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ABSTRACT

The purpose of this study is to assess the degree of importance

of monetary policy in a developing economy taking the case of Greece

in the period 1950-1970, as a case study. The institutional frame-

work of the Greek monetary sector is examined to determine the policy

tools available to the monetary authorities. In addition, the rela-

tionship between the various monetary variables and their interaction

with the real sector is considered in detail in order to provide the

necessary analytical basis for evaluating the monetary policy pursued

over the twenty year period. It is argued that the problems faced

by a country such as Greece, which is at an intermediate stage of

development, are of .a type which cannot be effectively tackled by

anything'short of a comprehensive and multidimensional long term

policy. Within the framework of such a policy the role of monetary

policy is the auxilliary one of ensuring that funds are available for

financing this long term policy. Even the short term stabilisation

role of monetary measures is restricted by the institutional and

economic conditions prevailing in Greece. The allocation of a leading

role to monetary measures, instead of a complementary one, is criti-

cised on the grounds that monetary policy cannot serve as an adequate

substitute for a general policy often involving direct government

intervention. Disproportionate reliance on monetary measures, it is

argued, has meant that few of the basic structural weaknesses of the

economy have been removed with consequent retardive effects on growth.

Consequently, rather than attributing an exaggerated importance to

monetary measures, it is maintained that monetary policy should be

viewed in its correct perspective as an important but auxilliary tool

of an overall policy for growth.



CHAPTER I

The Greek Economy: Background to the Study,

The purpose of this study is to examine the degree to which

monetary policy can offer a positive contribution to the economic

progress of a country which in terms of development stands midway

between the severely underdeveloped countries, such as those of the

third world, and the highly industrialised or advanced countries. The

specific country under inspection is Greece; a country whose intermediate

position on the scale of development is reflected in the simultaneous

appearance of features normally associated with either underdeveloped

or advanced countries, Greece then is a developing economy, i.e, an

economy with a relatively low level of per capita income which has

*
entered into the process of raising this economic variable. The scope

of this thesis is such that the process of development need be considered

only with respect to this one aspect of development - the growth of

economic magnitudes — even though this represents only one facet of the

multidimensional process of development.

An assessment of the degree of importance of monetary policy or

the role which it can play in the general process of development in an

economy requires that two major factors be considered. First, the

mechanism of the monetary system must be understood, i.e, the relation-

ship between the variotis monetary variables must be isolated aud

examined, and second, the relationship or degree of interaction between

* This is not necessarily the only criterion which can be used to
judge the level and rate of development. Social, political, cultural
and efficiency criteria may be considered equally important. See for
example, Harbison (i).



the monetary sector and the real sector must be assessed. This enables

the impact of monetary changes on the economy to be guaged and hence

allows the pursuance of the optimum monetary policy with respect to

economic development.

At this juncture it must be stressed that there is an important

distinction between economic growth based on a foundation which will, in

the long run, lead to the alleviation of the acute problems faced by a

developing economy, and on the other hand, a rise in the level of

economic magnitudes such as G,N.P. achieved at the cost of an exacer-

bation of the structural imbalances of the economy, e.g. an aggravation

of the balance of payments deficit and hence an increase in the degree

of foreign indebtedness and economic dependence which will create dif-

ficulties in the future. This point is emphasised becaxiseof the

presentation by successive Greek governments, of statistics showing a

reasonably rapid rate of growth of G.N,P. as proof of a healthy develop-

ing economy, while a share of the credit is accorded to monetary policy

for its role in maintaining stable prices.* However a detailed analysis

of the full range of government statistics showsthat the structure of

the Greek economy has not been significantly improved since 1950's and

current increases in the level of national income have been incurred at

the expense of increasingly uneven development of the basic sectors of

the economy. In this chapter a brief account of the Greek economy in

general is given in order to present a picture of the framework within

which the monetary authorities have had to operate between 1950 and

1970. This will bring out the basic deficiencies of the Greek economy

* This can hardly be contended since September 1973 when an accumulation
of economic mismanagement plus the general monetary crisis has result-
ed in the largest price increases since the wartime inflation.
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and illustrate the imbalances which need to be tackled by a government

policy designed to facilitate and accelerate the development process.

Thus it will give an indication of the objectives of monetary policy in

its auxilliary role within the context of overall government policy.

The period in question has been characterised by a steady rise

in the level of national income. This has been accompanied by a more

than proportional rise in the level of consumption. Private consumption

stood at 27.183 billion drachmas in 1950 (G.N.P. 32.266 b. dr.) and by

1970 it had risen to 192.227 b. dr. (G.N.P. 286.174 b. dr.). The

average annual rate of growth of consumption over this period being ll.l^o

per annum as opposed to an average annual rate of growth of G.N.P, of

6.25b per annum. The rapid urbanisation and growth of the middle class

has resulted in the attitudes of a "consumer society" becoming prevalent,

a trend fostered by most Greek governments, the mass media etc. The

rapid growth in building activity, tourism and other activities plus

the gross income inequalities to be found in Greece, have contributed

to the rapid rise in the level of expenditure. Contrary to what might

be expected there is little evidence to support the view that the

higher income groups have a greater marginal propensity to save than

the lower income groups, since the former have been particularly prone

to conspicuous expenditure. D.Psilos in his study of the capital

market in Greece, analyses the sources of savings and shows that there

is a tendency for wage and salary eai'ncrs, and to a lesser extent farm-

ers (many of whom have extremely small incomes), to contribute an ever

increasing share of savings deposits - the chief form in which savings

are accumulated. Conversely, the entrepreuneurial and professional

classes contribute a decreasing proportion of savings and Psilos con-

cludes that these higher income groups have a greater marginal propensi-

ty to consume than the former group (2,3)• This trend in the source of
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savings deposits has continued. There has, therefore, been an ever

growing market for all forms of consumer goods including cosumer

durables and luxury goods.

The rate of total investment has been rising but the structure of

the investment which has taken place has not been such as to improve

the imbalances of the Greek economy. Specifically, the rate of growth

of investment in manufacturing and in the agricultural sectors has

been disproportionately low compared with that in other sectors. Table

1.1 shows the average annual rate of growth of investment in various

sectors for the 5 four year periods since 1951* If we exclude the period

1951-58 which covers war reconstruction, the rate of growth of investment

in both the above sectors has been lower than that of other less vital areas,

TABLE 1

Average Annual Rate of Growth of Gross Fixed Capital Formation

Inv. / Agri- Manu- Mining Energy Trans- Housing
GNP cult- fact- & Quar- water port &

ure uring rying Sewage Commu-
nications

1951-5** 16. 4 — -16. 0 33. 6 66. 8 29. 7 7.2

1955-58 18. 4 29. 9 18. 7 30.6 8. 4 33.** 8.6

1959-62 27. 2 9. 3 7.1 -0. 7 14. 0 17. 4 5.6

1963-66 27. 4 7.5 13. 7 26.6 13. 1 18. 5 13. 9

1967-70 33.** 10. 4 10. 5 14. 8 10. 0 11. 6 9. 8

1 2 TD
- Shipp-Other Other Trans-- Shipp- Gross Total Total

buil- const- port ing Fixed Govt. Private

ding ruction means Capital Capital Capital
Forma- Forma- Forma-
tion tion tion

1951-5** 6.1 -2. 0 52. 0 155. 3 -0. 5 -10. 4 6.1

1955-58 11. 7 20. 5 54. 2 44. 9 15. 2 13. 2 15. 9

1959-62 18. 1 16. 0 18. 0 26. 1 9. 9 16. 0 7.9

1963-66 11. 3 10. 8 28. 1 87. 7 12. 7 8.1 14. 6

1967-70 14. 8 10. 3 11. 3 30. 3 10. 5 11. 4 10. 7
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Source? Nefeloudis (4), (constant I960 prices).

1. Offices, commercial and industrial buildings, hotels.

2. Mainly pxiblicand municipal works.

3. Includes shipping.

Consequently the output of these sectors has lagged far behind the

demand for their products which has had to be satisfied by a rapidly

growing level of imports. Further, this means that the relative volume

of investment in the various sectors has not changed. As Table 2 shows,

there has been no significant trend in the contribution to total invest-

ment of investment carried out in the agricultural and manufacturing

sector while building continues to attract a disproportionately high

proportion of total investment.

TABLE 2

Gross Investment in Selected Sectors as a Percentage of Total Investment

Agriculture Manufacturin<T Bxiildinc:

1951 13.05 19.42 40.15

1955 7.86 10.15 56.24

i960 12.87 6.63 32.81

1966 10.68 10.41 41.73

1970 10.99 10.37 42.41

Source: National Accounts of Greece 1948-70.

The structural changes achieved have been inadequate and this has

had significant repcrcussions for the course of development. Industrial

exports have risen rapidly since the mid-sixties from 1,350 m. dr. to

7,890 m. dr. in 1970. This increase has been chiefly the result of three

large projects, which are mainly controlled by foreign interests, for

the exploitation of aluminium, iron and steel and ferro-nickel, In

addition to these exports, some traditional domestic industries such as

- 5 -



clothing and footwear have lately turned towards foreign markets,

although their contribution towards the increase in exports has been

small. Thus the degree of export diversification has not been great

and industrial exports still consist largely of processed raw materials

and simple manufactured commodities. Only five per cent of exports

are composed of highly finished products.

This is a direct consequence of the structure of realised invest-

ment in the manufacturing sector and the conditions under which it has

taken place. These factors can be more important than the rate of

growth of manufacturing investment. Over the period in question invest-

ment in basic and mixed* industry has been rising at a faster rate than

investment in light industry. The output of the former (which comprises

chiefly chemicals, minerals, metals and their products) has been rising

at an average annual rate of 15»6/oper annum over the 20 year period

as opposed to an average annual rate of 8
c/ofor light industry. The

contribution of the output of light indxistry to total manufacturing

output has fallen from approximately 7 in 1952 to 55/°in 1970 while

the contribution of basic and mixed industry has risen by a correspond-

ing amount. This shift in the structxire of manufacturing industry

has caused a large increase in the demand for capital goods but there

has not been a corresponding inci'ease in the size of the capital goods

industry hence increased demand forcapital goods has been met by

rising imports.

The increase in the size of basic and mixed industry, especially

extraction and processing of raw materials, since the beginning of the

* Industries producing processed raw materials and capital goods but
also goods for final consumption are designated as mixed industries.
E.g. Chemical industry.
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1960S has been largely due to the development of these industries by-

foreign multi-national firms, e.g. Esso-Pappas (oil refining, aluminium,

chemicals, iron and steel); Pechiney (aluminium and nickel), Unilever,

Krupp, Mobil Oil etc. Even firms which were domestically owned during

this period have since been acquired by foreign firms. The reason for

the dominance of foreign firms in this field has been the relatively low

cost of labour but chiefly the concessions granted to such concerns by

successive Greek governments. Concessions inclxidesuch advantages as

complete freedom of repatriation of profits, import duty exemption on

imported capital goods, exemption from local taxes and subsidised

electricity supplies, many of these constitutionally endorsed. These

concessions plus the low level of wages have made it extremely profit-

able for such firms to invest in Greece. In addition, credit has often

been extended to these firms by Greek commercial banks and the develop-

ment banks such as E.T.B.A. so the amount of capital imports Greece has

gained has often been relatively low. The result of this policy has

been a skewed development of the industrial sector with many small

labour-intensive firms at one end of the scale and a few large multi-

national monopolies at the other end.

In contrast to the industrial sector, the structure of the agri-

cultural sector has undergone little change. The output of cereal

crops has not increased significantly while the rearing of livestock has

actually decreased despite the large increase in the demand for meat and

dairy produce as incomes have risen. There has been a small increase in

the output of cotton and tobacco, while the other traditional products,

currents and raisins have also shown a slight increase. There has been

no significant change in the output of olives and olive oil. Citrus

fruits are the only major product which has exhibited a steady rise in

output, being in 1970 about three times a3 large as in 195^« The
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contribution of agriculture to G.N.P. has fallen from yf/oin 1950 to

18,4/0 in 1970. (see Table 3).

TABLE 5

Contribution of the various sectors to G.N.P. (at 1958 prices) .

1950 1962 1966 1970

Agriculture 34. 0 24. 3 21. 3 18. 4

Secondary Production 25. 0 26. 1 28. 9 33. 2

Services 41. 0 47. 0 47. 8 45. 6

Income from abroad - 2.6 2. 8 2. 8

G.N.P. 100. 0 100. 0 100. 0 100. 0

Source: I Elliniki Ekonomia (Annual Surveys of Greek Economy by Bank
of Greece) .

This reduction in its relative contribution to G.N.P. is inevitable as

the industrial sector has gained in importance, however, the fact that

the composition of the agricultural product remains unaltered has had

serious consequences for the economy since neither domestic demand has

been adequately met nor has a sufficient contribxition been made to

exports in order to help meet the rising import bill. Greece is still

producing traditional commodities like raisins, cxirrents, tobacco etc,

the world demand for which has risen by very little. During the sixtees

world trade in these commodities rose by only 2 per cent as opposed to

trade in all agricultural products which increased at more than twice

this rate (5)» In addition there has been a shift in consumers' tastes

away from some of these prod\icts e.g. turkish tobacco, which has aggrava-

ted the situation further. Over the past ten years the contribution

of agriculture to exports has falleu from over 80 per cent to approxima-

tely 50 per cent and in absolute terms there has been only a very small

increase in the volume of these exports. With the exception of citrus

fruits, there has been no movement towards the production of commodities

with greater export potential while at the same time there has been no
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serious attempt,to produce products to satisfy domestic demand for

food products, which is being increasingly met higher imports.

