reserve fund set up to cover
such a contingency. In consequence, further tightening in other areas of
the budget might be needed. On the revenue side, there was clearly a
great need to expand the revenue base, although perhaps not to increase
the rates of taxation.  Farmers, for instance, were almost exempt from
taxation, being assessed a 2 percent tax on agricultural production--which
was apparently rarely paid. As part of the five-year plan the exemption
would be reviewed, but at the present time there was no intention to
expand the tax base to include farmers. There were a number of other
discrepancies, such as the exclusion of football players from taxation
and the grant of double deductions to journalists.

There were significant problems of overmanning in the public enter—
prises, the staff representative mentioned; yet employment in the public
sector seemed likely to increase marginally in 1984 rather than to decline.
Furthermore, if the public sector enterprises were to pay interest charges,
their operating surplus (excluding interest payments) would have to rise
from some Dr 30 billion to about Dr 50 billion, and it was not clear that
the increase in administered prices would provide the additional Dr 20 bil-
lion.

As to the relationship between the balance of payments situation and
the external debt, it was true that both were symptoms of underlying imbal-
ances, the staff representative remarked. Both the staff and the authorities
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paid great attention to the situation, which had become very worrying,
particularly in view of the need to borrow some $1.5 billion for reasons
described by the staff in SM/84/21 and SM/84/37. The likelihood of an
improvement in the external position over the next two years was not partic-
ularly great. In fact, the Greek authorities had assumed that the current
account deficit would remain in the neighborhood of $2 billion for 1984;
using an exchange rate that would reflect the maintenance of a constant

real exchange rate in 1984, the figure would rise from 5.4 percent of GNP

to almost 6 percent of GNP.

Discussing the question of whether Greek tourism was competitive with
that in countries such as Portugal and Spain, the staff representative
said that she had reviewed the matter with the authorities and that they
had argued that the indices used by the staff, based on consumer prices,
were inadequate. According to the Greek authorities the proper way of
examining the competitiveness of tourism was to take the cost of complete
packages; on that basis Greece was more competitive than other European
countries. In fact, tourist arrivals in Greece in 1983 were very little
less than in 1982. Nevertheless, foreign currency receipts had fallen
substantially, perhaps indicating the presence of disguised capital flight
brought about by the fact that interest rates on savings were less attrac—
tive in Greece than they were elsewhere. While the point had been addressed
to some extent by recent monetary measures, additional capital inflows in
the form of foreign direct investment would be helpful, and the authorities
had mentioned that they had had a number of applications for investment
of that sort. They had taken measures to facilitate the processing of
such capital inflows, but it was not yet known whether the number of
applications would rise very greatly.

A comment had been made about the way in which the staff had calcu-
lated autonomous capital inflows as a percentage of the external deficit,
the staff representative from the European Department recalled. Looking
at the matter in absolute terms, the proportion of the deficit that could
be covered by capital inflows in the next year or two was unlikely to be
more than 50 percent or 55 percent. Capital inflows had amounted to some
$1 billion a year for the past three to four years, and the authorities
had estimated the deficit to be in the neighborhood of $2 billion a year.
In those circumstances, as Mr. Clark had observed, Greece's reserves were
very low, amounting to no more than five weeks of imports. A number of
swap lines were available to the Greek authorities, who had in fact not
made use of them because they had been able to restrict imports by the
use of the licensing system. They had not indicated what their targeted
level of reserves might be, or how they would go about attaining that level.

Mr. Caranicas remarked that there seemed to be a thread of unanimity
in the comments of the members of the Board regarding some of the policies
of his authorities, particularly on whether their plans were ambitious
enough and their monetary policies accommodating. Convergence of views
did not mean that his colleagues' views were any more valid for that. In
any event, the consultation with the staff had been cordial, and the
Greek authorities greatly appreciated the work of the mission and the
candid way it had given its views and advice.
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The Government maintained, Mr. Caranicas continued, that its economic
policy stance for 1984 did not differ from that of 1983. 1In particular,
fiscal policies in 1984 would be somewhat less expansionary, with volume
increases in public consumption and public investment at rates of 1 percent
and 9.5 percent, respectively, compared with 2,5 percent and 14.3 percent
in 1983. The net public sector borrowing requirement was estimated to be
12.6 percent of GNP in 1984 as against 13.2 perceant in 1983.

He thought one should not underestimate the progress made and the
objective difficulties surrounding the stabilization of the economy,
Mr. Caranicas stated. He also believed that monetary policies were not
accommodating in 1983 and would not be so in 1984, Domestic credit
expansion was to be about 19 percent in 1984 compared with approximately
20 percent in 1983. The rates of credit expansion to the private and
public sectors in 1984 were projected at 18 percent and 20.7 percent,
respectively, compared with 17 percent and 23.4 percent in 1983, Bank
deposit rates and interest rates on treasury bills were being increased.
In view of the record hitherto, the Government believed that it was
unreasonable to doubt the achievement of the 1984 policy targets or the
general direction in which the policies were moving.

