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1. GREECE - 1992 INTERIM ARTICLE IV CONSULTATION

The Executive Directors considered the staff réport for the 1992
interim Article IV consultation with Greece (SM/92/138, 7/8/92; Sup. 1,.
7/9/92; and Sup. 1, Cor. 1, 7/10/92).

Hr. Papadakis made the following statement:

Introduction

. On behalf of the Greek authorities, I wish first to congrat-
ulate the Fund staff iuvolved in the mission to Greece for the
quality of their work. This is reflected in the adequate and fair
analysis presented in the mission’s report. 1 want, furthermore,
to express my authorities’' appreciation for the cocanstructive and
frank discussions held with the Fund mission during the consul-
tations in Athens.

Greece entered the 1990s with serious macroeconomic imbal-
ances aad structural problems. In early 1990 inflation was
running at 23 percent and the current account deficit and the PSBR
were at nearly 7 percent and 22 percent of GDP, respectively. The
new Government that emerged from the April 1990 elections, after
taking some emergency measures to control the situation, prepared
a "Medium-term Adjustment Program, 1991/93" aiming at fiscal

. consolidation, monetary stabilization, and structural reform.

- L - -
Macroeconomic developments and policies

The new policies and rising confidence contributed to revers-
ing the previous disturbing trends. 1In 1991, inflation fell from
23 percent to 18 percent, unit labor costs  in manufacturing grew
by less than 11 percent compared with 21 percent in 1990, the
current account deficit narrowed by more than half to 2 percent of
GDP, and the basic balance recorded a considerable surplus
compared with large deficits in the previous two years. Develop-
ments so far in 1992 show that inflation (already down to 15 per-
cent in June) will be further reduced to around 12 percent by the
end of the year while the current account deficit will be con-
tained to 1.4 percent of GDP. These developments are driven by
the further reduction in the budget deficit and the continuing -
anti-inflation stance of monetary, exchange rate, and incomes
policies. '

The authorities consider that, notwithstanding the signif-
icant improvements achieved so far in the overall economic perfor-
mance, a lot remains to be done, especially in the fiscal area, in
order to pl'ace the eccnomy permanently in a noninflationary growth
path consistent with the medium-term objectives and goals. 1In
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response, they have redoubled their efforts to further tackle fis-
cal imbalances, the scale of which has proved to be much larger
than earlier anticipated. Also, in the last nine months, impor-
tant legislation has been passed and measures taken that increased
the momentum in the crucial area of structural reforms. The
authorities remain committed to lead Greece to the EMU by under-
taking the painful adjustment required to satisfy the convergencs
criteria established in Maastricht. To this end, while precipi-
tating the implementation of difficult measures and strengthening
the ingredients of the policy framework, the authorities are pre-
paring a Convergence Program to be submitted soon to the Commu-
nity. This program will become the basis for the conduct of
economic policy in the medium term and serve as a blueprint for
further action in the areas of public finances and structural
reform.

The main budgetary problems in 1991 emerged on the revenue
side. Despite additional revenue from the imposition of a 10 per-
cent withholding tax on interest from deposits and the large
increase in the tax component of oil prices, budget revenues,
although increased by 2 percentage points of GDP in 1991, as in
1990, still were some 4 percentage points less than originally
budgeted. The initial expectations about the pace and the results
of campaigns on privatization, combating tax evasion, and sale of
land bonds, proved to be too optimistic. In contrast, on the
expenditure side, improvements were broadly in line with expec-
tations, although interest payments grew faster than originally
expected, owing to the persistence of high interest rates and the
sharply reduced access of the public sector to preferential
borrowing from the banking sector. On a cash basis, expenditure
growth fell below that of GDP (for the first time since 1987) and
below the forecast in the 1991 rudget. Owing to a strict incomes
policy in the public sector, the wage bill grew as targeted, at a
rate markedly below that of GDP. Pensions paid directly by the
budget recorded the lowest growth rate in the last 15 years.

The 1992 budget has been designed to achieve significant
improvements on both the revenue and expenditure sides, while
safeguarding the credibility of budgetary policies by basing the
projections on more realistic assumptions. The budget envisages a
further 4.2 percent point reduction in the deficit/GDP ratio (a
6.6 percent point reduction, net of capitalized interest), to
11.5 percent of GDP in 1992 (7.5 percent, without capitalized
interest). Broadly half the improvement in the deficit will come
from the increase in revenues and half from the decrease in expen-
diture, in terms of GDP. Budgetary developments in the first
months of 1992 point to increased vigilance. Corrective measures
are promptly examined and will be introduced, if the need rises,
to attain the fiscal targets. The staff projections of net PSBR
in 1992 represent 2 percentage points of GDP of deviation from the
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authorities’ target. It is the firm commitment of the uauthorities
not to allow slippages of that magnitude to occur. Already,
additional expenditure cuts of Dr 100 billion were introduced and
the Ministry of Finance expects a primary surplus of 1.5 percent
of GDP. ‘

Preparations for the 1993 budget are now under way. The
Minister of National Ecoiomy, who is going to play a more upgraded
role than in the past in the budgetary process, is committed to
preparing a 1993 budget that will put Greece on a sustainable path
of convergence in order to meet the Maastricht criteria. Regard-
ing medium-term prospects, the authorities estimate that, if the
1992 targets are achieved, then a primary surplus of 5-6 points of
GDP, on average for the period 1993-96, will be both realistic and
sufficient to put the Greek economy on the Maastricht convergence
path. '

Ongoing significant changes in the financial system have
required monetary policy to act more flexibly in attaining its
stabilization objectives. In view of considerable shifts in
velocity triggered by financial innovation, the authorities have
closely monitored both traditional and newly defined broader
monetary aggregates as well as the level of interest rates and
other relevant variables to ensure the consistency of monetary
policy with inflation and external objectives. Although the
monetary targets for 1991 already reflected a restrictive monetary
stance, fiscal considerations obliged the Bank of Greece to
further tighten monetary policy in the course of the year. In the
event, the rates of growth of M3 and of domestic credit expansion,
" especially to the public sector, were considerably lower than the
initial monetary targets. The further slowdown also reflected a
sharp shift of the nonbank public’s demand for financial assets
from bank deposits to treasury bills, which brought to an end a
practice that prevailed throughout the postwar period, whereby
bank credit constituted the main source of government borrowing,
fueling inflationary pressures.

Real interest rates increased further in 1991, in order to
secure the targeted disinflation, especially in view of the
ongoing financial deregulation, and to contain the balance of
pavments deficit during a period of further liberalization of"
current transactions and capital movements. To meet liquidity
shortages some banks were obliged to use their overdraft facility
with the central bank at high penalty rates and to borrow heavily
frem the interbank market, thus pushing interbank rates up to
nearly 30 percent twice in 1991, one third above the average level
in 1990-91. Yields on government paper have remained high and
have risen further in real terms, as the treasury bill rate fell
by only 1 percentage point in 1991 compared with the 5 percentage
point reduction in the inflation rate. .Similarly, nominal bank

3
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lending rates to the priﬁate sector have remained very high and,
in real terms, have increased further from their already high
level. The problem, however, of crowding out the private sector
was relatively less acute in 1991, as financial liberalization
allowed greater access by domestic firms to foreign credit
sources. An increased proportion (over 35 percent in 1991, com-
pared with 16 percent in 1990) of new bank loans to the private
sector was made in foreign currencies at interest rates well below
those for drachma loans, when allowing for the depreciation of the
drachma.

The 1992 monetary program is consistent with a further slow-
down in inflation by 6 percentage points, to 12 percent by year-
end. The deceleration of credit expansion to the public sector
will continue in 1992, facilitated by further financial deregu-
lation and an appropriate interest rate policy. The Bank of
Greece has announced that real interest rates are likely to remain:
high' to furthei dampen inflationary pressures and maintain favor-
able balance of payments conditions. While the wide interest rate
differential vis-a-vis the Euro-market, adjusted for the expected
depreciation of the drachma, contributes to strengthening confi-
dence and stimulating sizable inflows of foreign funds, the
authorities also recognize that the current level of interest
rates, especially lending rates, could eventually become a disin-
centive to investment and affect debt dynamics adversely. They
consider it, however, premature at the present juncture to allow
any relaxation of credit conditions, in view of the sensitivity of
the balance of payments to interest rates and the ongoing liberal-
jization of capital movements that reinforces the external con- '
straint on monetary policy. The Bank of Greece believes that the
general level of interest rates will tend to decline as the PSBR
is being reduced and inflation expectations subside.

There is also scope for a reduction in bank lending rates, as

a result of the phasing out of required bank holdings of below-
market rate paper, which allows banks more room for reducing
spreads and cutting lending rates. This trend is reinforced by
important steps taken by the banks to further improve their
portfolins and reduce their cost structure resulting from past
lending ard hiring practices, which were imposed on banks by the
priorities of government policy that prevailed in the 1980s.

Exchange rate policy will continue to be broadly non-
accommodating to inflation differentials. While the authorities
recognize the importance of avoiding losses in competitiveness,
they are encouraged by the fact that, so far, this policy has
contributed positively to the stabilization drive by dampening
inflationary expectations, imposing discipline on firms and unions
concerning price and wage adjustments, and strengthening the
inflow of private foreign capital. It remains important to avoid
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any pressure from imported inflation, to maintain without any
noise the hard-won :credibility of the monetary stance, and to
provide an acceptable and credible extermal anchor for policy in
the future. Financial discipline has been reinforced further by
the liberalization of long-term capital transactions by residents
‘abroad (to invest in nousing and long-term securities) and by the
full liberalization of all current transactions. As of July 7,
Greece has accepted Article VIII status.

The marked improvement in the balance of payments recorded in
1991 was driven mainly by the invisibles and the long-term capital
accounts; the trade deficit narrowed slightly, as a result of the
sharp decline in import growth and an acceleration in export
growth. The invisibles' surplus grew strongly, owing to EC trans-
fers and private transfers (mainly Greeks residing abrcad). Tour-
ism and shipping receipts were sluggish, affected by the Middle
East crisis in the early part of the year and by the Yugoslav
erisis during the high season.

These developments resulted in a sharp decline of the current
account deficit, which more than halved to $1.5 billion, or 2 per-
cent of GDP, compared with 5.5 perceunt in 1990. This was more
than fully covered by private investment in 1991, thus turning
into positive the balance on official settlements (+$1 billion,
compared with -$0.9 billion in 1990). Foreign long-term invest-
ment grew significantly in 1991, mainly reflecting portfolio
investment and acquisitions by foreign firms of existing Greek
companies. The surplus of the basic balance permitted a reduction
in net official foreign borrowing. Foreign exchange reserves
increased sharply to $6 billion, one half above their average
level in the previous two years. Receding expectations of a step
devaluation and the response of investors to depreciation-adjusted
interest rate differentials continued to be the major factors
behind balance of payments improvements. Also contributing, in
1991, was the weakness of domestic demand and the decline in
relative unit labor costs. Developments so far, in 1992, suggest
that the current account deficit will be squeezed further, to
$1.2 billion, or 1.4 percent of GDP, a record low for the last
25 years. .

Regarding incomes policy, the automatic wage indexation
system for civil servants, which in the past was frequently
applied also in the private sector, was abolished in 1991. In
free negotiations with the employers, the unions signed a national
collective agreement, for the first time covering a two-year
period (1991 and 1992), with increases well below prospective
inflation in both years. For central governmment employees, basic
vage 7ises were limited to 8 percent in 1991, paid in two equal
installments in January and July. Approximately the same wage
policy was followed by public enterprises and entities. In 1992,
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_wage limits in the public sector were made tougher than those
incorporated in the budget. The budgeted 6 percent increase in
-basic wages in 1992 (in two installments) was withdrawn, public
wages were frozen, and the government decided instead to implement
its past promise to extend the special lump-sum adjustment to the
) remaining categories of central government employees who did not
obtain it in 1989-90. This, together with the seniority-related
wage drift and the carryover effect from 1991, will lead to a-
growth in average earnings of less than 9 percent in 1992 (com-
pared with a 15.5 percent expected increase in the average annual
'CPI). In March 1992, a decree was passed forbidding increases in
basic wages in public enterprises and banks (which were earlier
planned to be about 8 percent), which together with wage drift and
carryovers will limit their average wage increases to 8 percent in
1992. , :

Structural reform golicies

Despite strong opposition from vested interests within the
administration, the authorities have progressed considerably in
overcoming strong systemic inertia and bringing about the required
political consensus for implementing radical reforms in public
administration and the civil service. Three major laws were
passed in the past two years dealing with the reorganization of
the administration and the public sector in general, while a new
civil service code is being prepared to address remaining prob-
lems. Significant improvements have also been achieved on the
organizational front, such as simplifying procedures and delegat-
ing authority, strengthening the role of administration "control-
lers” in charge of evaluating the efficiency of govermment depart-
ments, rationalizing recruitment procedures and criteria, moving
public sector employees between departments, agencies snd insti-
tutions, and narrowing the loopholes for overmanning.

The authorities have further strengthened their emphasis on
combating tax evasion. Since the turn of 1991, important measures
have been taken and stricter controls exercised on tax statements
of households and companies. The requirement to justify sources
of finance when buying expensive items (e.g., houses, cars, and
boats) was introduced, the "objective” values of real estate,
which are used as criteria for assessing taxes on real estate
transactions and rent incomes, were raised consider-ably (from 10
percent for the poor to 100 percent for high-income districts),
and the “"objective” value system was extended to many more cities
besides Athens and Salonica. The threshold "objec-tive® value for
buyers and owners of other expensive items was further increased
by 60-160 percent in 1992. The cross-checking of information has
been extended and additional measures taken to bring into the tax
net some categories of professionals (e.g., farmers, building
traders, and small shopkeepers) who previously avoided tax filing.
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The pilot project of computerizing tax offices was completed in
1991, and full-scale implementation is now in progress. About 125
tax offices, mainly in large cities, will be computerized by the
end of 1992, and almost all tax offices by the end of 1993. The
recent tax law simplified and rationalized the income tax
structure, while introducing severe penalties for tax evaders.

The authorities are confident that., as a result of all these
actions, budget revenues from combating tax fraud and evasion will
increase considerably in 1992.

The authorities remain committed to their extensive privati-
zation program. Nineteen companies were privatized in 1991, the
majority of them in the industrial sector, with some belonging to
the service sector, including a bank. In addition, a number of
nonviable, debt-accumulating firms were closed down. Delays were
encountzred in 1991 in privatizing relatively larger public
companies, owing to a long list of adverse factors that seem to
have been initially underestimated: (a) legél obstacles, owing
partly to claims by previous owners (i.e., owners before the firms
were brought under state control); (b) administrative deficiencies
and inexperienced coordination between the different public bodies
responsible for privatization; (c) initial overestimation of the
market value of some firms, taking into account their debts;

(d) opposing public opinion based on the belief--influenced in
some cases by inflated asset and income accounts presented by the
Boards of the individual firms--that a low price would correspond
to a sell-off of "valuable" public assets; and (e) strong politi-
cal and labor union opposition reflecting the fear that an inevi-
table restructuring of privatized firms would lead to job cuts.

