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significantly improve the functioning of the financial system and help to

reduce distortions in the allocation of real resources.

The Greek financial system

102. The underdeveloped state of the Greek capital market is reflected in
the negligible role of non-bank financial institutions, the oligopolistic
nature of the banking system, and a range of complex regulations. Issues of
securities accounted for less than 1/4 per cent of total identified finance to
the private sector over the last ten years (1). The secondary market is
extremely limited. Institutions such as insurance companies, mutual and
pension funds and unit and investment trusts, that could help in promoting a
secondary market are still in their infancy. Furthemmore, in the Athens Stock
Exchange (ASE), the sole organised market for stocks and shares, only a very
small number of enterprises are listed (2). This is principally due to the
"family owned" nature of most enterprises. Owners are unwilling to run the
risk of losing control and they dislike to provide information on the
situation of their enterprise (often in order to facilitate tax evasion).
Finally, because of easy access to bank credit, often under preferential
conditions, enterprises, especially the larger ones, have no incentive to
resort to the Stock Exchange. The general public is also hesitant to invest
in shares, especially after the dramatic fall in share and bond prices since
the end of the 1970s (3). Investors also traditionally distrust family run
companies. The substantial part of shares and stocks owned by a few (mainly

state controlled) banks and their important influence in the dealings of the

ASE (4) may also discourage potential investors.
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Commercial banks and Specialised Credit Institutions (SCIs) (5) are the

main suppliers of credit. The latter are official institutions directly

controlled by the government. They draw an important part of their funds from

Statistics on net security issues (Table D) overstate the share of this
type of capital raised by private business. Figures are inflated by
the conversion of bank loans into shares, which remain in the

possession of banks.

Despite favourable tax treatment for companies ''going public', only
some 120 private companies are listed in the ASE and only 25 out of the

100 largest industrial companies.

The general index of share prices fell by about 55 per cent between
1978 and the end of 1984 (by 48 per cent for banks and insurance
companies and by 60 per cent for industrial companies). This implies a

decline in real terms of about 82 per cent and 95 per cent respectively.
The ASE is a semi-public agency.

See Annex for the list of specialised credit institutions and their

activities.
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Economy receives the applications of both banks and owners (the latter
account for about 90 per cent of the applications), to study whether a
firm should fall in the category of problematic firms, as defined under
the law 1386/83. If the application is approved, a new management is
appointed and all debt (and its servicing) is frozen. The principal
criterion for a firm to fall in this category is its viability
prospects in the long-run. Companies employing more than 40 000
persons have up to now applied and already around twenty firms
totalling almost 10 000 employees are operating under this law. The
"Organisation of Rehabilitation of Firms" is responsible to appoint a
new management and secure adequate financing with the aim of making

problematic firms viable again.

2 Many more firms have applied to be recognized as problematic fimms.
The majority were rejected on the grounds that they did not meet the
selection criteria, notably the viability prospects. Some applications

are still under study.

. Without the inclusion in bgﬁk revenues of interest receipts from the
ailing firms (which are financed from new bank credit), balance sheets
of banks would have shown losses in recent years. Moreover, in
January 1985 interest rates on banks' compulsory deposits with the Bank
of Greece were raised retroactively (with effect from lst January 1984)

also in order to raise bank revenues.
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boost investment in these two sectors. Nevertheless, despite largely negative
real interest rates, a substantial part of these blocked funds have not been
allocated in recent years and are instead deposited (carrying negative real
interest rates) with the Bank of Greece. After taking into account the
specialisation of certain SCIs -- the Agricultural Bank of Greece financing
almost exclusively agriculture and related activities, and the National
Mortgage Bank largely housebuilding and construction -- the supply of funds
for other activities and types of credit has always been very limited. Very
often, in order to ensure sufficient credit availability to '"priority'" sectors
and '"'privileged" borrowers, tight ceilings have been imposed on credit to
domestic and import trade and to individuals. However, the system has never
functioned as it was designed. Greek industrial firms, which have privileged
access to credit, have been borrowing considerably more than required for
their proper needs in order to re-lend to domestic and import traders, with
which they have business relations. Financial intermediation by the
industrial sector has not only inéreased considerably the cost of financing,
but has also contributed to the excessive bank indebtedness of the industrial
sector. Furthermore, ''grey credit circuits' exist, through which companies
(with limited access to bank credit) obtain loans at very high interest rates,
which are ultimately passed into production costs, thus further reducing the

competitiveness of the Greek economy.