A major factor in the decline of private investment in recent years,
Mr. Caranicas remarked, had been the expansion of the manufacturing sector
in a well-protected environment, with rapid growth of domestic demand.
Further, beginning in the late 1960s Greece ceased to be able to rely on
an elastic supply of labor, and expansionary policies had led to rapid
increases in labor costs. Currently, total fixed investment was expected
to increase marginally after declines for three consecutive years.

Business investment had been depressed in 1983, Mr. Caranicas said,
the factors responsible for that weakness being the sluggish growth of
sales and output, excess capacity—--also responsible for the weakness in
industrial investment-—and depressed profits. The increase in industrial
production, quite perceptible late in 1983, would lead to higher rates of
capacity utilization and induce a later increase in investment.

Two primary areas of uncertainty were seen with regard to investment,
Mr. Caranicas mentioned. First, a number of projects were being undertaken
by government agencies; no definite information was available on capital
appropriations and the rate of implementation. Second, under the new
incentives law a number of applications had been processed; it was unknown
how long the gestation period would be before the investments would
actually be forthcoming.

Concerning the point raised by Mr. de Groote on profits as a deter-
minant of investment decisions, Mr. Caranicas remarked that at present
profitability might be reduced by the carry-over effect of the wage
increase in previous years. However, the containment of labor costs
achieved in 1983 and, it was hoped, in 1984 would have a cumulative effect
that-—together with the improvement in the external environment—-might
become apparent by the end of the year. The only areas in which some
progress could be expected earlier were new industrial projects furthered
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by the law on investment incentives designed to restructure the industrial
base toward export orientation and the introduction of new technologies.
That type of investment was not demand-led but fiscally induced.

A number of speakers had referred to an article that had recently
appeared in the Wall Street Journal, Mr., Caranicas remarked. It was
worth noting that the Greek Minister of National Economy, while visiting
New York, had explained Greece's economic policies and the country's
foreign capital investments. The Government was prepared to give guaran—
tees and negotiate certain conditions, providing that private investment
from abroad promoted the aims of the five-year plan in line with the
government targets for 1984,

Replying to Mr. Finaish's question regarding Greece's energy policies,
Mr. Caranicas explained that the reduction in o0il stocks had taken place
for two reasons. First, in the past 18 months domestic oil production
had reached capacity levels and at present covered 12-15 percent of
domestic consumption. There had therefore been less need to maintain
large o0il stocks. Second, prudent stock management dictated that destock-
ing should occur when prices fell, as had recently been the case. Of
course, destocking had also helped the balance of payments.

More generally, the authorities maintained that gradualism was
essential in the present political and social circumstances, although they
did understand that there were a number of risks involved, Mr. Caranicas
stated. They were also taking into account the current recovery in
induStrial countries. It had been recognized by a number of speakers
that there were a number of special constraints in Greece that did not
perhaps apply in other members of the European Community. The Government
wished to proceed slowly so as to avoid stumbling blocks that might other—
wise prevent them from making reasonable economic and social progress.

He would transmit to his authorities the views of the Executive Board, as
well as the summing up that the Chairman was about to make; they attached
great importance to both the individual and the collective views of the
Executive Directors.

The Chairman remarked that Mr. Caranicas seemed to think that the
staff had been rather stiff in its formulation of the appraisal. He
hoped that Mr. Caranicas would inform his Greek authorities that the
language used by the staff had been much milder than that which would
be found in the summing up resulting from the present discussion.

The Executive Directors had been much more forthright than the staff.

Thereupon, the Chairman made the following summing up:

Executive Directors stressed the seriousness of the problems
that beset the Greek economy. In addition to the recession
abroad, the external balance was burdened by a number of important
structural problems in the economy. While noting the Government's
intention to redress these problems in a gradual manner, Directors
considered that the severity of internal and extermal imbalances

