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Foreign Exchange §ontinued

FX Focus: Hot *‘(ummer For The
Drachma ié

One of the remarkabie pjatures of the recent period of stress
in emerging markets h@!s been continued appreciation of
the drachma, regardlesa of external events. However, this
robustness is not an inilication that the drachma is now
secure, but simply zhlit domestic events are now key.
Although we feel on M!mce that the draghma will stay on
the EMU path and so reimin strong, there are a number of
important obstacles thatjhave to be overcome this summer
betore EMU entry in 203)1 is achievable.

Greece is stilt some wagaway from EMU convergence...

Assuming that the Maigtricht criteria will be applied-to
furuee EMU entrants, Gizece still has some distance to go,
both on inflation and ofll government deficit/debt criteria,
Inflation is still running at 5.3%, the 1997 government
deficit was 4% of GDP 4nd debt was 108.6%. Also, as far
as inflation is concernes, the devaluation of the drachma
in March will make furiker reductions even more difficult
than before, when the igduction of inflation expectations
was the only concern (Hiitorically inflation has been high:
since 1973, the y-o-y raw has averaged 16%).
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-Structural reform andmtigh! mongy are key policies...

Despite the devaluanon, }whtch we estimate could add up
to 4 percentage points to. inflation this year, our analysis
suggests that the combmtﬂcm of tight monetary policy and
a strict incomes policy cz&i offset the inflationary impact of
devaluation.

‘/22\47%

Inflation impact of devaluation, monetary and incomes
policy (simulation mizus base)

End 1998  End 1999
T-TO%% exchange rate ~4.d% +1%
+ 1% on interest rates | -2% -0.7
(with ex-rate effect)
+1% on interest rates -0.5% -0.4%
(w/out ex rate effact)
-1% off real wages -0.3% -0.7%

Notes: Difference from base forecast based on simulations of our madel of
the Greek sconomy. Shocks nccur a1 08:3

Added 10 this, with the drachma now around 5% above its
ERM parity, the inflationary impact of the currency is now
somewhat muted. So far, the central bank has kept liquidiry
tight and has only decreased interest rates slightly from its
pre-devaluation crisis lavels, Moreover, Greece's largest
labourunion (GSEE)has struck a collective wage agreement
for 1998 and 1999, with 4.7% and 2.8% increases
respectively.

... but the implementation of reforms remains uncertain

DM/GRD real exchange rate: predicted and
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115 -

110

105

100

Sustainable

0 Dl LAV ... T

01/01/94 01/01/96 01/01/98 01701700

Notes: The chart shaws a sustainable range for the reaj exchange rate
showld structural reform be underiaken, compared with the actual and
projecred level of the DM/DR real exchange rate.

However, containing intlation is not the whole story: Greece
also needs to implement a rapid programme of structural
reform to ensure EMU entry. These reforms are needed,
not only to help reduce the public sector deficit, but also to
help raise productivity to a point where the economy can
compete successfully in Europe. The chart above shows our
estimates of the likely increase in the sustainable real
exchange rate should structural reform take place at 2
similar pace to that which occurred in Portugal and ltaly in
the early stages of their ERM entry. Note that without
structural reform, the Greek economy will become less and
less competitive, making a further devaluation likely and
so dersiling the EMU entry process.
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Foreign Exchaiqge continued
g

Given that the privﬁisuion programme s the most visible
aspect of these refprms, we have listed the announced
DEKO (public comyjanies for common benefit) privatisation
programme. The gcyernment plans to raise DR §50bn from
the planned privatisgtions, with three-quarters (2% of GDP)
used to reduce goisernment debt. This programme is
concentrated in théinext four months, since the planned
privatisations by thi end of this September aim to raise
more than DR 70084. The main events to watch are: the 15
June 20% sale of te public petroleum company (DEP),
the July 80% sale oﬂﬂimty Free Shops, and, mast importantly,
the September 10-14% sale of the state telecommunication
company (OTE), which is expectsd to raise DR 450-500bn.

Separately, the gov;.?'nmcnt is ¢etermined to proceed with
the privatisation of|the fourth largest bank (lonian). The
decision has been {gﬁcl with strikes and support protests
from various sectéjs of the economy, but to date the
government has r¢fjnained firm on its commitment to
proceed. On 19 JuneCommercial Bank (another state bank
that owns 60-62%: jf [onian) will decide in its annual
shareholders’ meetifix to privatise Ionian. The govérnment
has stated the sale will be completed by the end of the
summer. Develop;'pents on lonian must be watched
carefully, since tradicionally implementationof stated policy
has been a weak spot of Greek governments.