108. The complicated structure of interest rates and related regulations
also aggravate the malfunctioning of the financial system. The spread in
interest rates (especially lending rates) has always been very wide. Such

large disparities initially served certain economic and social objectives,

which by now cannot be justified. Interest rates, (including commissions) on
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This system of compulsory reserves and withdrawls (1) is designed to offset
the interest rate differentials and, thus ensure roughly the same rate of

return (to banks) from all categories of loans.

Recent reforms

109. In view of the seriousness and the multitude of problems (reviewed
above) and the risk that a too rapid and widespread change may destabilize
both the financial system and business activity, the authorities opted for a
gradual introduction of reforms. In order to eliminate an important
institutionalised channel of direct government interference in the everyday
operations of the financial system, one of the first measures was the
abolition (in 1982) of the Currency Committee, composed of a number of
economic ministers and Governor of the Bank of Greece (2). This Committee not
only formulated monetary, credit, &nterest rate and foreign exchange policies
and supervised their implementation but also, very often, issued detailed
instructions to individual banks regarding the management of their portfolios
(including loans to particular enterprises). In the wake of this measure,
responsibility for the implementation of financial policies was transferred to
the Central Bank, the role of which was thus considerably enhanced. To this
end, complementary measures were also introduced, whereby the Bank of Greece
began in 1984 to set general rules for credit (instead of taking ad hoc
decisions on individual cases). As a result, commercial banks and SCIs now
enjoy a greater degree of freedom in the allocation of credit within the

ceilings set by the Bank of Greece (3). Greater emphasis is placed on
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112. With the aim of increasing flexibility, strengthening competition and
making the financial system more open to external influences, other important
measures were also introduced during the last few years. Commercial banks
were for the first time in 1985 authorised to extend credit for housing.
Commission fees and charges for services have also been freed (previously
these fees and charges were fixed). Commercial banks are now allowed to
negotiate with their clients the level of interest rates for certain
categories of loans and deposits. A package of measures was introduced in
December 1984 aiming at spreading the use of cheques (extremely limited up to
now). Similarly overdraft on personal accounts were also permitted. With the
aim of preparing the ground for the drachma's inclusion in ECU, policies
favouring the establishment of a convertible drachma market were also

adopted: commercial banks are now allowed: a) to accept deposits in
convertible drachmas by companies and greeks residing abroad; b) to give loans
in convertible drachma but only to financial institutions located abroad;

c) to give loans in foreign exchange to industrial companies and export trade

companies for their export needs.

Assessment

113. The above reforms aim at increasing the transparency of the financial
system, raising its efficiency and improving the functioning of monetary
controls. The effectiveness of these measures will, however, be necessarily
limited due to the overall economic environment and the framework in which

credit policies operate. Progressively shifting the cost of subsidising

public expenditure from banks to the government compels the latter
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increasingly to borrow at near positive interest rates. This is a significant
step, which may force the government to better assess the cost of excessive
unproductive expenditure. But as long as compulsory investment and loans to
the public sector represent nearly one-half of total deposits with commercial
banks, the privileged access to bank credit is secured. Accordingly, the
pressure on the public sector to reconsider its borrowing policies may not be
as great as the situation would call for. A significant reduction of
compulsory investment and loans to the public sector is, therefore, needed.
This would not only reduce the risk of early crowding out if private business
activity and investment were to revive, but would also enhance the freedom of
commercial banks to conduct their operations more efficiently. This would be
all the more so since an additional 26 1/2 per cent of total deposits are also
compulsorily earmarked for loans to industry and handicrafts and that a
substantial part of their lending to ailing firms (including the officially
recognized "problematic' firms) may never be recuperated (1). As a result,
funds available for healthy firms with a good potential for expansion are in
effect very limited, thus in turn contributing to the de-industrialisation