necessitated a more rapid adjustment than was currently foreseen.
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Directors agreed with the authorities that the current account
deficit could not be maintained at its present level if foreign
borrowing were to be kept at a sustainable level. A number of
Directors expressed concern that, despite both continued slow eco-
nomic growth and temporary favorable factors, the current account
deficit as a share of GNP had increased to nearly 5.5 percent in
1983, and the errors and omissions item had become heavily negative.
Even assuming favorable developments with regard to merchandise
exports and earnings of invisibles--which had declined markedly
since 1981--the current account deficit was likely to rise to
6 percent of GNP in 1984. A number of Directors questioned whether
the authorities would be able to reduce the deficit to the target
of 3.25 percent of GNP by 1987 without much more decisive policy
action than currently envisaged to increase significantly the
competitiveness of Greek products. It was also noted that the
authorities' assumptions concerning the level of external nondebt
financing seemed optimistic; the realization of these autonomous
inflows would depend to ‘a large extent on the pursuit of appropri-
ate policies, especially with regard to interest rates. In this
context, Directors expressed serious concern regarding the external
debt situation and the likely substantial increase in the debt
service ratio in coming years. It was noted by several Directors
that the country's level of reserves had fallen to the equivalent
of less than five weeks of imports and that Greece's standing in
external markets could come under question. In these circumstances,
a number of Directors considered that a flexible exchange rate
policy combined with a strong anti-inflationary domestic demand
management policy would be an essential element of a comprehensive
strategy aimed at prompter external adjustment.

In the field of monetary policy, most Directors commended the
authorities on the steps which had begun to be taken to increase
financial discipline. A few of them noted the intention of the
authorities to reduce further the rate of domestic credit expansion
in 1984, although several speakers considered that monetary policy
was still accommodating too high a rate of inflation. Many wel-
comed the recently announced increases in interest rates on bank
deposits and on treasury bills. However, it was stressed that
unless there were a very sharp deceleration in inflation most
rates would continue to be negative in real terms, and the author-
ities were urged to utilize greater flexibility in the field of
interest rates. There was general agreement that greater unifica-
tion of the structure of interest rates and a further move toward
positive real interest rates would be desirable both from a domes-
tic and from an external perspective.

As a result of large fiscal overruns in both 1982 and 1983,
there had been only a small reduction in the net public sector
borrowing requirement from its peak of 14 percent of GNP in 1981.
Several Directors noted that the target borrowing requirement for
1984 was substantially higher than the targets for 1982 and 1983
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and represented only a modest goal compared with the outturn for
1983. Concern was expressed that in the absence of supplementary
measures, the target might not even be achieved. Directors
generally agreed with the staff assessment that the growth of
both ordinary and investment budget expenditures should be care-
fully monitored and that the authorities should review as soon

as possible the numerous tax exemptions currently granted to
important sectors of the economy with a view to expanding the

tax base. Many encouraged the authorities to introduce the
value-added tax on schedule,

Directors noted that the restrictive stance of incomes
policy in 1983 had contributed to a lower rate of growth of unit
labor costs. They stressed that continued wage restraint would
be required in order to improve the international competitiveness
of the Greek economy, and pointed to the inflation differential
between Greece and its major trading partners, which remained .
very large and which, since January 1983, had been only partly
offset by exchange rate movements. A number of Directors expressed
concern that the recently announced incomes policy for 1984,
officially estimated to give rise to an increase in real wages
in the public sector of up to 6 percent, might have important
consequences for private sector wage settlements and jeopardize
the targeted reduction in the rate of inflation. In this respect,
Directors expressed the view that the system of wage indexation
should be modified along the lines suggested by the staff and
that wages should be adjusted less frequently. A number of
Directors also wondered whether the Govermment's announced
intention of tightening price controls might not give rise to
additional distortions and discourage investment by introducing
further uncertainties for economic decision making. A revival
of investment was seen to be essential for the creation of
adequate employment opportunities and the re-establishment of
external balance. 1In this regard, concern was expressed about ‘
the steep drop in private investment in recent years. Directors
underlined the seriousness of the losses of profitability in
large sectors of the Greek economy.

In sum, most Directors considered that the seriousness of
the present problems was such that more rapid and decisive
ad justment action was required. The targets set for 1984 by the
Government seemed inadequate and were not likely to be fulfilled
by the present policies.

It is expected that the next Article IV consultation with
Greece will be held on the standard 12-month cycle.
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The Executive Board then took the following decision:

Decision Concluding 1983 Article XIV Consultation

1. The Fund takes this decision in concluding the
1983 Article XIV consultation with Greece, in the light of the
1983 Article IV consultation with Greece conducted under
Decision No. 5392-(77/63), adopted April 29, 1977 (Surveillance
over Exchange Rate Policies). :

2, The Fund welcomes the elimination of the advance
import deposit requirements on January 1, 1984. The Fund
notes that Greece continues, pursuant to Article XIV, to
maintain restrictions on payments and transfers for current
international transactions, as described in SM/84/37.

