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our partners in Zuro-eand in the wider OZCD werlid., I a2 not a 3IP fetishist,

It £2ils tc capturs auch that is important, and I do zct mean just environzental
degradation., 3Sut with 2l its limitations, it is still 2 useful suzmmary statistice

'sixties and 'seventiss we were cauvching up witi Zuro-e, in tae

leighties and early

'nineties we have been dropping saci.

Unemployment, which stood at apbout 4% in I93I according to survey dafia of the

Greek fational 3Statistical Service, hzd risen to about 3% by the mid-S80s and *hen
receded a little — roughly to 7§ —— still standing, however, considerably nigher

taan at the beginning of the 'eigaties,

Prices, as measured by the GDP deflatcr, rose at an
1976 and I939 and even faster in the last couple of
nisher than in the period I973-79 (when it averaged

was in contrast to the lowering of inflation in the

annual rate of IS% between
vears., Jot only is this
I5.,5%) but also the deterioration

ZZC and <the 0ZCD, so that by

the second half of the '30s Greece's relative position had worsened materially,

Source for above data, excent unemployment: OECD. I%9Ia)
’ T ploym

The current account averaged a deficit of 5,27 of GDP in the reers I980-89 and

was about tne same in I290. This is, of course unsustainable, ZIZxperience suggests

that autonomous cepital inflows of the order of 3% of GDP may be expected. 3o, a
current account deficit in excess of 3% must be financed Sy recourse to external

borrowing, which cannot continue indefinitely. Thanks to the sharp and prolonged
depreciation of the dollar and a couple of good years i tne Ralance of Pa;ments
(1986-37), Greece's outstanding foreign currercy debt has a benign look since thae

nid-eignties: it constitutes now a lower percentage

I98%.

Hlevertacless, the rise from I930 to I389 is largze: from I0,6% to 3I7.

of GDP than at its peak in

Some

Latin American and ifrican countries have much higher debt ratios but the Latin

american debts were incurred in the more lax banldngz climate of the I970s and

the hardening in the

concerned,

eignties has had disastrous consequences for the countries

To which it must be added that the Greek debt, as officially quoted,



does not include ailisary dztt nor tie larze denosits in Zreslr banks deznominated

in foreiza currenciss, Cur foreign debt position , tionill uncuxfortable, is not
yet at danger level., e ccnnot, however, afford a current account deficit

averaging 5% of GDP for many more years, This is a sensitive and weak link in

our econonic relations with the rest of the world.

it this point it should ce said that in the first two years of the 'eighties,
during which a different party was in power than in the rest of the decade, the
performance of the economy was no better than in the decade as a whole. The growth
rate of GDP per head was zero in the first two yearswhile in ths decade as a whole
it was I.I% p.a., Inflation (GDP deflator) proceeded at an annual rate of 18.7%

in the first two yewrs against I3% in the decade., The current account deficit
averaged 6,05 of GDP in the first two years against 5.27 in the decade. (Allowing
for the stock accumulation of petroleum in I98I, the last two numbers become
virtually equal,) It would be crude in the extreme to use these numbers in order
to rank the economic perforaance of the respective governments, Other things were

not ecuel., The point of quoting the nunmbers 1s simply to indicate that poor

performance in the 80s extended across the parties in power.

Not all wes unmitigated gloom, however, Greece has done better than the EZC on

the score of unemployment. On a comparable basis the unemployment rate in Greece
in I989 was 7.5 of the labour force against 8.9% in the ZEC (Zurostat, Unemolyment,
a monthly bulletin). This is: a positive point even though the position does not

look so good for the under 25s, especially the females.

There is also a bright side on the income distribution front. I am one of those
who consider certain aspects of income distribution as a legitimate macroeconomic
concern cad so L do not feel I stray outside my teras of refsrence in bringing

this matiter to your attention. The evidence available in Greece on income




distribution is meazre, 3ut tie natlonal accounts show thzt the share of wazes
in non-zzrisuliural GBProsa frea 53.5% in I380 tc 33,77 in I239 and this on top

ol a steen rise from 45.27 to 53.50 detueen I97.L and I230, 3Zven in the trosgh

vear or IS&7, when the then oneratinzg stsbilisztion rnrcgramme was biting

nardast,
tie wagze share was fractionzlly higher than at tiae tezinning of the dzcade, [Jithin

)

the wage-scrning ponulaticn, ecuality also incrscosed., Ca the assuaption that wages

(]

-

and salaries changed exzctly in ths proportions rrescrited by the wage indexation
scheae (imown by its acronya as AT4) plus the "ccrrective” wzge increments of
I.I.1932, the rise of noainel wages Ifrom 3I.I2.3I to 3I.I2,89 was for a typicszl
low wage (I5000 drs on 3I.I2.3I) 407%,for a typical middle wase {36500drs) 297%
and for a typical high wage (3C000 drs) 2027, The underlying assunption is not
realistic and it exaggerates the degree of equalisation. 3But the direction is
unnistakeanle and the extent of equalisation was undoubtedly substantial. Mainly
as a side-eifect of this, there was:also a substantial improvement of women's wages
relatively to men's, For anybody with egalitarian leanings this was a nositive
development of tiie 30s, though not all the side-effects of greater equality were

benign (see Spraos, I989).

Lastly, let me put the decline in cur rzte of GDP growth in recent years in perspective,
I szid earlier that in the 'eighties we were losing zround relatively to the EEC
whereas earlier we had been gaining, But in I973-77 our lead was small (2.6%

against 2,I% for the ZEC in respect of GDP vper head) and all the difference can be
accounted for by a transitory element in our growth that was destined to die, It

was the result of the large movement of the economically active population from

low value added occupations in agriculture to higrzer velue added enmployment in
industry and services. This translated into growth of gross output per head,

growth which would have talten place esven if labour productivity in each sector
remained constant., 4s urbanisation (inevitably) slowed down, so this growth component
witiered. 30, our nresent vosition, tihiough relatively worse does not contrast as

sharply as it first agpears with earlier years, In teras of sustainable growth,



ine years I373-72 wers nct a zolden age wasn we were cziching un- with the advance
countries, .=nd sven defcre IF73, half the growth differsnviul in our favour wzs

able to the same transitional nienozenon, which was then more pronounced.=/

I can now conclude this section. Even after all the qualifications have desn zzde,
tite verdict must suvill be izt the micrceconomic perforzance of the 'eighties was
a poor one, 'y purpose in making the qualifications wos not to deny tanis fact but

to counter a little the newspaper syndrome that only bad news are news, a syndrome

waich is demoralising and cynicisz-inducing,

Absorotion and Competitiveness in the !'Zichties,

The openess of the economy, which is emphasised in my assigned title, is something
that a policy mzker in Greece overlooks at his peril. TFer when the current account

of the valznce of payments is sick, poor macroeconomic performance turns into a

crisise. ﬁ/

A thousand and one influences affect the current account. But from the macroeconomic
standpoint the major influences are grouped under two headings -- absorption and
competitivenes -~ and I will follow this schema. Competitiveness is used in its
common sense, every day meaning., I shall concretise it by measuring it in terms

of a relative unit labour cost index. It is not a perfect measure and it is not

the only measure. 3But the other measures are seriously flawed in that they register
as lmproved coapetitiveness developments which damage co:petitiveness.z/ Absorption
is a concept very femiliar to economists. For the benefit of non-economists here

I explain tnat it refers to the aggregate demand for goods and services emanating
from sources resident in the country relatively to the totzl flow of the country's
output. =mtcess absorption sgells trouble because it is reflected in a current
account deficit. Growing uncoapetitiveness spells trouble beczuse we are increasgngly

undersold by foreigners in both ths domestic market and the foreign markets, which




iz again rsflectad in 2 current zccount dzficii (unless thes so-called llarshall-Lerner

Tne challanzes of edjusiment to IZC membershis is zost dirscily zanifles
arsa of comzeititiveness. Comgetiviveness nad to imsroves TO conpensavse for tne

elizinztion of turifif end tariff-lilke izport darriers and tae abolition of export

5]

subsidies vis a vis fellow zeaters. Tor a country wnich provected its indusiry,
sussidised its exporis and used tariffs for revsnue-raising as much as Greece did,
the adjustment resjuired was not 2 nean one., The urgency and the size of tae
conpens. ting resnonse was to be cushioned by IEC transfers and these had reached
57 of GDP by I390 (as recorded in the balance of payments accounts as distinct

from pure transfers) but tiey were not meant to obviate the need for adjustament

to EZC membership, only to offset tae burden of adjustment.