The services sector is one which has grow steadily so that

its relative contribution to GNP has remained practically unchanged a3

can be seen from Table 3* The activities encompassed within the

general heading of services are diverse and vary considerably with

respect to their direct relevance to economic growth. Certainly the

growing contribution of the services sector (tourism, shipping etc.) to

the balance of payments has been important. Nevertheless, the persistent

pressure on the balance of payments cannot be continually met by this

sector. The ever widening gap on the balance of payments, which has

reached unprecedented dimensions in recent years, indicates that this

problem cannot be overcome unless structural changes in production (in

both the agricultural and industrial sector) are made which will allow

import substitution and contribute to the payment of necessary imports®

Tourism in particular is strongly affected by international economic

conditions since the travel industry is very sensitive to changes in

the level of income in the rich countries from which most tourists

originate. Overdependance on foreign exchange earnings from tourism

could therefore have severe repercxissions for the Greek economy in a

time of recession.

The public sector does not present any significant changes over

the twenty year period under examination although government expenditure

has been rising rapidly. The level of expenditure on current account

has risen from 12.876 billion draclxmasin 1957 to 42.4 billion drachmas

in 1970 the relative size of the different categories of expendi-

ture has undergone some change as can be seen from Table 4. Current

receiptsof the government sector have been rising at a faster rate than

current expenditures and the budget on current account has always been

- 9 -



in surplus. The major source of government receipts has been indirect

taxation which has contributed, between 55»2/oand 59•4f/eof total receipts.

Direct personal taxation has contributed approximately "}kc/oof receipts

over the period while direct company taxation amounts to about 1.6c/o of

total receipts, and income from government enterprises has been appro-

ximately 5c,o.Capital formation by the goverment has since 1955 accounted

for just over a quarter of total investment or approximately 26
c/oof

total government receipts over the same period. It has mainly taken

the form of improvements to basic infrastructure e.g. transportation,

electrification works, irrigation and land reclamation etc. (6). The

overall budget has always been in deficit and this deficit has risen

from 2.99 billion drachmas in 1957 to 8. 4 billion drachmas in 1970*

The deficit at the beginning of the period was largely financed from

foreign sources in the form of loans or aid. Over the years, the

contribution of domestic financing has risen to approximately two thirds

of total deficit financing requirements.

The Greek balance of payments has shown a persistent deficit over

the whole period. In 1950 the deficit stood at 278.8 million U.S dol-

lars. It was greatly reduced in 1953 to 24.8 million dollars as a

result of the 50 per cent devaluation of the drachma. (The par value of

the drachma is 30 drachmas = 1 U.S. dollar). Between 1954 and 1958 the

balance of payments deficit stood at approximately 100 million dollars

(except for 1955 when the deficit dropped to 40.5 ra. dollars as a

result of strict import restrictions and an above average rise in

invisible and export earnings) . The following year saw a rapid rise

in the deficit to 112 m. dollars and this wide gap continued until 1959

when import quotas were introduced and the absolute value of imports

fell below the previous year's level for the first time. After this

year the gap in the balance of payments began to rise steadily as the

balance of trade widened increasingly year by year.

- 1 0 -



TABLE 4

Government Expenditure on Current Account, (c,o of total) .

Adminis-
tration Defence Justice

Education,
Health,
V/elfare

Other Total

1951-54 21.2 48. 8 3.8 14.9 11. 3 100

1955-58 23.2 46. 2 5.3 15. 9 9.5 100

1959-62 25.0 39. 2 5.3 20. 1 10. 4 100

1963-66 25. 3 32. 4 5.3 24. 3 12.6 100

1967-70 23. 5 38. 5 4.5 22. 7 10. 8 100

Source: National Accounts of Greece 1948-70.

Althoxighthere was a rising surplus on the balance of invisibles, it.

increased at a much .lower rate and was unable to offset the widening

trade deficit. This surplus on the balance of invisibles was due to

sizeable tourist and shipping earnings and emigrants'remittances. In

November 1962 the Association Agreement with the EEC was brought into

force and tariffs on imports from EE.0 countries were reduced by 57°f° r

goods also manufactured in Greece and by 10>-for goods not manufactured

in Greece. A further 10/breduction was effected on the latter category

of goods in 1964. By 1966 the deficit stood at 264 m. dollars and rose

to 410. 4 m. dollars by 1979.

The structure of imports over the period has undergone significant

changes over the years. In 1952 foodstuffs accounted for 21.Jf/oof
total imports, raw materials for 28. 0$, capital goods for 12. 6$ and

manufactured consumer goods for 19.7/<>» l*1 1970 foodstuffs wore l"3»lc/o
of imports, raw materials 21^u,capital goods, 30/°i manufactured goods

28/0. The structure of exports has also undergone some change. The

contribution of agriculture to total exports has dropped from 76/0 in

_ 1 1_



1952 to 40^-in 1970, while manufactured goods have risen from appro-

ximately 7
Li°in 1955 to 30c/° in 1970.

The persistent deficit over the period has been covered in

several ways. At the beginning of the period direct American aid and

war reparation fund3 provided the major means of covering the external

financing requirements but their importance diminished rapidly and

capital inflows acquired increasing moment. Suppliers' credit and loans

from foreign banks and organisations came to cover a growing part of

the deficit. Capital imports for direct investment have varied conside-

rably but have usually accounted for less than a third of total inflows.

The financing of the deficit has therefore posed a continuous problem

and the servicing of foreign debt particularly of the relatively large

volume of short term loans, and suppliers' credit has been rising

steadily and, particularly over the last eight years, they have made

up a growing part of outflowing capital.

The above brief account of the Greek economy gives an indication

of the background against which juonetary policy has been operated and of

the kind of obstacles impeding the course of development. The problems

related to growth have been intensified by the uneven development of the

country. The regions differ considerably from the main urban centres

and surrounding areas with incomes in the former being markedly lower

than in the urban areas (7)* In addition the regions exhibit heightened

social and cultural problems. Unemployment and underemployment have

been prevalent and have been alleviated only by large scale emigration

and migration towards the Tirban areas. Although emigration has helped

the balance of payment as a result of workers' remittances from abroad,

mass emigration represents a wastage of potentially valuable resources.

Thi3 is particularly true in view of the fact that many workers who

intend to return to Greece are unable to obtain skills which would be

- 1 2 -



useful on their return, since most workers in Germany, Belgium and.

otliercountries are employed in unskilled or semi-skilled jobs*

Moreover, the consequent depopulation of the countryside has caused

the potentially dynamic agricultural sector to stagnate. On the other

hand there has not been a sufficiently great improvement in the in—

dxistrialsector to offset this. The lack of long term planning for

the whole economy has therefore had severe repercussions. Piecemeal

improvements in limited sectors have proved unable to provide the

momentum necessary to lead to balanced growth.

Economic growth entails raising the country's productive capacity

through a sustained process of investment. A government policy which

has growth among its primary objectives must be such as to raise the

level of investment directly by increasing public investment and indi-

rectly by encouraging an increase in private sector investment. The

serious obstacles to domestic private initiative which exist in develop-

ing countries indicate a need for significant public sector activity.

Further, it is implied that for maximum effect, public investment should

be diversified and not limited solely to providing basic infrastructure,

^f course the latter remains a vital prerequisite for growth. As

already indicated above, Greece is no exception to the rule. Severe

imbalances in the economy, political and economic uncertainty and

inadequate government planning have contributed to the low level of

productive investment. * At the same time funds have been readily

* The term "productive investment" is used throughout to denoteinvest-
ment in those sectors of the economy whose output will contribute
towards satisfying the extra demand generated. This can occur
either by an increase in productive capacity which will satisfy
demand directly, or indirectly by raising exports to pay for
higher imports.
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attracted to those activities which bring quick gains and provide

openings for speculation and profiteering.

There are a number of theories used to explain the volume of

investment. Thus some argue in favour of some sort of flexible acce-

lerator theory linking planned investment with changes in aggregate

income or demand (e.g. 8). Another factor which determines investment

is profits (9), although profits and aggregate income are related and

it is not always possible to distinguish between the two variables in

statistical analysis. Probably the most important determinant of the

level of investment however, is expectations of future profits and the

risk attached to investment projects. Doth these factors arc generally

influenced by past and current economic conditions (although in a

developing country non-economic factors are particularly likely to have

a greater influence on expectations tiianin a more advanced country

where generally,political stability is greater). A government then

attempts to regulate private investment by manipulating the economic

variables which influence investment decisions.

Fiscal measures which res\ilt in a higher level of income and

directly stimulate demand hence provide an inducement for private po-

tential investors to increase their activity. Again, tax incentives for

investment increase the profitability of investment projects. In

contrast monetary measures impinge on investment decisions in a much

more indirect way. If it is desired to increase investment by imple-

menting an easy money policy then this merely ensures that investment

decisions are not frustrated by lack of finance. There is no reason of

course why availability of finance alone should have a significant

effect on investment decisions since even if finance is readily availa-

blejbusinessmen will not invest unless they expect to make profits.

Of course to the extent that monetary measures influence aggregate demand



then naturally they can provide an incentive for investment in the same

way as increasing disposable income by for example, reducing taxation.

However, there is evidence that in Greece investment decisions

are influenced to a significant degree by expectations which are in

turn often generated by ncn-economic factors (as is often the case in

developing countries) . This factor reduces the effectiveness of purely

economic incentives to investment unless they are sufficiently great to

counterbalance the large risk attached by businessmen to long terra

projects as opposed to high profits plus small risk involved in building,

trading etc. Under such conditions monetary measures are bound to be even

less effective in positively promoting investment than in countries

where psychological and political factors have a smaller inflxience on

investment decisions. In the situation prevailing in Greece the way

to raise investment is for direct public investment to take place in

conjunction with other measures to raise confidence in economic condi-

tions jfor example by adequate long term planning. In this event mone-

tary measures are important in ensuring that investment decisions are

not hindered by finance bottlenecks rather than in influencing invest-

ment decisions in advance.

So far investment has been discussed in general terms, as being

necessary for raising the productive capacity of a developing country.

In a country with limited primary resources it will probably be the

case that investment will be concentrated in the industrial sector.

The process of raising national income has been usually linked in

practice to a process of industrialisation, so that the adjective

"industrialised" has become synonymous with "developed". It is true

that certain countries have achieved a very high level of per capita

income mainly through the exploitation of primary products; either

agricultural products, as for example in Denmark, or raw materials, as
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in the Arab oil.States, (obviously distribution of income is not being

considered here, but potential per capita income). However, since the

market for many primary products is often subject to significant changes

either in supply or demand the world prices of such products often

fluctuate severely. A country therefore, which relies on primary product

exports to finance the rising demand for manufactured consumer and capi-

tal goods which accompanics rising income and changing behavioural

characteristics, may find itself in difficulties if its exports are faced

with falling world prices. There is evidence that on the whole the terras

of trade of Mediterranean countries (where agricultural exports make up

a significant proportion of total exports) have deteriorated since 1955

(10) and certainlythe agricultural exports of Greece have suffered from

the reduction of demand on the world market (ll) . A further reason for

some degree of industrialisation is to reduce foreign dependence.

Generally, relying on export earnings can place a coxuitry in an un-

favourable situation of economic and political dependence. This is

particularly so if there is one main importer or small group of import-

ers for its products. Thus a programme of development and growth

implies some degree of diversified industrialisation for most countries,

Greece included.

This does not mean that the Greek agricultural sector should be

neglected. On the contrary a policy aimed at raising productive capaci-

ty in agriculture would facilidate the building of a strong manufacturing

sector, a consideration which applies to many developing coimtries (l2).

Agricultural output can be raised by methods which do not require

imports of capital goods and raw materials on the scale required by the

industrial sector and increases in prodxictivitycan occur rapidly (13)*

If therefore the output of agricultural products (e.g. meat and dairy

foods) with a high income elasticity of demand were increased then Greek
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food imports could be reduced. In addition the cxiltivation of those

agricultural products which are potentially more suitable for export than

traditional crops would further reduce the adverse effects on the balan-

ce of payments of the high level of capital goods imports required by

the mamifacturing sector.

Similarly if investment in the industrial sector is concentrated

in those areas whose output has a high income elasticity of domestic

demand, thus substituting imports, as well as in sectors which can com-

pete on the world market, then growth can occur with the minimum of

adverse effects on the balance of payments. Thus it can be seen that

the type of investment realised is as important as its actual volume.

A government policy for growth has therefore to ensure that investment

takes place in the appropriate sectors. The contribution of monetary

measures to regulating the structure and volume of investment can only

be indirect.

The purpose of this study, as already indicated, is to illustrate

that monetary policy can only have an auxilliary role in a systematic,

comprehensive long term policy for growth. In order to assess the

extent of this auxilliary role it is necessary to examine the institutio-

nal framework of the monetary sector since this is instrumental in

determining the effectiveness of monetary measures as well as the type

of measures which can be employed. If there are no suitable financial

intermediaries, financial bottlenecks will be a constraint on growth.

The other factor which has to be examined in order to evaluate the

importance of monetary policy is the relationship between the various

monetary variables and in turn their relationship to the real sector.