Decision No. 7630-(84/26), adopted
February 17, 1984 '

2. LAO PEOPLE'S DEMOCRATIC REPUBLIC - 1983 ARTICLE IV CONSULTATION

The Executive Directors considered the staff report for the 1983
Article IV consultation with the Lao People's Democratic Republic, together
with a proposed decision concluding the 1983 Article XIV consultation
(SM/84/30, 1/27/84). They also had before them a report on recent economic
developments in Lao (SM/84/38, 2/3/84).

Mr. Ismael made the following statement:

The main objective of the Lao authorities is to promote
agricultural and forestry sector development by improving the
physical and marketing infrastructure and by ensuring the adequacy
of incentives. The government and state enterprises play a key
role in achieving the economic and social objectives laid down
in the Development Plan, 1981-85. The role of the private sector
in the development process is somewhat limited. It is the policy
of the authorities to make the private sector play a more active
role in the development process than has been the case hitherto.

The Lao economy has made considerable progress in recent
years in spite of the severe and prolonged world economic reces-—
sion, internal and external transportation difficulties, shortages
of foreign exchange, and shortages of skilled manpower. The
average growth in real GDP over the last few years has been about
4 percent, which is better than what many other developing coun-—
tries have managed to achieve. Considerable progress has been
made in rice production, which has increased by about 30 percent
in the last four years. As a result, the Lao P.D.R. has now
achieved self-sufficiency in foodgrain which in the previous
years was in short supply. Progress has also been achieved in



EBM/84/26 — 2/17/84 - 34 -

animal husbandry and the production of several other agricultural
products. While industrial production has shown a significant
growth because of a higher level of electricity generation, the
industrial base continues to be very narrow, and its expansion

is likely to be slow. The country, however, has a tremendous
potential for increasing and diversifying agricultural and
forestry products as well as for exploiting its mineral and hydro-
electric power generating potential. Development in these areas
would require the inflow of substantial foreign capital, modern
technology, and technical assistance; otherwise development may
take a long time.

The progress in budgetary performance in recent years has
been very impressive. In 1982 for the first time a surplus was
achieved in the Government's operating budget and a public
savings equivalent to 4.3 percent of GDP was achieved. Further
measures were introduced in 1983 which resulted in higher revenues
from turnover taxes and from taxes on industrial and commercial
profits. Expenditures also increased, mainly on account of
higher costs of materials and increased salaries for civil
servants. These cost increases were partially offset by a
reduction in the size of the civil service. The overall budget
deficit declined from an equivalent of 24 percent of GDP in 1982
to 18 percent in 1983. This indeed is a commendable achievement.
It may be questioned whether a fiscal deficit of 18 percent of
GDP is excessive. It would be my submission that for a centrally
planned economy where much of the production, distribution, as
well as the developmental responsibilities are in the hands of
the Government, a deficit of the order of 18 percent of GDP
cannot be considered excessive, especially when one takes account
of the fact that the entire deficit is financed from foreign
assistance. In other words, a fiscal deficit of the order of
18-20 percent is necessary to absorb the inflow of foreign
assistance.

The public enterprise sector plays an important role in the
economy and its recent performance has generally been satisfactory.
It is heartening to note that none of the enterprises incurred
any losses in 1983. The good performance of public enterprises
has resulted from measures introduced by the authorities to
improve productivity and financial performance. Among the
measures introduced were the decentralization of decision making
on investment, production, and foreign marketing; the decision
to allow enterprises to retain 40 percent of their profits; the
decision to allow enterprises to reward workers on the basis of
productivity; and the acceptance of the need to allow greater
flexibility in prices to take account of cost developments.
These reforms are likely to result in further improvements in
the efficiency and profitability of state enterprises.
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Performance has not been very satisfactory in the area of
prices. Official retail prices increased by 52 percent in 1982
and by 39 percent in the first three quarters of 1983. These
large increases in retail prices were a direct result of increases
in procurement prices and the desire of the Government to contain
rapid growth in consumer subsidies. It is hoped that improvement
in incentives arising from higher procurement prices will result
in greater production and a lower level of prices. Another
factor contributing to the high inflation rate is the rapid
growth in total liquidity of about 50. percent annually in the
last two years. The major source of liquidity growth has been
credit by the banking system to state enterprises. With improve-
ments in the efficlency of state enterprises and the decision to
allow enterprises to retain 40 percent of their profits, it is
expected that credit needs of the enterprises could ease somewhat.