There was also another major develooment that in the 'eighties needed adjusting to
Oy improveaent in competitiveness. I refer to the shriniking contribution to our
foreign currency revenue made by what I will call the '"big three" -- travel,

saipping and emigrants' remittances,

The biz taree had a profound influence on Greecs's economic develooment, Let me
draw the parallel with the so-called Dutch Disecse., 4is many of you know, this
refers to the deindustrizlisction induced in the lletherlands and, especially,
Sritain by the discovery of Horth Sea gas and oil., This discovery effected
deindusvrialisation via the appreciation of the exchenge rate yhich it brought
about., The big three were Greece's oil, At their peak they accounted for more
than half our foreign currency proceeds on current account, We did not have a big
manufacturing base to be shrunk by the influence of the big three as it was shrunk
in 3ritain by the influence of o0il, dut by sustainingthe real exchange rate at

levels otilerwise unsustainable, the big thres constrained Greek manufacturing to



en unusually low share of GDP and thwarted the develorzent of niddle and large

scale mznufacturing entercrises despite 'the asziration for greater industrislisaticn

uq

of all goveranmsnts =nd all major political parties for many decades. Aind
manufacturing is just one part of the wider sector of tradezbles whicn was held

back by the big tires, an effici:nt and export-oriented azriculture is ancther.

ot having had e large manufacturing base before the (partisliy) cxogenous

expansion of the big three, we were spared the pain of deindustrialisation, The
expansion of the big three was, therefore, unambiguously beneficial while it lasted.
But now we have entered the reverse phase. Under exogenous influences, the share

of the big three in total current earnings (excluding Z3C transfers and fuel exports)

has declined steadily from an average of 49% in I1977-79 to an average of 33% in

1987-89. (Source: Bank of Greece, Monthly Statistical Bulletin.,) Adjustment to

tnis phenomenon is unavoidable and cannot be painless, just as the adjustzent
needed wnen North Sea oil runs out will not be painless for Britain, 4ind an
essentizl element of that adjustment is greater competitiveness of our entire

tradeables sector.é/

Thus, ooth EZC membership and the decline of the big three ianvisible exports point
towards the need for greater competitiveness. Yet, while this receives attenticn
from time to time, discussions of macroeconomic polcy have beex dominated by
absorption. !e have been absorbed by absorption, if you will permit a pun which

has the merit of being translatable.

The public sector deficit, whicn is at the heart of the absorption issue, has grown
so large, wien conventionally measured, that it has taken the dominant position --
the mother of policy failures, to coin a phrase — and has pushed into the sidelines
other major issues. The P32R (public sector borrowing requirement), from an averzage
of 5% of GDP in I973-30, jumped to II% in I23I and weni on to reach I9% in I289

and again in I990. is others before me have observed (iianessiotis, I990; Stournzras,

1990)2/ this expansion has been propelled by a political dynemic which incorporated
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an electorzl cscle, with deficitary peaks coinciding with election ears,
DTectorzl ccles in trhe mznagsment of the eccnozy arz comzcn in dsaocratic countries.
Somewhzt artificially, they have been classifisd in the acadeanic literature in
two brozd models. One is of cycles which are different according as the partiy
in power is o the left or of the right, the other is of cycles which are tae
same regardless of party. e have conformed to the latter model in the
eighties, This is the sort of thing you would expect from Democrais and Republicans
in the United States but which some would deem surprising coming from PASOK and
deu Democracy.é/The troudle in our case is that the electoral cycle in the PSBR
has also had an upward trend lmbedded, so that each deficitary peak has been
markxedly nigher than the preceding, resulting in the explosive path of the PSBR

which I have described and with which you are all familiar,

Hoﬁever, let me now embark on a bit of revisionism, I will not revise the view
that the public sector deficit in the 'eighties got out of hand and needs to be
drastically reduced, nor will I need to revise what I have just said about the
electoral cycle and trend in the PSBR. But the mind-numbing percentages og GDP
which zre obtained by conventional accounting are misleading and need to be revised,
Inter alia, I hope that this will lead to a better perception of the contributions

of absorption and (un)competiti%eness in shaping the current account deficit.

The PSBR, unless offset by a private sector financial surplus, will be reflected
in a current account deficit. It is this fundamental accounting identity which
lies behind tiie notion that absorption matters and that in an open economy an
exploding PSBR puts the current account in peril. But look at the figures. In
Table I T have divided the data in three pericds. Period I, 1378-80, is my base
period. The years I98I-39 I have split in two parts: roughly before (Period II)
and after (Period III) the stabilisation package which was introduced in November

I985. v The big leap in the PSBR by sevenpercentage points of GDP between periods



TABLE I

1/

P33R, Currsnt iAccount and Private Investnent as & of ZDF

annual averages for I973-30, I93I-25 and I1986-39

Period 1 Period IT Period III

Change between Ch=nge betwesn

Q78-3R T9ST-3 2
I975-80  Jeriods T 2 1T 1903 erieds IT z Irr 1986-59
I. P33R
(unadjusted) 5 7 12 3 I5
2. Current
Account —A.ﬁg/ =2 —6.52/ 3 _3.52/
3. PS3R, infla-_ ,
tion adjusted </ 3 A 7 0.5 7.5
Lo Gross zrivate
fixed investment I9 -6 I3 = I2
5. Residual |

Sources: Hational Accounts anb Bank of Greece,

Y Percentages rounded to nearest half point,
2/ Negative sign indicates deficit.

3/ PS3R minus interest paid on drachma-denominated debt. Rationale explained in text.
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neriods I and II (row I of Taole I) is accompanied by =2 much smaller deterioraticn
of the currsnt account, only two cercentzge coints {rcw 2). The further rise in

thae P332 betwesn periods II and III by tarse percentage points is accompaniesd by

v

) - )

an improvszent in the current accouni by the saz=e =argin, ne discrepzncies ars
big and c211 for an e:planztion, Cf course accountis srs internzlly ccocnsistent
oy construction and show the required offsetiing changss in the privats sector.
But that is a book-kezper's explanation, not an econozist's. Stournzras (I390)
has Deen stimulated into offering an economist's explanztion, 3ut I am inelined

to think that part of tie explanation lies in the misleading nature of the

conventionally computed PS3ER.

I am now entering territory which, I believe, has not been explored in Greece,
So bear with me as I try to explain this important issue., I apologise to those

in the audience who are familiar with the general principles,

I begin by pointing out that the PSBR we are talking about is net P3BR, i.e, it
excludes repayment of maturing debt. This is as it should be because, other things
equal,rolling-over maturing debt presents no problem, The lenders will relend

in order to maintein their initial portfolio balance, The trouble is that, in the
presence of inflation, the extent of debt repayment is not revealed by accounting
rules which were devised for stable prices. At the risk of insulting vour
intellizence, letl me give a simple example., Suppose tkhat today I lend IOO Q@rs,
that inflwtion is 20% and that the nominal rate of interest is 20%, After one
veer 1 will get 20 drs which are deemcd to be interest but are in fact redemption
of capital, for after a year my loan, while still having a nominal value of 100,
will only be worth 30 at today's prices. Conventional practice excludes redemption
of maturing debt from the net PS2R but does not exclude the capital redemption

component of what conventional accounting classifie as interest.



esirzbls zroperiy,

m
0.