The authorities have succeeded in gradually overcoming these
difficulties, and the privatization program for larger companies
got a real start in 1992. 1In February 1992, the cement company,
AGET-Heracles, the largest European cement exporter and a very
profitable firm, was sold to an Italian cement company. In April
1992, the loss-making Elefsis Shipyards was sold to an important
shipping concern. Scaramanga Shipyards, Syros Shipyards, and
Piraiki-Patraiki (the largest textile company in Greece) are also
well advanced in the process of being sold or liquidated. A
minority share of the Greek Sugar Industry (EBZ), owned by the
Agricultural Bank of Greece, has been acquired by the private
sector. The two state-owned refineries have also been added to
complete the privatization list of large commercial enterprises.
Counting also the relatively smaller firms, the total list
contains about 70 firms to be privatized and as many to be liqui-
dated over the next few years. The sale of shares of the Tele-
communications Organization (OTE) to a strategic partner has been
assigned to Credit Suisse First Boston, and the transaction is
expected to be completed by mid-1993.
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In addition, final bids for the sale of two licenses for
mobile telephones have already been received, and the transaction
is expected to be completed by October 1992. Connected with these
developments was the recently passed law establishing the regu-
latory framework for telecommunications and setting up an inde-
pendent regulatory body. The law, agreed upon by the European
Commission, establishes one of the most modern regulatory environ-
ments for telecommunications in the EC.

The computerized monthly reporting system introduced in 1991
_to monitor the finances of public enterprises and entities has
already yielded positive results reflected in the reduction of
their deficits. The accountability of their chief executive
officers (CEOs) has increased, slippages from their agreed annual
budgets were broadly avoided, and the companies were obliged to
accept stricter controls by the authorities in both the design and
the execution of their budgets. In April 1992, a law with immedi-
ate effect was passed empowering the Minister of National Economy
to impose limits on the wage bills of all public entarprises and
entities, under penalty of dismissal and fines amounting to one
year’s salary for CEOs and other senior officers. The law was
subsequently extended also for 1993 and 1994. Since the law was
passed, the Minister of National Economy has set limits on the
wage bill of all major public enterprises and entities, in consul-
tation with their CEOs. For the total of 25 major public enter-
prises and entities, the wage bill will show zero increase in
1992, while in ten of them it will show a considerable reduction--
up to 21 percent--in nominal terms. In some cases, complying with
the limits implies shedding excess labor. This is coupled with a
second campaign to reduce total expenditure in public enterprises
and entities and to further improve their financial results. 1In
the case of public enterprises. an increased dividend is expected,
Concerning public entities, the social security reform process is
now gaining momentum, as the Government has been actively engaged
in negotiations with the social partners on the basis of the
reports from the Tripartite Committee and the technical assistance
Fund mission to Greece on social security.

To determine and implement measures for longer-lasting
improvements in the operation of major public enterprises, the
authorities in 1992 have sought the assistance of international
consulting, legal, financial and audit firms. Their terms of .
reference include the following: (a) conduct a business review,
including the main control and reporting systems of each company,
the organizational structure, the linkage between operational
systems and financial reporting, in all cases identifying areas of
weaknesses, developing practical recommendations and proposals for
the implementation of such recommendations; (b) conduct an eval- ~
uation of senior management and recommend changes in the event
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that the present management is considered inadequate; and

(c) audit the accounts, on the basis of internationally accepted
accounting practices, to bring out into the open any hidden
subsidies and to force action on the deficits. 1In a separate
endeavor, international auditing firms were hired to provide a
full inventory of stockc held by agricultural cooperatives,
whether on account of the Greek state or the EC, in order to
increase the transparency of the cooperatives’ accounts and ensure
an efficient intervention mechanism to implement the Common
Agricultural Policy while avoiding future liabilities for the
state. :

Market deregulation gathered momentum in the past 18 months,
with the authorities taking a series of important measures,
including the phased out elimination of rent controls (remaining
rent controls on low-income housing will also be eliminated by
mid-1993), the deregulation of the o0il market, the elimination of
price controls, and the dismantling of regulations .that protected
closed industries, trades, and professions. Deregulation did not
immediately lead to greater competition, which explains much of
the stickiness of the inflation rate in the later months of 1991,
and on several occasions the authorities threatened to take sanc-
tions against monopoly practices, in accordance with competition
laws. These tensions have tended to subside in recent months,
providing the authorities with the opportunity to proceed even
further. 1In May 1992, all price controls on goods and services
produced by the private sector were eliminated (with che only
exception of pharmaceuticals). Likewise, the administrative
fixing of profit margins for some trades and products has been
ended, and controls for "excessive profits®™ have been eliminated.
In addition, a law was passed in June 1992, whereby administrative
barriers to competition (including those that apply to profes-
sional associations) are to be eliminated by a series of Presi-
dential Decrees. Already two such decrees were issued in July.

Financial liberalization has been viewed by the authorities
as the means to improve the functioning of finmancial markets and
resource allocation, ton induce financial discipline, and to
enhance the effectiveness of monetary policy. The supplementary
reserve requirement for investment in treasury bills has been
gradually reduced from 40 percent in January 1991 to 25 percent of
deposits "at the margin" in February 1992. This ratio will be _
15 percent by the end of 1992 and will be completely abolished by
mid-1993. As for the "stock” of past obligatory holdings of
treasury bills, banks were offered the option of converting it
into negotiable government bonds of varying maturities (3 to
8 years) with an interest rate pegged to the yield of treasury
bills plus 2.5 percentage points. The primary reserve ratio was
maintained at 9 percent, with a view to containing liquidity
trends. The conversion of treasury bills into negotiable honds
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reduced sharply the banks’ total obligatory investment in treasury
bills, facilitating greater diversification and flexibility of
bank portfolios. It also enhanced the scope for effective open
market operations. In response, the Bank of Greece has been more
active ia market interventions and has further narrowed the
windows through which banks and public sector financial institu-
tions can obtain liquidity.

Further measures have been taken to reduce the public
sector’s privileged access to bank finance. The obligation on
banks to earmark 9 percent of the increment in deposits to finance
public enterprises and entities was abolished. The proportion of
deposits earmarked for loans to small and medium-sized manu-
facturing companies (SMEs) was reduced from 10 percent to 7 per-
cent in July 1992 and will also be phased out. To ensure that, in
the interim, these funds are being used for their intended
purpose, their temporary investment in government paper was
prohibited. In addition, to reduce the subsidy component of the
interest rate on bank loans to SMEs, this interest rate was raised
to that of 12-month treasury bills (i.e., an increase of 4 per-
centage points). All remaining interest subsidies on deposits and
bonds issued by some public sector financial institutions were
abolished. Following these measures, about 90 percent of total
bank credits are now at market rates. By the end of 1992, less
than one third of new bank deposits will be allocated admini-
stratively, compared with roughly two thirds a year ago. These
trends will continue, as the authorities’ objective is to elimi-
nate completely all administrative credit controls and to put on
equal footing all loan recipients as well as the public sector’'s
specialized institutions vis-a-vis private banks.

The authorities are fully aware that financial liberalization
implies an increased need for strong prudential requirements and
improved bank control and supervision, especially in the context
of the EC single market. In July 1992, the Parliament voted a new
banking law incorporating the EC’s Second Banking Directive. The
law goes beyond the Directive in that: (a) it provides for the
elimination of monetary financing of budget expenditure in two
phases, namely, the current 10 percent of the annual increase in
budget expenditure that can be financed by the central bank will
be halved as of January 1993 and completely eliminated as of
January 1994; (b) it repeals the law providing that the Minister
of Finance votes by proxy on behalf of .the pension funds in the
annual meeting of banks in which pension runds own substantial
shares; (c) it stipulactes that banks are prohibited from accruing
on their books interest on loans that are not serviced for more
than 11 months; (d) it liberalizes consumer credit; and (e) it
permits the opening of foreign exchange accounts by Greek resi-
dents in domestic banks with no restrictions as to the source of
the foreign exchange. In addition, the Bank of Greece has been

r
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tiglhtening its controls over state-controlled firn-zcial institu-
tions to avoid the moral hazard involved in the operations under-
taken by the Government to improve their balance sheets. As
indicated by the staff, changed lending practices and tighter
prudential controls would minimize the associated risks and would
avoid similar problems in the future. The authorities will exer-
cise extreme caution in allowing an expanded role for the special-
ized institutions, which should be under the same prudential and
regulatory regime as competing banks.

Axrl these activities reflect the fact that the Greek stabili-
zation and structural reform process, despite some initial delays,
has now entered the phase of maturity and dynamism. The authori-
ties have succeeded in increasing public awareness of the need to
attack, in a fundamental way, the long-standing macroeconomic
imbalances and structural rigidities. Despite the inevitable
uncertainties created by potentially destabilizing political
tension in the Balkan region, and despite the economic burden this
implies for the Greek economy, the authorities remain committed to
continuing their endeavors to consolidate public finances, disin-
flate the economy, and complete their ambitious program of struc-
tural reforms. They are determined to ensure that the medium-term
orientation of policies is maintained and translates into prompt,
concrete, and consistent action.

Mrs. Krosby made the following‘statement:

Undeniably, there has been some improvement in the economic
situation in Greece over the past two years. As we know, positive
economic growth resumed, the inflation rate slowed, the current
account deficit retreated, anc the net public sector borrowing
requirement narrowed. But we are yet confronted with two ques-
tions. First, is the health of the economy improving as much as
might be suggested by these statistics, and if so, is that improve-
ment sufficient? And, second, if it is not, is the current policy
package adequate to the challenge? \

The answer to the first accentuates the importance of the
second answer, but, basically, the responses to all the questions
would seem to be negative. Regarding its overall health, the
economy is still growing at a crawl, with the small positive
outturn due to a rebound in the agricultural sectors, as indus-
trial output dropped and the unemployment rate continued to rise.
As to whether the improvement achieved so far is sufficient, the
charts comparing economic performance in Greece over the past ten
years with that of Portugal suggest it is not. And when consid-
ering whether the current policy package will suffice to stabilize
the Greek economy, or bring it within sight of the goal of EC
convergence, the medium-term scenarios in the staff report show
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that convergence or economic stabilizaticn under the current
policy plan is not likely in this century.

I will briefly add detail to support these thoughts in a
moment, but our basic conclusion I would like to state up front:
we urge the Greek authorities to have no misconceptions regarding
the urgency of the economic situation, and, correspondingly, new
corrective measures are immediately needed. From this perspec-
tive, the.absence of a medium-term economic program until this
fall is unsettling and essentially means that 1992 is basically a
lost vear for serious economic adjustment efforts.

A bright spot is the improved performance on monetary policy.
Here, targets have been met and, most striking and possibly
important of all, the dependence on monetary financing of the
deficit has been sharply reduced. The task could not have been
made easier by missing the budget deficit target in 1991 and will
be equally complicated in the future by the potential for contin-
uing large fiscal deficits. Furthermore, the high real interest
rates net of taxes needed to attract public interest in the Trea-
sury paper are unsustainable, as the Greek authorities acknowl-
edge. It also, by shifting money demand, complicates monetary
policy decision making and fudges the understanding of the true
degree oi tightness of monetary policy.

While the aim to completely stop kanking financing is impres-
sive, the deadline for this goal--1994--is not, particularly as
net repayment of public sector debt to the banking sector is a
common and successful staple of Fund programs. Progress in liber-
alizing other aspects of the financial system, while highly wel-
come, likewise should be accelerated and concluded. Examples here
"include the still high percentage of new bank deposits--42 per-
cent--that must go to prescribed lending, the continued supple-
mental reserve requirement, and the continued financing of state-
controlled financial institutions without corresponding changes in
their lending practices. The financial sector, while strengthened
by the incremental reforms, remains weak. The withholding tax on
bank deposits and the access to borrowing abroad at lower interest
rates together are likely to increase disintermediation of the
banking system, further weakening the financial sector. We <ould
agree with the staff that one of the benefits of liberalization is
greater transparency of the underlying situation, but it is not
clear from the overall policy response who is newly attentive as
the monetary authorities likely always were of the true status of
the economy.

Of most immediate concern to us is the apparent shift in

policy priority away from rapid fiscal consolidation. Following
the inability to meet the relatively ambitious fiscal targets set
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for 1991, the current target is a disappointment. It is unfor-
tunate that the Greek authorities must confront a large public
debt burden that can only be corrected by large surpluses in the
current budget less interest payments. Nonetheless, the current
fiscal situation does exist and should be addressed appropriately.

Unfortunately, the 1992 budget target is even less ambitious
than originally planned, and the measures envisioned are once
again unlikely .to be sufficient for reaching this outcome. An
uncomfortable number of budgetary measures are temporary and will
provide one-time only relief; others are of an ad hoc and
economically inefficient nature. The withholding tax on bank
deposits falls into the latter category, and the proceeds of
privatization, once they fully materialize, fall into the first.
More focus should be placed on structural expenditure cuts, for
example, in the public entities, which would seem to be prime
ground for retrenching. The cuts in wages achieved to date are
important, but the wage bill is stilil large as a percent of GDP.
The next step should be bold movement to cut the levels of public
sector employment. )

Any increase in revenue ideally should come from a broader
tax base, where more evenhandedness in the distribution of the tax
burden is needed, and privatization. Still, given last year’s
performance on tax administration and collection, the authorities’
expectations for revenue from cutting back on tax evasion seem
optimistic. Until it is clear how fiercely the new higher penal-
ties will be enforced, we caution against a repeat of high expec-
tations. For 'this reason, and given the existing fiscal crisis in
Greece, even this chair finds the timing of the decision to cut
sharply tax rates before other measures are firmly in place a
cause for concern. While we might be more optimistic than the
staff about the eventual potential benefits from the tax cuts, it
would have been significantly more prudent to have a stronger
support fiscal net in place first.

The practice of interest capitalization relieves the short-
term cash constraint and, therefore, potentially delays and
increases the necessary adjustment. Therefore, we would strongly
advise the authorities to begin to include interest capitalization
in their own fiscal and monetary data. 1Its importance--4 percen-
tage points of GDP in 1992--cannot escape the economic authori-
ties, and its inclusion in official data would help to increase
transparency of the economic situation and, therefore, help in the
design of the appropriate policy response.

The discussion of financial policies leads to one thought
about the decline in the inflation rate in 1991. While some might
argue that the decrease was due to inflationary expectations ’
improving, given the tight monetary policy apparently followed,
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one might argue instead that it is the persistence of a lack of
confidence in anti-inflationary nolicies of the authorities that
Keeps the inflation rate higher than it otherwise might be. 1In
any case, market confidence is best won by a solid record of
meeting ambitious and appropriate targets.

On structural measures, while recognizing that this was an
interim report, we would have welcomed more analysis of progress
to date, given the importance of removing structural rigidities
for future economic growth. On privatization, we would like to,
note briefly that selling large stakes of public enterprises to
other enterprises ox financial institutions that are state-
controlled does not equal privatization. The Greek authorities
have to take a number of steps to improve competition, including -
removal of price controls, but further enhanced market competition
is needed, as collusive behavior persists in different sectors of
the economy. The authorities are also urged to move quickly to
complete the delayed reform of the social security system.

Finally, turning to the external sector, it appears that the
improvement in the current account is less structural and more a
result of relatively ephemeral causes. The trade and tourism
balances were roughly unchanged in 1991 compared with 1990, but
that uncertain performance was masked by a large increase in EC
inflows. This effect is somewhat alarming, given that EC inflows
were meant to coutribute to strengthening the economy, but instead
have allowed the external account improvement to Lecome a contrib-
uting reason for slowing economic adjustment. All of these fac-
tors suggest that the narrowing of the current account deficit in
1992 expected by the authorities would be optimistic. '

We agree with the staff assessment that a discrete change in
the exchange rate is warrantecd before the drachma is locked into
the ERM. 1t would not seem responsible to discuss use of the
exchange rate as an anchor if it is not the equilibrium rate.
Real wage cuts can only go so far in improving competitiveness,
which, the staff report points out, is essential for sparking
exports and, consequently, is necessary for renewing healrchy
economic growth. Before any exchange rate adjustment, ideally,
strong financial policies would be in place to offset any infla-
tion impact. But those policies should be in place anyway for
convergence and joining the ERM. '

Some here today might recall our concerns last year regarding
the availability of ZC financing that essentially took the place
of possible access to a Fund facility. Our particular concerns
with respect to the Greek economy were two: (1) that the policy
mix was not optimal; and (2) that the program as it stood might
suffer lapses without strong conditionality. 1In the event, both
of our concerns unfortunately proved correct. Fund conditionality
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would possibly have made a difference. While Greece might have as
easily broken off a Fund program, as it has decided not to apply.
for the second tranche of the EC loan, one might argue that in the
meantime economic adjustment might have been better focused and
more strongly implemented. Instead, the level of EC financing,
much higher than what the Fund could have offered, in effect
negated any need for the Greek authorities to implement fully the
EC program.