process. It would therefore be desirable not only to reduce the high PSBR, so

Not only certain loans by commercial banks may never be repaid but also
/
some loans granted by SCIs may also never be recuperated. For example,
the semi-official '"Popular Housing Organisation'' are reported to have

refused to service its debt.
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as to release resources to the private sector, but also to ensure that these
funds will not be diverted to financing new '"ailing'" firms or the growing
deficit of existing ones. This could be done by applying more severe economic
and financial criteria. The economic, social and financial cost of
subsidising indefinitely non-viable enterprises is considerably higher over
the medium- and longer-run, than the short-term costs of abandoning

non-profitable activities or even closing down firms when necessary.

114. Eliminating direct government intervention in current banking
activities is also necessary. If banks were allowed to operate more freely
and to apply more extensively financial and economic criteria (instead of
following detailed and often arbitrary directives), they might gradually
become more mature; latent banking talent and initiative might emerge, which
might lead to an acceleration in the rate of innovation and modernisation.

The reduction of oligopolistic forces in the financial system would also
help. Small banks should not be gubject to the tutelage of the two largest
state-controlled commercial banks, which own a significant part of their
stock. More generally, the development of smaller banks should be encouraged,
so as to gradually reduce the predominant position of two commercial banks.
Investment banks should also transfer a substantial part of their ordinary
commercial activities to the traditional commercial banks, so as to be able to
concentrate on investment banking proper (for which they were originally
designed). They should take a more active role in the creation of new
enterprises and in launching new projects, especially in the more technically

advanced sectors, where private domestic initiative seems to be lagging.

115. There is also significant scope for establishing a freer interest rate



market and for further narrowng differentials on |oans, especially since
there does not seemto be any acceptabl e economc and social criteria for
privileging certain sectors or categories of the popul ation a the expense of
the others. There is not enough awareness in Geece of the fact that
subsidies are ultinately paid for by other economc agents. As a result of
poor resource allocation and associated slower economc growh, the
collectivity is worse off than woul d otherw se be the case (so that those who
pay the subsidy are penalised twce). Thus |ow incone urban savers and
tax-payers (nainly enpl oyees) largely pay the heavy subsidies on interest
rates to agriculture and handicrafts. Mreover, subsidisation of agricultural
loans has inportantly contributed to the sizeable and grow ng denmand for
credit by this sector, of which only part is used in agriculture proper. The
rest seens to finance consunption, to be redeposited wth banks a nuch hi gher
interest rates and to acquire real estate in urban areas. Housing |oans are
al so subsidised. Another inportant issue is the rising and high degree of
liquidity in the econony as a whole sterming fromthe fact that bank deposits
are the only financial investnent available to both individuals and

conpani es. The introduction of narketable treasury bills is a wel cone but
nodest step. Public corporations and enterprises should al so be conpelled to
i ssue short-to nediumtermbonds. S mlarly, when the economc environnent

i nproves and conpany profits are restored to nornal levels, private conpanies
(including those owned and/or controlled by cormercial banks and the state)
shoul d al so be encouraged to raise a greater proportion of their capital by
issuing stocks and shares. For exanpl e certain types of |ong-termbank |oans
shoul d be conditional on conpanies raising part of their finance by issuing

equities.
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116. In summary, measures taken so far to reform the Greek financial system
clearly go in the right direction. However, the experience is still too
recent and partial to properly assess its macro-economic impact. It is
difficult to say whether at this stage, the efficiency of monetary policy has
been significantly enhanced. As controls are progressively removed and the
conduct of monetary policy becomes more market oriented, its efficiency will
depend more on changes in interest rates and interest-rate elasticity of
expenditure. Allocative efficiency in financial markets should also be
improved over time, with more appropriate pricing of services, more efficient
branch networks, more rapid technological innovation and less conservative
attitudes towards risks. The promotion of new financial institutions together
with greater competition should lead to efficiency gains and a reduction in
operating costs. To the extent thac financial controls fufill certain
important goals, these objectives should best be pursued through budget
measures rather than cross subsidisation. Transparency would be enhanced and

the respective costs and benefits easier to access.
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