Another area of concern is the prospects for the balance of
payments. A substantial part of the current account deficit is
being financed by foreign aid, and in the last three years the
deficit in the overall balance has been in the range of $4-5.5 mil-
lion, not a large sum in absolute amount. Nonetheless, when
considered against the low level of foreign reserves, deficits
of the order of $15-20 million, projected for 1984 and 1985, are
clearly not sustainable. In these circumstances, the Lao author-
ities will have to devise measures to improve export incentives,
to curtail the import budget, and to arrange additional foreign
assistance. ‘ :

In conclusion, I wish to note that preparing an economic
report on a country such as the Lao P.D.R. is no mean task. The
report demonstrates the considerable ability of the staff to
improvise in the circumstances where the data base is weak and
where different economic concepts are used. I wish to join my
authorities in expressing our deep appreciation to the staff for
its thorough and balanced report on the Lao economy.

Mr. Morrell endorsed the staff appraisal and supported the proposed
decision. The Lao P.D.R. was a country that suffered from a number of
handicaps, including mountainous terrain, difficult and often inadequate
transportation, sparse population, and a location in a rather troubled
part of the world. The country had one of the lowest per capita gross
national products in Southeast Asia, and between 80 and 85 percent of the
population was engaged largely in subsistence agriculture. Following
several years of reasonable growth, the Lao economy had remained stagnant
in 1982 and 1983 as a result of both poor weather conditions and a halt
in the reclamation of arable land. Inflation had been high for a number
of years caused, or at least accommodated, by the equally rapid growth of
credit and liquidity. Foreign exchange reserves were critically low, and
the country's outstanding external debt was very high.
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Curiously, Mr. Morrell went on, some of the country's difficulties
appeared to follow from an excessively conservative policy relating to
the stockpiling and sale of food and export timber. He agreed with the
staff that the decision to establish a food stockpile equal to six months'
consumption should be reconsidered, particularly in view of the relative
stability of food production. He wondered whether a decision to reduce
or to hold a smaller stockpile would provide the country with any surplus
that could be exported. He noted that an inventory of logs for export
valued at some $15-20 million had accumulated as a result of the reluctance
of the authorities to sell logs at prices they considered too low. He
agreed with the staff that the authorities should make greater efforts to
sell the timber, and indeed to expand all exports to the convertible area.
Presumably in the matter of timber, the Lao P.D.R. was in the position
of being a price taker. He therefore wondered what the outlook was for
the prices of the sort of timber that the authorities were trying to
export. Looked at differently, he was enquiring whether there was any
sound basis for the decision by the authorities to stockpile the timber.

One aspect of the Lao economy he had found fascinating was that its
major foreign currency earning export was electricity, Mr. Morrell observed.
Many Fund members earned the bulk of their export income from the sale of
energy, but very few from the sale of electricity. He had noted that the
Lao authorities had recently tripled the price of electricity. He wondered
whether the price that they were currently charging was sufficient to cover
costs, particularly on a replacement cost basis. He also wondered whether
there was scope for a further improvement in prices, something that would
presumably depend on the alternatives available to Thailand, which he
understood to be the major recipient of the electricity. It would also
be interesting to know whether there was any scope for greater use of the
electricity within the Lao P.D.R. not-only to improve the standard of
living but also perhaps to process domestic raw materials for export.

Commenting on the authorities' fiscal policy, Mr. Morrell said that,
like the staff, he welcomed their intention to keep the growth of current
expenditure to a minimum. They should certainly also implement further
measures to improve public savings along the lines suggested by the staff.
In addition, they would have to exercise greater restraint over the
growth of monetary and credit aggregates if they wished to achieve and
sustain a reduction in inflationary pressures. Action should be taken to
raise the negative interest rate structure. One encouraging factor was
that all the public enterprises were profitable., The authorities were to
be commended on that achievement, and he encouraged them to continue with
their reforms. Finally, he endorsed the staff's view that the adoption of
flexible export prices and a substantial adjustment of the exchange rate
were essential for an improvement in the balance of payments and for the
future growth of the economy.

Mr. Polak stated that he endorsed the staff appraisal and that he
would concentrate his remarks on the .question of comparative advantage.
In view of the country's endowment with forests, minerals, and hydro-
electric potential, it was rather surprising that the per capita income
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was one of the lowest in the world at about $100 a year. The Lao P.D.R.
seemed to be a classical case of the "vicious circle,” aggravated by the
authorities' policy of achieving and maintaining self-sufficiency in
food. At such a low level of income there was little scope for savings
or for spending on anything but food, so that little could be left for
investment or export.

The shortage of arable land on the one hand and the absence of actual
resources on the other probably meant that the country's relative advantage
did not lie in agriculture, Mr. Polak commented. Table III in the appendix
to SM/84/38 showed that the Lao P.D,R. compared badly with similar Asian
countries for yields of all agricultural crops, with the single exception
of roots and tubers. And yet over 70 percent of GNP was generated by
agriculture. According to the staff, the major objectives of the author-
ities continued to be the consolidation of self-sufficiency in food, a
further rise in the consumption of cereals, and a diversification of
agricultural production. To achieve those objectives under the natural
constraints of a mountainous and forested country with infertile soil,
the Lao P.D.R. would have to make a large investment in soil reclamation,
in applying better crop-yielding techniques, in extending the irrigated
area, and in raising the level of farming generally. He did not believe,
from a reading of the staff papers, that the chances for doing so were
particularly good.