Beyond the particular case of Greece, our concerns regarding
the EC loan went further, and we believe it would be useful to
repeat briefly our belief that the large size of the EC loan,
several multiples of Greece's quota, was inconsistent with the
catalytic role of Fund policy advice and potentially undermines
the Fund’s role as the world’s central institution for balance of
payments conditionality.

In the absence of more formal Fund monitoring of the economic
situation in Greece, we thought it useful to have a Board discus-
sion of the interim Article IV consultation report. It also
serves to support our belief in the importance of the Fund sur-
veillance process as well as our relief that the exceptional
bicyclic process will be shortly ended.

Finally, we would like to make clear that we welcome the
direction and commitment evident in the Greek Governmment's
policies and the progress made so far, particularly in bringing
down the inflation rate. We note with pleasure Greece'’'s assump-
tion of Article VIII status. However, this year’'s report has done
little to allay the concerns this chair raised last year: events
in the interim have confirmed the staff’s advice in last year's
Article IV and underscored the superior job that the Fund, as an
economic institution with superb technical expertise, can perform.
Important steps have been taken, as Mr. Papadakis’s statement
makes clear, but progress so far has fallen well short of what is
needed, and unless Greece moves fast to take the immediate and
energetic action required across a broad front, we fear that it
will become increasingly marginalized within the EC and the world
economy. To catch up with its EC colleagues, we strongly haope
that Greece will intensify cooperation with the Fund, build on
progress made, and undertake the bold comprehensive measures the
Fund seeks. )

Mr. Gobs made the following statement:

I think that the staff report on this year'’'s Article IV
consultation makes very disappointing reading. It is highly
appropriate that the report has been put on the agenda of the
Board. The report vindicates fully the concerns expressed by the
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staff and the Board at the previous consultition discussion that
the adjustment measures contemplated by the authorities at that
time would be insufficient to meet the--admittedly--ambitious
fiscal targets for 1991. As a result of this, the PSBR remains at
disquieting levels, total public debt continues to snowball, and
inflation, notwithstanding its more recent decline, remains
excessively high. ;

There were, of course, a number of positive developments,
notably in the external current account position, and in partic-
ular in the strong showing of international reserves. However, in
the absence of a more radical adjustment course, even those
improvements will likely be short-lived. This is clearly demon-
strated by the results of the staff’s "muddling through scenario,”
which indicates that the PSBR will rapidly grow to one third of
GDP over the next five years, that public debt will reach the
staggering figure of 168 percent of GDP in the same period, and
that the external current account deficit will double to 5 percent
of GDP. . '

Against this background, it is most unfortunate that this
year's budget not only is giving rise to the same concerns
expressed last year about the feasibility of the deficit target, -
but also--and even worse--the target seems to reflect a sub-
stantial relaxation of the consolidation path originally envisaged
under the authorities’ medium-term adjustment program.

All this is difficult to reconcile with the authorities’
continued commitment to join the ERM and EMU. Obviously, the task
of preparing the country for those moves will become ever more
demanding the longer the necessary adjustment is being postponed--
and not only in a technical sense as a result of the vicious
circle of large public deficits and accelerating debt-service
payments, but also as a result of the threatening erosion of
confidence in Greece'’s economic policies. Time is running short
for the authorities if they want to demonstrate their ability to
turn the economic tides.

From what I have said so far, I think it is clear that I can
fully endorse the thrust of the staff appraisal, and, therefore,
there remains very little for me to add in terms of specific
policy issues. I would certainly hope that the authorities’
convergence program will fully reflect the staff’s recommen-
dations, notably in regard to fiscal policy. I also hope that the
program will be finalized very soon. True, the size of fiscal
adjustment advocated by the staff for this and next year is quite
appalling; but it is at the same time clearly inevitable if a
credible start is to be made toward sustainable fiscal consoli-
dation. Obviously, fiscal reduction of the magnitude proposed by
the staff will have to rely predominately on cuts in government
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outlays, with no expenditure items being spared. Unfortunately,
according to my calculations, less than one third of the planned
budget improvement for this year is to fall on expenditure cuts,
while the remaining two thirds is expected to come from an
increase in government revenue. Considering the size of the PSBR
and the uncertainties arising from financial sector liberali-
zation, monetary policy seems to have been rather successful in
containing, and more recently reducing, inflationary pressures.
Further progress in financial sector reform will no doubt be
essential to improve the effectiveness of monetary policy and to
be able to cope with the growing integration of Greece into the
international financial markets. 1 therefore welcome the author-
ities’ intention to further move ahead in this area.

In this context, I was struck by the extent of the consoli-
dation operations necessitated by the nonpayment of state-guaran-
teed debt and the rescheduling of compulsory credits of the order
of 10 and 13 percent of GDP, respectively, as well as of the
recapitalization of several state-controlled financial institu-
tions. Those operations clearly demonstrate the high costs of
administrative interference in credit allocaticen. As an aside,
the staff’s observation that the rescheduling operation was
attractive for the Government because of the possibility it
provided to capitalize interest payments for a "mere” 12 to
18 months suggests that the financial situation of the country
might be even more precarious than suggested in the paper. Need-
less to say, I am concerned about the exclusion of capitalized
interest payments from the official budget presentation and
monetary data. Maybe Mr. Papadakis or the staff could enlighten
us on the motives behind this unusual approach.

Having said that, I should like to endorse the staff’s
cautioning against premature expectations that interest rates
might soon decline. Apart from the reasons mentioned by the
staff, it should be kept in mind that lower interest rates, in
particular for longer-term maturities, need to be earmed, in the
sense that they can only be expected to decline if the Government
pursues persistently credible stabilization policies; hence, the
level of interest rates should be considered as a useful, objec-
tive gauge for the appropriateness of financial policies rather
than an object for manipulation. I am glad to note from
Mr. Papadakis’'s statement that this view seems to be shared by the
Bank of Greece.

"Also on monetary policy, I endorse the staff’'s advice to
closely monitor monetary developments, including M4, in order to
avoid any buildup of an inflationary potential.

On extzrnal policies, I think I can be brief and refer mainly
to what I said in my last statement on exchange rate policy. At
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that time, 1 had warned against a policy of gradual devaluation
and endorsed the idea of a step devaluation, provided it was
accompanied by strict financial discipline. Moreover, in order to
enhance the credibility of a devaluation strategy it would be
highly advisable if the authorities announced from the outset that
they would no longer be willing to accommodate future inflation
differentials through further exchange rate action, and that they
discontinue monetary financing of the budget. In this latter
regard, I was also pleased to note from Mr. Papadakis’s statement
that his authorities intend to stop monetary financing of the
budget by 1994, but I wonder whether they should not accelerate
that deadline in order to underline the credibility of their
stabilization strategy. I would caution against unduly optimistic
expectations about the likely effects of a devaluation on infla-
tion and the external current account. Looking at the steep jump
in domestic inflation, by almost 7 percentage points, in the wake
of the significant depreciation of the drachma in 1990, the pro-
jected price differentials between scenarios 2 and 3, peaking at
some 2 percentage points in 1993, might underestimate the infla-
tionary impact of a step devaluation.

Similarly, scenario 3 might overstate the relief to be
derived from a devaluation for the external current account in
particular, inasmuch as it does not seem to make any allowance for
the well-known J curve effect in 1993; consistent with that, and
as observed also by Mrs. Krosby, more than half of the improvement
observed in the current account deficit last year can be traced to
an increase in EC transfers rather than to the preceding depreci-
ation. This pattern, incidentally, seems to hold also for the
current account deficit expected for this year, which would im-
prove by much less than the expected further increase in EC

. transfer payments. These observations lend additional strength to
the call for stronger adjustment efforts; it would also be an
illusion to expect that future current account deficits could be
financed in a durable manner by external capital inflows of the
size experienced last year.

On structural policies, 1 should simply like to endorse the
staff’s recommendations, perhaps with special emphasis on priva-
tization and social security reform. In general, I felt greatly
encouraged by Mr. Papadakis'’'s report on his authorities’ efforts
at structural reform, and I hope that they move sw1ft1y to imple-
ment their reform intent1ons

Finally, although I do not share all of the concerns ex-
pressed by Mrs. Krosby on the EC loan, 1 remain of the view that
the Greek authorities would greatly benefit from closer cooper-
ation with the Fund, whether they pursue their adjustment and
reform efforts in the framework of a Fund financial arrangement or
in the context of enhanced surveillance. Such closer cooperation
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would, however, need to be based on a detailed and credible out-
line of the necessary adjustment and reform measures, supplemented
where appropriate by convincing prior action; and it would need to
be preceded by efforts to improve the quality of statistical data
to meet the standards that normally apply for industrial
countries. |

I join Mrs. Krosby in commending the authorities for having
adopted Article VIII status, and I would certainly hope that they
will live up to the expectation raised in last week’s press
release (92/58) that Greece in having done so "gives confidence to
the international community that it will pursue sound policies.”

Mrs. Martel made the following statement:

During last year’s Article IV consultation on Greece, this
Board stressed the rationale behind the very ambitious but most
necessary program of adjustment and reforms that had been devised
by the Greek authorities. However, in 1991 and 1992, i.e., just a
few months before the completion of the European single market and

. a few years before the entry into effect of EMU, Greece continues

to register the weakest overall economic performance in the EC.
Consequently, in the absence of appropriate measures, the gap
between Greece and the rest of the Community could widen further.

In such circumstances, it is very clear that, as stressed by
the staff, and by Mr. Papadakis, measures have been taken by the
authorities in order to reverse the trend toward the deterioration
of the situation, those steps are not sufficient to meet the
challenges of the next few years, and immediate and strong actions
are required, most notably in <he fiscal area. 1 would like to
elaborate briefly on those three points.

The staff rightly recalls that the authorities took "some
important steps," especially in the wake of the agreement on the
1991 EC loan. These steps involved, inter alia, a degree of
control of public wages, some revenue measures, the implementation
of a strict monetary policy, and, last but not least, a series of
structural reforms aimed at liberalizing a highly regulated econ-
omy. I refer especially, first, to the reduction in administered
allocation of financial deposits (indeed, the compulsory financing
of public enterprises by the banking sector was abolished last
year), second, to the considerable liberalization of prices, and,
third, to the now completed lifting of restrictions on current
international payments.

These welcome steps did produce some positive results.
Indeed, in various areas, they contributed to stopping the deteri-
oration that had been registered earlier. Monetary aggregates

S
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have been kept well within the targets. Inflation has declinex
from more than 20 percent in 1990 to around 15 percent in
mid-1992. The total public sector deficit has been reduced by 2
points of GDP and is now mostly financed by the nonbank private
sector. The authorities have thus gone some distance toward the
elimination of the monetary financing of the budget, which is, by
the way, one of the prerequisites for participation in the EMU.
Moreover, due also in part to the rather lackluster growth per-
formance, the current account deficit has been cut by more than
half in terms of GDP. '

Stopping the deterioration is not enough, however, not only
because the performances remain very poor if compared with those
of economic partners but also because the current policy stance
will have to be reinforced if Greece is to meet the three main
challenges it has to face now or in the medium term. These
challenges are the snowballing character of the debt problem; the
potential contra-diction between relatively lax financial policies
and otherwise well-taken liberalization measures; and the need to
improve competitiveness in the context of the single market.

The debt situation is certainly the most obvious and imme-
diate of these challenges. In spite of the improvement in the
primary deficit, the public debt/GDP ratio again worsened last
year, and the first staff scenario clearly shows that continuation
of current policies would lead to further, even more unsustainable
increases. The only bright spot might be the slight decline in
public enterprises’ and public entities’ debt in 1991, but this
trend seems to be due mainly to the transfer of debt to the
Central Government. In any case, the seiiousness of the situation
is epitomized by the decision to capitalize interest in 1991 and
probably also in 1992. We fully concur with the staff that what
is now needed is a "clearly declining debt/GDP ratio.” Because of
the imperative to maintain an adequate level of real interest
rates, and because of the poor short-term growth prospects of the
economy, there is no other avenue for achieving such a reduction
in the debt ratio than the implementation of very tight fiscal
restraints.

2

These fiscal restraints are also needed in order to meet the
second challenge. Indeed, the present situation, in which
exchange controls have been lifted and the policy mix is dispro-
portionately biased towards monetary policy, is clearly unsus-
tainable in the long term. In addition, measures aiming at
internal liberalization, notably in the financial markets, will,
sooner rather than later, make more apparent the high cost and
difficult financial structures of many economic agents, which will
increase the pressures on the balance of payments.
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The third challenge is closely related to this last point. A
paramount goal of policies should now be to prepare Greece for the
intensified competition that will stem from the implementation of
the single market. This goal can hardly be achieved without a
reinforcement of adjustment and reform policies, as clearly demon-
strated, inter alia, by the fact that the ratic of gross fixed
investment to GDP for Greece has been constantly below the EC
average since 1983. Indeed, private sector fixed capital forma-
tion declined by 4 percent last year. Moreover, under the present
circumstances, the authorities should view with some concern the
current degree of reliance of the Greek economy on EC transfers,
which stands at almost 6 percent of GDP in the 1992 budget.

All these arguments clearly point, first, to the fact that,
as Mr. Goos has said, the solution to Greece's problems becomes
more difficult as time passes, and, second, to the need for
immediate and strong actions along the lines--with one exception
to which I will return--proposed by the staff. All areas of
public policy must be involved.

The bulk of adjustment will have to fall, of course, on fis-
cal policy. On the revenue side of the budget, a further increase
in tax resources must be implemented. In this regard, we fully
concur with the staff that, in the current circumstances, no tax
plan should be considered that would not be, at the very least,
revenue neutral. There seems to be both room and need, in fact,
for net increases in resources. 1 refer especially to the need to
increase indirect and property taxes, to make those property taxes
broad-based and permanent, to reduce exemptions, and to improve
tax administration. The privatization program, which produced
disappointing results in 1991, should now be carried out with
determination. On the expenditure side, the focus has to be
placed now on the number of civil servants and the reform of
social programs. In this latter regard, I would be grateful if
the staff could give us some insight into the result of the recent
FAD mission on pension reform.

On monetary policy, we join the staff in cautioning the
authorities against the temptation to go too far in the reduction
of interest rates until a proper equilibrium has been found in the
policy mix.

In the structural are;. and in spite of the progress achieved
so far, the economy remains hindered by rigidities. The reduction
in the administrative allocation of credit should thus be con-
tinwed, and the potential adverse consequences of the bailing out
of financial institutions should be limited by appropriate
measures aimed at ensuring the recovery of loans and at increasing
supervision.



EBM/92/96 - 7/29/92 - 24 -

~

These are ambitious fiscal, monetary, and structural stances,
which will require deep changes in the behaviors of all economic
agents. These changes of behavior could be encouraged by the
exchange rate policy. The experience of other EC countries amply
shows that the commitment to maintain an appropriate nominal
exchange rate can help in this regard. Thus, I have some doubt
about the staff position according to which the adoption of such a
policy should be postponed until "inflation has come down." It
should, on the contrary, certainly be considered even if an appro-
priate peg could not form an integral and helpful part of the

general package of adjustment and reform measures that is now
clearly needed.