Consequently the following chapter examines the development and current

structure of monetary institutions in Greece. Chapter 3 then summari-

ses the policy tools which are available, given the institutional back-
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ground of the monetary sector, and describes the ways in which they

have been used by the Greek monetary authorities. The two chapters,

4 and 5;deal with the relationships between the various monetary va-

riables and their effect on real variables. The conclusions derived

will be discussed in the final chapter.
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CHAPTER 2

The Institutional Framework

2.1 Introduction

An economy such as Greecc is faced with a variety of economic,

social and political problems similar in nature to those faced by a

more advanced country but which generally appear in a more acute form,

A sustained growth in the level of national income can only be achie-

ved by a steady process of investment, so that by sacrificing current

consumption the productive capacity of the economy will be increased.

One of the major problems involved in this process is the raising of

the level of savings and their subsequent mobilisation. Although the

accumulation of savings in Greece has proceeded at an ever increasing

rate there have been persistent difficulties in mobilising them in the

direction desired by the monetary authorities. Savings have often been

hoarded, particularly during the first decade of the period in question

or employed in ways which do not offer a direct contribution to econo-

mic growth. What is needed then is the channelling of funds into

productive projects i.e. projects which help to raise the country's

productive capacity. However, lack of confidence and security due to

political and economic instability over this period has led to a

reluctance to invest. Trading and quick gains have been preferred to

investment,say, in manufacturing which requires a longer period of

gestation and therefore involves greater risk. Both the experience of

hyperinflation in the immediate post war period and successive poli-

tical disruptions have contributed to this reluctance to endanger

funds in long term projects.

The problem then, has been twofold. First the initial accumula-

tion of funds and second their mobilisation into suitably productive
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outlets. The monetary authorities in Greece have tried to cope with

this.in a dual fashion. They have attempted to encourage the develop-

ment of private financial intermediaries through which accumulated

savings could hopefully he directed into investment projects, and to

a limited extent they have participated directly in this latter process

themselves, via state agencies. At the same time they have tried,

according to repeated policy declarations, to create a financial and

economic environment which will stimulate private investment and help

the financing of government investment projects. This policy has been

pursued against a background of adverse economic conditions caused by

the structural deficiencies in the economy pointed out in the previous

chapter many of which lie beyond the scope of monetary action. For

example, the development of those sectors whose oxitputis subject to mo-

re favourable terms of trade than the traditional agricultural exports

of Greece can be achieved only by a suitable overall government policy

in which the role of the monetary authorities can only be a relatively

minor one. Similarly an increase in production in order to satisfy

rising domestic demand again needs an overall policy designed to raise

the output of the sectors which have the highest income elasticity of

demand, or to raise the output of exporting sectors which can help to

pay for the importing of commodities in high demand. The absence of an

adequate overall policy designed to resolve these structural deficiencies

impedes the implementation of policies for the raising of the level of

investment and saving and limits the role of the monetary authorities

to offsetting the consequences of inadequate structural adaptation.

The ways in which the monetary authorities can contribute to

the control of the economy depend to a large extent on the institutional

framework of the monetary sector. For example, a small capital market

precludes the use of open market operations. As the institutional
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framework develops so the tools of monetary management increase. The

fact that the monetary sector is underdeveloped and has relatively few

financial institutions, implies that a more direct participation of

the monetary authorities in the economic activity of the country is

required than is usually the case in more adv.mced countries. This

direct action generally takes the form of direct financing of those

sectors of the economy faced with severe shortages of funds and direct

measures to promote the development of private financial intermediaries.

Both types of action are necessary if economic growth is to proceed at

the highest rate permitted by the potential supply of savings. It

takes a long time for private institutions to develop sufficiently to

play the role of financing development and social attitiides often place

severe impediments to their rate of growth. Consequently the initiative

for setting up and extending the scope of such institutions has to come

from the monetary authorities themselves (l4) . In such a setting there-

fore the central bank has a wide range of activities beyond those

excercised by a central bank in-a more advanced country. An examination

of Greek monetary institutions gives an outline of the scope and

methods of monetary control available to the authorities.

The monetary sector in Greece today exhibits an asymmetrical

development. Certain monetary institutions such as the commercial bank-

ing system are well developed and organised while others such as the

capital market are so small as to be of much less significance. The

monetary authorities' attempts to promote the development of such

institutions have not met with any large degree of success so far. As

a result of this the burden of "filling the gap" and supplying the

finance necessary for the development process has been taken up to a

certain extent, by the central bank and to an ever increasing extent by

the commercial banks, which today are the most important suppliers of

credit.



TABLE 2.1.

(m. draclimas)

Total Current Savings Time

m, dr. r f
CiO 111. dr. C/c m. dr. % m. dr. %

1956* 4,319 1,898 1,757 227

i960 12,543 2,952 8,128 1,064

1961 14,499 15.6 3,204 8.5 9,347 14.9 1,418 33.2

1962 17,892 23.4 3,691 15.2 10,791 15.4 •2,879 103.0

1963 21,786 21.7 4,028 9.1 13,453 24.7 3,799 32.0

1964 23,987 10.2 4,641 15.2 14,972 11.3 3,128 17.7

1965 26,377 10.0 5,199 12.0 16,382 9.4 4,215 34.8

1966 32,178 22.0 5,544 6.6 20,641 26.0 5,396 28.0

1967 35,112 9.1 5,495 -0.8 22,633 9.6 6,361 17.9

1968 45,920 36.8 6,774 23.3 30,296 33.9 8,188 28.7

1969 56,052 22.1 7,574 11.8 36,294 19.8 11,241 37.3

1970 70,422 25.6 9,069 19.7 45,401 25.1 14,709 30.8

Blocked GNP

m. dr. 7° m. dr. 7°

1956* 437 84,094

I960 399 105,650

1961 531 33.0 119,793 13.4

1962 531 0 127,686 6.6

1963 488 -0.8 140,128 9.7

1964 547 12.1 156,815 11.9

1965 582 6.3 177,208 13.0

1966 598 2.7 195,746 10.5

1967 622 4.0 213,109 8.9

1968 663 6.6 231,020 8.4

1969 942 42.1 258,206 11.8

1970 1,242 31.8 286,174 10.8

Source: Bank of Greece Monthly Statistical Bulletin (current prices).

* iA§r£ifutionsl̂"'"S y ear inclut*e deposits with the special credit
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2»2. The Cor.'j.'?oi'cialBanking System,

The commercial banking system in Greece today is fairly well

developed, and consists of two large imiltibranch banks and five smaller

banks. The system is highly monopolised with the two largest banks,

the National Brinkof Greece and the Commercial Bank of Greece*, account-

ing for about 90> of total banking business. Since the war, after a

period of severe price instability, the size and extent of the banking

network has grown at a fairly rapid rate as deposits begun to increase

with the gradual restoration of monetary stability. Up to about 195^,

the banking system was faced with considerable difficulties since the

level of bank deposits was very low and savings wore hoarded in the

form of gold sovereigns or invested in real estate, however, as cmi

be seen from Table 2.1 there has been a steady and persistent growth

in the level of deposits. The three main types of deposits are

current, savings and time deposits. Current deposits are similar to

those in the U.K. and other countries although cheque payments are

usually restricted to business transactions. Interest rates of these

deposits have fallen from f/o in 1956 to o.75'/^since 19^6. Savings

deposits are equivalent to deposit accounts and although formally

they are subject to a withdrawal notice, in practice cash can be with-

drawn on demand. The rate of interest on savings deposits has also

dropped from 10
c/oin 195& to since 19^6 (Since 1970 it has risen

to 5.5'/o).Time deposits are deposited for a predetermined length of

time ranging from 6 months to 2 years and over. These earn the

highest interest rates, usually 1-2/;higher than rates on savings

* Both these banlcs are privately owned. The National Bank of Greece
must not be confused with the Bank of Greece which is the central
bank of the country.
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deposits. Blocked deposits are the deposits of foreign citizens (in

drachmas or foreign exchange), cooperatives and other bodies and

include interbank deposits. Interest rates are set by the monetary

authorities and they have adopted a policy of reducing these

over time in order to enable lending rates to be reduced thus encoura-

ging investment.

Private savings deposits in the earlier part of the period,

increased at a faster rate than the other types of deposits and now

constitute the main source of commercial bank fxrnds. Both the size and

number of individual deposits has increased, although the main urban

areas still contribute a large proportion of total deposits (15) .

The ratio of total deposits to GNP has risen from approximately 5/0in

1956 to over 21/0in 1970, As can be seen from Table 2,2,, the commer-

cial banks have consistently attracted a major part of the savings of

the economy, with the Postal Savings Bank being next in importance.

TABLE 2.2.

Distribution of Savings Deposits
1963 1964 1965 1966 1967 1968 1969 1970 1971

Commercial
Bank 72. 4 69. 9 69. 0 69. 3 69. 2 69. 6 70. 1 70. 7 72, 0

Postal
Savings
Bank 22. 9 24. 9 26. 0 25. 0 25. 6 25. 6 25. 3 24. 9 23. 8

A.T.E.* 4.5 5.0 • 4.8 4.6 4.8 4.4 4.2 4.0 3.7

Others 0.2 0.2 0.2 0.3 0.4 0.4 0.4 0,4 0,5

TOTAL 100.0 100.0 100.0 100,0 100.0 100,0 100.0 100,0 00,

* Agricultural Bank of Greece.

Source: "I Elliniki Oikonoraia" Bank of Greece.

The remaining deposit liabilities of the commercial banks apart from

private deposits are the deposits of public entities, public enterprises,

specialised credit inst.ittitionsand deposits in foreign exchange.
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These comprise a small proportion of total deposits mid have thrown

at a slower rate than private deposits (See Table 2.3#)

TAltfiF,2.3.

Other Deposit Liabilities

(m. drachmas)

1963 1966 1967 1968 1969

Public entities deposits 9'i0 776 877 1096. 1^23

Public enterprises deposits 183 7^2 5'i6 651 632

Specialised credit institutions 1891 2325 1605 1895 1709

Deposits in foreign exchange 1241 1425 l600 2135 2793

Source: "I EllinilciOilconomia",lijinkof Greece.

The commercial banks extend both short and long term loans to the

private sector. The lack of developed specialised credit institutions

has resulted in the monetary authorities trying to induce banks to

engage in business which they would normally avoid. The inducement

employed has been mainly the instrument of allowing reserve retirement

concessions against long term financing, (especially of industry).

\

Further, since 19^6 the banks have been obliged to set aside 15/"of

total deposits for medium and short term loans to industry. Accordingly,

much of the domestic private investment carried out is financed by banks,

although the low level of industrial investment has resulted in the mider

utilisation of available bank funds, of which a significant proportion^

has remained in interest bearing deposits with the Bank of Greece.

Total bank credit has more than quadrupled over the last ten years, but

as is shown by the breakdown of credit, by sector, given in Table 2.4.,

although about half of total commercial bank credit goes to industry,

only a small proportion are in the form of long term loans. The major
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types of credit extended are short term loans for the financing of

current expences of the industrial sector and trade credit.

TABLE 2.4.

Commercial PanicCredit hy sector
(m. drachmas)

Industry & Mining

Grand
Total Total

Bills
Discounted

Working
caiiital

Long
Term

Ilandi-
crafts Trade

i960 12,432 6,098 1,831 3,670 597 1,251 4,046

1961 14,213 7,154 1,933 4.267 954 1,220 4,259

1962 17,764 8,621 1,911 5,334 1,376 1,338 5,634

1963 23,317 10,381 2,109 6,'il0 1,861 1,776 7,036

1964 25,651 11,979 2,070 7,413 2,496 1,898 7,647

1965 26,8.19 12,774 2,161 8,160 2,454 2,120 7,842

1966 30,762 15#205 2,389 10,181 2,634 2,506 8,503

1967 37,017 18,679 2,906 12,859 2,913 3,091 9,226

1968 42,327 21,811 3,198 15,137 3,475 4,051 10,274

1969 50,437 25,618 5,063 16,337 4,218 5,310 12,347

1970 60,296 30,673 5,960 19,681 5,031 6,705 14,090

Other*

I960 1,037

1961 1,580

1962 2,172

1963 4,124

1964 4,127

1965 4,084

1966 4,548

1967 6,020

1968 6,192

1969 7,162

1970 8,827
%

Source: Bank of Greece, Monthly Statistical Bulletin.

* Mainly loans to public enterprises and long term loans to tourist
and transport enterprises.
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TABLE 2,5>

Annual Growth of Commercial Bank Credit by Sector

Industry ami Minim;

Grand
Total Total Bills

Discounted
Working
Capital

Long
term

Handicrafts

1961 14.3 17.3 5.6 16.3 59.8 -2.5

1962 25.0 20.5 -1.1 25.0 44.2 9.7

1963 31.3 20.4 10.4 20.0 35.3 32.7

1964 10.0 15.4 -1.9 15.7 34.1 6.7

1965 4.6 6.6 4.3 10.1 -1.7 11.7

1966 14.7 19.0 10.6 24.8 6.8 18.2

1967 20.3 22.9 21.6 26.3 23.3 23.3

1968 14.4 16.8 10.0 17.7 31.1 31.1

1969 19.2 3-7.5 58.3 7.9 24.3 31.1

1970 19.6 19.7 17.7 20.5 19.3 26.3

Trade Other

1961 5.3 52.4

1962 32.3 37.5

1963 24.9 90.0

1964 8.7 0

1965 2.6 -1.0

1966 8.4 11.4

1967 8.5 32.4

1968 11.4 2.9

1969 15.7 15.7

1970 14.1 23.3

The conunercial banks are obliged to hold interest free deposits

at the Bank of Greece. Up to 1966 these were calculated as a fixed pro-

portion of total bank deposits. Since that year however, reserve de-

posit requirements have been calculated on the basis of credit extended

to the various sectors of the economy. A lower reserve requirement is
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made against credit extended to what the monetary authorities consider

to be priority sectors than is the case with, for example, trade credit.