In those circumstances, Mr. Polak continued, would it not be more
advisable to direct the available resources to the creation of
infrastructure--roads, transportation, and electricity-—to the development
of human and natural resources, and to laying a basis for diversified
production and export, combined with imports of foodstuffs? As Mr. Morrell
had noted, the Lao P.D.R. was exporting practically nothing at present
to the convertible area, except electricity. Simultaneously, artificial
constraints on the economy should be lifted. In particular, the pricing
system led to distortions. Procurement prices were far from reflecting
market prices, and the same applied to administered retail prices. Then,
too, the Lao authorities were keeping the price of timber artificially
high, leading to an accumulation of inventories. He noted that the
authorities had recently relaxed some of their constraints; he would
encourage a further movement toward a free market.

The Lao P.D.R. had a high rate of inflation, Mr. Polak noted. The
exchange rate-—-or perhaps rates, because the country seemed to have four
exchange rates~-should be adjusted accordingly. Beyond that, however, he
did not see what could be achieved in present circumstances by the adoption
of what the staff called a more active exchange rate policy. Unless the
policy of self-sufficiency was replaced by a policy of promoting exports,
particularly of natural resources, and of improving the basic infrastruc-
ture, no change in relative prices could bring about any meaningful shift
in the structure and use of domestic resources.

Mr. Jayawardena remarked that, despite the small population and

abundant natural resources, the Lao per capita income was no more than
about $128. While there might be some underestimation, the figure was
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very low for a country with considerable potential. According to the
staff, the potential for exporting timber was 40 times present exports

and that for generating electricity some 300 times the present production.
Naturally, it was important to bear in mind that the Lao economy had only
recently emerged from very unsettled conditions.

After recording high growth for the three years up to 1981l--admittedly
from a very low base-—the country had suffered a setback during the past
two years, Mr. Jayawardena noted. While adverse weather might have been
the main cause, the Lao P.D.R. might be approaching the limits of growth
with its present infrastructure. Making any further meaningful progress
in developing its considerable potential might depend crucially on the
creation of new economic and social infrastructure-—transportation,
energy, management, marketing, and agricultural extension——and the absorp-
tion of new technology. Progress in those areas could not be willed
into existence by macroeconomic policies alone. Hence, there was a
strong case for the coordination of policies at both macroeconomic and
microeconomic levels, and for the mobilization of external resources on
concessional terms. The World Bank might have a large role to play in
such a situation, and he was glad to learn that discussions were proceeding
in the areas he had referred to. He hoped that they would soon be success-
fully concluded.

As to the macroeconomic policy stance, Mr. Jayawardena observed that
he had the impression that the staff, while trying to be objective, found
it difficult fully to express the intricate nuances of a centrally planned
economy in the jargon of the market economy. For instance, Mr. Ismael
had shown in his opening statement how the large budget deficits were
only a means of absorbing foreign aid. There must also be some strong
reason for maintaining a multiplicity of exchange rates despite the
existence of open borders, and for the use of the different notionazl
exchange rates for tax purposes. It would be useful if the rationale for
those phenomena could be explained in greater detail.

It was also difficult to understand the large changes in macro
variables from one year to another reported by the staff, Mr. Jayawardena
stated. Perhaps either the statistics needed further refinement, or eco-
nomic management in the Lao P.D.R. moved by fits and starts. It was dif-
ficult to trace the relationships between fiscal, monetary, and external
policies in a traditional sense. All that was evident was that the
emerging payments situation and the debt servicing position could prove
difficult, and that Lao should aim, first, at increasing production as
far as was possible with the existing economic infrastructure, and,
second, at mobilizing substantial external resource flows to upgrade the
existing economic and social infrastructure.

He welcomed the restoration of incentives in the public enterprise
and collective sectors, Mr. Jayawardena remarked. The country could gain
from the lessons learned in other centrally planned economies in recent
times. As to the emerging debt service, the Lao P,D.R. might wish to
consider mobilizing additional, matching domestic resources. No doubt
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the potential for so doing was limited because of the low incomes of the
people. But some saving in budgetary expenditure should be possible, for
instance, in the subsidies to civil servants. More liberalization of
economic activity, with realistic pricing and incentives, might also turn
out to be a source of savings.