In conclusion, I am confident that the combined influence of
the Fund and the EC will help Greece gather the necessary consen-
sus for action--especially in the perspective of the forthcoming
convergence program--and eventually take its full place in the
movement toward European integration.

Mr. Noonan made the following statement:

In preparing my statement for the Board today, I have tried
to present a balanced commentary, addressing the negative aspects’
of Greece’s performance while also recognizing the positive devel-
opments. Thus, I found Mr. Papadakis’s detailed statement of the
actions taken so far to be both informative and reassuring, par-
ticularly as regards the authorities’ intentions. On the other
hand, the actual performance of the authorities with respect to
the fiscal outcome, and in following through on their stated
intentions for structural reform, has fallen well short of expec-
tations. Moreover, this performance was all the more disappoint-
ing in light of the sizable balance of payments support made
available by the European Community last year to Greece, to help
ease the burden of adjustment. It was, however, encouraging to
read in Mr. Papadakis’s statement that the Greek authorities admit
that they face serious problems and that considerable work remains
to be dore to overcome those problems.

As 1 ar in general agreement with the staff'’s appraisal, I
will limit my remarks and focus my comments on a basic theme: it
is in Greece’s own best interests to implement the policies neces-
sary to achieve the objectives underlying the Maastricht Treaty.

Abstracting from the specific details of Maastricht, its
basic objectives are for members to orient policies toward
achieving a sustainable public debt/GDP ratio and a solid
performance with respect to moving to price stability. These are
worthy goals for any country’s authorities because the required
policies will help to promote stable and sound public finances,
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which, in turn, are conducive to the saving and investment neces-

mal ebaar cBramcade  smamamey =k S ewmen e T Al Ay et ey w%

531"] va lledl\—ll’ vu\.puk 519'\-&! iti a llUKlLIlLLA\\»LUKldL) 33'&&-,‘.‘!6
would therefore urge the authorities to review the pace of prog-
ress towards the objectives of their medium-term strategy and, in
particular, towards first stabilizing. and then reducing, the
’phbx.u. debt/GDP ratio. We would also urge them to review the ri
that, if the pace of progress proves inadequate, the dynamics of
the debt situation could result in no progress at all being made.
This is because improvements in the primary fiscal balance will be
offset by increases in debt-service obligations. In this context,
I would reiterate Mr. Goos'’s warning about unrealistic interest
rate expectations. It hardly needs saying that a government
subject to a popular mandate, and with a record of imposing
painful adjustments, needs to make enough progress to be able to
demonstrate unequivocally to the electorate that the 43
adjustments imposed have brought about tangible and benef1c1a1

results.

\

A first step in this direction would be to carefully recon-
sider the staff’s assessment that the current policies envisaged
by the authorities are unlikely to be sufficient to bring about
the projected improvement in the budget deficit for 1992. The
staff recommends that in seeking to reduce the size of the defi-
cit, greater emphasis should be put on reducing spending. This
seems especially relevant, given the relative size of public
expenditure. The table on page 18 gives an outturn estimate for'
the Central Government’s expenditure last year of almost 50 per-
cent of GDP, while the staff notes that public employment actually
increased in 1991. 1 was therefore pleased to note from
Mr. Papadakis’s statement that additional expenditure cuts of
Dr 100 billion have been introduced, and that the authorities are
prepared to take corrective measures should there be any

slippagest

Nevertheless, the staff’s projection that public expenditure
in 1992 is likely to remain at 49 percent of GDP is disturbing.
Recently, the Managing Director, in the briefing on his meetings
in Russia, remarked that Mr. Yeltsin quickly recognized that pub-
lic expenditure rising to almost 50 percent of GDP did not repre-
sent much in the way of progress towards a market economy or, for
that matter, in reducing the role of the public sector.

The Greek authorities’ plans to constrain expenditure through
reductions in nominal wages strikes us as a response to the
symptoms of an overinflated public sector, and they may serve only
to exacerbate the problem by discouraging qualified employees.
Moreover, they do not address fully the underlying ailment. We
noted, however, with interest in Mr. Papadakis’s statement that,
under a new law, significant penalties are being applied to chief
executive officers of public enterprises if their wage bills
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exceed prescribed limits, implying significant labor shedding. We
wonder whether a complementary discipline will be applied to what
Mr. Papadakis calls the vested interests in the civil service.

There also appears to be room for additional reductions in
public expenditures. While we recognize that military expenditure
is viewed by some as a sensitive topic, and the staff has gone to
great lengths to word this section in that light, we would have
preferred the staff to be a bit more candid. At this time, when
there appears to be a growing consensus on the need to set poli-
cies toward containing the fiscal deficit, the productiveness of
current expenditure appears to us to be an important consideration
when addressing fiscal adjustment. We were, therefore, disap-
pointed to infer that more emphasis had not been put by the
authorities on reducing military expenditures.

Looking ahead somewhat, other reforms, particularly in the
area of pensions and social security, ‘are key to providing a sound
structure for economic prosperity. We noted with interest the
fact that at 15 percent of GDP, Greece is among the leaders in the
OECD in its comprehensive pension system. While in general we
support such principles, we have stressed, most recently to the
countries moving to market-oriented economies, that the provisions
made for the populace need to be feasible and in line with a
country’s potential income--in other words, what it can reasonably
afford. With the prospect of an increasingly aging population and
the additional burden on expenditures this will impose on the
authorities, there is an urgent need to come to grips with the
reality of the situation. We would urge the authorities to tackle
these issues with resolve and accelerate the pace of reforms.
While we do not wish to underestimate the strong opposition to the

‘introduction of the measures recommended by the staff that the

authorities are likely to face, we would suggest that the only
alternative to action now would be more severe actions later.

In this regard, we were struck by the stark differences in
the outcomes of the three scenarios presented by the staff. In
the first scenario, the "status quo” scenario, the unsustain-
ability of the government debt and its adverse impact on the poor
outlook for growth and inflation are clearly inconsistent with
medium-term strategy of noninflationary sustainable growth. In
contrast, the two alternatives would indicate that a determined
effort at front-loading the adjustments to the government deficit
at this juncture leads to about 2 percent stronger output growth,
a substantial improvement in inflation in the medium term, and an
at least managecable government debt profile compared to the status
quo. :

In concluding, we would note that having committed themselves
to the objective of monetary union in Europe at least in
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principle--the Greek Parliament is expected to ratify the
Maastricht Treaty this week--time is of the essence in
implementing policies needed to support that objective.
Irrespective of the Maastricht criteria, however, the time to take
the action needed to place Greece on a sustainable path, outlined
by the staff, has come.

Mr. Fridriksson made the folilowing statement:

I welcome this opportunity to discuss the economic situation
of Greece. This year’s interim Article IV report makes disap-
pointing reading. Last year’s policy objectives, which were
backed by a large financial commitment from the European Commu-
nity, were far from being met, and the second tranche of the EC
loan was not disbursed. However, after a long period of misguided
and failed policies, which resulted in deep-rooted economic prob-
lems, some progress has been made, and I welcome Greece's recent
acceptance of the obligations of Article VIII of the Fund’'s
Articles of Agreement.

The year 1991 saw some improvement in monetary policy, infla-
tion receded slightly, and the deterioration of the fiscal balance
was halted. Nevertheless, the slight reduction in the budget
deficit took place from an extremely high level, and the debt/GDP
ratio continued to rise. Could the staff comment on the potential
implications of government guarantees on past borrowing of public
entities and enterprises? Even though the current account deficit
shrank, heavy dependence on potentially volatile invisible trans-
actions creates uncertainty. Large transfers from the EC do not
provide a solution to the current difficulties. As mentioned by
Mr. Goos, improvements registered over the last year will be
short-lived in the absence of much strengthened policies.

» fully concur, therefore, with staff that immediate adjust-
ment efforts are required to ensure the stability of public finan-
ces over the medium term and, in concert with wide-ranging struc-
tural policies, to lay the basis for sustained growth. The first
scenario presented by the staff--assuming gradual fiscal adjust-
ment--illustrates only too well the fragility of current develop-
ments, which could lead to a drying up of external financing and
force the authorities to introduce abrupt adjustment measures when
a crisis emerges.

A report has been submitted to the Government and is expected
to form the basis for a convergence program to be presented to the
EC. I note the staff’s concern over tiie program's composition and
the speed of adjustment. Moreover, the staff feels that the
Committee bases its projections on overly optimistic underlying
assumptions.
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I would urge the Greek authorities seriously to consider
implementing economic policies comparable to those illustrated in
the staff’s alternative scenarios. As the staff notes, a
substantial front-loading of the budgetary adjustment will be
needed firmly to break away from the current situation. On this
basis, the staff suggests an adjustment of the primary fiscal
balance of 8-10 percentage points of GDP over the years 1992-93,
in order to put Greece on a path towards EC convergence.

I fully agree that front-loaded fiscal action of this magni-
tude is warranted in view of the imbalances in the Greek economy.
A sharp adjustment is of paramount importance to restore credi-

- bility to the economic policies pursued by the authorities, and to

enable Greece to reap the benefits of European economic integra-
tion. Furthermore, I agree with staff that it may be difficult to
achieve a timely improvement in competitiveness and profitability
by way of strict domestic policies only. Thus, the authorities
should not exclude the possibility of a one-step change in the
exchange rate.

Against this background, I am inclined to prefer the approach
under scenario three in the staff report--that is, an early real
depreciation of the drachma combined with tight financial policies
to preserve the gains in competitiveness--as the one best suited
to rectifying the problems facing Greece. Notwithstanding the
urgent emphasis on appropriate macroeconomic policies, it is
imperative that, in order for the stabilization efforts to succeed
and healthy economic growth to be restored, far-reaching struc-
tural reforms be implemented both in the public and in the private
sectors. These include addressing the size of the public sector,
resolving the problems in tax administration, privatizing public
enterprises, liberalizing prices and financial markets, deregu-
lating, and removing obstacles to competition in the economy in
general.

Finally, how could such stabilization efforts, complemented
by structural reforms, best succeed? In the last two Board
discussions on Greece, this chair has encouraged the authorities
to seek assistance from the Fund. The imbalances in the economy
are at least as deeply entrenched as before, and the Fund could
play an important role in the formulation and disciplined imple-
mentation of corrective policies. Therefore, I strongly urge the
authorities to seriously consider the possibility of entering into
an arrangement with the Fund.

The staff has drawn up a clear picture which the Greek
authorities should consider very seriously.
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- The staff representative from the European I Department noted that
views had differed on the appropriate choice of exchange rate policy. As
the staff had stressed in its report, there must be credible and firm
measures in place to address the fiscal deficit and maintain monetary
restraint before any consideration could be given to exchange rate action to
address competitiveness. Indeed, such policies were a prerequisite for any
lasting improvement in competitiveness.

It had been suggested by Mr. Goos that the staff scenarios might have
understated the inflationary implications of a one-step exchange rate
adjustment, the staff representative continued. But when comparing the
scenarios to the jump in inflation in 1989-90, it was important to keep in
mind that the jump followed not only a previous devaluation in 1986-87 but
also a period of expansionary financial policies with a sharply widening
budget deficit during 1988-89, largely accommodated by monetary policy. The
third scenario allowed for some worsening of inflation. But the infla-
tionary impact would be limited, since the one-step adjustment would occur
in combination with stronger fiscal and monetary adjustment.

The possible use of the exchange rate as a nominal anchor, was a
difficult issue, the staff representative continued. At present, the
exchange rate was not being used as a nominal anchor, but rather was
adjusted to offset--at best partially--the inflation differential. Thus,
exchange rate policy was probably not sending a particularly clear signal to
the private sector about inflation. However, attempts to use a less accom-
modating exchange rate policy to combat inflation would cause a deteri-
oration in competitiveness. Given Greece's low income position relative to
the rest of the EC, and the country’'s need for sustained growth if it was to
move toward the incowe levels in the rest of the EC, improving competitive-
ness must remain an important policy objective. Since 1991, the staff had
wondered whether the improvement in competitiveness needed for sustained
growth could be achieved by domesti- policies alone. -

The staff’'s scenarios did incorporate a J-curve effect, but its impact
was limited by other factors, the staff representative continued. Experi-
ence suggested that the J-curve effect was relatively weak in Greece.

The Fiscal Affairs Department mission to review the pension system had
been successful, the staff representative remarked. The staff had a number
of high-level meetings with the authorities, who had found the staff's
analysis useful. The staff had analyzed the short-term and long-term
difficulties of the system; such analysis had not otherwise been available
in Greece. The mission’'s report had been issued to the press, as the
authorities had found it a useful contribution to the public debate on the
pension system.

The mission’s recommendations were not surprising, the staff represen-
tative went on. Basically, the pension system was very generous. Pension
outlays were very high and were set to increase over the medium term because
of the demographics of Greece. The main problems of the system were on the
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benefits side, rather than on the contributions side. However, it might be
necessary for the authorities to move on both revenues and expenditures in
order to address the short-term problems in the system. The authorities had
not yet acted in response to the mission’s report. It was essential that
the pension system lend credibility to the medium-term adjustment effort,
and the staff hoped that the needed measures would be introduced shortly.

. t . .

As to the question of the appropriate definition of the fiscal
position, the staff’'s definition included capitalized and accrued interest,
the staff representative commented. The staff believed that including the
full implications of government borrowing in the definition provided a
better picture of the actual fiscal situation.

The implications of the recent assumption by the Central Government of
bad debts covered by government guarantees was that the fiscal adjustment
required was even larger than would otherwise have been the case, the staff
representative commented. That fact strengthened the case for fiscal
adjustment. e staff thought it correct to use a very broad definition of
the public sector debt in its calculations of the medium-term debt dynamics.
Most of the guaranteed debt was of the public enterprises.. The staff’'s
broader definition of public debt would probably cover some of the debt on
which guarantees might yet be called in the future. In essence, the medium-
term scenarios reflected additional potential bad news by projecting that
further guarantees would be called in future.

Mr. Peretz mrde the following statement: .

I fully agree with Mr. Goos’s comments. The present discus-
sion is useful. A year ago we suggested that there might be scope
for particularly close monitoring of events in Greece alongside
the EC adjustment program. I think that is proving to be the
case. I think we need to continue with that.

I certainly welcome the Greek authorities’ efforts through
the EC program, but it is clear from the staff report and from
what others have said today that stronger action is needed. I
would like on this occasion to welcome the decision by the
Minister of National Economy in Greece to publish the Fund staff
report. I think that is a good and welcome sign of some
commitment to actually undertake the measures that are
recommended. The report and other speakers have set out all the
issues and what needs to be done. I would stress myself particu-
larly the need to concentrate on, further cuts in public spending.
And again I agree in particular with everything Mr. Goos had to
say about that.

I, think we :should welcome the further steps toward financial
liberalization taking place in the context of moves toward a
single European market. I join with others in registering some
degree of disturbance about the capitalization of interest on some

!
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government paper. I think that the Fund should strongly discour-
age this kind of cosmetic accounting device, which does not serve
any purpose at all except to confuse.

While I welcome the increased sales of public debt to the
nonbank sector, which have been mainly in the form of treasury
bills, many of which I take it are fairly short-term bills, I
would note that in my own country we actually count short-term
treasury bills as part of the wider measure of money, M4. That
seems to us to be sensible. I think it is probably the correct
way to treat very short-term government paper. I think we should
be wary of taking too much comfort from such financing in Greece’s
case. As the staff says, liberalization in the financial sector
means that the monetary aggregate indicators need to be treated
with a degree of caution. In the case of Greece, as in ‘many other
countries, this points to using the exchange rate as an important
indicator of the stance of monetary policy alongside the domestlc
monetary aggregates

I join others in welcoming Greece s acceptance of
- Article VIII status. I hope that the acceptance of this ‘status
within a week of removing the final payments restrictions will
serve as a useful example to other members of the Fund.