This is intended to offer an incentive to commercial hanks to finance

long term investment projects. In addition, the hanks are compelled to

invest a proportion of their current and savings deposits in government

bonds and treasury bills. Almost the entire issue of government paper

is taken up by the commercial banks and as government deficit financing

requirements have risen, the size of these supplementary reserves have

increased steadily from 10 per cent in 1959 to per cent in 1970*

Apart from government securities the commercial banks' portfolio of

assets consists of the securities of public and private enterprises,

although these play only a stapplementaryrole. Other assets include

deposits by commercial banks with the special credit institutions.

The most important source of finance for capital formation and

the main medium through which savings are mobilised, are the commercial

banks. However, only a small proportion of their funds are used to

finance long term industrial investment. The financing of government

investment, mostly indirectly through the purchase of government secu-

rities,exceeds the credit extended to industry. This may be due to a

low demand for investment funds but undoubtedly the banks seem to be

reluctant to lend on a long term basis, particularly to small and

medium sized firms in need of investment funds.* Thus the banks have

not adequately filled the gap in the credit system and the development

of institutions capable of financing development remains a matter of

priority.

* The conditions which have to be met by applicants for loans are very
strict and by virtue of this many small firms in need of finance
are exclxided. This is often the case in advanced countries as for
example the U.K. "Macmillan gap" which led to the formation of special
institutions for financing small firms.
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Even though the commercial banking system is fairly extensive

there is no coherent and organised money market in Greece. Although

broadly speaking the term - money market - encompasses all fin;mcial

institutions, a sophisticated money market as exemplified by the

London money market, is characterised by a highly specialised, in-

tegrated structure of markets dealing in liquid assets such as trea-

sury bills, bills of exchange and other commercial paper (l6). Not

all developed countries have a money market as sophisticated as the

London market, nor do all countries need one. It liaseven been

argued, by Sayers for example, that a money market has acquired a

prestige value for some countries so that they have introduced one

even where it is not warranted by economic conditions (17). The

advantage of an organised money market is that it offers a wide range

of liquid assets which enables financial intermediaries like the

commercial banks to hold lower cash reserves since adjustment into and

out of these assets can be quickly realised. This enables the banks

to make more efficient use of their funds. Perhaps the high level of

reserves held by Greek banks is to some extent explained by the absence

of alternative highly liquid assets, although the central bank has

always been ready to safeguard the liquidity of the banking system via

the discount mechanism or by direct loans and grants in exceptional

circumstances . Many of the specialised functions of non-bank finan-

cial intermediaries can in fact be carried out by development banks

or commercial banks. Certainly a complex money market could not

function in Greece as the demand for short term funds by the various

financial institutions on the government in present conditions, is

inadequate. The factors which influence commercial bank behaviour in

Greece will be examined in more detail in a later chapter. This

will enable an evaluation of the polic}'of encouraging the banks to
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play a role in the credit system normally fulfilled by other types of

credit institutions, either private or state owned.

2.3• The Capital Market,

Most developing economies lack an organised system for the tran-

sfer of capital funds from the sources of accumulated savings to pro-

spective investors whether these he private individuals or the state

itself. An adequate mechanism for the allocation of these funds is of

prime importance. In the absence of such a system there is often a

misdirection of funds into speculative dealings in property, trade

and stocks or into foreign capital markets etc.

The capital market in Greece is of small proportions. As can

be seen from 2.5.» the volume of new issues of securities floated by

private enterprises each year has been consistently negligible compa-

red to long term loans granted by commercial banks. Most of the secu-

rities on the market which is small in size and limited in extent, are

government bonds and pxiblicenterprise bonds, although the latter were

withdrawn from the market in 1969* Issues of shares are limited and

consist largely of bank shares. The major part of the new issues of

securities are taken up by the commercial banks. During the year

I969-7O approximately three quarters of the total issue of government

paper were covered by the obligatory holdings of the banks. It has been

suggested that the fact that the banks are obliged to devote an ever

increasing share of their resources to the covering of government issues

may, to some extent be responsible for the small volume of the private

flotations since the size of the market is limited and in addition,

since it is difficult for a private enterprise to compete for funds

on equal terms with the government (18) . A more significant factor appe-

ars to be a behavioural one, namely the reluctance of Greek business-
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men to lose control of their firms which are generally family concerns.

They therefore avoid resorting to the capital market for their external

financing requirements (19)»

TABLE 2.5,

New Issues of Secxirities

(m. draclunae)

B o n d s B o n d s

Government Public
enterpr.

Private
enterpr.

Total

1961 740 740

1962 990 500 110 1,600

1963 1,500 - 22 1,522

1964 600 800 107 1,507

1965 - 800 - 800

1966 900 1,300 123 2,323

1967 1,500 1,000 - 2,500

1968 1,800 1,248 50 3,098

1969 2.000 - 100 2,100

1970 2,200 - 73 2,273

1971 3,850 -

S ..hares S h a r e s

Banks Others Total General
Total

1961 52 87 139 879

1962 542 50 592 2,192

1963 - 38 38 1,560

1964 52 71 123 1,630

1965 24 246 270 1,070

1966 42 52 94 2,417

1967 - 39 39 2,539

1968 - 86 86 3,184

1969 6 72 78 2,178

1970 245 189 434 2,707

1971 378 4,242

Source: Bank of Greece, Annual Report of the Governor of the Bank,
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Similar factors which discourage private issues on the capital

market have not prevented the growth of a capital market in Italy for

example. Here for tax reasons businessmen have been reluctant to enter

into the market for bonds, which consequently is dominated by the

public sector. On the other hand there is a high level of demand for

long term financing by private enterprises due to the rapid rate of

growth of investment. This demand has been met by special credit

institutions such as state investment and development banks which in

turn have obtained the necessary funds by issuing bonds. Thus the

capital market in Italy has served as a means of channeling funds to

investment projects, albeit indirectly via the special credit insti-

tutions (20) . Institutional investors are of negligable accoimt as in

Greece but the commercial banking system and households absorb about

40/0respectively of all new issues. The experience of Italy indicates

that once a high rate of investment takes place in a country, ways

are found of overcoming institutional and other obstacles to the

financing of such investment. On the other hand institutional improve-

ments are not by themselves able to resolve the conditions which cause

a low level of demand for investment funds.

This point is made because of the disproportionate importance

attached by the monetary authorities to recent measures designed to

improve the working of the capital market. These had been prepared by

the Bank of Greece a few years previously and were finally introduced

in 1967# The measures are intended to provide safeguards as well as

incentives, mainly tax incentives, to both borrowers and lenders on

the capital market. However too many hopes appear to have been

pinned on such measures of institutional reform. In the absence of

any long term policies to encoiirageinvestment in those fields which are

considered most important, say for example manufacturing industry, the
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improvement of institutional arrangements cannot be expected to bring

abo\itany significant change in the demand for investment f\mds.

The problem in Greece has not been only one of accumulating

and distributing funds bxitalso a problem of finding suitable investment

outlets. The commercial banks cuul the special credit institutions have

persistently held excess reserves of fundspotentially available for

the investment purposes. Undoubtedly these financial institutions have

been reluctant to lend to the smaller firms in need of external financ-

ing but there has also been a general avoidance of long term invest-

ment projects in the priority sectors on the part of private enter-

prise. It is also important to note that those firms which have had

difficulty in obtaining funds from the various banks are also these -which

by virtue of their size are largely excluded from the capital market.

The problem then is the dual one of creating the conditions which will

encourage investment and seeing that funds are available for the

implementation of investment plans. This means that measures naistbe

implemented to reduce the relative attractiveness of certain sectors

in which a disproportionately high level of activity has taken place

over most of the period under consideration. Only in conjunction with

such a policy can institutional reforms be succesful in facilitating

investment.

As far as demand for securities is concerned, recent measures

have been mainly concerned with stimulating demand by offering in-

centives and by encouraging institutional innovations such as unit

trusts. Again, it would seem that the main problem is one of ensuring

an adequate supply of attractive securities i.e. by providing condi-

tions in which investment will take place thus maltingit necessaxy

to resort to external financing on the capital market. Recent activity

on the Stock Market in Greece indicates that when people judge it
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profitable they are willing to buy financial assets.* Even if demand

is not sufficient to meet a possible future supply of securities the

experience of other countries shows that government participation in

the capital market is possible and facilitates the efficient allocation

of scarce funds (See ch, 3*2,). In the face of existing behavioural

obstacles to the growth of a capital market, however, an alternative

possibility is to ensure that the credit institutions do in fact

perform the objective of performing an efficient allocation of resources,

2,4, Other Financial Intermediaries,

Specialised non bank financial intermediaries which supply credit

to specific areas of the economy or for specific purposes are few in

Greece and are of limited size, the major role in financial inter-

mediation being played by the commercial banks• This means that much

of the controversy regarding the effects of the rapid expansion of non

bank financial intermediaries on monetary control is not applicable to

«

Greece, It also means that many useful facilities such as those

provided by building societies in the UK are not available. Govern-

ment attempts to promote the growth of non bank intermediaries has

been limited mainly to the Development Bank and more recently to

institutions intended to aid the development of the capital market,

namely unit trusts etc.

The most important of tlienon bank intermediaries, on the basis

of total volume of deposits, is the Postal Savings Dank. This

attracts approximately a quarter of the economy's savings since Postal

* Between 19^7 and 1970 the general index of share prices rose from 410.7
to 1,215.3 (l952=100) while the index of bank share prices rose even
more rapidly from 520.5 to 2,793*6 over the same period. This was due

to an upsurge of speculative activity probably stimulated by the 19^7
measures.

-34-



Savings deposits yield a higher rate of interest than,commercial bank
is

deposits. The Postal Savings Bank/controlled by the Ministries of

Public Works and Transport. It extends credit to the public sector,

grants loans to civil servants for housing as veil as small loans to

the general public. Since 1956 its funds have been deposited with the

commercial banks in order to increase the liquidity of the latter.

Other specialised financial institutions include the Agricultu-

ral Bank of Greece (A.T.E), the Greek Industrial Development bank (E.T.B.A),

the National Mortgage Bank of Greece and the Consignations and Loans

Fund, all of which are state institutions. The Agricultural Bank of

Greece is the medium through which the agricultural policy of the govern-

ment is implemented. It caters for the special credit requirements of

the agricultural sector by providing the seasonal credit necessary for

short term financing of agricultural production and also administers

fertilisers, seed etc., to farmers. Long term loans for investment in

this sector are also extended. However, because of the absence of any

long non agricultural development programme, no structural changes of

any consequence have been achieved and the demand for long term loans

remains lo\/. The Agricultural Bank has been unable to attract suffici-

ent deposits, mainly because farm incomes are low and hence loans from

the Bank of Greece provide the major part of its fluids.

The Greek Industrial Development Bank was formed in 1964. Three

existing state institutions: the Economic Development Financing Organi-

sation, the Industrial Development Organisation and the Tourist Credit

Organisation , were then merged to form E.T.B.A., in an attempt to

provide a more efficient means of allocating fluids. Although again,

E.T.B.A., has not managed to attract a high volume of deposits, it has

adequate capital and reserves of its own and is also provided with

funds by the Bank of Greece and other external sources. Despite the
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fact that its aim is to finance industrial development either directly

by granting long term loans to firms or indirectly by participating

in share capital, the low level of industrial investment has resulted
«

in the tuiderutilisation of its available funds.

The National Mortgage Bank grants loans to private individuals

for housing and has come to participate to an ever increasing extent

to tourist installations. In addition it extends credit to public

enterprises. The main sources of its funds are the Bank of Greece

although prior to 19^3 American CoiuiterpartFunds were more important.

Deposits form only a relatively minor source of funds. The Consigna-

tion and Loans Fund is the local authorities 1 banker and also accepts

savings deposits from the public. It grants loans to local authorities

and public entities as well as housing loans to civil servants. It

also holds and administers the capital of public entities.

Private non bank financial intermediaries are few. There are

two private investment banks controlled by the two major commercial

banks of Greece, which have not yet provided a significant volume of di-

rect or indirect long term financing of investment. Life insurance

organisations are of insignificant proportions. Less than one per cent

of savings are attracted to the few organisations, controlled by the

commercial banks, which do exist. This compares with 38 per cent in

the UK or 20 per cent in the United States. It has not therefore been

possible to accumulate a stable supply of fluidsfor the indirect

finttncing of investment via the capital market. Other institutions which

in advanced countries also attract funds for the purchasing of securi-

ties, such as unit trusts and mutual trusts were non existant over

the period considered. Although in 19&7 the monetary authorities

announced provisions for the setting up of this type of intermediary,

there is no evidence that these will under existing conditions succeed

in attracting funds directly from the public. With the exception of the
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Postal Savings Bank, none of the other specialised financial insti-

tutions have in the past attracted sufficient savings and the central

bank, the government and foreign loans have provided the funds necessa-

ry to cover their needs.