At the levsl of accountvancey thals is plainly incosistent — not

B’

I saculd nave thouzat, for sucn an izgortant natier., 4t the lsvel of aacroeconozic
adanazeaent, ccmplete exclusion of the capital redemption component from the PSBR
would be entirely right if lenders are fres of nominszlist illusion, by which I =mezn
that they are able to distinguish between *return gn caritel and return of
capital"§( at the other end, if lenders are subject to total nominalist illusion,

believinz that all interest is current incone, then the oresent practice of
> 2 S &

including all interest cost in arriving at the PS3R would be justified,
9 (=]

I have little doubt thay after some years of high inflation, nominalist illusion
becomes small.E/ I do not wish to claim nil illusion, hut the case for calculzting
an inflation-adjusted PSBR, i.e. exclusive of the capital redemption component

of the interest cost of the national d:bt, seems much stronger than for the
conventional, unadjusted calculation. In Greece this leads to the deduction of
the entire interest cost of the public sector's internal debt. This is because
tae average interest rate paid on the internal debt has been less tham the rate

of inflation (as measured by the GDP deflator) since the early 'seventies.lg/

The interestv cost of the external debi is not excluded because, de facto, there

is a larze measure of indexation of the external debt and hence the capital

. AL c IT
redemption coaporent in its case is small.——/

The inflation-adjusted PSER gives, I believe, a truer, tnougn still iaperfect,
perception of the problem of the public sector deficit, but the reductions of
the PSBR to which it leads, particularly towards the end of the 'eighties, may
appear startling to some of you. So let me say two things. TFirst, inflation
adjustment is not an eccentric novelty. Although not discussed in Greece, it was
widely considered iz other OZCD countries in the lzte 'seventies and early

‘eighties when inflation in those countries wes more preonounced than it
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nus been since, The IMF fiercely resisted for a lonz tize inflation-adjusting
(15 ] - - : : - 2 2. 1 - 2 L 3 T T e =
tze P33, 3ubt in recent ysars it too has mcderzted its opposition, a4 turning

director of its Fiscal iffairs Department appeared in LiF Staff Paners (Tanzi
D I.?./ o . Y S I PR YR iy EERR £ o4l aat &
et =21, 1237)=, Second, even when inflation adjusted, tiie F3ER of thes last few

years was too big and unsustainsble, if only beczause of %the explosive growth of
nztional debt to GDP which it implied, so deficit snrinking remsins an essential
target of fiscal policy. This is 21l the mcre so beczuse government-related
expenditures, presently financed from seigniorage outside the formal budget,

will swell the PSBR when the revenue fropm seizniorzge diainishes as inflation is,

i
hopefully, reduced to its targeted 1evels.=2/

You can see for yourselves in Table I, row 3, how much smaller the inflation-
adjusted PSER is coapared to the crude figures (row I). This gives us a better
idea of the task that has to be fazced. We do not need to be mesmerised by the
demoralisingly high percentages indicated by the crude figures and hopefully we
can make more room in our minds for other important policy concerns. In particular
I hoge we can pay more attention to competitiveness which is, as I have already
empnasised, of special importance in the context of adjustment to membership of

the Zuropean Community. UWith the help of the inflation—-adjusted PSBR I hope %o

be able to reinforce this message by highlighting the importance of competitiveness

in shaping the current account in the 'eighties.

3ut first let me return to a bit of unfinished business. You will recall that in
the 'eighties there wer:z big discrepancies betueen changes in the unadjusted PSBR
and chznges in the current account., A comparison between rows I and 2 of Table I
established tais point. Rut they are not so larze when you focus on tae
inflation-adjusted P332: the discrepancies revezled by comparing rows 3 and 2
(second znd fourth columns) are decidedly smaller than those conveyed by comparing

rows I and 2.
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To proceed furtl:er, let aes taxe private investment alongsice the PS3R. This pairing
is not arbitrary: there was probably a considerable exogenous elezent in tas
ooserved fall in private invescment in I9SI-35 compared toc I972-80, of which fall
€0% was accounted for by housing investment.lé/ The figures for nrivate

investment are given in row 4 of Tadle I,

The exercise culminates in the "residual”, which is tie sum of rows 2, 3 and 4 and
is set out in row 5., The residual is the difference between the observed change
in the current account and the observed change in the combined absorption by the
PS3R and private investment., Compared to the precéding period the combined
absorptian in I98I-85 fell (-2% of GDP) but the current account, instead of
improving, deteriorated (-2%) -- a total (residual) differenceof -4%. A negative
residual, as in the second column of Table I, indicates that the current account

did worse than implied by the combined absorption while a positive residual, as

in the fourth column, that it did better.

These residuals need to be explained, all the more for having contrasting signs
and for naving the signs that they do despite the slower GDP growth in I98I-85
compared to I978-30 and the faster GDP growth in I986-89 compared to I98I-85,

As many things haoprenedin the periods concerned including, notably, a steady rise
in EEC transfers end a collapse of oil prices at the beginning of I986, it is both
difficult and easyto construct explanetions for the residuals: difficult because
it involves selecting among the many stories that can be told; easy, but deceptively
so, because a nuaber of plausible points are available for arbitrary selection

to sult one's prejudices. I may not be immune to the latter syndrome., 3ut the
contrasting signs of the two residuals sets a test: to offer a plausible unified
explanation of this contrasting experience., I can pass this test by provosing

competitiveness as the explanation.
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Competitiveness (as measurea by relative unit labour costs in
manufacturing) cetericrateq, on average, by 25.¢% in 1981-85 relatively

to the tase period of 1976-80, plausibly explaining tihe negative sign oI
the resiaual. 1n 1986-89 competitiveness improvea, on average, by 9.2%
relatively to 1981-85, plausibly explaining the positive sign of the
residual.li/ The I198¢-89 improvement in competitiveness is small but

the perioa covers a dig improvement in 198¢ ana 1987, effectea through
a combination 0 incomes ana exchange rate policies during the

stabilisation programme of these two years, followea by erosion

in 1988-89.

Enhancea competitiveness leads to a potential improvement or the current
account by making our tradeable gooas cheaper or more profitable ana to
an ectval improvement ir there is a matcaing availability of resources
to satisry the absorption requirement. ZEnhancea competitiveness ana the
incomes/exchange rate policies that underlie it contribute airectly to
the required availability o1 resources ana they do it through three
channels: tirst, through expansion of output, triggerea by the expenaiture-
switching effect of greater competitiveness (perhaps relevant in 1988
when real GDP grew by 4.1%); second, tarough reauction or the public
sector deficit, via a lowerwage bill (as in 1986, but already in row 3,
or 1 of the Table); ana thira, through an increase ot the (inrlation-
adjusted private savings ratio, via the income redistribution associated
with lower relative unit labour costs. 18/ A aeterioration of
competitiveness, with which the period 1981-85 was heavily buraenea, is

symmetric in its effects.

Thus the ups ana aowns oI competitiveness fit quite well as an explanation
oI the current account deviations -- for the better in 1986-89, for the
worse in 1981-85 —-- capturea by the resiauals of Table 1. 1 am saying
an explanation, not a total explanaticn. On the evidence 1 have presented

1 am not entitled to claim the latiter. But I think there 1is enough here



X

w0 highlignt the im.ortance ol comgetitiveness ana to unaerline the

significance oI our policy failures in this area.