On exchange rate policy, I have very little to add to
Mr. Goos'’s comments, with which I agree. In particular, 1 am sure
he is right to warn that while there may be a case for a step
- devaluation in the nominal rate at some point before ERM entry, we
should not expect too much from nominal devaluations. There are
significant dangers there, as the staff representative said. If
there is a step devaluation, it would have to be accompanied by
even tougher domestic adjustment. Devaluation is rarely, if ever,
an alternative to higher interest rates, tighter monetary policy,
and tighter fiscal policy. It would not be an alternative as far
as Greece is concerned. It would require even tougher domestic
policies. For the time being, I would support the Greek author-
ities in a fairly nonaccommodating exchange rate policy, which
they seem to be pursuing.

Finally a word on the Fund’'s role. I hope there is scope for
continued close monitoring by Fund staff of the adjustment pro-
cess. I wonder whether there may be room for increased coor-
dination between Fund staff and the European Commission staff, for
example in giving technical assistance to the Greek Government on
macroeconomic policy. '
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Mr. Posthumus made the following statement:

As is abundantly clear from the staff report for the 1992
interim Article IV consultation, the Greek economy is in a
critical condition. This is disappointing. The staff report is
very clear, and I understand that the authorities have published
it; I hope that this step proves to be helpful.

The fiscal position is unsustainable and calls for immediate
action. The staff indicates that budgete*® adjustment for 1992 of
3 1/2 percentage points of GDP in the primary balance is inade-
quate in view of medium-term objectives; at the same time, the
staff indicates that this 3 1/2 percent adjustment may not be
attained. For a real turnaround, a primary adjustment of
8-10 percentage points of GDP may be required. Such a turnaround
is required to break through the dynamics of deficit and debt.

In his statement Mr. Papadakis conveys the opinion of the
Greek authorities that a primary surplus of 5-6 percentage points
of GDP on average for the period 1993-1996 will be both realistic
and sufficient. The Greek authorities do not mention the need of
front-loading, however. I would like to ask Mr. Papadakis whether
his authorities accept the staff’s approach regarding the need for
front-loading. In this respect, 1 note that he praises the ade-
quate and fair analysis in the staff’'s report, and I agree. But
he does not say whether he or his authorities agree with the
staff’s advice. In my view, the staff’s approach should be
supported. In addition, I would like to say that in my view the
policy target should be the PSBR or the deficit, and not the size
of the primary surplus. Talking about a primary surplus wrongly
gives the impression that there is a surplus. ‘

1 agree with staff that the measures to reduce the fiscal
deficit focus too much on the revenue side and too little on the
expenditure side. In addition, the revenue measures consist to a
large extent of one-off measures, such as privatization and col-
lection of past due taxes. The reform of the corporate and per-
sonal income tax, and in particular the reduction of tax rates, is
an almost unbelievable measure in view of the large fiscal
deficic.

Again, while staff stressed the importance of public sector
employment, Mr. Papadakis stresses the results of an incomes
policy that in 1991 and 1992 focused on real wage compression. A
reduction of real wages may be unavoidable in the short term, but
it is not at all certain that it is sustainable in.the somewhat
longer term.

My final comment on fiscal policy is actually a question
about guarantees: in view of the very large consolidation
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operations because of the calling in of guarantees, are the
authorities considering discontinuing the practice of state
guarantees to investment loans?

The staff concludes that "the monetary targets were met
easily in 1991." Progress has been made towards the reduction of
monetary financing of the fiscal deficit, facilitated by high real
interest rates, less forced financing by banks, and a more market-
oriented system of financial intermediation. We agree that Greece
has taken a first step towards a sound monetary sector. As is
noted in the report, however, the monetary expansion is under-
estimated: monetary growth is still 23 percent (as in 1990j) if
liquid government paper is included. Credit expansion is higher
than official Greek data would suggest, owing to capitalization of
interest payments. The decrease (3.5 percent) in inflation is
relatively small, compared to the high initial level (19.5 per-
cent), and seems to be due mainly to the declining business cycle.

The Greek authorities are aspiring to ERM entry before 1994.
We agree with the staff that, to make this a realistic option,
much remains to be done by Greece. The character of the EMS has
changed since its genesis, and the stability and credibility of
the parities have increased. Entry of a new member state that has
not yet taken the measures necessary for internal stability would
endanger' the proper functioning of the EMS. This could be harmful
to not only Greece, but the ERM as well. A large devaluation just
prior to ERM entry would damage the credibility of Greek ERM
membership and fuel domestic inflation, leading to expectations of
further devaluations. The same would apply to an early devalu-
ation. On this, I think my position is close to that of
Mr. Peretz. If Greece intends to join the ERM, it will have to
improve its intermal economic performance substantially, with
regard to both public finance and inflation.

The improvement in the balance of payments in 1991 is likely
to be a much less positive development than the Greek authorities
seem to think. The question is whether the improvement is sus-
tainable. The trade account is weak, and emigrants’ remittances,
as well as rising EC transfers, cannot be counted upon forever. A
structural improvement is not visible. If Greece were to require
balance of payments support at some time in the future--and I
would not really be surprised if this happens--Greece should
approach the international crganization that has an established
record of efficient and successful adjustment programs.

Ms. Duan made the following statement:

We share many of the views and concerns expressed in the
staff report and by previous speakers. The Greek economy has
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shown positive developments in the past year, as evidenced by the
improvement in real GDP growth, inflation, and the current account
deficit. Nonetheless, what has been achieved so far is still well
short of what is required for convergence, as well as for a sound
performance of the economy itself. 1In spite of the various
efforts devoted to stabilizing the economy, some of the major
problems persist and call for more intensified and comprehensive
actions to be taken without delay.

As most of the points I want to make have already been
discussed by previous speakers, I will limit myself--for empha-
sis--to two very brief comments. First, on public finances. As
indicated in the report, the ratio of public sector debt to GDP
has been high and rising; it reached 116 percent last year. The
reduction of both the overall deficit and the overall PSBR was
much less than expected. Therefore, stepping up efforts in fiscal
adjustment is a matter of urgency, in view of the current
situation--which is apparently not sustainable--and also for the
purpose of consolidating the improvement in inflation and invig-
orating the private sector’s role in future economic growth.

AN

The authorities have taken various important measures to
boost revenue. While encouraging them to press ahead with these
welcome efforts, we urge the authorities to place even greater
emphasis on the control of government spending, especially grants

, and transfers, and the wage bill by rationalizing the size of the
Government itself. Also, of crucial importance to the present
fiscal adjustment and to a fundamental improvement of public
finances in the longer term is revitalization of the recently
lagging structural reforms of the tax and social security systems.
In this connection, we are encouraged by Mr. Papadakis'’s very
informative and helpful statement, which demonstrates the authori-

- ties’ further efforts and commitment to fiscal consolidation.

Second, on external policies, I note that despite an improve-
ment in the current account, we share the staff's concern about
the weakness of the trade account. As Table 22 of the supple-
mental paper shows, imports have been about three times the level
of exports in the past three years--even when growth was slowing
down. This points to the importance of maintaining and improving
the international competitiveness of the external sector. Neces-
sary adjustments to enhance the productivity and competitiveness
of the traded goods sector, and to ensure future growth, should
not be delayed by reliance on the invisibles’ surplus to obtain a
sustainable current account position. Meanwhile, financial poli-
cies should be coordinated in such a way that a gain in competi-
tiveness can also be reaped through a fundamental reduction in
inflation. | '
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Mr. Fuleihan made the following statement: ,

Once again, the staff report presents a grim picture of the
Greek economy. Despite some positive developments, the total
public sector borrowing requirement in 1991 amounted to 17.7 per-
cent of GDP, with a ratio of debt to GDP of 116.2 percent and an
inflation rate of 19.5 percent. It goes without saying that the
EC-supported, medium-term fiscal adjustment and structural reform
program is seriously off track. Indeed, as noted in the staff
report, the revenue and overall fiscal targets were far from
achieved, structural reform in the tax and social security system
lagged, and progress on privatization was minimal. Hence, I
endorse fully the staff’'s view that progress so far has fallen
well short of what is needed, thereby necessitating immediate and
substantial action in order to strengthen the fiscal adjustment
and to consolidate the gains in inflation and the balance of
payments.

It is beyond doubt that any country confronting such an eco-
nomic situation is in dire need of strong, heavily front-loaded,
and sizable fiscal consolidation. This, however, is all the more
imperative for Greece if, as Mr. Papadakis states in his compre-
hensive statement, the authorities intend to satisfy the conver-
gence criteria for European Monetary Union. Therefore, I agree
with the staff that the budgeted adjustment of 3.5 percent of GDP
in the primary balance in 1992/93 is inadequate. Furthermore, 1
am uncertain that even this limited adjustment could be attained
without additional measures, as the higher revenues are based on
improved tax administration and collection of past-due taxes, as
well as higher privatization proceeds. :

It is crucial that the authorities adopt credible measures
that stabilize public finances, reduce public dissaving, and place
the debt/GDP ratio on an irreversibly declining path. Hence, I
agree with the staff on the need for a primary adjustment of about
10 percentage points of GDP in 1992/93, to be partly achieved
through significant expenditure restraint. Here, the rational-
ization of public sector employment and the reform of the pension
system are urgent priorities. Thus, I urge the authorities to pay
due regard to the recommendations of the FAD technical assistance
mission. Moreover, an overhaul of the public enterprise system,
along with an ambitious privatization program, represent essential
components of any fiscal consolidation program. If these are
coupled with significant measures to liberalize and deregulate the
economy, they would enhance economic efficiency and foster a
supply-side contribution to output.

Regarding exchange rate policy, I note that the authorities’
strategy aims at offsetting inflation differertials with EC
partners. This real effective exchange rate peg, in the context
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of the current lax financial policy stance, may inappropriately
relieve the pressure for domestic adjustment. Thus, I wonder
whether the authorities need to implement tight firancial policies
before considering the need for any one-step exchange rate
adjustment. In this regard, while I agree with the staff that
competitiveness is unlikely to be maintained through domestic
policies alone; it appears that the authorities are currently
placing undue emphasis on external policies.

In conclusf;n, Greece will inevitably undergo the required
economic adjustment. It is my hope that the authorities will
. implement measures that ensure a smooth and orderly adjustment
process. In the absence of such an appropriate policy stance, the
authorities may eventually find themselves confronted with very
harsh and costly adjustment scenarios.

I velcome the authorities’ acceptance of the obligations of
Article VIII.

Mr. Torres made the following statement:

After reading the staff’s report on Greece, I was left with
the impression that, given the magnitude of its macroeconomic
disequilibria, there is no room for complacency. There is no need
for anything but urgency--urgency in deciding upon and imple-
menting a policy response appropriate enough to deal effectively
with those disequilibria. Unfortunately, the medium-term program
of fiscal adjustment and structural reform that was agreed with
the EC in March 1991 and supported by an EC loan, remains clearly
off track, particularly on the fiscal front. The concerns
expressed in this Board during the previous Article IV discussion,
about the inadequacy of the policies that were then in place to
achieve the program objectives, seem to have proved correct.

It cannot be denied that there has been significant progress
in reducing macroeconomic disequilibria and in the structural
agenda over the last two years. But it cannot be denied that the
progress has been clearly insufficient compared to what is needed,
and that the previous fiscal slippages do not bode well for the
success of the adjustment program.

A reduction in inflation to the level of the core EC coun-

tries and, hence, in the unsustainable level of the public
.- debt/GDP ratio, remain central economic objectives to set the

stage for improved economic performance on a sustained basis, and
for Greece to be able to join in the future EMU at an early point.
To this end, a considerably more ambitious up-front fiscal adjust-
ment than that being considered by the Greek authorities is called
for. It will undoubtedly be difficult to achieve, but it will



- 37 - EBM/92/96 - 7/29/92

also minimize the risk of having to.make an even larger adjustment
later. -

Recent expenditure cuts, as confirmed in Mr. Papadakis’s
statement, go in the right direction and are welcome, but fall
short of correcting previous fiscal slippages. To bring the
fiscal situation in 1992 back on track would require additional
measures.

1 agree with the staff about the order of magnitude of the
primary surplus, well above that envisaged by the Greek author-
ities, that is needed to disinflate the economy and put it on a
convergence path. The emphasis of fiscal adjustment should be
placed on expenditure restraint, together with new and permanent
revenue-enhancing measures. In this regard, I fully endorse the
staff recommendations.

In addition to a steady continuation of the structural reform
process, the stabilization effort should hence emphasize a vigor-
ous and up-front fiscal consolidation, supported by a tight stance
of monetary policy. With tighter financial policies in place, an
early entry into the ERM of the EMS would be helpful. Joining the
ERM could be accompanied by a correction of the exchange rate to
prevent Greece’s persistent inflation differential from under-
mining the initial adjustment and enhance the credibility of
parity at entry. : :

After all, Greece has already had considerable success with a
similar package. 1In 1953, when Greece halved the drachma and
entered the Bretton Woods system, inflation converged to the
industrial countries’ average within two years, and these measures
set the stage for about two decades of impressive noninflationary
growth. Economic and monetary union in Europe offers now a simi-
lar opportunity, and Greece should not miss it.

With these remarks, I welcome the Greek authorities’ decision
to move to Article VIII status.

The staff representative from the European 1 Department said that she
wished to reassure Mr. Peretz that in its work on Greece the staff had
enjoyed close coordination and cooperation with the EC staff.

Mr. Papadakis thanked Directors for their comments; his authorities
greatly appreciated the views expressed by the Board. Since 1990, the staff
reports and Board discussions had been very useful to the authorities in
their continuous reassessment of medium-term policies and in increasing
public awareness of the strong efforts required to place the economy back on
the path of convergence required by the process of European unification.



During the previous Board discussion on Greece, some Directors had felt
that the authorities were either not willing or not sufficiently prepared to
stay the course in implementing a satisfactory program, Mr. Papadakis
recalled. In his opening statement at the present meeting he had recounted
the important and difficult steps that the authorities had taken in 1991 and
in recent months. Still, the positive achievements apparently were not
recognized by all Directors. Of course, he had not claimed that economic
_performance in 1991, especially on the fiscal front, had been as satis-
factory as his authorities had desired. Nonetheless, any suggestion that
- there had been "large deviations" from the objectives of the program as a
" whole would not do justice to the important, difficult, and successful
efforts that had been made in many areas, as a number of Directors had -
pointed out. The authorities fully recognized and had repeatedly stressed
that fiscal adjustment was at the center of the required medium-term effort
required. It was exactly for that reason that they had decided, in view of
the fiscal results in 1991, to extend the planning horizon of their adjust-
ment policies by preparing a Convergence Program--to be presented to the
EC--that would be consistent with the adjustment path required to meet the
Maastricht criteria.

Meanvhile, Mr. Papadakis continued, the 1992 budget, which was based on
more realistic assumptions than the budget for 1991, envisaged significant
improvements that the authorities were committed to achieving, as he had
mentioned in his opening statement.. The authorities were confident that
expenditures did not pose a threat to fiscal discipline in 1992, and they
did not anticipate any surprises through the end of 1993. At the same time,
the new tax law had fundamentally changed the tax system, as it provided for
lower marginal income tax rates both for individuals and companies, and for
the use of an impressive array of instruments to attack with increasing
success the insidious problem of tax evasion. The tax law had been designed
to be tax neutral, but it would be naive to consider the fiscal situation as
being totally free from uncertainties. For that reason, a cut in expendi-
ture across the board, by Dr 100 billion, had already been decided.
Developments continued to be closely monitored, and the situation would be.
thoroughly reviewed in September 1992. The authorities were determined to
take additional measures, if needed.