2.5• The Central Bank.

The Bank of Greece is legally a private entity although the

government receives a share of its profits and also appoints its Govern-

or. The Bank is responsible for enforcing the decisions of the Currency

Committee whose duty it is to.formulate monetary and credit policy, and

to play a significant role in the consideration of balance of payments

policy. (The Currency Committee consists of the Governor of the Bank

and the Ministers of Coordination, Finance, Trade and Industry, and

Agriculture) . In addition the Bank of Greece performs the remaining

traditional functions of a central bank by providing banking services

to the government and the commercial banks, controlling the currency

issue, holding the reserves of foreign exchange and of the banking

system and acting as lender of last resort.

The operations of the central bank in the market for government

bonds and treasury bills consists of unloading the volume of these

securities necessary for covering government deficit financing require-

ments. There is no use of open market operations to bring about changes

in the supply of money and hence bank liquidity, the supply of govern-

ment paper and currency being determined largely by the need to finance

government expenditure. The main policy instrument employed for the

regulation of the volume of credit and its distribution has been that

of direct selective controls. Interest rate policjris directly imple-

mented. The complicated structure of differentiated interest rates

thro\ighoutthe monetary sector is administered by the Bank of Greece.
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Since interest jrates are used as an incentive for investment rather

than as a means of influencing aggregate demand, the rate of interest

on various categories of loans are set with the view of encouraging

investment in those sectors which the monetary authorities consider

to he of greater importance e.g. exporting industries. The ever

increasing liquidity of the hanking system over the period under con-

sideration which has been due to the continuous need to finance rising

government expenditure by increasing money supply as well as government

debt, has made general monetary measures inappropriate • Direct

quantitative and qualitative controls on the credit extended by the

banks have been used in conjunction with interest rate policy. The

monetary authorities fix ceilings on credit to the various sectors of

the economy and set the maximum repayment periods in an attempt to

channel credit to the priority sectors.

On the foreign exchange market the Bank of Greece is obliged to

act in order to maintain the exchange value of the drachma between the

narrow limits set by the IMF. It grants import and export licences

(also granted by the Ministry of Commerce and certain authorised banks)

and allocates the appropriate foreign exchange. Payments and receipts

from countries with which Greece has bilateral agreements are made

through accounts controlled by the central bank, with the U.S. dollar

as the unit of account. The persistent baljuice of payments deficit

throughout this period has meant that there have been strict controls

on foreign exchange in an effort to preserve the precarious reserve

position.

The Bank of Greece acts as lender of last resort to the banking

system by rediscounting the bills portfolio of the commercial banks mid

by providing temporary overdraft facilities. The bank rate in Greece

is used to influence bank borrowing from the central bank and as a

-36-



psychological weapon indicating the state of the economy and the

restrictiveness of the monetary policy being enforced. It is not

used to alter the pattern of interest rates throughout the monetary

sector, since there are fixed by the Bank of Greece itself.

The central bank has had to engage in activities other than

those normally performed by a central bank in an advanced economy.

Apart from measures designed to help the development of private bank-

ing, such as providing funds to the commercial banks in times of crisis

when reserves have fallen, the Bank of Greece has been involved in

direct financing of sectors of the economy particularly short of fi-

nance. Thus in the early part of the pei'iod under consideration

direct credit was extended by the central bank to agriculture for

example since due to wartime and post war inflation bank deposits were

very low. Even today, the Bank of Greece still provides a major part

of the funds of the special credit institutions. The monetary authori-

ties also took the initiative in forming the Industrial Development

Bank, E.T.B.A., as well as introducing measures intended to help the

growth of a capital market. In its attempt to encourage the growth

of deposits, particularly in the 1950s the central bank also tried to
t

discourage hoarding in the form of gold sovereigns. Hence its policy

of intervention on the market to maintain the price of gold near to

international levels thus preventing speculative activity in gold

sovereigns. This policy was not particularly effective and eventually

a system of restricted transactions was introduced. Residents are

free to buy gold sovereigns from the Bank through licensed brokers at

prices set by the cexvtralbank itself. Buyers are registered and

have to sign a declaration to the effect that they will only resell

the gold to the Bank of Greece or the licensed brokers. The Bank also

accepts sovereigns which were obtained on the free market in force
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before December 19^5» without formality and at the official rate, since

its aim is to reabsorb as much gold as possible. This policy has been

reasonably effective in inducing people to part with gold.

The Bank of Greece however, has not been directly involved in

the monetary sector to sxichan extent as might have been expected given

the severe deficiencies in the credit system and the emphasis placed

on development. The structural changes required by the Greek economy

for sustained growth on a healthy basis necessitate a great deal of

long term investment. The short description of the monetary institutions

already given, indicates the problems involved when the commercial banks

are expected to finance such investment. The profit motive does not

necessarily lead to the optimum allocation of resources from the stand-

point of society. Yet the central bank and the monetary authorities

have persisted in attempting to cajole and coerce the commercial banks,

via direct and indirect controls, to perform a function to which they

are far from being suited. The initiative of state institutions in

this field has been conspicuous by its absence, although the nature of

the problem is such that criteria other than profit and risk are nece-

ssary in order to finance projects which are important in terms of

economic development.
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CHAPTER 3

The Monetary Policy Implemented in Greece IQoO-lQTO

3. 1. Policy Tools.

As is evident from the preceding chapter, the tools of monetary

policy available to the Greek monetary authorities are not as general

as those available in a country with a more sophisticated monetary

sector such as the U.K. The most important policy instruments in these

countries are open market operations, reserve requirement changes and

the use of the discount mechanism. In addition there are the relatively

infrequently used tools of selective controls, direct action and moral

suasion, although selective controls have become more important in the

U.K. for example. Open market operations are particularly important

in more developed countries both to bring about changes in the money

supply,and to alter the pattern of interest rates. However, this type

of operation is ruled out in Greece because of the small size of the

market in short and long term government securities.

A similar tool is that of changes in reserve requirements. This

is used like open market operations to transfer deposits directly from

the commercial bank3 to the central bank and vice versa thus directly

affecting the ability of the banks to lend. The severe shortage of funds

experienced by the banks d\iringthe earlier part of the twenty year

period precluded the use of reserve requirement changes, however follow-

ing the rapid rise in deposits this became a relevant instrument which

could be used in place of open market operations as many writers have

advocated for underdeveloped countries (eg. 21,22). The fact that

banks have generally held reserves in excess of the minimum requirement

throughout most of the twenty year period appears however to reduce the
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the value of this tool (which has not been extensively used in fact)

unless these reserves were volxmtarily held by the banks,as being the

actual amount of reserves required for safety. This question of

reserves will be examined in greater detail in a subsequent chapter.(4.3),

Nevertheless a variation on this instrument was introduced in 1966. In

an attempt to employ a qualitative as well as quantitative indirect

control on bank lending, a new system of calculating reserves was announ-

ced. Instead of reserve req\iireraontsbeing calc\ilatedon the basis of

the deposits of the commercial banks, they are now calculated on the

basis of credit extended by the banks, with a variable percentage accord-

ing to the category of loans, e.g. banks have to deposit with the central

bank an arao\rntcorresponding in value to 10 per cent of loans extended

to industry, 25 per cent of loans to domestic and import trade etc.

This to a large extent compensates for one of the disadvantages of

changes in reserve requirements as opposed to open market operations,

namely that the latter enable the authorities to influence the direct-

ion of credit by operating in the appropriate maturity sectors. For

example if they wish to restrict short term loans they will sell

treasury bills on the open market thus directing bank funds away from

short term loans. The way of calculating reserve requirements intro-

dxicedin 1966 overcomes this objection since it provides a more precise

means of encouraging loans to certain sectors than open market opera-

tions.

The discount rate is potentially another indirect tool of mone-

tary control in Greece, Changes in this rate have generally been in

the downward direction over this period as part of the policy to

reduce interest rates and hence encourage investment. Upward changes

in the discount rate have been used chiefly for their "announcement

effect" when restrictions have been applied. Although the Bank of
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Greece has placed ceilings on the amount of commercial bank borrowing

via the discount mechanism, it has raised this ceiling when the banks

have been short of reserves, or made overdraft facilities available to

meet such a shortage. Since all interest rates are fixed by the monetary

authorities, discount rate changes have not been a means of affecting

other rates of interest. As with changes in reserve requirements, the

effectiveness of this tool is dependent on the extent to which the excess

reserves held by the commercial banks have been voluntary.

The major instruments of monetary management in Greece have been

direct selective controls. These have been quantitative and qualitative

in nature. Credit ceilings have been set on various categories of loans

while credit to some sectors has been completely prohibited at times.

Credit to the "priority sectors" like export industry mid manufacturing

has always been subject to few restrictions. Interest rates set by the

central bank on loans to the various sectors have also always been

lowest in these "priority sectors". The use of selective controls has
ft

been criticised by some writers. It is argued that selective controls

used to offset large increases in the supply of money can have a

distortive effect on economic growth and should therefore only be used

in conjunction with a general policy of restriction (23). Further,

these controls even if successful in directing credit into the

appropriate sectors, do not allow the monetary authorities any control

over the subsequent monetary expansion (24) . In addition, the time

lag between the extension of credit and the resultant increase in

real output means that inflationary pressure can still be caused (25) .

The main problem in Greece, with these controls has been the ina-

bility to implement these controls effectively.

Credit leakage has been a persistent feature thro\ighout the period

under examination. As as former Governor of the Bank of Greece,
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X.Zolotas,has admitted,credit controls even of the severe type exist-

ing before 19^3 did not prevent funds from flowing into undesireable

sectors (26). Short term credit extended to industry for working

capital appears to have been the main source of credit leakage.

Indicative of such credit leakage is the considerably faster expansion

of short term credit compared to the rate of growth of industrial

output. The leakage has occured mainly in the direction of consumer

goods import financing and installment credit sales.

Another problem reducing the effectiveness of credit controls has

been the development of mi unofficial credit system which has developed

parallel to the official financial system, and is beyond the field of

action of the monetary authorities. Thus construction, trade and other

sectors to which strict credit rationing liasbeen applied, are financed

largely on a system of promissory notes and bills of exchange which

enable operators in these fields to overcome the shortage of funds.

This system therefore facilitates and reinforces credit leakage to the

non-priority sectors which divert a large volume of fluidsaway from

other sectors in which they could be potentially used.

In conclusion, it would seem that the control of credit by the

methods chosen by the monetary authorities has not been succesful.

It might bo useful at this point to examine the example of a different

approach to the problem of economic development ofCered by Israel.

Financial institutions in Israel have developed rapidly but have been

dominated by the government via the central bank. The capital market -

although well developed is virtually controlled by the government which

has purchased more than half of total financial assets,* the figure for

* This policy of government participation in the equities of private
firms is to ensure that borrowed funds are used for investment in
appropriate activities but usually the government owns less than
50)oof total equity capital of any one firm.
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19*37being 67.2
c/oof total assets owned by the state (27). During

the fifties every firm needing external funds had to apply for direct

loans to the state. Since then although development banks have been

set up, they are subject to strict scrutiny and have to comply with

the directives of the monetary authorities. This has been carried

out against the background of an overall government development

programme which makes long term productive investment an attractive

proposition. Of course strict controls of this sort are effective

only if the authorities themselves have the right priorities. In the

case of Greece, which lacks a development programme and where govern-

ment activities for achieving long run development are badly planned,

even the state controlled development bank,(E.T.B.A.) has granted

loans to large firms with alternative sources of funds and to foreign

firms so that many cases of so called direct foreign investment have

been largely financed by domestic funds.

Another factor which has to be considered when examining the

role of monetary policy and the.efficacy of monetary instruments is

the degree of foreign economic dependance. A definition of.economic

dependence has been given by Newlyn and Rowan (28), which is based

on the ratio of foreign financed investment to national product. The

higher this ratio, the greater the degree of dependence. This is a

rather mechanistic definition which gives no indication of the type

of foreign investment, whether it is direct or in the form of loan

capital, nor of the sectors of the economy which are dominated by

foreign capital, although this can be of crucial importance in determ-

ining the degree of dependence. In Greece the above ratio has fallen

from approximately 9°/°in 195G to 3r/°by 1964jor from 52'jo of gross

fixed capital formation financed from abroad to 14c/o. This figure is

quite high but of greater importance is the fact that this investment
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has been concentrated., particularly in recent years, in the sector of

primary production which is export orientated and that the terms of

many agreements have been grossly disadvantageous for Greece. Thus

substitution of imports n°t proceeded as rapidly as it might

have done,and dependence on export earnings from primary products has

been perpetuated. This liastherefore restricted the ability of the

monetary authorities to minimise short term fluctuations in the level

of economic activity since its control over the constituents of na-

tional income has been limited to the regulation of domestic invest-

ment and consumption. In addition their effectiveness in influencing

structural changes in the economy have been reduced.