We tena to associate railure with incompetence. But this is oIten
simplistic. Not only is policy subject to severe political constiraints
but also the issues here are complex. Competitiveness is the joint
outcome oi cosTs in aomestic currency anc the exchange rate. In terms
oI policy instruments, it is the combination of incomes zau excaange
rate policy that bears on competitiveness., But the same two instruments
tear also on inflationana this aouble eirect leaas to diftficult ana
delicate problems oI macroeconomic management. I believe, however,

that in the 'eighties we violatec two carainal operationzl rules.

¥irst rule, you do not destroy the inaepenaence oI instrumentis; secona
rule, you do not direct two instruments to cne target. The violation
of the first rule aeprives you of an instrument, the violation of the
second wastes an instrumeni. This is a serious matter when you are
short of policy insiruments, as we undoubtealy are. The first violation
explains why the aevaluation of 1983 failed to retrieve, except in the
very short term, the previous loss of competitiveness. ‘The second
violationunderlies the, by now, more than complete erosion of
competitiveness obtainedin 198€-87 in the course ot the stabilisation
programme ol that period. I will expand on these violations ana
associated policy failures because there are lessons here for current

and future macroeconomic management.

The first violation arose from the incexation ol wages which came into
operation at the beginning of 1982. Le jure the inaexation was not

100% . Alove-averzge wages ana salaries were unaerinaexea. But de facto
it was broadly ejuivalent to 1C0% because there was wage arirt which,

in the agsregate, compensatzd for uncerinaexation. Against this
tackground, the stey aevaluation of January 1983 was cGoomed to tailure.

Witn 100% indexation, the higher import prices resulting from devaluation




- 16 =

are comgensatea in full by higher wages. The higher wages are rerflected
in higher prices whrich aré in turn reflectec in higher wages ... &na so
ocn. <This process enas when wage costs have risen in progortion to the
initial aevalu=ticn, wiping out the competitive gain which devaluation
was to bring about.lz/ To avoia this, the step aevaluaition of Jaauary
183 was combined with a temporary aelay oI inaexation-triggerea wage
increases. But, bty virtue of its temporary azture, the eiIect was

transitional and by the midale oi 1984 our competitiveness was back to

the pre-devaluation unsustainabtle level.

indexation had tied the exchange rate ana nominal wages w0 & one-to-one
relation and so exchange rate policy and incomes policy fused into one,
violating the rule about the independence of instruments. There are
respectable arguments to the eiffect that market mechanisms, iz left tc
themselves will cause wages to ccmpensate, more or less exacily, for a
devaluation.lé/ That is why devaluation must be combined with incomes
policy to make exchange rate policy eftective. But it the two instruments
are fused through 100% wage indexation, the ineffectiveness of the

exchange rate instrument is institutionalisea.

The second violation arose and continues to arise because since the end

of 1987 the exchange rate as well as incomes policy has been directea zt
containing/reaucing intlation, As this is current policy and it is also
central to the issue of aajustment in an open ecdnomy, I will discuss

it at some length. FPlease bear with me.

There is no doubt that the exchange rate can exert influence on inflation
and a strong one at that. It works both from the cost siae ana the demana
side. bBut the problem is that if you target the exchaznge rate as well

as incomes policy on inrlation, you do not just lose an instrument with
which to influence international competitiveness, you use the instrument
perversely from the point of view or competitiveness. ‘hus it came about

that in three brier years, from the ena or 14987 to 1990, our relatve
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unit latour cost ceteriorated by 28% (IMF mission report, 1991) ana the
aeterior=tion nas gone further in 1991. More has Tteen lost Twan the
entire g&in in competitiveness atiained during the two years ot the

stabilisation programme in 1986-87. A worrying matter.

Of course we are not the only country which nas targetea the excrange

rate instrument on inflation. Some have been successrul in this operaviocn,
though usually at Tue cost of heavy unemployment. D»put bear in mina that
for those countries which for whatever reasous, gooa or bza, ao not have
an incomes policy in their portfolio oI instruments, the aytion oI using
the exchange rate as an instrument ot competitiveness is an empty one.

As 1 already noted, exchange rate policy must be combined with incomes
policy if it is to be useful as an instrument of competitiveness. II it
cannot be so combined, nothing is sacrificea in targetying the exchange
rate on inflation..in ureece, however, incomes policy is availableand recenz
governments have availed themselves of it, Much is sacriricea therefore

in targetfing the exchange rate ¢cn inflation. 1s this essential
difference aaecuately appreciated or are we aping other countriest
practices, as we are prone to ao, although our circumstances airrer from

some of them in a crucial respect.

1 do not mean to imply that the practice which has been folloea

is entirely indefensible. <three possible aefences spring to mina. ‘Lhe
first is that the current account is so unimportaznt relatively to the
inTlation target tnat competitiveness can be neglectea. I cannot imagine
that many woula be reaay to adopt this defence in the light or ureek
experience so far, which I summea up earlier in the sentence: macroeconomic

weakness turns into crisis when the current account becomes sick.

The second defence is that the current account can be adequately aaaressea
by controlling absorption and absorption can be controllea tarough tiscal
Plicy ana througn incomes policy itselt, the latter operating on the

private savings ratiio via income redistribution. <chere is no aoubt that
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apsorption is very important. Eut as a cefence oI past ygractice tinis
will not ao, since tne exchange rate wes Iziling to help compesitiveuess
av the same time as riscal policy ana incomes policy were railing to
adcress absorption in the right airection. At the level or yrinciple,

a case can be made for this cefence but it is, 1 think, a weak case.
rirst, it is weax because you ueea a combination of competitiveness and
(dis)absorption to minimise tke cost incurred in effecting an improvement
of the current account., Attending %o (ais)absorption alone will leaad

to economic contraction (er growth well below trend), loss of output

ana increased unemployment (except in the make-believe worla oI perfect
markets with wholly flexible prices). Second, it is weak because, cther
things equal, you increase absorption by overvaluing the exchange rate
(because the latter raises real income, and hence consumption, 1or a
given GDP) at a time when you need to reuuce absorption in order to
improve your current account. This by itselt is not decisive. 1t is
cne of the unfortunate facts of life that in macroeconomic management

an instrument which helps with the target to which it is assignea hinders
at the same time the attainment or anotner target. This is why choosing
the right mix of instruments -- when you have a choice -- and balancing
their intensity is a aifficult and uelicate task. PBut in tne case of
exchange rate overvaluation for the sake of its anti-inflationary eftects
you damage not one but two desirable objectives: lower atsorption ana

greater competitiveness.,

The third possible defence oI the practice oi targeting the exchange rate
on inflation is that incomes policy, as presently practisea, is only
bartial —-- 1t extends to the public: sector only -- ana an exchange rate
policy also targeted on inrlation is neeaea to extena the policy to the
private sector. DBy overvaluing the exchange rate you put a low ceiling
on the price of traceable goods and (by extension) on the wages that can
Ye paid to the labour force in the private sector, where the bulg o1
tradeables are proaucea. This is, 1 think, a tenable position -- up to

a point. Butremember that in Greece the public sector in the wiae sense,
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including tenks anc utilities, conteins all the crucial wage-tergzining
entities ana where the public sector leacs on tre wages iront it is
likely trat <he privete secdor will follow closely, though acmittecly
not 10C% . But,anyway, you can overvalue once, you can overvalue a bit
more a second time, tut you cannot keep extending overvaluation inaeriniterl
Nemesis, in the shape of a sicx current account, will ssrike witn Iazal
inevitability. “hav is why L szia this aerence is tenable, tuti only
up to a point. 1 note, without further comment at this stage, that we
nave been extenaing overvaluation continuously for four years now.
rfinally, if the problem is perceived to be the uncertain application

of incomes policy to Tne private sector, the optimal solution lies in
maxing it more applicable to that sector. A compulsory extension of
incomes policy to the private sector was instituteain November 1585
but that was perceived as an emergency. ln more normal circumstances

a consensus incomes policy, reintforced by tax ana other penalties as

a2 backstop, has to be sought. I will return to this.