He agreed that front-loading was an important element of any
medium-term adjustment program, Mr. Papadakis said. For a number of
reasons, that had not been achieved in Greece in 1990-91. As a consequence,
a stronger adjustment effort, and for a longer period, seemed to be the only
alternative. The authorities had accepted the challenge. I1f the 1992
fiscal targets were achieved, as was currently expected, the authorities
estimacted that a primary surplus of around 6 percentage points of GDP, on
average for the period 1993-96, would be both necessary and sufficient to
put the economy on the Maastricht convergence path. The authorities
believed that, for the initial period--the coming 17 months--the attempted
fiscal adjustment should, of course, take into account what was realistic as
well as what was necessary for the required average trend to emerge. The
scale and modalities of the operation would be based on what was required by
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the Maastricht trajectory, while avoiding stretching the limits of social
cohesion to breaking point, which could render the whole effort unsuccess-
ful. 1In his opening speech in Parliament on July 26, 1992, during the
discussion on the ratification of the Maastricht Treaty, the Prime Minister
had announced that a primary surplus of 8 percent of GDP wa~ required for
FY 1993. Obviously, that was by no means a small adjustment. To that end,
primary expenditures would have to grow by no more than 6-8 percent in
nominal terms, and revenue by no less than 22 percent. Preparations for the
1993 budget along those lines were currently under way.

In response to a question posed by Mr. Goos, he wished to assure
Directors that there were no "hidden motives" behind the treatment of
capitalized interest in the official budget accounts, Mr. Papadakis said.
The law on public accounting procedures required that only expenditures and
revenues realized during each year should appear in that year’s budget.
There were constitutional matters involved in trying to change that
procedure, which implied in essence that not the capitalized interest, but
only the "interest on capitalized interest" should be included in the
budget. In any event, the authorities were fully aware of the true magni-
tude of fiscal adjustment required to achieve the medium-term goals. As to
the govermment guarantees to public enterprises, his authorities intended to
eliminate them to the extent possible, Mr. Papadakis remarked. They had
already been eliminated in a numbei of cases after the introduction of the
system of monthly monitoring of public enterprises. Of course, the state
continued to guarantee international loans whenever that was required by
established practice. : '

The exchange rate policy had been extensively discussed from various
viewpoints during the previous consultation with Greece, Mr. Papadakis
recalled. There was no need to repeat the theoretical arguments in favor of
a nonaccommodating exchange rate policy in certain situations, like the
present one in Greece. He agreed with the comments of Mr. Peretz and other
Directors on that issue at the present meeting. In any event, the relevant
EC bodies had agreed on the nonaccommodating stance as the appropriate
policy for the drachma. And, indeed, in practice that policy had proved to
be the correct one in the circumstances of Greece thus far, as it had helped
contain wages, suppressed imported inflation, allowed for a sharp decrease
in unit labor costs, greatly contributed to financial discipline in both the-
government and the private sectors, and strengthened confidence in the
drachma, leading to increased capital and quasi-capital inflows.

The ratification of the Maastricht Treaty was currently under dis-
cussion in the Greek Parliament, Mr. Papadakis noted. He had just received
from Greece recent press clippings, one of which was entitled "But, Nonethe-
less, There WILL be a Devaluation” and stated in part that "besides, the
International Monetary Fund openly proposes the devaluation of the drachma
as the only measure that can contribute to achieving the Maastricht
targets.” A second article, in another newspaper, was entitled "Are We
Heading Towards a New Devaluation?® and stated that "information about a
probable devaluation has had a corresponding impact in the market, where
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tendencies emerged to hide stocks of imported goods." Therefore, he urged
Directors and the Chairman to avoid including in the summing up any
suggestion that could fuel expectations of a devaluation either at present
or at the time Greece joined the ERM. Any such hint would jeopardize the
monetary authorities’ further efforts to reinforce financial restraint,
liberalize foreign exchange transactions, and deregulate the banking and
credit sector. Of course, he agreed with Directors who had stressed that
fiscal and monetary policies were the most important factors behind any kind
of exchange rate policy--and that conclusion would be especially applicable
at the time Greece joined the ERM.

As to monitoring of the program, the authorities were well aware of the
Fund's role, Mr. Papadakis continued. The authorities had greatly appre-
ciated the staff’s involvement and, since 1990, had always held frank,
thorough, and constructive discussions with the staff. The recent technical
assistance mission to Greece to examine the social security system had been
successful. Such fruitful cooperation was always beneficial. At the same
time, however, the authorities had chosen to make their own decisions about
the international context in which they placed their economic program. The
very close consultations between the Greek authorities and the Commission
continued, and the Convergence Program would be within the framework of
multilateral surveillance procedures agreed in the EC. Greece had always
fully accepted the modalities, criteria, and procedures envisaged for each
stage toward EMU. He saw no need for any additional monitoring beyond that
which the Community decided was necessary for the Community’s aims and goals
and, in that context, what the Greek authorities decided was appropriate for
their own purposes. Of course, in the forthcoming Board seminar discussion
on the Maastricht agreement, Directors would have an opportunity to discuss
extensively EMU issues relating to Fund surveillance, and perhaps some
desirable solutions could be found for his authorities, too.

He wished to comment on the medium-term growth prospects, in response
to Mrs. Martel’s fear that the gap with the EC would widen in the future,
Mr. Papadakis said. That issue was important for the debt, GDP, and
interest rate dynamics in the staff’s scenarios. While the thrust of
macroeconomic policy was aimed at disinflation, flanking policies were aimed
at precipitating the return to growth rates that, judging from past Greek
experience, were attainable. Despite the fiscal consolidation, public
investment had been increasing and would continue to increase as a share of
the total budget. All small projects of dubious quality or with insignifi-
cant contributions to growth had been eliminated from the investment budget,
which currently concentrated on much-needed major projects of high-quality
investment in infrastructure. That approach had also increased the flow of
financing from the EC’s Structural Funds. In addition, large-scale projects
(like the Athens Metro and the new International Airport) were being
financed by contracting out to private concerns. The system of regional
incentives had been switched from grants to increased tax-deductible
allowances. The privatization process was releasing productive resources,
thus exerting downward pressure on factor prices. The increasing competi-
tion, as a result of the liberalization of prices and markets, and the
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increased confidence in the drachma, had also contributed to the improved
growth prospects. Economic developments thus far in 1992 were encouraging.
A recovery in private investment and in net exports was expected to
strengthen growth, with real GDP being projected to rise by 2-2.5 percent.
The authorities were coniident that, as the process of disinflation and
restructuring continued, those factors would soon enable the economy to
achieve growth rates similar to those achieved in the 1970s.

He agreed with the staff and Directors that including capitalized
interest in the data on the budget had the important advantages of showing
exactly what the fiscal situation was and of clarifying the extent of the
adjustment needed, Mr. Papadakis commented. Hitherto, there had been some
technical question in Greece whether .the whole amount of capitalized
interest should be included in the data. To some extent, the question
concerned the legal basis of the public accounting procedures; it had not
been clear whether the capitalization would require a difficult change in
the constitution. He considered that conceptually the staff procedure was
the correct one, and he was sure that the authorities, even if they did not
officially include the capitalized interest in the published budget,
nontheless in practice took it seriously into account as a parallel
indicator. ' :

Mr. Posthumus remarked that, with respect to the role of the Fund in
Greece, it was important to bear in mind that, as long as EC countries were
members of the Fund, they should agree that Fund policies applied to them in
the same way as they applied to other Fund members. The need for that equal
treatment was in his view one of the most important reasons why he had
strongly protested one year earlier the introduction of interim and bicyclic
consultations. It was not satisfactory to say that the European countries
had a European Commission where relevant policy issues were reviewed.

Mr. Papadakis said that he had taken for granted that the same
surveillance procedures that were applied to all Fund members were also
applied to Greece and any other EC member country. His previous remarks
were meant to suggest only that Greece had taken the steps that it believed
were correct in the context of the cooperation among the membership of the
EC.

The Acting Chairman made the following summing up:

Directors expressed thelr deep concern at the continued -

weakness of Greece'’'s economic performance. Although there had

" been some improvement in 1991-92--including a reduction of infla-
tion from the 1990 peak, a return to positive output growth, and a
narrowing of the external current account deficit--this fell far
short of what was needed. Inflation was still running at over
three times the EC average, public debt had risen well above
110 percent of GDP, and convincing measures were not yet in place
to stabilize the public finances and lay the basis for sustained
domestic economic growth and the eventual convergence with EC
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partners. Directors noted in particular the considerable slippage
in fiscal policy from the targets that the Government had set out
a year ago, and Directors stressed the need for immediate action
to bring the adjustment on track. In their statements, Directors
endorsed the thrust of the staff appraisal and a number of
speakers reiterated the concerns and views they had expressed on
the occasion of last year’'s Article IV consultation.:

As in the past, Directors emphasized the importance of a
front-loaded approach. The dynamics of deficits and debt meant
that a vigorous attack on the deficit was needed in 1992-93 in
order to make credible the authorities’ longer-term objectives.

In this light, Directors viewed the budgeted adjustment for 1992
as inadequate and were concerned that even these targets might not
be achieved. They saw the criteria for convergence with the rest
of the EC laid out in the Maastricht treaty as providing a clear
and concrete framework for the objectives of fiscal policy.
Directors encouraged the authorities to advance, from 1994, the
target date for the elimination of monetary financing of the
public sector borrowing requirement and to eliminate the practice
of capitalizing of interest on public debt. - In addition to
immediate actions to meet the fiscal objectives, there should also
be effective measures of structural reform, particularly the swift
implementation of pension reform, improvement in the performance
of public sector enterprises, increased privatization, financial
sector reform, and encouragement of more competitive markets. The
fiscal and monetary policy requirements, and these structural
reforms, were seen not only as facilitating the convergence within
the context of the European Community but also as being needed in
any case to address Greece'’'s financial imbalances and re-establish
‘the basis for sustainable growth.

Directors considered that fiscal restraint should be focused
on the expenditure side. They supported the authorities’ inten-
tion to restrict the public sector wage bill, but they considered
that a lasting reduction would require cuts in public sector
employment. Social security reform was viewed as another critical
area, and immediate action to reform the system should be taken.
Speakers generally also believed that revenue-enhancing measures
would be needed; several expressed concern about the possible
revenue losses from the 1992 tax reform. ' The authorities were
commended for their plans to limit subsidies and to speed up
privatization--or liquidation where necessary--of public sector
enterprises. "It would be important in this area to keep to an
ambitious timetable. k

Substantial liberalization of the financial system occurred
during 1990-92, which Directors welcomed. Directors noted also
that financial liberalization had tended to raise the cost of
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servicing government debt, making fiscal adjustment all the more
urgent. ‘ ' .

Directors noted that while administrative allocation of bank
deposits had been significantly reduced, monetary policy continued
to be hampered by the accumulated debt burden and large financing
needs of the public sector. Higher real interest rates on govern-
ment paper had facilitated large sales of debt to the nonbank
private sector in 1991, when monetary growth had been below tar-
get. Many Directors considered that it would be important to
maintain interest rate flexibility given the size of the public
sector borrowing requirement, and to avoid any loosening of mone-
tary policy that could endanger the disinflation process and
external stability.

Directors welcomed the improvement in the external current
account and overall balance of payments in 1991-92. They noted
that high interest rates and rising EC transfers had contributed
to this. However, despite some improvement in relative costs in
1991, the underlying competitiveness of the economy remains a
concern, and it was noted that the current account deficit is
expected to increase over the medium term unless appropriate
policies are put in place. Many Directors pointed out that it
would be important that profitability and competitiveness in the
traded goods sector be improved to encourage investment and
exports, and permit a revival in growth without running into a
balance of payments financing constraint. Doubt was expressed by
" some Directors whether the needed improvement in competitiveness
.could be achieved by domestic policies alone. But there was a
consensus among speakers that strong and credible monetary and
fiscal restraint would need to be in place--and be supported by a
broad array of structural reforms--for exchange rate policy to be
able to contribute to Greece'’s adjustment strategy. In that con-
text, some Directors encouraged early movement to the ERM. It
was, however, stressed that the starting position of the economy
when joining the ERM should .e¢ credible and sustainable, from a
competitive standpoint and in terms of the strength and consis-
tency of domestic policies.

The authorities’ liberalization of the exchange rate system
in 1991-92 and the acceptance earlier this month of the obliga-
tions of Article VIII were welcomed by Directors. They considered
that these steps provided a further impetus to the implementation
of sound economic policies as well as to a strengthening of
collaboration between Greece and the Fund. A number of speakers
emphasized in that context that it was in the interests of Greece
that the Government implement adjustment policies that the Fund
would be able to endorse.
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It is expected that the next Article IV consultation with
Greece will return to the standard 12-month cycle.

2. JOINT VIENNA INSTITUTE - RECENT DEVELOPMENTS, AND REQUEST FOR
BUDGET APPROPRIATION

The Executive Directors considered a staff paper on recent
developments with respect to the Joint Vienna Institute and a
request for an appropriation for the Institute (EBAP/92/128,
7/21/92).

The Director of the IMF Institute made the following statement:

. It might help the discussion if the decision to set up a
training institute in Vienna was placed in the context of the
overall strategy of the IMF Institute to meet the massive training
needs of Eastern Europe and the former Soviet Union, and some
other former centrally planned economies.

The IMF Institute has moved in several directions: it has
increased the size and the number of courses in Washington to
accommodate participants from new member countries without evicting
participants from other countries; and it has organized short (three-
day) seminars for high-level officials and two-week courses for middle-
level officials in the various countries of the former Soviet Union and
in some Eastern European countries. The main effort was in setting up
the Joint Vienna Institute, which tries to accomplish the following:

1. It expands the training capacity of the IMF Institute, which
is limited in Washington. The courses given in Vienna will be
roughly the same as those given in Washington. The main differ-
ences are the somewhat shorter duration, the availability of
interpretation into Russian, and a new basic economics course
which will precede the courses on macroeconomic and financial
policies.

2. It acts as a catalyst by attracting to Vienna other inter-
national institutions that are offering courses for officials from
economic and finance ministries and central banks (and, in the
case of the EBRD, enterprise managers) from Eastern Europe and the
former Soviet Union. "Additionality" was an important principle’
guiding the project.

3. It benefited from economies of scale by spreading overheads
over a larger number of courses than what the IMF Institute alone
could give. :
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4. In Phase II, it will allow participants the unique
opportunity of benefiting Zrom the knowledge ard practical
experience of all six spoasoring institutions in a single place.

In short, the Joint Vienna Institute should be seen as a
cost-effective way for the IMF Institute to undertake the training
and retraining of economic and financial policy makers, advisors,
and implementers in Eastern Europe, the former Soviet Union, and

. some other former centrally planned economies.

Mr. Prader made the following statement:

l

\
My Austrian authorities support the proposed decisions
relating to the participation of the Fund in the Joint Vienna
Institute (JVI).

From the outset, my authorities have supported the Managing
Director’'s idea of establishing a training institute for Eastern
Europe and the former Soviet Union for a number of reasons,
including Austria‘’s traditional policy of bringing international
organizations to Vienna as well as its position as a neighbor,
creditor, and trading partner of Central and Eastern Europe.
Having such an immediate and direct stake in the Institute,
Austria considers that the announced intentions of a number of
other JVI donors, who are less directly involved in Eastern Europe
and the former Soviet Union, are to be commended and appreciated
all the more strongly. We are not only grateful to these donors
but would also welcome any contributions from other potential
donors who see the need for such an institution and the need to
share the costs of the activities of the international community
in aid of new Fund members from the former centrally planned
economies.