On the other hand, monetary measures may be more effective in

regulating domestic consumption and investment titanis the case in more

advanced countries for two reasons. First the low level of deposits

and the low bank multiplier l'educes the relative importance of deposit

money, while the absence of non-bank financial intermediaries theore-

tically makes control of credit expansion easier. To the extent, then,

that base money is controlled by the central bank, the major part of

money supply can be regulated. In Greece the ratio of currency to money

supply, defined narrowly as currency plus demand deposits, liasbeen very

high, standing at over •§•as opposed to more advanced countries where

currency generally accounts for to 2/5 of money supply. However,

because base money has been largely endogenously determined particularly

by government deficit financing requirements, the Bank of Greece has

had little control over the expansion of the monetary base0 Moreover,

the attempted control of bank credit has not been a great success as

the objective has been qxialitative rather than quantitative control.

The second reason why monetary measures might be more effective

in a developing economy thon in advanced countries is that in the
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former, firms tend to rely more on external financing particularly

from the banking sector (29)• This makes private domestic investment

more responsive to changes in the availability of credit than in

countries where internal financing accounts for a greater proportion

of investment. This factor applies to Greece, but here the main problem

has been to stimulate investment in the desired directions and changes

in the availability of credit are more effective in reducing the level

of investment than in promoting investment activity.

Thus the aim of regulating domestic expenditure so that invest-

ment in the desired sectors proceeds at a rapid rate without at the

same time increasing expenditure which generates inflationary pressures,

has not in practice been easy to maintain, A complicating factor has

persistently been government expenditure. The limitations on the

capacity of the financial sector to absorb government securities has

further resulted in an often heavy resort to the issue of new cxirrency.

Deficit financing by this method, it has been argued, has a more

inflationary effect than the creation of deposit money by banks since

the increase in currency expands the monetary base and increases the

liquidity of the economy further (30)» This is aggravated by the fact

that government investment expenditure is generally of a long term

nature which does not satisfy in the short run the increased demand for

goods and services it generates. Budget policy in Greece has generally

been based on the requirements of government expenditure rather than on

Keynesian considerations of aggregate demand and the regulation of this

demand has been left primarily to monetary policy. The fact that in-

adequate long term economic planning liasresulted in an inefficient allo-

cation of government expenditure has exacerbated inflationary pressure

in the economy and added to the difficulties of development.
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The regulatory role of monetary policy and the tools used,

by the central bank in its efforts to maintain monetary equilibrium

are best revealed by a chronological account of the monetary

policy pursued over the period under examination. Such an account

also illustrates the means employed for promoting the course of

economic development. The following section therefore, gives a

brief history of the monetary policy followed between the years 1950

and 1970* This twenty year period can be divided into four sub-

periods corresponding to changes in policy priorities as economic

conditions and policy attitudes vary. Thus in (a) the main

concern of the monetary authorities is to bring the war time legacy

of severe inflation under control. Part (b) deals with the period

when, having achieved price stability, the monetary authorities aim

at reducing state control and handing over the main responsibility

for credit control to the commercial banks, while at the same time

monetary restrictions are relaxed. Part (c) covers the two years

when, due to a change in government, a significantly different

approach to monetary policy prevails from that of the preceding

years. Then, part (d) is concerned with the period of military

rule which again led to a marked change in priorities with the ob-

jective of achieving short.run benefits, even at the cost of

adverse long inn consequences. The final part (e) takes a brief

look at the way in which money supply, in particular, has increased

over the whole twenty year period and the resultant change in the

liquidity of the economy.
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3.2. Monetary Policy 1050~1970 .*

(a) Ti<rhtControls 1930-36 : Since 1950 the major aim of the monetary

authorities as stated in repeated policy declarations^has been the

maintainance of reasonable monetary stability and external equilibrium

in relation to international developments and hence the creation of

conditions conducive to economic growth. In the fifties the main

problem facing the monetary authorities was the lack of confidence

in the drachma which was the result of wartime hyperinflation followed

by severe inflation during the immediate postwar years. Savings were

hoarded mainly in the form of gold sovereigns and the level of bank

deposits was very low. Less severe inflation persisted throughout the

early fifties, the average annual rate of increase in the price index

over the period 1950-56 being 8.5^'. Government deficit spending was

reduced drastically and this in conjunction with a restrictive monetary

policy finally led to a gradual restoration of confidence and a slow

doi/nin the rate of inflation. ** The restrictive monetary policy was

not very effective and despite the small volume of government deficit

finaneing 5money supply rose at an average annual rate of 25.53/0 between

1950 and 1954. Nevertheless increased confidence caused the velocity

of circulation to fall rapidly and a period of relative monetary sta-
j

bility ensued. The average annual rate of increase in the price index

* The information for this section liasbeen obtained from several sour-
ces,as for example jtliebooks by Candilis (3l) and Zolotas (32) but
mainly from the IJank of Greece Annual Reports and the Surveys of
the Economy (i Elliniki Economia), for the various years and the
GECD Annual Surveys on Greece.

** In 1953 also the drachma was devalued by 50/o. This drastically
reduced the balance of payments deficit from 113.3 million doll§ii'3

in 1952 to 24.8 million dollars in 1953*
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between 1956 and i960 fell to 2,3c/°t much 1over than in many other

European countries.

As tiiepublic regained confidence in the drachma, the Bank of

Greece began a policy of encouraging baidideposits which had been

badly depleted. In liay1956 the interest rate on savings and time

deposits was raised from 7 to 10 per cent and by the end of the year

the volume of savings deposits had more than trebled, although the

absolute level was still low. Private savings as a percentage of

GNP rose from 2,9^ in 1950 to 7«2/oin 1956. Policy on the gold sover-

eign was also changed in the same year in an attempt to discourage

hoarding. The Bank of Greece began to buy and sell gold sovereigns

at the market price according to the state of demand, thus eliminating

the fixed price which the Bank had previously sought to maintain. As

demand for gold sovereigns began to drop off a certain proportion of

hoarded sovereigns were absorbed by the Bank,

Because of the low level of hank deposits,the Bank of Greece

participated directly in the financing of the economy, partictilarly

of the agricultural sector. It further contributed indirectly to the

financing of the private sector by advmicing funds to the commercial

banks. In 1953> 7*3 per cent of private credit was directly financed

by the central bank while 23.8 per cent of the private credit extended

by the commercial banks was from central bank funds. By 1957 the

respective percentages had dropped to 4 and 5*2 per cent. Nevertheless

the volume of credit extended was low in absolute terms, A system of.

preventive credit control was in force whereby all credit extended

by banks had to be granted prior approval by the Currency Committee

via the Bank Loans Supervisory Service,

Also in May 1956, rediscounting was introduced by the Bank of

Greece, The commercial banks were able to rediscount their portfolio
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of industrial bills at a penal rate of 11^. In addition overdraft

facilities were introduced so that banks would not be faced with a

shortage of fluidsin unusual situations. In the same year provisions

were made for the banks to take over the financing of projects which

previously had been financed by the central bank. The four largest

commercial banks were obliged to set aside 33 per cent of private

deposits plus public utility deposits for the financing of long terra

development projects. To the extent that these funds remained unu-

tilised, they could be invested in government securities or deposited

at the central bank at5 per cent rate of interest. If the funds were

insufficient to cover demand for the financing of special projects,

then the central bank would advance fnnds to the commercial banks at

8 per cent interest. At the same time reserve requirements were reduced

from 12 per cent of private deposits pl\ispublic entity deposits to

8 per cent of private deposits only,and interest on savings deposits

was reduced to 9/°and the fluidsof the Postal Savings Bank were deposited

with the commercial banks to further increase their liquidity.

(b) Iteriucin/TCentral Hank Intervention, 1957-63? In 1957 "theabove .

measure was changed and all banks were obliged to reserve 30 per cent

of monthly increases in deposits and up to 10 per cent of total depo-

sits for the extention of long term loans to industry. In order to

protect the banks a central service for the supervision of bank credit

was established and collected data on all companies in order*to show

their financial standing. At the beginning of the year the interest

on time deposits was reduced to 8 per cent to decrease commercial bank

costs even more. In the same year the gradual relaxing of preventive

credit control was carried fxirtherand eventually was no longer enforced

in all sectors. Full responsibility for the financing of industry'was

transferred to the commercial banks although credit to the handicrafts
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industry was still subject to prior approval by the Handicrafts Credit

Committee. A further measure introduced at the end of 1957 was an

attempt to regulate short term fluctuations in bank liquidity duo to

the yearly income cycle of the tobacco industry. Bank advances to

this industry v/eremade in the spring and repaid at the end of the

year. The Bank of Greece therefore decided that these funds be invest-

ed in treasury bills or placed in deposits at the central bank d\iring

the months of December, January and February.

The general relaxation of credit controls led to a rapid rise of

credit.particularly to industry,which was the sector for which the

controls were most lax. Short term loans to industry for working capital

rose by 41.0/O in 1957 ^d ^3*3c/° in 1958. During the same years industri-

al production increased by only 8 and 10> respectively and it was

evident that credit leakage on an extensive scale was taking place.

The sectors which were short of credit were being financed indirectly,

through the industrial sector.

In 1958 in December, the monetary authorities introduced a new

set of rules governing the extension of credit to industry. Loans for

working capital were to be based on the turnover of firms seeking

short term finance. This measure was followed by a decrease in the

rate of growth of short term credit although this rate was still higher

than the rate of increase of industrial production. In the same year

compulsory bank investment in treasury bills at a level of 5 per cent

of current and savings deposits was introduced in order to help the

financing of government expenditure.

The year 1959 saw a further relaxation of monetary measures.

Banks were allowed to advance loons to firms of up to 8',o of the firms'

annual turnover and the short term obligations of industry were con-

verted to medium term in order to aid the liquidity position of firms
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and hence encourage investment. In April of this year the discount

rate was reduced to 10/aand was further reduced to 9c/oin October

while the limits on the discounting facility were raised* Interest

rates on loans were also reduced* Itesponsihilityfor the granting of

loans to the handicraft sector was completely transferred to the

commercial banks as opposed to the previous procedure whereby prior

approval from the Handicrafts Credit Committee had to be obtained for

every loan to this sector* At the same time compulsory purchases of

treasury bills by commercial banks were increased to 10,0of current

and savings deposits. Ceilings on credit to the export trade were

completely removed.

Expansionary measures were continued into i960. The discount

rate was successively reduced to j/oin April and 6
c/oin November.

Credit ceilings were raised and repayment periods for loans were further

extended. Also in this year a new measure was iritrod\icedwhich obliged

to commercial banks to allocate of theix^deposits for the purchase

of shares in new or expanding industries, where these could not be

absorbed by the public. Any such fluidswhich remained unutilised were

to be deposited with the Bank of Greece. There were no significant

changes in the following two years. Compulsory purchases of treasury

bills were again increased to 18^oof current and savings deposits in

1961. Again this was to help the financing of government expenditure,

which had been increasing at a rapid rate, rather than to reduce com-

mercial bank liquidity. A further reduction of interest rates on

bank loans was introdxiced in 1962. Specifically, interest rates to

industry and handicrafts were reduced for firms which exported some

part of their output.

( c ) Chance in Empho.sis, 1964—66: Towards the end of 1963 there was a

significant change in monetary policy as a result of the change in
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government. The relatively cautious expansionary measures previously em-

ployed were replaced by much more decisive monetary measures for sti-

mulating economic activity in conjunction with increased government

expenditure. Simplified credit regulations were introduced and commerci-

al banks were instructed to grant loans primarily to projects which

directly contributed to the aim of economic development while at the

same time the banks were to encourage self-financing of investment

wherever possible. An overall liquidity ratio for the commercial banks

was introduced for the first time and banks had to adjust their loans

and other assets accordingly. Compulsory treasury bill holdings were

raised to 20'\oof current and savings deposits and the compulsory

reserve deposit ratio was reduced from 12 to 8)'oof all the current and

savings deposits and applied to all the banks. Banks also had to

reserve 55/^of total deposits for specific categories of loans and

other assets. The largest banks were further required to allot 15/oof

private deposits plus public enterprise deposits to medium and long

term loans for fixed capital investment in industry. In addition banks

were to be allowed to freely invest in the new issues of industrial

securities and to grant long term loans to individuals who wished to

invest in such securities, provided they themselves supplied half of

the necessary funds. The discount rate was reduced to 5*5/0in that

year and the interest rate on loans to industry, export and import

trade were also fixed at a lower level.

Restrictions, both quantitative and qualitative, on credit

extension were eased considerably at the same time. All restrictions

on short term loans to industry and the handicrafts sector for working

capital were completely lifted. Controls on long term loans to the

handicrafts sector were also abolished as were the controls on import

financing. Further, a list of commodity imports for which financing
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could reach to IOO70of their value was issued by the Ministry of

Coitunerceand the repayment period for this type of credit was extend-

ed. The financing of domestic trade wa3 also liberalised by raising credit

ceilings by one third while the maturity and discount period for certain

categories of commercial paper were extended.

As a result of the rapid rise in bank credit in 1963 and a

reduction in the rate of growth of deposits during 196*1(due mainly to

political developments) , the commercial banks experienced a shortage of

funds. The central bank tried to offset this by further raising the

limits on rediscounting and approximately 900 m. drachmas were lent to

the commercial banks over the period July-September. In order to

ensure that the priority sectors would not suffer a shortage of credit,

restrictions were reimposed on loans to certain sectors. Specifically,

the limits on the financing of domestic trade were redxicedand the

miniimundown payment for installment purchases of durable goods were

raised by 5c/°* Further the discount period for paper of the handicrafts

sector, trade and industry were reduced. Also the commercial banks

were instructed to accord priority to the credit requirements of the

handicrafts sector and to be more conservative with respect to loans not

directly connected with industrial prodxictionand investment.