I have reached the ena of my review of policy in the 'eighties. 1 have
not attempted to be exhaustive. I have concentrated on the points most
relevant to my assignment -- macroeconomic policy in an open economy —-
ana to the theme oif tThe conference -- adjustment. II some of you feel
that I have not touched on supply-side matters, you coula not be more
wrong. Competitiveness is in large measure a supply side question though,
1l may aaa, it is not an antiKeynesian concern, in case anybody here thinks
in terms of iceological polarities. 1lndeed, international competitiveness
is the mos+t important supply side question that is specifically relatea

to the openess of the economy. By proviaing profit opportunities in the
traceable gooas sector ana giving scope for erriciency-enhancing expansion
of scale -- the tter particularly important in Gtreece — policy airectea
at improving international competitiveness targets the paris oi the economy

which face the outsice worla anc especially our Zuropean pariners.

Tee pudlic sector cericit also has supply side implications. A swelline




L To) T

of the cefiéit whican is Tuelled by public sector ccnsumptiion or
conéumption-financing transfer peyments, results in crowcing out
investment, to the extent that itv is not oIrset by a rise in private
saving or is not fully retflectea in a worsening current account. Some
supply sice improveﬁents are possible without investment but others
require the intermediation of investment. So the crowaing out of
investment can be a serious matter. Gross private fixec investment
was nearly one thira lower, on average in 1981-85 comparea with1978-80,
a huge fall see Tablé 1, row 4). But €0% of that, as previously noted,
was housing investment. Total investment in plant ana equipment, which
affects productivity growtn most intimately, showed virtuwally no fall.
t was a great piece or luck that the expansion of the public sector
deficit was cushioned by such a large ana (as previously suggested)
largely exogenous fall in housing investment. Things woulé have been

much worse without it.

1 can sum up btriefly my survey oif the 'eighties. Viewed from an open
economy angle, there were two major failures ot policy: failure to
restrain the public sector deficit ana failure to prevent a aeterioration
of competitiveness. Two major failures, not just one. We have been
obsessed by the public sector aeficit, and up to a point rightly. But

we have allowed this to crowd out competitiveness from the tull space

it deserves in our policy analysis -- that is unfortunate. Competitiveness
has been important ana remains important, especially in the context of
adjustment to the European Community. I analysea our failure on this front
in terms of two rules for the management of policy insTtruments which we
have violated. These were not minaless violations. Reasons which have
some founaations can be aaauced to support them. But timately we 2y

the price. I suggested that the true dimension of the public sector
dericit was exaggeratea by the PSBR as conventionally calculatea ana

that an inflatio-aajustea version is more accurate ana more helptful to

our uncerstanaing. 3But even when inflation acjustea, the ruvon was still
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unsusteinable., e were luc«y in keving, lzrgely b; coincrueunce, & big
zzll in housing investment. Ctherwise a pubtlic sector aerici% oif zthe
magnituce that we rave haa woula have inflictea an aksorption disater

on a current account which was weax anyway for most of the 'eighties.

but the explosive growth of the national debt resulting from &z persistently
high (as aistinct from cyclically high) PSBR is an aritimetical

inevitability &na no lucky breas in the worla coula counter it.

Current Policy

In 1990 both competitiveness ana the P3ER were at their worst levels,

not just in comparison with the preceaing cecaue but for very much longer.
Some serious steps have now been taken to reauce the PSBR in the shape

of increasea tax rates ana measures to tackle the exploaing cost o:i the
national insurance system, which has been a major contributcr to the
swelling of the PSBR.lg/ The details are open to argument but the thrust
is in the right direction from a macroeconomic viewpoint. (n tne other
hand, two other steps, designed to make a large contribution -- their
proceeds are budgeted to reach 5% percentage points of GDP in 1991 —-
are cosmetic ana exagserated respectively: the privatisation proceeds are
cosmetic because tney are not current revenue ana the buagetec proceeds

from curbing tax avoidanceare not realisable to aaything like the full

amount.

1 am not, however, interested in current policy from a shorti term
viewpoint. rortunately 1 can look into the longer term,as we have in
operation a three-year stabilisation programme ana some cf its
macroeconomic otjectives for 1993 are embodied in commitments maace to the
European Community in connection with the loan that we have obitained.
These are not soft commitments: they constitute the conaitions that must
be shown to be on the way to tfulfilment before the secona ana thnira

tranches of the loan a2re disbursec.




for the nacjusteu) rP35n the objective is to reauce it w0 3% or G™IP
(1.5% central govermment plus 1.5% putlic enterprises anc entities),.

1 will assume thzt this 1s a serious target &nu tzv Tnere is th
necessary pgolitical will to atzain iT. As my working hypothesis L shall
accept tne attainability oI all tie other targets oI Tue programme &s
well, "his is not a2 forecast that Ttreey will be atiainec tut a Iramework

which will enatle me to concentrazte on the points on which I want to focus.

Since the (unacjusted) PSBR hac reachea 19% of uDP in 1990, & reauction
of 16 percentage points of uLP is tue target. A part of this reduction
is (for lzc« or a ovetter wora,) automatic, as inflation falls to its
tareet o 7% in 1993. ‘this is tecause the interest ccst ol the national
cett shrinks as the nominal iterest rate follows the rate of inflation
downwaras. When you take this out, the remaining reduction or the PSBR
is the substantive one ana 1 estimate it roughly at ten percentage points

of GDP.EQ/

Ten percentage points or GLP in three years is still a big, big reduction,
novody should have any doubts about that. <Three points will reinrorce

this assessment.

¥irst, if you use cerrect intlation accounting, the target or 3% or GDP
for the (unadjusted, PSBR implies negative borrowing. ‘fhe inflation-
aajustec PSEBR will be -2% ot uDP.gl/ This means that the ratio of aebt
to GLP will rall by two percentage points.gg/ Of course the nominzl debt
will still be (slowly) rising, but in real terms there will be debt
repayment. The public sector, in just three years, will turn from huge
borrower to net lencer. Secona, seigniorage revenue will be toregone

as inflation falls and, to the extent that it finances extra-buagetary
expenditure and is no*% therefore reflecteud in the projectea recuction of
of tThe PSBhgé/, it will meanrurther budgetary retrenchment. ‘thira, our

PSBR includes borrowing oy public enterprisess. kven by the most austere



criteria, telecommunications, electricity anu other such enterprises

may legitimetely resort to torrowing as part or the total financing mix
for their large investments. A trget which will turn tne public seczor
into a2 net lender in three years is ali the more striking when the vublic

sector includes such enterprises.

Have we gone too far? In Ureece we have been obsessed by our public
sector deficit, as 1 notea before. bput not just in Greece. The kuropezn
Commission has also been obsessed by it. Given cur recora on this front,
this is understandable. +The public sector deficits ol one or two other
Community countries have &lso naggea tne Commission but it is not a big
exaggeration to say that the ureex case had a big part in inspiring the
Commission (Delors meport, 1989) to flozt ideas about entrenching in
concrete austere binaing rules on fiscal aericits ana no bail-outs for
errant governments. As our stabilisation programme is the joint product
of the Greek Government and the Commission, has our sharea absession

pushed us too far too quickly on the rPSBR target?

I pose thae question but I prefer not to answer it in this rIorm. <he
reascn is that my answer will be a mix of personal taste and general
principles which will e wrong for an occasion such as this -- too mucia

of the former ana too little of the latter.

the question I will attempt to answer is about the balance of policies.
The balance that concerns me most, as was evident from my analysis of the
‘eighties, is that between atsorption and competitiveness ana between ihe
instruments of policy designed to influence them. It is they that will

effect the requirea aacjustment on the most sensitive tront, the external

accounts or the nation.