We believe that training and the transmission of expertise
will be among the most enduring contributions we can make to the
transformation and adjustment process now under way in Eastern
Europe and the CIS states, and we can imagine no better avenue
toward this objective than a special institute in which inter-
national organizations with special expertise work together. In
this connection, I should emphasize that my Austrian authorities’
appreciation of the excellent work of the IMF Institute, and the
prospect of integrating the Fund’s operational experience with
macroeconomic adjustment and market reform into the work of the
Vienna-based Institute were important considerations underlying
their endorsement of training facilities for officials and mana-
gers of formerly centrally planned economies. Their support for
the Fund’'s idea of a regional training center is also a response
to their recognition of the early and leading role of the Fund in
helping the adjustment and reform process in Eastern Europe by
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designing and financing programs at a'stage when no other insti-
tution wanted to go ahead.

During the process of preparing and negotiating the estab-
lishment of the JVI, my authorities have greatly appreciated the
initiative and efforts of the IMF staff and management, in
particular Mr. de Fontenay and Mr. Evans, as well as the
invaluable assistance of the Legal Department.

As an observer of the negotiations, I can say that the task
of establishing the JVI in collaboration and coordination with
five other international organizations was subject to compli-
cations, and that without the heroic and patient efforts of the
Fund staff, and the strong support and drive of the Managing
Director, which brought about, inter alia, the timely appointment
of an Institute Manager and the acceleration of the preparations
for Phase II, it would not have been possible to overcome all of
the critical situations and potential deadlocks, especially within
the brief time available. In the end, however, we think this
joint venture by the major international organizations into the
domain of intermational training assistance has greatly benefited
the Institute and was therefore well worth the effort.

Provided the Board approves the proposed decision, Phase I of
the Institute can start in September and the Institute can offi-
cially open its doors on October 5, 1992 as planned. My author-
ities are happy that it will be possible to accomplish the objec-'
tives of Phase I on schedule. Of course, it would have been
preferable to have completed the program preparations for Phase II
within the original ambitious schedule, but we can accept that the
difficult negotiations with the other organizations will require
further work. '

Finally, on the scope of the contributions of the Austrian
Government and central bank in terms of furnishing the building
and equipment and extending to the Institute the same privileges
and immunities as to other international organizations, I do not
need to be specific, since these contributions are already dis-
cussed in sufficient detail in the staff document.

Mr. Fridriksson made the following statement:

It is quite clear that one of the major difficulties handi-
capping the countries emerging from decades of centralized eco-
nomic decision making and aspiring to develop market economies is
the lack of the various skills and institutions necessary to
initiate and implement the adjustment effort. Over the years, the
Fund has provided invaluable services to its members through the
operations of the IMF Institute, but much more is obviously needed
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to deal with the immense tasks associated with the reform chal-
lenges facing Central and Eastern Europe.

; In my view the Vienna Institute is an appropriate and
impressive response. The Austrian authorities are to be warmly
commended for their generous contribution to the Institute, and
also the Fund management and staff for the leadership role they
have played. I am also pleased to note the cooperation that has
been established between the Fund, the World Bank, the BIS, the
European Bank for Reconstruction-and Developmenv, the OECD and the
Commission of the European Community. The Institute has the
potential to become crucially important in the badly needed
training of officials from the economies in transitvion.

The paper mentions that the Netherlands will make a signif-

icant financial contribution to the Institute, and that Japan is
~ likely to contribute substantially. I also note:that contribu-

tions are likely from Belgium, Switzerland, and Canada. It is my
pleasure to inform the Board that Finland, Norway, and Sweden have
also decided to make direct contributions to the Institute,
Finland some $55,000 this year, Norway some $73,000 this year, and
Sweden about $74,000 in each of the years 1992 and 1993,
altogether a total of around $275,000. In this context, could the
staff elaborate on possible contributions from others, both from
which countries and for what amounts? How will such possible
contributions affect the cost to the Fund?

Having said this, I have a few comments on the more technical
matters relating to today’s appropriations request, as well as
some general reflections on the training planned for Vienna.

After all, this is the first time the Board has discussed this
project. '

On the financing side, the Fund has sought cofinancing from
individual donor countries both for expenses related to the Fund
courses during Phase 1 and for the running costs of the training
center, some of which will continue in Phase II.

At the same time, it seems--particularly with reference to
the Progress Report distributed in early June (EBAP/92/112)--that
financing arrangements may not have been settled, and that many of
the sponsoring organizations appear to be facing financial
constraints. ‘

In EBAP/92/112 (6/4/92), reference was made to a third
organizational meeting to be held at the end of June 1992, for the
purpose of discussing alternative arrangements in the event of
shortfalls in financing contributions from outside, and the
possibility of fimancial commitments related to Phase II by the
six sponsors. Were these matters discussed at the meeting, and,
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if so, what were the results? In any case, the relative share to
be borne by the Fund appears to be rather large.

As far as the training program in Viemna is concerned, I
wonder whether the staff could elaborate on the reason for the
change the Institute is making in its orientation between Phase I
and Phase II. During Phase I, the Institute will offer 50 courses
to an estimated 33 participants per course. During Phase II, the
focus will be on a single, integrated course of several months'’
duration--six to nine months--for 66 participants.

Can the staff also comment on the satellite program planned
during Phase 1I, where short courses on specialized subjects will
be "coordinated” as far as feasible with the core program?

I think it will be important for the Institute to closely
monitor the effectiveness of its instruction, and to carefully
listen to the views of the benefiting countries--through a running
dialogue--on course availability and orientation as well as
practical aspects.

As much as I appreciate the importance of the Vienna
Institute, I would like to emphasize that candidates from the
Baltic countries and the CIS should continue to have the oppor-
tunity also to attend the IMF Institute courses in Washington.

I support the first decision as proposed. With regard to the
second decision, I would like to ask whether the amount to be
authorized should not be reduced also by the size of financial
contributions by countries other than Japan.

\

As far as the third decision is concerned, 1 can understand
that the medium-term commitment of sponsoring institutions is
important to the Austrian authorities, and I can, in principle,
endorse it. However, we must take care to contain the share of
costs borne by the Fund, and I would be interested in hearing

~about the commitment of the other institutions to the operation of
the Institute over the medium term.

In conclusion, I wish to emphasize again my expectation that
the Vienna Institute will be the most important institution
providing training to officials from the economies in transition
in Central and Eastern Europe. ‘I hope that more countries will
demonstrate their appreciation of this effort by contributing to
the financing of the Institute.
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Mr. Posthumus made the following statement:

In my view, the Joint Vienna Institute initiative is very
important and very welcome basically for two reasons. First, the
task of helping the former republics of the Soviet Union and, to
some extent also, a number of Eastern European countries is very
large; and it is in fact, I think, even larger than we expected.
It is very large because the countries are large and contain many
people. But it is larger than we expected because the lack of
keiowledge is much larger than we had expected when the Iron
Curtain was lifted and the decisions were being taken that those
countries wanted to move into market economies. The technical
infrastructure in the former Soviet Union was, of course, quite
large. It was perhaps directed to some wrong purposes, but it was
very large. But the managerial infrastructure is almost absent--
at least that which is needed to manage a market economy. There-
fore, the experience, which has grown over the past year, made the
initiative to set up this Joint Vienna Institute all the more
. important as time went by. ‘

The second reason why it is so important is linked, of
course, to the first: by having this institution in Vienna we
prevent the IMF Institute in Washington from being forced to cut
much of its training. It would definitely have been forced to do
that, because the large number of people who can now come to
Vienna could not have been accommodated in Washington without our
having been forced to ask some of our existing members to give up
some of their training needs here, I also said that the initi-
ative is welcome because it joins six institutions in Viemna in
one institute that cooperates on training issues.

The Austrian authorities have supported this initiative in a
really grand way. That has been the basis for the progress that
the Fund and the other institutions have been able to make in
setting up this institution, and we should be very grateful to the
Austrian authorities. I am glad that my authorities contributed
funds to the support of the new Institute. I tried to alert them
to this issue at a rather early stage, and I think it has helped.

Mr. Fukui made the following statement:

The smooth and quick transformation of the former centrally
planned economies to market-oriented ones is one of the most
urgent tasks facing the international financial community. It is
well recognized that the provision of technical assistance to the
countries in transformation and the retraining of officials will
play an important role in this process. This cannot be overempha-
. sized. From this perspective, it is very timely that six promi-
nent international organizations, which are the major providers of
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technical assistance, have jointly established an institute in
Vienna to train officials from former centrally planned economies.

I am very grateful for the Austrian Government’'s quite
significant and generous contribution to this Vienna Institute.
Also, I would like to express my appreciation to management and
staff for their efforts that have brought us up to the current
stage of this difficult and important task.

My authorities have been assisting the Fund’s technical
assistance activities through the Japan Technical Assistance Fund,
and in light of the importance of the Vienna Institute, which I
mentioned, I am glad to announce today that my authorities are
prepared to contribute $1 million to the Fund for its activities
in Vienna during Phase I, through the Japan Technical Assistance
Fund, as is suggested in the paper. This may be taken as an
official commitment to Phase I. Japan’s contribution reflects my
authorities’ recognition of the importance of technical assis-
tance, which is why they have supported the Fund’s technical
assistance over the years. This contribution is also based upon
our understanding that officials from Asian countries in trans-
formation will be invited to the Vienna Institute along with those
from Eastern Europe and the former U.S.S.R.

Let me now turn to some specific points. Regarding the cur-
riculum, there is a big difference in the arrangement of courses
between Phase I and Phase I1. During Phase I, each sponsoring ¢
organization offers many short courses, whereas during Phase II
there are basically two long, core programs and satellite courses.
Why are the two phases so different? Is there any fundamental
difference in philosophy between the two phases? I would appre-,

- ciate hearing the staff’s comments on this point. 1In addition, I

would like to know the pros and cons of having many short courses
as in Phase I, and a small number of long courses as in Phase II.

With respect to the participants, what level of officials is
expected or targeted for the Fund’s course? Is there any differ-
ence in the level of officials targeted by the various sponsoring
organizations, or between Phase I and Phase II? The staff’s
elaboration would be welcome. _ , -

There will be far fewer participants in Phase II than in
Phase 1. How is the staff assessing the demand for training from
countries in transformation and the supply of assistance by the
Fund? Can we say the Institute will be able to cover a signifi-
cant part of the demand for training? In other words, I would
like to know the possible impact of this new initiative on the
training needs in these areas.
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Now let me turn to the budget. This chair clearly under-
stands the increased work load of the Fund and the staff owing to
the work related to the states of the former U.S.S.R., but the
importance of streamlining the work and the deployment of the
staff cannot be overlooked in this area also. In this regard,
while I welcome the fact that among 19 positions necessary for the
Vienna Institute, 9 are supposed to come from the allotments of
the financial year (FY) 1993 budget, I wonder whether more
positions will come from the initial FY 1993 budget, in light of
the fact that in the 1993 Institute budget there are 15 additional
staf¥f.

In this connection, I would like to know whether the estab-
lishment of the Vienna Institute and the start of Fund courses
there would reduce the number of participants in courses in
Washington by diverting the demand for courses at headquarters to
Vienna, and thus reducing the work load of the IMF Institute. If
the answer is yes, I would also like to know how this effect is
taken into account in the budget request.

In conclusion, the Vienna Institute will surely be an impor-
tant vehicle in helping the transformation of the formerly cen-
trally planned economies by training their officials. I hope the
purpose of the Vienna Institute will be realized to the full
extent through strong leadership by the Fund. In this connection,
I welcome the fact that the Fund is expected to provide the direc-
tor of the Institute. In this context, I would like to have: some
comments from the staff on how the interests of six different
institutions will be coordinated through this administrative
mechanism. !

I support the proposed decisions.

Mrs. Martel made the following statement:

Today, we are called upon to make decisions on the request
for appropriations for the Fund to participate in Phase I of the
Joint Vienna Institute and on the passage, in principle, to
Phase 1I. Before referring to the budgetary issues, 1 would like
to make a few general comments on the creation of the Joint Vienna
Institute. '

First, my authorities are of the view that the establishment
of such a regional training center serves well the huge training
needs in Central and Eastern Europe, as well as in the former
U.S.S.R. In this regard, I would like to express our appreciation
for all the work done and efforts made by Austria to facilitate

, the setting in place of this training center.
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Indeed, the costs implied by the establishment and the func-
tioning of this Institute may appear high, but the urgent need for
technical and training assistance for young generations of offi-
cials to help achieve the difficult transition from formerly
centrally planned economies to market-oriented ones is, per se, a
rationale for the JVI.

In this context, the Fund is playing a significant role as
initiator and catalyst. Coordination and cooperation among the
six financing institutions will certainly provide efficient train-
ing, by bringing together the expertise of these institutions and
by developing a combined, not independent, strategy of training.

Besides the example of international cooperation that this
Institute represents, it allows for economies of scale, offering a
large range of courses for more than 1,000 trainees as well as an
opportunity for the participants to mix with officials from other
countries and to share views and experiepces.

For all these reasons, my authorities have considered very
positively a contribution to the functioning of the JVI. I am
pleased to announce today that they have taken a decision, in
principle, to participate in the cofinancing of this Institute.

It would be desirable to include in the programs courses in °
French.

On the budgetary issues, I would like to pose two questions.
First, the staff report is clear in indicating that the estimated
cost of Fund participation in the JVI during Phase I is $3.4 mil-
lion, and that budgetary authorization is sought for $2.5 million,
of which $§1.7 million will apply to FY 1993. I understand the
catalytic role played by the Fund, but I would like to know the
estimated costs for the five other institutions. Second, 1
noticed the increase in the common costs for Phase II, which is
attributable in part to the expenses related to travels and
allowances. I would like to know the estimated cost for the Fund
in Phase II, at least for the first year of phase II?

This chair especially appreciates the role that the Fund is
playing in the establishment of the JVI and approves the strong
involvement and participation of the Fund in this matter.

Mr. Vegh considered that the Austrian Government was to be comme:..ded
for its pragmatic offer for dealing with the urgent training needs in
Central and Eastern Europe and the states of the former Soviet Union, 1In
view of the reputation of the sponsoring institutions, and the particularly
well-suited expertise of the IMF Institute in providing such technical
training, he was pleased to support the proposed budgetary decisions, and he
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congratulated management and staff on their work. The fact that the cost
per Fund participant-day in Vienna was considerably less than the comparable
. cost of courses in Washington and that donors and other participating
institutions were sharing common costs pointed to the efficiency of the
approach that had been used in organizing the new Institute.

He welcomed the staff’s clarification that the regionally targeted
courses offered in Vienna would be roughly the same as those offered in
Washington, thereby representing a significant expansion in the training
capacity of the IMF Institute, Mr. Végh commented. In that regard, he
wondered what degree of participation from those new member countries was
envisaged in the courses regularly conducted in Washington. While he
continued to. attach importance to the objective of promoting the widest
possible geographical participation in Fund-sponsored courses to enhance the
exchange of views on the topics covered, a future review of the experience
of the JVI with decentralized training activities should serve as a useful
basis not only for determining the extent of the Fund’s future involvement
but also to induce additional donor contributions, which might lessen the
Fund’'s budgetary burden in the medium term. ~

~

Mr. Wright made the following statement:

I should like to join others in welcoming the Fund's central
contribution to getting the Vienna Institute up and running and to
commend the progress made thus far in reaching agreement with the
other five institutions involved, which has been a considerable
effort. I would also like to express my appreciation of the
Austrian authorities for providing facilities in Vienna, which, I
think it can be fairly said, has provided the initial impetus to
this important project.