A new crisis of demand for gold sovereigns was triggered off

as a result of rumours concerning the stability of the dracliiaawhich

were initiated for political purposes and had no economic justification.

The Bank of Greece attempted to reverse the demand for gold by inter-

vening in the market to maintain a steady price throiighoutthe year

and so reduce the speculation which was aggravating the situation. Also

in this yea**the Greek Industrial Development Dank (ETRA.) was insti-

tuted by the amalgamation of three existing state credit institution

(see 2.4.).
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Demand for gold continued to be high in 1965 and the previous

years' policy of maintaining a steady price was still in force but

proved to be ineffective. Eventually in December of this year the

Bank of Greece ordered that gold transactions could take place through

licensed brokers and subsequent to certain formalities, (See 2.5).

This measure finally reversed the trend and gold began to return to

the central bonk. Meanwhile the contribution of the Bank of Greece to

the fimds of the commercial banks remained higher than normal for the

reasons outlined above. In this year also the Hank of Greece put

forward a set of recommendations to the Currency Committee, for the

promotion of the capital market* Most of these recommendations wore

finally implemented two years later.

In 1966 a new measure designed to encourage the financing of

the priority sectors of the economy was a change ii\the regulations

governing reserve requirements. Instead of compulsory deposits being

calculated as a percentage of the commercial bank deposits, they would

noA^be based on the credit extended by the banks, with a variable

percentage according to the category of loan. For example banks had

to deposit with the central bank an ammount corresponding in value

to 10> of loans to industry, 2%o of Iojuis to domestic and import trade

etc. Other measures taken in the same year included the complete

abolition of limits 011short term credit to industry and handicrafts

and the extension of limits on long term loans, following an improve-

ment in the liquidity position of the banking system. In addition the

regulations concerning the asset structure of the banks were abolished.

(a) Short run expediency pruvoils. 19^7~70 ; 19^7 was a year of low

economic activity as a result o).'the military takeover in April, In

an attempt to stimulate the economy,credit controls were slackened
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further and the.rules governing bank credit were altered to allow the

granting of loans to those sectors which had previously received \
'

little or no credit, e.g. shipping industry and construction. The
|

banks' medium term investment loans were taken up by the Bank of

Greece to offset in the level of deposits with the commercial banks

immediately after the coup, and the discoiuit rate was reduced to 4.5c/o.

In the same year the repeated recommendation of the central bank for

measures to encourage the growth of the capital market were implemented.

A Capital Market Committee was instituted with responsibility for the

control and development of the capital market and a set of rules were

formulated with the aim of improving the organisation of the stock

market. New types of securities such as secured bonds were introduced

and tax incentives given to issuers and buyers.

The previous year's credit policy was continued in 1968 and the

short term debts of the agricultural sector to the Agricultural B?ink

of Greece (A.T.E) were cancelled. The contribution of Bank of Greece

funds was higher than in the previous year while the credit regulations

for the industrial, export, tobacco and trading sectors were abolished

and banks were free to extend credit as they deemed fit. At the same

time the complex structure of interest rates was reduced to six dif-

ferent rates according to the broad category of the loan and there was

a l/oreduction on rates for short term credit to industry and domestic

and import trade. As might have been expected, credit for construction

rose rapidly and in 1968 amounted to 61.7 billion drachmas as opposed

to credit for manufacturing and mining which amounted to 16.7 billion

drachmas for short and medium term loans and 14.8 billion drachmas for

long term loans. Speculative activity in equities increased sharply

during the year and share prices rose to unprecedented high levels.(See 2.4).

Unrestricted credit also caused an increase in consumption expenditure

while imports in the second half of the year rose rapidly and the
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balance of payments deficit widened.

A more restrictive policy was followed in 1969. The minimum

reserve requirement for commercial banks was raised,particularly

against the credit extended to domestic and import trade, while

discounting by the Bank of Greece of bills financing residential

construction was halted. The ceiling for building credit was reduced

as was the ceiling on short term credit to trade. The discount rate

was raised by three successive stages to 6 and the banks1 compulso-

ry purchases of treasury bills was raised in two stages to 29^/o of

current and savings deposits, although the latter seems to have been

introduced mainly to cover government expenditure rather than to reduce

bank liquidity. In order to reduce speculation in equities, ceilings

on loans against equity collateral were reduced considerably. Foreign

travel allowances were reduced and greater incentives were offered to

Greeks working abroad to deposit savings in Greek banks in an attempt

to reduce the balance of payments deficits. Foreign exchange reserves

were seriously reduced and there were fears that the drachma would be

devalued. Between July and August of this year the baying value of

the drachma on the Ziirich stock exchange fell by 9*6/0while the selling

valxiefell by 7«8%. This was finally stopped by Bank of Greece inter-

vention on the market. Meanwhile borrowing on the capital market was

sharply reduced as a result of the withdrawal of public enterprises from

the market, to which they had contributed between 40 and 50% of total

neA^rissues. Despite the more restrictive nature of the policy imple-

mented in 1969 bank credit expanded even more rapidly than in the

previous year and credit to residential building, tourism mid service

trades grew much more rapidly than long term credit to industry. These

trends continued in 1970.

A similar policy was implemented in 1970. Compulsory treasury
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Mil purchases by the banks were raised further in two steps to

3kJfioof current and savings deposits. Interest rates on advances to

domestic and import trade, shipping and construction were raised by lr/o.

The restrictions on foreign travel allowances wore tightened still

further. The financing of the current account deficit in 1969 and 1970

was mainly from private capital inflows but both private and official

inflows were on commercial terms with short repayment periods and high

interest rates and hence servicing of the debt entailed a heavy burden.

The servicing of public foreign debt had risen from 41 m. dollars in

1966 to 62 m. dollars in 1968 and was higher still in 1970. In 1970

the deficit stood at 411. 3 million dollars. Government expenditure was

particularly high in this year following the upward trend in recent

years. For the first time, authority was given for mutual funds and

unit trusts to operate in Greece in order to promote capital market

activity which had been reduced by the previous year's withdrawal of pub-

lic enterprises. The issue of new securities was raised to the level

existing prior to the withdrawal by new issues of government and bank

securities but there was no significant change in the issue of private

securities,

(e) The Sum>ly of Money: The supply of money, which is defined by the

Bank of Greece as currency plus c\i.rrent deposits, has increased at a

rapid rate throughout the twenty year period. The average annual rate

of increase between 1954 and 19^3 was + 18.l/« and between 1964 and 1970

it was at the lower level of 13*1 Nevertheless this is still much

higher than in many other countries. If savings deposits are included

in the money supply then the increase is even more rapid. Broad money

supply as a proportion of GNF has risen from 27,50
(/oin 19^3 to 36,51/° i n

1968 and 39o0c/o in 1970, Despite this,the price level lias remained

surprisingly stable with increases generally being much lower than in
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most European countries (see ch. l). The average annual increase in

prices between i960 and 19&5 was + 1.6^ and between 1966 and 1971

it was + 2.7/". The increase in demand over this period has been met

largely by ever increasing imports and the deficit has been steadily

growing. Certain writers e.g. (33) t have attributed the low rate of

increase in prices to the fact that inflationary pressures in the

economy have been "neutralised" via increased imports and have not

therefore led to significant price rises.

From the accoiuit of the Greek economy given in the first chapter

it appears that the performance of the Greek economy has remained far

below its potential.* The outline of the monetary policy implemented

during the twenty year period already gives some indications of the

shortcomings of this policy and its degree of responsibility for the

inadequate achievements of the economy. However a rigorous evaluation

of the monetary policy pursued, requires an understanding of the

various relationships operating in the monetary sector. This will

indicate whether the most appropriate monetary tools have been employed

and their likely degree of effectiveness. Consequently in the follow-

ing chapter,the money supply and its major constituents will be

examined in order to gain an insight into the relationships operating

in the monetary sector.

* This is asserted in the sense that the rising level of national
income realised over the period could perhaps have been higher
if feasible structural changes had occured. Further, such
structural changes would have provided a stronger basis for further
growth and would have achieved a more equitable regional distri-
bution of income.
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CltAPTjiR4

The Supply of lionoy

4,1. The components of money supply.

This chapter examines the constituents of the money supply in

Greece. Cagan, Friedman and others have explained the composition of

the sxipplyof money in terms of three basic components: base money,

the commercial bulks' reserve/deposit ratio and the public's currency/

deposit ratio (3^»35)» This is derived from two identities concerning

the stock of money. Firstly, the definition of money supply as currency

(C) plus bcinkdeposits (D):

M = C + D (i)

Secondly the definition of base money or high powered money (B) as the

sum of currency held by the public (C) and the commercial banks' cash

reserves (ll)s

B = C + R (ii)

From these two definitions it is possible to obtain by algebraic mani-

pulation the following relationship which is also an identity:

M = B (l + C/D)

(C/D + R/D) (iii)

This however does not constitute an explanation of how the

supply of money is determined since base money, the cash/deposit ratio

and the reserve/deposit ratio are in their turn determined by other

economic and monetary variables (36) . Even when an attempt is made

to account for the factors which cause variations in the two ratios,

the level of base money is often taken as being exogenously determ-

ined (e.g. 37).
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Base money constitutes a large proportion of total money supply

in Greece, since the bank multiplier is low, much lower than in mosf

advanced countries. Hence we find that changes in base money account

for a large percentage of any change in the money supply. It is import-

ant therefore to determine the variables which in their turn affect

the level of base money. Similarly, changes in the banks' desired

reserve/deposit ratio reflect changes in commercial bank beliavioxirin

response to economic and monetary conditions. The same applies for

the desired currency ratio of the public. We will now consider each

of these variables in turn.

4. 2. Base money.

Base money is defined as the sum of currency in the hands of the

public plus the reserves of the commercial banks. The quantity of

base money is determined endogenously and cannot be considered as a

variable which is fixed exogenonsly by the monetary authorities as is

assumed by Friedman for example. in the case of the United States (38) .

In Greece the level of base money depends to a large extent on govern-

ment deficit financing requirements (see diagram 4.l). The major

part of the government deficit is financed domestically by the sale

of treasury bills, government bonds and by direct loans and advances

from the Bank of Greece. The amount of bonds held by the central bank

is relatively small and government borrowing is mainly in the form

of treastiry bills and direct loans and advances. This latter form

of financing has a direct effect on the quantity of base money since

the liabilities of the Bank of Greece in the form of deposits of the

commercial banks and currency in circulation are increased. Of coiu-se

if government deposits with the central bank also increase then the

rise in the base money is lessened by this amount. In practice the
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net result of government borrowing has been positive in all years

but two; 1955 and 1956 when great efforts were being made by the

govei-ruuentto reduce the rate of inflation. To the extent that part

of the deficit is financed by transfers from abroad and foreign

loans, the need for domestic borrowing is correspondingly redxiccd.

However, positive foreign indebtedness on the part of the govern-

ment also resxiltsin an increase in base money, since the increase

in the gold and foreign exchange reserves of the Bank of Greece is

followed by an equal increase in domestic currency if the loan or

aid is converted into drachmas. Again,any increase in the size of

government deposits at the central bank reduces the rise in the level

of base money by a corresponding amount.

Another important factor contributing to changes in base money

is central bank financing of the private sector (see "Other Loans and

Advances" in Table 4.1. which consist mostly of loans and advances to

the private sector.), -'-nthe earlier part of the period under exam-

ination direct financing in the form of loans and advances to most

sectors of the economy was extensive. However as conditions in the

money market improved, particularly after 1957» there occurred a

gradual reduction of direct financing and this form of financing is

now restricted almost exclusively to the agricultural sector. The

Agricultural Bank of Greece which has not sxicceededin attracting

sufficient funds to perform its role adequately, receives direct

assistance from the central bank.

Loans and advances to the commei'cial banking system are also

included under this heading. The money market in Greece is dominated

by the commercial banks themselves. Therefore when they are short of

funds they can meet the situation only by either liquidating assets or

by using the discounting facility. Borrowing ceilings for each indivi—
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dual bank are set by the monetary authorities. Despite this, the

authorities usually comply with commercial bank requests to raise this

ceiling if the need arises. Commercial banks then have a reasonable

freedom of choice between borrowing from the Bank of Greece and

liquidating assets. One would expect that they decide on their course

of action on the basis of cost criteria constrained to some extent by

the height of the discount ceilings and the attitude cultivated by the

Bank of Greece of not resorting to the discount facility too often.

The short term assets held by the commercial banks are mainly treasury

bills and short term loans. Almost the entire issue of short term

government paper is covered by the compulsory purchases of the commercial

banks consequently the bulks cannot liquidate these when short of funds.

Even if more than the legal minimum of treasury bills are held, the

banks might well have difficulties in unloading these because of the

small size of the money market. Restriction of short term loans is

therefore the only likely alternative to borrowing from the central

bank. The decision of the banks as to how they will meet any shortage

of funds is therefore probably based on a comparison of the cost of

central bank borrowing and restricting or calling in short term loans.

A further factor contributing to the quantity of base money is

the reallocation of the excess funds of public entities which are

compulsory deposited with the central bank. These deposits are then

allocated by the Bank of Greece to the commercial banks for the ex-

clusive use of financing long term investment in the priority sectors

of the economy. This has an expansionary effect on base money, although

to the extent to which public entity deposits rise, then the effect

of these advances on base money, is reduced by a corresponding amount.