The current account deficit in 15380 was 5.3% o1 GDP. A deficit or up to

3% or GLP is sustainable because there is a steady autonomous inIlow of




private capitzl from abroad -- mostly ureedL-cwna -- OI that orcer oI
aagnitude. Ana inaeea tTre programce proviaes tor & recuction
of =he currens account ceiicizt to 3% of ¢DP by 15593, an improvement oI
2.3 percentage points which 1 will rouna wown %o 2 points to Taxe into
accouns some non-recurring elements in The aericis or 1920. 1 note atv
this point, ror future rererence, that this implies that the repayment
of debt implicit in the PSER target wil.i be repayment or internal aebt
only. There can be no repayment oI external aebt if the current accourt

deficit is just otIset by the autonomous capitval inrlow.

Clearly the disabsorpticn createa by a subsiantive reauction of the PSBR
of the oraer oi ten percentage points or GLP ecovers the intenaea
improvement in the current account of 2 percentage points much more

than enough. Of course other claims on ouiput, besiae the improvemens
of the current account, are expectea to materialise and claims

emanating Irom private investment, in particular, will be encouragea

to materialise. 3But allow generously for these anu the comment is still
valid, there is enough aisabsorption anu to spare to make room IOor the

intended improvement in the current account.

“What about comuetitiveness. I will gquote an ominous passage from the

EEC Council's decision. "Wwith respect to exchange rate policy the Greek
Government will follow, in 1991, a policy of not compleTely accommoazting
intf'lation differentials against other Member States". Ior beyona 1991
the wording becomes ambigucus. But any ordinary interpretation o our
commitment ror 1991 implies a worsening of our competitiveness or, at
test, a non-improvement. As this comes on top or a 28% deterioration

in relztive unit costs between 1987 ana 1990 ( IMF mission, 1591 report),

it worries me.

Clearly we are relying on aisabsorytion alone to generate the impyrovement
in the current zccount to which we are committea., Iiszbsorption, wken

there is enough oI it, is perrectly czpabtle of doing 1T, tut it will
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ao 1t wnile inrlicting & recession or,at test, stzgnztion on the economy
| . 24 . .

at tre same tlme.——/ To sustzin the improvement, the lcss oI out.ut

cennot bte just transitional. So the current account target can te

aczievea but we coula not be saia to have properly adjustec.

/////’

//////

To improve the current account at a given level ct GLP (or, in a growth
context, with GLP at its trend path), aisabsorption must te combinec with
incentives to buyers both here and abroad to switch to G~reex gooas ana
services and for Greek producers to expana the production of tradeables.
This requires an improvement in competitiveness. In other words we need
a2 talancead package, balanced between absorption and competitiveness,

not all the emphasis on absorpfion. It seems to me that we are
continuing to suffer from obsession with the public sector deficit ana

neglect of competitiveness.

As before, the neglect of comgetitiveness can be delfendea on the ground
that the exchange rate is targeted an inflation. I have indicatea my
criticism ot this position ana will not repeat myselt. Sufriice to say
that it is not possible to go on ana on neglecting competitiveness.
Unless remeaial steys are tagxen on this front, the aajustment of the
Greek economy will, at best, be incomplete. If proauctivity can te
coaxed into a rapidly growing path, it will greatly help. Put in the
short and medium run some contribution from the exchange rate (in

conjunction with incomes policy) neecs to be made.
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As these are delicate matters, involving a highly sensitive area of
the econcamy, let me sa&y at once thaf I a0 not tuink a step cevaluation
is neeaed, If all the other rzlevant commitments are in the process
of attainment, it will suffice to engage in 2 rate oI cepreciaiion
such that it overcompensates or the Iaster dse in unit latour costs
in Greece thkan in our traaing partners, this policy to be introaucead
the very moment 1991 expires-ana with it expires the commitment which
we made that precludes such a policy. We shall then have two years
before another commitment --— not, as 1 reaa it, absolutely binding as
to its timing -- comes into operation, Greece's accession to the
Exchange Rate lechanism (ERM). The time available is not ample. ZRut
if we plsyour cards right I believe we czn, in that time, gain
signitficantly in competitiveness withow foregoing some decelerztion
in the pace of depreciation, in (partial) reflection cf the declining

rate of inflation.gé/

By attaining the targetea improvement in the current account -- two
percentage points of GDP -- we will have a sustainable position in our
external accounts. But this is not the only criterion which bears on
the target we shoulad be aiming at. I want to bring to your attention
two other considerations. The first relates to absorption. Wwhen tnere
is an enhancement of competitiveness the conseguent current account
improvement (which is now achievable at a given GDP or even with GIDP
close to its trend growth) will take up some oi the aisabsorption
emanating from the PSBR reduction zna there will be less disabsorption
to spgare than had there been no improvement in competitiveness. But
Wwith the aspiration to a current account improvement limitea to 2% of
GLP and a commitment to a PSBR reduction egual to 10% of GTP, my guess
is that there will sTill be excess aisabsorption, aiter allowing for
extra claims on resources Irom other plausible sources. 1I so, we are

still liable to have stagnation/recession infliczea on the economy,

. - nln '} 2€
though to a lesser extent than in the absence oI improvec comyetltlveneSSvr{



TN

- 27 -

The second consideration relates to the repayment ar aebt. You will
recall th=t the PSER tearget for 1993 implies 2 repayment oI netionzl
debt equal to 2% ar GuP. You will a2lso recall that the current account
target implies that 2ll repajment will te of internal cedt, none ot
external adebt. Is this the right balance? AT the beginning or tae
papger I aescribec our external aebt position as not dangerous but
uncomfortable. ‘when tre present loan from the Eurogean Community
matures, we either repay iI from balance oI payments surpluses or we
finance its repayment by borrowing from foreign banks. The latier
alternative will increase perceptibly our exposure to torei.n banxs

and may only be feasitle at a stift price.

So far both consicerations suggest as desirable a more ambitious target
for the current account than we bave. It will be anti-recessionary, by
taking up some of the spare disatsorption ana it will switch at least
rart o the deb¥ repayment to external cebt, which will be helptul.

And it would not be utopian. hremember that following the stabilisation
programme of 198€-87 we had a current account dericit ot only 1.8% .

of GLP in 1988, despite a 4.1% growth or G~LP in that year. There are,

Lowever, two points to be maae on the other sice. Point (a) is that

we may nothave enough time by the end of 1993 to effect, tarough a sliding
parity, the improvement of competitiveness necessary to achieve a moee
ambitious target. Point (b) is that repaying externaldedbt implies
foregoing goods ana services to the corresponding extent; repaying
internal debt does not. DPoint (b) has to be balanced, however, against
the recessionary loss or output that, as I have suggested, is liable to
follow if we stick to the present current account target. 1t seems to

me that a review in depth of the target for the current account woula

be helpful.

‘A last observation on current policies. It concerns our accession %o
<he ERM, presently scheaulea for 1993, ana its relation %o competitiveness,
on which I have lzia so much emphasis.it is vitally important that when

we acceed we ao so at a central rate for our exchange parity which aoes
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not nznaiczp our competitiveness. ror, once insice, the room for
menoeuvre with resgect to the exchange rz3te will obviously be limitea.
I will sun up my assessment of current policy, as enunciated in tke
taree-year stabilisation programze now in progress, in worus 3snet in
various combinaticns 1 have used many times alreacy. 'The pgolicy is
strong on absorption ana weak on competitiveness. This is an uncdesiratle
imbalance. 1 am not suggesting that the pclicy as it stands is
inconsistent with the attainment oi the target for improvement in the
current account but such an improvemen®t is likely to be accompanied by
recessicn. 1 believe a better balance is needea. Unless we make big
brogress on the competitiveness front, the challenge oI aujusiment
to an open economy -- now much more cpen than in pre-EEC days ana getiing

more oren all the time -- will not be met.