...and politics coultl derail the process .
g

In the end, the succei ; or failure of the convergence attem pt
will probably be ddtermined by political factors, both
domestic and foreigii. Domestic factors invoive the strong

power of the trade wijons, which will naturally oppose the

i

privatisation process, either because they will be affectad
or because they will be the next “victims” if the attempt
gains enough momentum. The ruling socialist party,
PASOK, is uniquely equipped to introduce reforms, given
that trade unions traditionally have supported it.
Nevertheless, the “backlash from within” the party has been
gainimg momentum and cannot be ignored. Therefore, we
will have to await the implementation of the proposed
privatisations and evaluate the procedure as it unfolds. In
particular, comments from potential challengers to Mr
Simitis, (the defence minister, Mr Tzohatzopoulos, and the
education minister, Mr Arsenis, stand out) must be watched
closely. Municipal elections in September will offer more
information regarding the standing of Mr Simitis within
his own party, and vis-a-vis the opposition New Democracy

pary. |

The second political problem is external and involves the
relationship between Turkey and Greece. The particular
event that will become progressively more important in the
summer i3 the scheduled delivery of the surface-to-air
Russian-made $-300 missiles to Cyprus. Turkey has
threatened that it will undertake a limited strike if this goes
ahead as planned and Greece's defence minister has
responded that such an action will be viewed as casus belli
- The convergence process cannot afford a warand even
a mobilisation of the Greek army could be costly enough to
derail the whole process. The US and Britain have stated
openly that they disapprove of the delivery, and a number
ol possiblesolutionshave been put forth to resnlve the stand-
off. One possibility involves the imposition of « moratorium
of Gireek and Turkish fighter planes over Cypriot air space,

The road 1o 2001: kgy dates in Greece’s convergence process

Late Lven!

{3

15 Tune 1998 [YEP (PUBNc Petroleum Company): 20% sold, expected proceeds: DR 30bn.

Mid-June 1;2bour market reform bill submitted to parliament (gims to decentralize wage bargaining and introduce

a'more flexible working hours scheme).

19 June {iommercial Bank annual shareholders’ meeting: decision on sale of majority stake in lonian Bank
jken. Alpha Bank and Ergo Bank expected to submit bids on lonian Bank soon thercafler.

June 29 Hank of Crete: 7% sold.

July &% of XAE (Hellenic Duty Free Shops) to be sold, DR 130bn expected.

August-December |Rissian-made §-300 missiles due to be delivered to Cyprus.

August ian Bank privatized (51-60%).

September Municipal eiections

September Hi{:lcxpu and i0-15% of OTE (slate-owned telephone company) sold.
November Cprinth Caral (100%) and Olympic Catering (25%) sold.

December thens Stock Exchange (up to 49%).

1999 !ﬁ'eem smaller-scale privatisations (DEKOs).

September-2000  |Fyrliamentary elections.

| January 2001 Rianned EMU entry
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Foreign Exchangd continued
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( with the migsiles nét being delivered at all. A second
scenario involves uﬁr cancellstion of tha order and the
beginning of negotiaifons between the Greek and Turkish
Cypriots. A third prwi»ul is for the missiles to be delivered
to Cyprus, but storeds for two years. under either UN or
Cypriot supervision. I progress is made for resclviag the
conflict, the missiles Will be resold to a third country (other
than Greece). R

However, nane of theje solutions appears plausible at this
point; a moratorium i agreed upon by neither party. The
cancellation of the orér and the beginning of negotiations
will suit the Greek Cygiriots, but will not be agreed upon by
the Turkish Cypriots, ivho have said they will want to be
recognised as an inddgendent state before recommencing
inter-communalnegotiitions. And the propesition of storing
$680m worth of misdiles for two years in the hope of

“progress” in resolvi mq a conflict that has lasted for at least
24 years lacks crcdubmry

At this point, it is ha+d to see how the conflict wiil be
resolved. But what iq izlear is that Greece cannot afford
foreign policy advennyies in the midst of a major sconomic
overhaul, whose largesgpart is scheduled to be implemented
in the coming summer; The 80% scenario is that nothing
serioushappensand a flize-savingway is found for the Greek
Cypriats to cancel theiifelivery. However, thers is a 20%
probability that the degdllock is not resolved, in which case

economic convergenceiwould halt. .
b

Conclusion

We conclude that Gi'q%ace has the potential to follow
Portugal’s EMU conver‘;ence exampie and that this summer
wnll prove LSpeCla” crucial in that attempt. The

fmplementation of the: aroposed economic plans must be
monitored closely, whil !c on the foreign policy front, the
looming S-300 missile grisis could be a cause of volatility,
but will derail the thess if military mobilisation is
required.

Robert Kepler, +/(212) 5267129
Krystian Cieplucha

FX Technical Perspective
Robert Kepler, +1(212) 526 7129
Krystian Cieplucha

MARK-GREEK DRACHMA:

Weekly Bar Chart with 40-week moving averages

The intermediate-term trend remains up for DM following
the vertical advance in March that tagged the 180/180.60
level. Following this explosive move we see the DM trading
weaker as a retracement process to the overall 1997-1998
advance begins. First suppart target is off the old 1996 highs,
167.50/167. The second target will be 165/164, which is
where the rising 40-week exponential moving average sits.
Once we see probes of these support areas, a new round of
DM strength should attempt to retest the highs. Normally
following very sharp directional moves we see large range
bound consolidations. Before our support targets are seen,
look for resistance/DM selling at 172.50, 174. After the
big retracemant supports are tested raise resistance targets
towards the |76/177 area.
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