Mr. Blandin said that he truly welcomed the 1983 Article IV consulta-
tion with the Lao P.D.R. It was always a pleasure to hear about the
courageous people of that country. Like Mr. Ismael, he commended the
staff for preparing a comprehensive report despite the weakness of the
data base and the differences in economic concepts.

He had been interested to learn that agriculture accounted for about
75 percent of GDP, and that it provided the main livelihood for four
fifths of the population, Mr. Blandin stated. The country's dependence
on foreign aid was noticeable, and he commended the work of the World
Bank in the agriculture and energy fields, with five projects already
under way and others being studied. Finally, he endorsed the staff
appraisal and he could approve the proposed decision.

The staff representative from the Asian Department, replying first
to questions by Mr. Morrell, explained that it did not seem likely that
the country would be able to export more rice in the future. The Lao
P.D.R. produced glutinous rice for which the only foreign market was
Thailand, and Thailand was likely to have a surplus at the same time as
the Lao P.D.R. The Lao farmers were reluctant to grow other kinds of
rice because they would not consume it when there was a surplus. Conse-
quently, the authorities were not counting on significant exports of rice
in the future; it was probably for that reason that they proposed to
stockpile rice to the extent of six months' consumption.

The timber position was more complicated, the staff representative
explained. There were many varieties of timber in the country, and the
prices ranged from some $200 per cubic meter to about $1,500, to which
should be added $70 per cubic meter of transportation costs to Thailand.
The state trading organization had its own grading system, which did not
correspond to the international grading system; it had fixed prices that
were not at all in line with the world market for lack of expertise.
Those with knowledge of the timber exporting business had left the Lao
P.D.R., and those who had replaced them had neither the connections in
the world market nor the expertise necessary to make the timber export
business a success. The authorities were considering accepting technical
assistance from Sweden in that field. On a rather weak basis, the staff
had assumed that there would be an increase in the world price of timber
in the years ahead. However, the major problem was not the world price;
it was the prices set by the authorities.

The exports of electricity were profitable, the staff representative
stated. When the prices had been tripled in October 1981, there was an
additional provision that there should be annual increases of 9 percent
a year until 1986.
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Responding to Mr. Polak's observations on the nature of comparative
advantage in the Lao P.D.R., the staff representative remarked that the
soil fertility was not much different from that of Thailand. The ylelds
were rather lower because the pressure to produce was somewhat less in
the Lao P.D.R. The country was thinly populated and the economy was
largely a subsistence one in which the people usually had enough to eat.
While it was true that there were other major resources, such as minerals
and hydroelectricity, which could be developed, they took many years of
preparation, and the country had no technical skills with which to under-
take the work. Some preparatory work had been undertaken in connection
with hydroelectric power generation with the cooperation of the Mekong
Commi ttee. Nevertheless, the authorities had emphasized the development
of the nonagricultural sector of the economy.

A large proportion of investments went toward improving transportation
and other infrastructure facilities, the staff representative explained.
Very little investment went to the agricultural sector, where the emphasis .
was on pricing. The aim was to ensure that the farmers received adequate
prices and to supply them with sufficient consumer goods to improve their
standard of living.

The data base had always been weak in the Lao P.D.R., the staff
representative from the Asian Department explained in reply to Mr. Blandin;
but the problem had become worse during the past two years because of a
major reorganization of the Government. The number of civil servants had
been reduced significantly. For instance, in the Ministry of Finance the
staff had been cut from 400 to 130, while the staff of the State Trading
Company had been completely replaced in 1983, and the new staff was too
inexperienced to provide accurate statistics. The staff had discussed
the matter with the authorities and had offered to provide technical
assistance, particularly in the monetary field and in connection with the
balance of payments. The authorities with whom he had spoken were favor-
able to the idea, but a cabinet decision was required. ' ‘

Mr. Ismael said that he would convey to his authorities the observa-
tions of Executive Directors, which would no doubt be of value to them in
formulating their policies.

The Executive Directors would be interested to know, Mr. Ismael
continued, that the Government was reorganizing its ministries with a
view to achieving greater efficiency in the public service. The process
was likely to take some time, but once it was completed the authorities
would be in a better position to bring about the necessary economic and
adwinistrative reforms. The changes that they envisaged included a
reduction in the manpower in govermment service, a step that was expected
to contribute further to public sector savings, which had already reached
an impressive level.

As to the nature of the Lao economy, Mr. Ismael commented that
official retail prices had been increased by administrative action by
52 percent in 1982 and again by 40 percent in the first three quarters of
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1983. 1In addition, procurement prices for a wide range of agricultural
and industrial products had been similarly raised in 1983. It was the
administrative price increases that had led to the rise in the demand for
money, which had had to be made available to finance the existing level

of activity. Furthermore, since in a centrally planned economy like that
of the Lao P.D.R., imports were determined by the foreign exchange budget,
the impact of monetary policy on the balance of payments could be expected
to be fairly insignificant. It was important to recognize that there were
ma jor dif ferences between centrally planned and market economies.