Macroeconomic Management under a Tight EHM.

Having surveyed macroeconomic problems and policies of the past -- the
'eighties -- ana of the present — 1991-93 —- I will now peer into the
future. The point in the future that I select is the stage before rull
MU, i.e. berore we come to a single currency ana a single central tank.
The critical feature oi the selected point is that exchange rates among
Community currencies are, in principle, irrevocadbly rixea and the system
is completely free of exchange restrictions. I shall refer to this as
tight EM. Earlier stages in the transition to EMU are conceptually
messier ana therefore difficult to discuss in the abstract. I alistinguish
two phases in the tight ERM. 1In the first there are still some doubts
about whether the parity will be truly irrevocable. In the second there

are none. [t will suit me to start with the second phase.

1t is universally acsnowlecgea that in the circumstances of the secona

vhase an inaepenaent national monetary volicy is utterly impossible.
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Noxrinzl interset rztes will Te the same tarougnout the Community. any

attempt by a national centrzl benc to cevizte Ircm Them will Te swempes
by arbitrazing capitzl flows, since there is no perceivec exchange risk
to dissuade market operators Ircm taking aavantage oI tThe slightest

nominal interest aifrerential.

But the neseda for national macroeconomic management does not disapreear.

An instrument of policy is lost but, since policy action would still te
needed, the prospective loss oI the monetary instrument is much lamented
by some. OCne case, which illustrates the problems that may be posed,

has receivec much prominence in Britain: nominal interest rates are tue
same everywhere in tne Community but some countries are experiencing
higher inflation than others; their monetary conditions must te made tougher
but instead tney are easier, their real interest rates teing lower. ‘he
monetary autnorities can do notaing about it. not surprisingly, the

hunt for alternative instruments is on. Jfiscal policy, which at the peak
ol anti-Keynesian fashion -- the late 'seventies -- was viewed by many

with derision, has Ttecome again a subject of active discussion.

Yerhaps in Utreece the loss of the monetary instrument will be telt less
than in most cther Community countries, proviae. we can restore some
order in the public sector aeficit. Wwith respgect to the PSBk the Bank
of Greece has haa a high prorile in damzge limitation. bBbut generally
the monetary programme is shaped not so as to determine macroeconomic
performance but so as to be consistent with targets set anc act as a
backstop. One indication of this is that the monetary programme comes
last chronologically in the big policy-making rouna in the run-upy to

each new year,

Can fiscal policy be etfectively operated in ureece? Clearly not ii our
baseline is a lzrge public sector deficit sucir 2s we have haa in the last
ten years. ror then the pressure is only one way —-— to ge®t the aericit

aown — ana you cannot acapt your fiscal policy sensitively to the ups
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end cdowns of *he economy. bBut even ii this is'put right, it is said

thet 2 sensitive use of fiscal policy is imgossible tecause ¢ the large
time-legs involvec. Ln ureece this worries me less tnan the acministrative
inadequacy and the politiczl culture. bBetween tihem they are not conducive

t0 good cnoices under time pressure.

Anc so to incomes policy. 1 hazazra <the prediction tnat in the search
for altermative instruments of policy, incomes policy will gin a higher
profile in Communitvy countries than it has haa. xemember that incomes
policy was "invented" in the period of firmly pegged exchange rates in
the 25 years or so after World War II. IXor those who have forgotten ix,
i% will be reinvented to fit tne fixea exchange rates of ERV and later

the single currency of the IEMU.

Greece will be at an advantage because it is one of those countries whicn
have not forgotten incomes policy. But we must improve it ana, dare I say,
perfect it. Incomes policy was used most successfully auring 19€6-87.

It carried the bulk of the burden ori the stabilisation programme of that
period. Two unforitunate features were, however, associated with it.

The first was that incomes policy Dbecame too closely linkea in  the public
mind with a peclicy for incomes reduction. 1 do not mean to say that

real incomes reduction was avoidable at that time or that there was a
better way to do it than incomes policy. But in fact incomes policy can
have two roles. One is indeed to influence real incomes ii this is
necessary, but the other is to serve strictly as an instrument to control
cost inflation without interfering with real incomes. Turing 1986-87

and again in the current statilisation programme the tirst role was the

dominant one and it obscured the second. This is unforiunate.

At a high level oI employment in the economy, average nominal wages are
prone to rise faster than average productivity growth when wages are
settled by uncoordinatea bargains at inaustry or plant level, even if

there is no excess uemand in the system. By resorting to aemana-
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restriecting measures you can, oI course, sjuesze out this cost pressure
on prices but it is aa inefricient ana wasterul mezhoa, rzising |
unemployment ana pushing GLP below ivs trend growih petn. Or, ir you
leave the economy alone, demand contraction viz a2 aeteriorzaticn of

the current account (when other countries are not subject tc inflationzry
pressure to the same extent) will ultimetely azve the same erzect.

The classical ccnception of the gold standard mechanism envisaged the

system as operating in this way. And it was a wasteful method oI

operation.

By hitting demand when the source of the problem is on the supply siae,
you violazte the first rule ot optimal intervention which is to intervene
directly at the source of the trouble, not indirectly via a related
area. If you do the lattexn your intervention will work if appliea hkara
enough, but it will be a second or third best way of doing it. If you
have no instrument with a direct effect, you have no choice. 3But
incomes policy operates directly on the source ef the problem. It can
influence just the.growth of nominal incomes while letting real incomes
Keep in step with average productivity growth (plus or minus changes in

the terms of trade and indirect taxes).

The second unfortunate feature associatec with incomes policy in 1586-87
was that it wes compulsory. A feature which may be tolerated in an
emergency, cannot serve when the instrument is meant to play a regular
part in macroeconomic management, to be usea in circumstances ol
reasonable normalcy. A consensual incomes policy, one that effectively
extends to the private sector of the economy as well as the public sectar,
becomes mucih more feasible when it becomes unaerstood that it is about
nominal incomes, not real incomes. Consensus does not of course mean
that the government cannot use a tax framework that will promote
incomes policy and exert other influences that will coax ard persuaace.

I do not pretend that it is going to be easy ana I have no blueprint.

There is awhole spectrum oI opticns to choose frcm. Buit I believe that
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the great challenge of macroeconomic mznagement as we move to the EMU
will be to formulzte an eifective anu acceptable incomes pclicy. Past
successes ana fzilures in many countries nave valuzble lessons to teach.
If we do succeed, even to a limitec extent, in meeting this challenge,
the problems oi macroeconomic manzgement close tc the full EMU ana inside

the £ull EMUwill not ve as fcrmicdzbleas they are sometimes maue out to be.

I have concluded my discussion of the secona of the two phases into which
I divideu the tight EMU. I now turn to the first phase in which fixed
parities have been declared irrevocable but market operators retain some
doubts atout whether they will hola. Chronologically tnis precedes the
second phase btut I have left it to the ena because I think that Ior us

it is the more ditficult and dangerous phase of the two. In aduition,
the points made about this phase are of broader application. They will

be largely relevant even under a loose EHM.

I have two basic observations to make. The first is thatin this set up
we will have to learn to pay more attention to the capital account than
hitherto ana also to relative nominal interest rates. I do not mean to
imply that the ceapital account was or could have been neglectea upy to now.
The difference between a weak and a dangerously critical dalance of
payments situation usea to register emphatically in the capitzl account.
But I woula say that the onset of capital account sickness was generally
driven by capital account sickness. Thkis may not be so quite to the same

extent in the changed circumstances.