Looking at the 1992/93 program, it is clear that the courses
that are being offered will form a core part of the technical
assistance necessary to strengthen administrative capacity in the
states of the former Soviet Union and Eastern Europe. The impor-
tance of this work and of the Institute’s catalytic role cannot be
understated, and, therefore, 1 strongly support the principle of
providing such training and the setting up of the new Institute.
It will of course be important to coordinate closely with bilat-
eral agencies (including central banks) involved in the provision
of similar training to ensure that there is no duplication of
effort. Some of the courses provided by the BIS, for example,
look very similar to some offered by the Centre for Central
Banking Studies at the Bank of England.

. My main concern is that given the nature of the new
Institute--which is a joint venture involving six international
institutions--the Fund should avoid taking on an undue proportion
of the financial burden. I wondered, for example, why there
appeared to be no staff provided by the EBRD or the IBRD. It
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seems, on the face of it, that the Fund is effectively subsidizing
the other institutions by providing the majority of staff and the
majority of the common costs in Phase I. This is due in large
measure to the fact that the Fund will be the most active
participant in the Institute in Phase I and thus bears a large
share of the common costs. But the Fund’s share of the costs
seems to go some way beyond this, and I would be interested to
hear more about the rationale for this.

My concerns about this are allayed to some extent by the fact
that there appears to be a clear cost saving in training in
Vienna. Table 3 shows a cost per participant-day of $316, i.e.,
around $1,600 per participant per week, while the comparable
figure for courses in Washington is, I believe, something over
$2,000 per participant per week. Such savings would, however, be
even greater if financial burden sharing among participating
institutions were more equitable.

I also thought that the financial implications of Phase II
appeared rather loose. There are, of course, many uncertainties
regarding the financing of Phase 1II, but it is not clear, for
example, what would happen if bilateral contributions fall short
of what is expected. 1 am thus somewhat wary of agreeing to the
third proposed decision in its present form; this could, in my
view, run the risk of the Fund providing effectively a blank check
for its participation in the Institute.

I would therefore favor amending the third decision to
specify a ceiling on the Fund’'s financial involvement without
further consultation with the Board. This would permit us to
monitor how burden sharing among the institutions is evolving. I
would also favor reviewing progress before the FY 94 budget
discussion; otherwise--as happened this year--the appropriation
for the Institute will be subsumed within the wider picture. 1
hope other Directors might be able to support this.

Finally, let me emphasize that none of these comments is
intended to detract in any way from the importance my authorities
attach both to the work of the Institute and the contribution of
the Fund in getting it up and running in a very short space of
.time. It is a valuable and important facility but not one which
should be supported at any cost. The Fund’s contribution needs to
be realistic and, like other components of the budget, carefully
monitored. The Institute seems at the moment to be cost effective
from the Fund’s point of view, but there is some risk that, as the
work of the Institute develops momentum in an environment in which
financing is uncertain, the Fund’s room for maneuver could become
rather limited, with serious financial implications. We need to
take care to avoid this outcome.
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Mr. Toe made the following statement:

The collective undertaking by six leading int-rnational ,
institutions, including the Fund, to respond to the training needs
of member countries in Central and Eastern Europe and in the
states of the former Soviet Union should be viewed in the context
of the exceptional and large-scale resource mobilization to assist
these countries in the transformation process of their economies.

While we can go along with the proposed arrangements for the
Fund’s participation in the collective efforts for the setting up
of the Joint Vienna Institute, we would like some clarifications
from the staff on a couple of points.

One of the striking features of the arrangements for Phase I
is the disproportionate share of the Fund in the operating
expenses of the Institute, making the Fund the largest contributor
in terms of organization, administration, and financing.
Admittedly, Fund contribution of such a scale can be justified, it
being the initiator of the project and also in view of the
prospect for transferring Fund activities in the states of the
former Soviet Union and Central and Eastern Europe to the Joint
Institute in Viemma. But we wonder whether, given the resource
constraints facing the Fund, this would not lead to a diversion of
staff resources from the IMF Institute. It appears that one’
response by the IMF Institute to the recent increase in training
needs has been a shift in the language composition of its courses
in favor of English. In this connection, we note with concern
that for 1993 the IMF Institute is reducing the number of courses
it provides at headquarters to only two in French, as well as in
Spanish and Arabic, despite the growing demand from member coun-
tries. Countries in our constituency value very much these
courses and would like to see the level of service maintained, if
not increased. We would hope that the creation of the Vienna
Institute will not mean that the needs of other developing coun-
tries will now be given less attention.

Another question relates to the long-term relationship
between the Joint Vienna Institute and the IMF Institute. Since
the former was seen as a vehicle for extending the activities of
the latter, the issue of their long-term relationship can be
raised. In a long-term perspective, will there be a gradual
transfer of the IMF Institute’s activities to Vienna? In the
paper, it is stated that the participants from other former
centrally planned economies could also be invited to the Joint
Vienna Institute. We take this to mean that, and we stand to be
corrected, nationals of centrally planned economies in, say, Asia
and Africa could be selected for the Viemna Institute. Staff
elaboration on this will be appreciated. If, as suggested by
Mrs. Martel, arrangements were made to dispense courses in French,
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this will broaden the geographical basis for participation in the
Vienna Institute courses. It may also prove to be more cost
effective to the Fund since participants will no longer have to
travel all the way to Washington. We, therefore, hope that the
Institute will give serious consideration to Mrs. Martel’s
suggestion.

Finally, on Phase II, while we have no difficulty in agreeing
in principle to Fund participation in this phase of the project,
we would reserve our position pending detailed information on the
cost-sharing formula among all the sponsoring organizations.

With these remérks, we support the proposed decisions.

Mr. Fuleihan made the following statement:

The joint efforts of six multilateral bodies to establish a
regional training center that provides training to officials from
economies in transition constitutes an integral part of technical
assistance to these countries. The generous offer of the Austrian
authorities to house and equip the JVI has greatly facilitated its
establishment and is warmly welcomed.

In addition, I agree fully with Mr. Posthumus that the
establishment of the Vienna Institute should prevent the crowding
out of the traditional recipients of Fund training at the Fund'’s
Institute. The importance of preserving their access to the
Fund’s Institute cannot bz overemphasized. ‘

Regarding the specific details of the proposal before us, I
welcome the two-stage approach envisaged in the paper, as it
appears highly pragmatic and expedient. Nevertheless, like other
speakers, I could not help but notice the Fund’s disproportionate
share in the functioning of the Institute. While this attests to
the Fund’s efficiency and the crucial role of the Fund’s technical
assistance in the overall provision of technical assistance to
economies in transition, it does not necessarily follow that the
Fund should bear fully the financial burden of the courses it
offers.

In this context, the contributions of Japan, the Netherlands,
as well as that of the Nordic countries, are highly appreciated.
Nevertheless, the other five organizers of the Institute may be
enticed to bear a more proportionate burden of the financial
costs, even if their contribution to the provision of courses is
less. The issue of burden sharing is particularly relevant in
Phase II. In this context, I largely share Mr. Wright’s ‘concern
regarding the third proposed decision. However, if we explicitly
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include a ceiling on the Fund’s contzibutions in Phase II, we may
undermine our negotiating position with other contributors.

With these remarks, I support the proposed decisions.

Mr. Mohammed made the following statement:

This chair joins other Directors in paying tribute to the
Austrian authorities and to the IMF Institute and other staff
members who have coordinated this very large enterprise of six
international organizations. I note that Mr. Vegh and Mr. Wright
both mentioned the much lower cost per participant-day in Vienna,
and I am a little bit apprehensive whether a cost of $316, which
seems to be roughly half or even a third of the cost of rumning a
similar program at headquarters, is not cutting it too fine. A
reputation for parsimony is not something to be discouraged, but
as the Fund does take a very large share in the direction of the
Institute, I hope that it will not create an impression of
miserliness on the part of the Fund that might result in senior
people not being attracted to the JVI's courses. There is a {
danger that the "A-team," as it were, will not be attracted to
Vienna, and that would be unfortunate. It is important that
senior policymaking people take advantage of the Vienna Institute.

This leads to a question that was posed by some of the other
speakers, particularly Mr. Fukui--namely, what is the core course
in the second phase and what is the course’s objective? If the
core course is to be something like six or eight months long, then
we will certainly not be able to encourage senior people to
participate, in which event the JVI could become much like a kind
of graduate program, which would be unfortunate. I know that the
Institute will be in the same place as the Customs Institute of
the Austrian Government, and I hope we are not creating a kind of
training school and that it is very important that the core
program also be of a sufficiently brief duration that it does
attract fairly senior people to participate.

Like previous speakers, 1 would expect that the IMF
Institute’s substantial involvement in Vienna does not detract
from the level of service to other parts of the world, and that
the level of service for the Arabic program in particular, which
is of great interest to this chair, continues to be maintained at
current levels.

Mr. Goos made the following statement:

I certainly wish to welcome the Austrian authorities’ gener-
osity in providing facilities and equipment needed to set up the
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Institute, and I commend the other countries that have pledged or
indicated financial contributions to the operation of the Insti-
tute. I certainly should also include in my thanks my appreci-
ation for the work of the management and the staff.

. In general, I also have the feeling that the additional’
resources that are being requested for the Fund budget for the
financing of the Institute would be put to a useful purpose, and I
agree in this context that the Fund will achieve considerable
savings relative to the alternative approach of inviting all the
participants to the Institute in Washington. ~

Nonetheless, like Mr. Wright and others, I found the very
high share of the cost to be borne by the Fund rather surprising.
At first glance, it might appear reasonable to allocate the total
common cost of the Institute according to the number of course
weeks to be provided by each institution, but I do not know
whether this is really the only reason or criterion one could
think of. Could not one argue that all the institutions with
their work contribute to the success of the other institutions in
their work in the republics of the former Soviet Union?

It is, of course, clear that the Fund will be in charge, in
the first place, of macroeconomic policy advice. The other
institutions will be more in charge, in the first place, of
microeconomic policies. But what the Fund teaches the partic-
ipants in terms of macroeconomic policy should be valued as highly
by the other imstitutions. So I would have thought that one could
have tried also to allocate the costs among the institutions by
dividing the total costs by six. My concern applies also to the
fact that the Fund is supposed to finance the costs of the super-
visory and administrative staff--the Director and the Head of
Administration of the Institute. I think there can be no doubt
that the services provided through these positions are essential
for the operations of the Institution, and, therefore, that all
the institutions equally share in those services, so why not then
also add these costs to the common costs of the institution?

Maybe the staff or the Chairman could indicate to what extent that
. approach was attempted.

The costs involved are significant, amocunting to $2.5 mil-
lion. One certainly has to include the almost $900,000 of
personnel outlays for already existing positions. I was somewhat
surprised that those positions could be freed up for the Vienna
Institute from the budget, given the assurances we received at the
budget discussion on the exceptional restrictiveness of the
proposal and the continued tightness of the personnel situation.

I must say I am somewhat concerned that these expenditures will
show up again in the next budget with the explanation that the
Institute needs to maintain its services to members outside the

4
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region. I would be glad to hear the views of management and the
staff on this. ' '

Ms. Creane said that she agreed with previous speakers that education
was a very important early part of the Fund's effort in Eastern Europe and
the former Soviet Union, and, therefore, she fully supported the establish-
ment of the JVI. She understood the concerns of many Directors about the
share of the Fund’'s cost in the total costs, but her viewpoint on that issue
was somewhat different: she preferred to have the Fund take the lead, and
paying salaries was a way to ensure that role and, therefore, did not cause
her the kind of problem it did others. At the same time, she shared the
concerns of Mr. Wright about the openness of the third proposed decision.
She would support some kind of limit. The contributions of the Austrian
Government in particular, but also those of the Netherlands, Japan, and
others were very welcome. Unfortunately, at the present time it did not
appear that her authorities would be able to contribute, at least to
Phase I, but that did not detract from her chair's support overall for the
Institute. : :

Mr. Evans said that he, too, wished to commend the Austrian authorities
for their generous initiative that had made the JVI possible and the Fund
staff for the speed and skill they had shown in giving full effect to the
initiative. It was particularly pleasing that the new Institute was a joint
operation of the six organizations concernmed, as that was obviously the most
efficient way of providing training. There would be many areas in which
cooperation among all or some of the six organizations would be necessary,
but the JVI apparently was the first example of such cooperation actually
having been achieved. He hoped that the staff’s experience in organizing
the JVI could be used in other areas, notably in the coordination of techni-
cal assistance. He was pleased that the JVI had already invited partici-
pation from Mongolia. : '

The Executive Directors agreed to continue their discussion in the
afternoon.
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DECISIONS TAKEN SINGE PREVIOUS BOARD MEETING

The following decisions were adopted by the Executive Board without

meeting in the period between EBM/92/95 (7/24/92) and EBM/92/96 (7/29/92).

3.

ISLAMIC REPUBLIC OF IRAN - 1992 INTERIM ARTICLE IV CONSULTATION;
AND DECISION CONCLUDING ARTICLE X1V CONSULTATION

1992 Interim Article IV Consultation

The Fund notes the staff report for the 1992 interim Arti-
cle IV consultation with the Islamic Republic of Iran (SM/92/140)
and declares the consultation completed.

adontad
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Decision Concluding Article XIV Consultation

1. The Fund takes this decision relating to the Islamic
Republic of Iran’s exchange measures subject to Article VIII,
Sections 2 and 3, and in concluding the 1992 Article XIV
consultation with the Islamic Republic of Iran, in the light of
the 1992 interim Article IV consultation with the Islamic Republic
of Iran conducted under Decision No. 5392-(77/63), adopted April
29, 1977, as amended (Surveillance over Exchange Rate Policies).

2, The exchange restrictions and multiple currency
practices described in Part A of Appendix IV of SM/92/140 are
subject to approval under Article VIII, Sections 2(a) and 3.  The
Fund notes the authorities’ intention to move expeditiously toward
the elimination of these measures and, in light of the circum-
stances of the Islamic Republic of Iran, grants approval for the
retention of the exchange restrictions and multiple currency

- practices described in Part A of Appendix IV of SM/92/140, until

August 31, 1993 or the completion of the nmext Article IV consul-
tation, whichever is earlier. The Islamic Republic of Iran also
maintains bilateral payments agreements with Fund members as
described in Part B of Appendix IV of SM/92/140. The Fund urges
the Islamic Republic of Iran to eliminate the restrictive features
of these agreements as soon as possible.

Decision No. 10100-(92/96), adopted
July 24, 1992

RUSSIAN FEDERATION - REPRESENTATIVE RATE FOR RUSSIAN RUBLE
The Fund finds, after consultation with the authorities of

the Russian Federation, that the represéntative rate for the
Russian ruble under Rule 0-2(b)(i) is the midpoint between buying
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and selling rates against the U.S. dollar in the interbaﬁk market,
as ascertained by the Central Bank of Russia. (EBD/92/159,

1/22/92)
Decision No. 10101-(92/96) G/S, adopted
July 24, 1992
5. ETINGS - GOVERNORS’ PER DI LLOWANCE

The Executive Board approves the recommendation contained in
EBAP/92/125 regarding per diem allowances for Governors and
Alternate Governors during attendance at meetings of the Board of
Governors.

Adopted July 28, '1992

6. APPROVAL OF M ES

The minutes of Executive Board Meetings 92/3 through 92/8 are approved.

7. EXECUTIVE BOARD TRAVEL

Travel by Executive Directors as set forth in EBAM/92/52 (7/23/92) is
approved. .

8. TIRAVEL BY ACTING MANAGING DIRECTOR

Travel by the Acting Managing Director as set forth in EBAP/92/130
(7/27/92) is approved.

APPROVED: March 22, 1993

LEO VAN HOUTVEN
Secretary