The Chairman made the following summing up:

My understanding is that the Directors are in general agree-
ment with the thrust expressed in the appraisal in the staff
report for the 1983 Article IV consultation with the Lao People's
Democratic Republic. It was noted that, mainly because of bad
weather, the Lao economy had remained stagnant in 1982 and 1983;
and in the view of Directors, rapid monetary expansion contributed
to an acceleration in inflation. As a result of higher current
expenditures and a slowing in receipts from public enterprises,
the public savings rate had declined in 1983 and, largely because
of sluggish exports to the convertible area, the balance of
payments registered a deficit for the fourth consecutive year.

Given the limited possibilities for extending the area under
cultivation or for applying modern agricultural techniques,
Directors welcomed the Government's reliance on more realistic
farmgate prices as a means to increase agricultural production.

But given the limited potential of the agricultural sector in the
Lao People's Democratic Republic and the endowment of the country
in natural resources, notably in the hydroelectric -and timber
fields, the question was asked whether the time had not come for
the Lao People's Democratic Republic to shift somewhat from the
food self-reliance policy that has characterized the Lao People's
Democratic Republic's strategy to a broadening of the productive
base of the economy, a strengthening of the infrastructure-—-notably
in the transport field-—and an expansion of exports. Public invest-
ment, foreign aid, and the World Bank could be instrumental in

this redirection of economic policies. Directors also welcomed

the greater autonomy granted to public enterprises; it would
certainly increase efficiency and profitability.

In view of the heavy dependence on foreign aid and the urgent
need to improve the basic infrastructure, domestic resource
mobilization should continue to receive high priority. Directors
therefore welcomed the intention of the authorities to keep the
growth of public expenditures to a minimum, and to enhance the
profitability of public enterprises. They observed, however,
that other measures to raise public savings, such as adjustment
of the customs valuation rate and the extension of recently
introduced taxes to public enterprises, should also be given
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consideration. More stringent criteria for the granting of
credit and higher interest rates, in the view of Directors,
should contribute to the abatement of inflationary pressures
and a more efficient allocation of scarce capital resources.

Directors noted that, with the low level of reserves and
the limited scope for foreign borrowing, the balance of payments
position was not sustainable. It was felt that the introduction
of a more flexible exchange rate policy and the adoption of
flexible export prices were essential for an improvement in the
balance of payments. In order to avoid shortages of convertible
foreign exchange becoming a major constraint on development,
measures to strengthen the balance of payments should not be
unduly delayed.

The next Article IV consultation with the Lao People's
Democratic Republic will be held on the standard 12-month cycle. ‘

The Executive Board then took the following decision:

Decision Concluding 1983 Article XIV Consultation

1. The Fund takes this decision relating to exchange
measures of the Lao People's Democratic Republic subject to
Article VIII, Sections 2 and 3, and in concluding the 1983
Article XIV consultation with the Lao People's Republic
in the light of the 1983 Article IV consultation with the
Lao People's Democratic Republic conducted under Decision
No. 5392-(77/63), adopted April 29, 1977 (Surveillance over
Exchange Rate Policies).

2. The Fund notes that the Lao exchange system remains
restrictive and involves a multiple currency practice described
in SM/84/30. The Fund encourages the authorities of the Lao
People's Democratic Republic to terminate the multiple currency
practice as well as the bilateral payments arrangements with
Fund members.

Decision No. 7631-(84/26), adopted
February 17, 1984
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DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING

The following decisions were adopted by the Executive Board without
meeting in the period between EBM/84/25 (2/15/84) and EBM/84/26 (2/17/84).

3. NICARAGUA - 1983 ARTICLE IV CONSULTATION - POSTPONEMENT

The Executive Board notes the request contained in EBD/84/43
(2/13/84). Notwithstanding the period of three months specified
in Procedure II of the document entitled "Surveillance over
Exchange Rate Policies” attached to Decision No. 5392-(77/63),
adopted April 29, 1977, the Executive Board agrees to extend
the period for completing the 1983 Article IV consultation with
Nicaragua to not later than March 5, 1984.

Decision No. 7632-(84/26), adopted
February 15, 1984

4. EXECUTIVE BOARD TRAVEL

Travel by Executive Directors as set forth in EBAP/84/9, Supplement 1
(2/15/84) and EBAP/84/34 (2/15/84) 1is approved.

APPROVED: August 6, 1984

JOSEPH W. LANG, JR.
Acting Secretary