Things will be different in a number of ways. First, the capitzl acccunt
will be more sensitive to sentiment about the arachma because czpital
flows will materialise which were previously aeterrec by controls ana
because some flows, previously disguisea as current account Ilows in the
face of restrictions on capital movements, will no longer need to be so
disguised. Up to now, if you were, say, an importer and anticipatea a

devaluation, you woula accelerate your purchase of the Ioreign currency
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auve for your imports; when ‘capital flows are unresiricted ana currency
conversion very cheap ycu will purchase cirectly %tze foreign currency

of your choice and time it to suit closely your speculative sentiment.

Second, the capital account will register turoulence elsewhere in the
Community. It there is a build up of expectations, say about a2 IM
upveluztion,sutficient to give the idea some credibilitiy aes.ite the
commitment to irrevocatle parities, the ureek capitel account will

reflect this,

Third the capitzl account will be much more sensitive to interest
differentials. 7The ease and cheapness oi currency conversicn will
make it worth while to shift balances in response %o even

small aifferences in nominal interest rates (but see below).

Having said all this, 1 would nevertheless incline to the view that in
the ureek circumstances the current account will remain the more
important and prior concern, if to a less pronounced extent than before.
In the nature of the economy, the financial sectorwill be small, even
relatively speaking, anc this will moderate the role ot the capital
account. Sentiment avout the drachma will continue to be dominated

by the performance anc prospects or the current account. The capital

account, however, will reflect tThis sentiment much more sensitively

and acutely, which means that any problems in the current account

will be magnified more than tefore.

This emphasises the importance of entering the ERM at a truly competitive
exchange rate and for subseguently defenaing it against erosion. It also
poses the guestion again whether we should be aiming at more than a just
sustainable position in <vae current account, this time in oruer to have
in reserve a margin of confidence that will prevent relatively small
problems being uncomfortably enlargeé through tae new volatility in

the capital account.
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My seconc tasic otservation is that for a long time ne arachma will Te
subject, more than most currexcies in the Community, to the feeling tnat
it is not fully secure &gszinst a cownward rezlignment, even wnen an
objective tests of the thea current position it is no less souna 3nan
other currencies. We shall be carrying the burden of our history. This
mezns thatour nominzl interest rates will heve to carry a premium to
compensate for the perceived adcdiztionzl risk. In turn, tais means that
if our inflation rate is the same as in the rest of the Community, our
real interest rate will be higher than elsewhere. As this is perverse,
given that Greece is one of the least developed countries o1 the
Community anc needs to encourage investment, it is one of the justitication
for compensating transiers from the Community anc for disproportionate
access to Community funas under structural and regional programmes.

But it is also yet another reasonfor emphasising competitiveness and a
comfortable current account position. ‘Lo the extent that we pertorm
well in tnese respects, the climate of expectations will ke frienalier
and the risk premium on our interest rates will be lower than otherwise

ana its duration less prolonged.

Summing Up

I have travellea over a lot of ground. But there is one unifying theme
which extends across all the periods of my survey -- the importance of
competitiveness. With short-lived exceptions, we have failed to pay
adequate attention to competitiveness, having allowed the problem of

the public sector dericit to dominate our thinking even when, efrectively,
nothing or less than nothing was being done about it. ‘he absorption
problem, cIf which the public sector aetricit is a crucial part, is very
important but it has to be viewea in conjunction with competitiveness

and a tealanced pacxage of policies has to te implementea to tacxsle totk.
In the long run competitiveness is bounu uy witn productivity growta,

quality enhancement, innovation etc, but in the shorter run macroeconomic
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menagement must secure competitiveness and defend it 2gainst erosion.

in an cpen economy competitiveness is oI capitel imporiznce. On joining
the European Community in 1981 the ureek economy teczme more open and
withh 1992 soon ugon us, tne single marxet will tring svill more openness
and yet mcre openness will follow later with the merch towarcs ruropean
Monetary Union. While ureece needs to aujust on many fronts, acjustment
ocn tke competitiveness rront is one ol the most challenging anu most

pressing.




NOTES

1. The t#ensitional element has been rougaly guantified Irom shares ol
erployment and growth of value adaea per person employed by sector, as
given in OECL, 1991a. It was assumed that marginal product egusliea
average prcauct in each sector. OCn plausible assumptions -- increasing
returns in industry, diminishing returns in agriculture or, more
strikingly, disguisecé unemployment in the latler -- tne transiticnal
component of growth in previcus pericas woula te larger.

2. When we enter tne EHM ana as the ERM rules tighten, the capital account
will play a greater part than it does at present ana in that context

I will give it some at<tention. For now I place the emphasis cdeliberately
on the current account.

3. A relative wholesale or producers' price index can Iall because

of a squeeze in nome producers® profit margins resulting from
uncompetitiveness. A relative retail price index can fall because the
import content benefits from exchange rate overvaluation which is,
bowever, detrimental to competitiveness. For a discussion oi alternative
measures of competitiveness see Durand and Giorno (1987).

4. The need for adjustment to the high o0il prices oi the early ‘eighties
was obviated by the price collapse in 198¢.

5. Also Spraos (1991) in a book of conference papers presented in 1987.

6. The academic who formalisea the Iirst moael was Norahzus (1975). Ve
have clearly conformea to cne part or the moael: the cycle in economic
management. ‘''he business cycle expected to result from it has not
materialisea in the Greek case.

7. The stabilisation paclkkage began to unravel at the beginning of 1988
tut some of its effects lingered through that year. 1989 does not fit
well in perioad III but was included to complete the decade,

8. The phrase is taken from Tannzi et al (1987) -- see below.

G. That it is small for at least some people is indicated by the fact
that ECU-indexea bonas can be floated at an interest rate lower than
non-indexecd government aebt by an amount which tears some relation to

the rate of depreciation of the drachma. Other bits of evidence include
the sizeable negative coefficient or tiie inrlation term in the consumption
function (Garganas, 1531, chap. 2), whicn is replicatec in many OECD
countries (lean et al, 1989).
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i0. The resulting PSER differs from tie so-callea primary cericit in that,
unliixe tne lztter, it coes not exclude the interest ccst oI the externzl
dett., Beyona the present context, there is anotzer dirfersnce Tteiween
inflation-acjustea and primary cericit. Unlike thke tter waica
exclucesall interest paymentis, the inflation-adjustea cericit woula nct
exclude payments atiributatle to a positive real interest rate while,

ir the inverest rate was negative, the resulting pure inflationary
erosion of the aebt woula, in principle, be allowea for, The l=atter

is not aone here in order to kxeep things simple.

11. The indexation is imperfect to the extent that (a) there is intlation
abroad and (t) the effective exchange rate (weighted by the currency
shares in the foreign debt) does not xeep in step with domestic
inflation. The ECU-~inaexed drachkma debt is similar to the externzl

debt but it is too small to master.

12. The annual IMF mission to Greece has not yet includea in its reports
inflation-aajusted tfigures for the PSBh but the last report (1991)
inZlation-aajusts the private savings ratio which, in & closec economy,
would have been the same thing with the sign reversea.

13. The authors of a European Commission stuay (1990) estimate seigniorzge
in ureece at 2.34% oi GLP in 1985-87 anc 2.7%% in 1988. Their measure

of seigniorage is, however, unusual and creates some protlems. Measured
as the increase in currency in circulation plus interest-free compulsory
bank reserves, seigniorage comes out at 2.1% of GDP for the years 1988-30.
Ls 56.25% of compulsory bank reserves were interest-bearing tut at below
market rate, some seigniorage accrued from that source also but

it was insignificant. A part of seigniorage revenue finances airectly

the PSBR (Stournaras, 1990) and would be double-counted it PSBk and
seignioragewere summed without appropriate adjustment. Alogoskoufis ana
Caristodoulakxis (1991) derive a figure of 2.6% of GDP as the maximum
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