The fourth major factor influencing the quantity oi base money

is the balance of payments, since changes in this affect the level of

- 6 4 -



golcland foreign exchange reserves of the Bank of Greece, which in

turn affect base money.

TABLE >i.l.

The Constituents of Base Money.*

(l). drachmas)

A B C D E

Gold & For. Net Govt. Other Loans Public Entity Base
Exchange. Borrowing & Advances. Funds. Money.

1954 4.954 0.339 -2.499 4.34

1955 5.609 -1.146 2.020 - 5.60

1956 5.880 -1.130 3.217 - 6.55

1957 5.647 0.395 2.700 -2.228 8.53

1950 4.995 1.896 2.681 -1.671 9.66

1959 6.154 3.814 0.072 -1. 667 11.63

i960 6.533 4.474 2.144 -1.561 12.35

1961 7.498 4.543 1.677 -1.775 14.55

1962 8.084 5.858 1.203 -2.105 17.39

1963 8.218 6.825 1.621 -2.039 19.35

1964 7.983 10.066 2.773 -2.583 22.96

1965 7.058 11.213 6.559 -3.605 25.97

1966 8.179 12.070 8.204 -3.888 30.91

1967 8.583 12.623 6.700 -1.519 34.85

1968 9.658 13.138 7.760 +1.071 38.21

1969 9.510 15.582 10.088 +1.393 41.14

1970 9.300 15.504 16.723 -0.394 40.48

Source: Bank of Greece Statistical Bulletin.

* The rows A to D do not add up to the figures in the final column E
since only the major constituents of base money arc shown.
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Allincrease in the level of the reserves means that base money rises

by an equal amount as the central bank issues domestic currency or

credits the commercial banks' deposits by an equivalent amount. To

the extent that the small category of people who are allowed to maintain

deposits in foreign exchange, increase their deposits then the effect

on base money is correspondingly reduced.

Of the major constituents of base money, none can be considered

exogenous. Government deficit financing requirements and central bank

. financing of the private sector,including the commercial banks, are

determined endogenously according to demand, while gold and foreign

exchange reserves are determined on the one hand by imports which

depend on the level of domestic demand and on the other hand by exports

which are, to some extent, also influenced by internal factors such as

domestic demand and prices. The Bank of Greece liasto provide fluids

for financing the governments budget deficit. It is committed to a

policy of financing certain sectors of the economy, mainly the agric~

ultural sector and it also provides fluidsfor the special credit

institutions such as the Greek Industrial Development Bank, to ensure

that they are not hampered in their activities by lack of fluids.

Further, the Bank of Greece liasalmost always been willing to lend to

the commercial banks, via the discount facility, whenever the banks

have felt the need for this. This indicates that base money has not

been used as an exogenous policy variable by the monetary author-

ities, Similar considerations have caused the same conclusion to be

drawn for the U.K. and the U.S. by, for example, Kaldor (39). The

implications for monetary policy will be considered in detail later on.

(Ch.6).
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4.3# The Commercial Banks 1 Iteserve/Peposib "atio.

It has already been mentioned that the Bank multiplier in

Greece is lower than in countries like the U.K. with a highly develop-

ed monetary sector. We must therefore examine the reasons for this

and determine how the commercial banks decide on the distribution of

their portfolio of assets. Reserves in excess of the legally required

minimum (including seasonal reserves) have been consistently held by

the commercial banks, the amoiuit of these reserves fluctuating widely

from year to year as can be seen from Table 4.2. A large part of

these fluctuations is due to changes in the legal reserve requirements,

the main changes being the introduction of seasonal reserves in 1957»

the reduction of the reserve/deposit ratio from 12
c/oto 8>o in 19&3 and

the change in the method of calculating reserve requirements introduced

in 1966. However the above changes account for only a part of the

fluctuaiions as can be seen from the following table. Some writers

have explained the existance of excess reserves as being due largely to

a lack of demand for bank loans, in particular the demand for medium

and long term loans for investment in industry (40) . Those categories

of loans for which there has been a consistently high level of demand,

such as the internal and import trade, construction etc., have been

constrained by credit ceilings and can therefore be considered as

exogenously determined. Hence it is argued, excess reserves can be

explained in terms of the factors determining demand for loans in those

sectors where exogenovis supply constraints do not apply.

However, although it is true that the rate of increase of

medium and long terraloans to the industrial sector has been low, it

is debateable whether this has been mainly diieto a low level of demand

and a number of other writers e.g. Loukopoulos (41) have questioned
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this conclusion.

TABLE 4.2.

The Itesorve Position of the Commercial Banks.

0>. drachmas)

Reserve/
Deposit
Ratio

c
/°

(a)

Total
Reserves

(b)

Reserve
Require-
ments

(c)

Excess
Reserve

00-( c)

1954 26. 7 0.47 • 0.215 0.255

1955 36.8 0.68 0.295 0.385

1956 16.1 0.47 0.382 0.188

1957 29.9 1.47 0.642 0.828

1958 26. 2 1.98 1.542 0.438

1959 28.9 2.75 1.880 0.870

i960 21.3 2.77 1.098 1.672

1961 15.8 2.37 1.616 0.754

1962 16.8 3.03 1.422 1.608

1963 11.1 2.55 1.589 0.961

1964 10. 7 2.80 1.487 1.313

1965 9.1 2.69 1.016 1.674

1966 13.9 4.81 1.307 3.503

1967 3.7 1.40

1968 10.3 5.12

1969 9.5 5.70

1970 7.1 5.33

Source: (a) Bank of Greece Statistical Bulletin, (b) IMF Financial
Statistics, (c) Calculated approximately by taking the relevant
c/oof total commercial bank deposits each year.
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Certainly i.Uo political and economic instability which has boon

characteristic of much ot the period under consideration, has

influenced investment decisions. The risk attached by businessmen

to long teni investment projects with Jong gestatiou periods may

have been high but the parallel rapid rise in aggregate demand has

offcred the promise of high returns on investment even by small aad

medium sized firutsin those areas not dominated by cheaper imports or

, t

monopolies. Although an analysis of the extent to which competition

from imported goods (especially in connection with the associate

member status of Greece in the K.K.C.) has hindered industrial invest-

ment, is beyond the scope of this study, it is perhaps, reasonable to

question whether the low demand for leans in the major or only reason

for the often substantial volume of excess reserves. Discussions I

have had with bonkers have shown that the banks themselves have been

persistently reluctant to lend on a medium and long term basis*, par-

ticularly to the small and medium sized firms which are in most need of

such loans since their capacity for self financing is low, llequeflts

for loans from such firms have often been refused, not only because

such financing is considered to bo beyond the scope of normal banking

business but because the risk element involved has been considered by

lionks to be much higher than that involved in financing large, establish-

ed companies. The returns on such loans are not considered high enough

to compensate for this risk. Since interest rates are administered by

the monetary authorities and are kept as low as possible to encourage

investment, the banks adjust their supply of loans to the level which

* Discussions hold in the summer of 1973 An Orooco with the heads
of the department of credit extension of throe different banks.
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they are prepared to pi'ovide at the given exogenously determined

rate oC interest. This, tlierefoi'e means that excess demand fox*

loans could well exist at the given rate of interest, even though

the demand for loans in absolute terms is low.

This reflects tlio difficulties involved in basing a develop-

ment programme on finance from an oligopolistic banking system where

profitability rather than development needs is the criterion employed.

The special credit institutions have not yet been capable of perConn-

ing their role of financing the development process to any adequate

extent. This however covers only part of the problem. To the extent

that low demand for long term loans exists, then the problem is not

solved by the existance of adequate finance institutions, since the

problem is structural and not institutional.

Studies of bank behaviour in the U.S. have shown that an inverse

relationship exists between excess reserves and interest rates on loans

and securities (>i2,43). Teigen also bases his analysis of money supply

on the assumption that the ratio of required to excess reserves is

positively related to the profitability of lending (Vi) i.e. the

volume of excess reserves depends on the opportunity cost of holding

these reserves which earn a zero return. An analogous relationship

between profitability and reserves could apply to the case of the

banking mechanism in Greece. The opportunity cost of holding excess

reserves can be considered to bo the return on the most liquid earning

asset available, for example treasury bills and other short term govern-

ment bonds. However, in the case of Greece the limited si'/e of the

market liasresulted in the commercial banks being able to hold little

more than the compulsory minimum of government paper. Therefore the

treasury bill rale is unlikely to be mi accurate reflection oi. the

cost of holding excess reserves. Only about G'/oof bank assets are
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held, in the form of government secxirities and little more than the

legal minimum of treasury hills. Perhaps a more suitable measure of

tii.ecost o.i.holding excess reserves is the interest rate on short term

loans, particularly to industry for working capital. Since 1957, the

sole responsibility for the control of short term loans to industry

has been vested with the commercial banks. This differs from the case

of loans to the handicrafts sector and to domestic and import trade

which have been constrained by credit ceilings in most years. Given

the interest rate set by the monetary authorities on loans for working

capital, one would expect that the commercial banks decide on the supply

of stich loans mainly on considerations of profitability.

Another interest rate variable which might be expected to in-

fluence the level of reserves is the interest x^ate paid by the commercial

banks on deposits. The higher the deposit rate of interest, the greater

the need to offset this cost by holding earning assets and hence the

greater the incentive to reduce excess reserve holdings. Savings

deposits are the largest category of deposits and so one would expect

that the reserve/deposit ratio is inversely related to the rate on

savings deposits with the commercial banks.

The relative volume of the different categories of deposits may

also be a significant factor affecting the volume of excess reserves which

are maintained by the banks. As discussed earlier, although savings

deposits have a low rate of turnover, their characteristic of being

withdrawable on demand may mean tiat the commercial banks hold higher

reserves against these as opposed to time and restricted deposits.

This can be linked to the fact that political developments may have

caused the banks to hold more reserves throughout much of this period

than would otherwise be the case, because of fear of large with-

drawals. The public' s reaction to most political abnormalities has
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been of this nature# This lack of confidence was in fact the main

l'eason behind the monetary authorities' decision to make savings deposits

instantly withdrawable, since this induced people to overcome theix*

fear of losing their money. Consequently, liquidity is of considerable

importance for the banks in deciding the structure of their assets.

The relatively simple asset structure of the commercial banks which

reflects the limited choice of assets available to them, means that

the portfolio behaviour of the banks can.be treated in simple terms,

(c.f. Parkin, Gray and Barret [h1}) and others) with the distribution

between earning and 11011earning assets being of particular importance.

Bearing in mind the particular characteristics of the Greek

monetary sector, the relationship between the above variables ;uulthe

reserve/deposit ratio were tested statistically. The reserve/deposit

ratio (10 was regressed on the following independant variables:

1. The ratio of savings deposits to time + restricted deposits (s ) .

2. The rate of interest on savings deposits with the commercial

banks (i's).

3. The short term lending rate to industry (r^) .

The excess reserves ratio was not used as the dependant variable because

accurate figures for reserve requirements were not available and even

approximate figures could not bo worked out on available data after

1966 when the basis for calculating reserve requirements was changed.

Consequently, a dummy variable was included in the above regression

to account for changes in minimum reserves. This variable had a value

of 0 in 1936, -i-lin the years 1957—62 when the seasonal reserves were

introduced, —1 in the years 19'o—66 when the reserve requirements were

reduced from 12 to 8c/oand +1 in the remaining years when reserve

requirements increased again. We would therefore expect a positive

relationship between iiand D^.
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A further dummy variable (D2) was tried to test the effect of

changes in credit controls 011bank reserves. The argument for inclu-

ding this variable is that if credit controls on short term credit are

tightened, then since the commercial banks prefer this type of credit

extension and are generally averse to giving long term loans, the

excess reserves of the banks would be expected to rise. This variable

had the value 0 in those years when credit controls were relatively

lenient (1956, '58, '60, 1963-68) and +1 in all other years when credit

controls were tight. The relationship between this variable and ft

should be negative.

In order to determine the form of the function both linear and

log linear relationships were tried. On all counts the linear form

performed better than the log linear form. Both the value of the

multiple correlation coefficient and the level of significance was

higher. Only the results of the linear form regressions are given in

Table 4.3«

As can be seen from the first regression the coefficient of S

is highly significant at 1°/osignificance level, having a high value

for the t-statistic and a high vcvluefor the partial coefficient is

positive as expected, indicating that the reserve/deposit ratio rises

as S rises. The interest rate variables, however, turn out to be

insignificant and of the wrong sign. The inclusion of the two dummy

variables in regression 2 raises the explanatory power of the re-

gression from 0.972 to 0.934, but only is significant at the 5/0

confidence level.

Because of the likelihood that the coefficients of the two

interest rates are distorted by multicollincarity caused by including

two related interest rates, the regression was re-run using the

average value of the two rates, (regression three). The regression
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coefficient of the single interest rate variable ( r av ) "becomeshighly-

significant hut still has a positive sign indicating that the higher

the cost of holding excess x^cservesthe greater the reserve/deposit

ratio. A result which is contrary to most assumptions about commercial

bank behaviour# xhe regression was rim once more using an estimate of

the real value of the average interest rate (obtained by subtracting

the percentage increase in the price level from the nominal interest

rate). Once again, however, the sign of the interest variable although

significant, was of the wrong sign. (This result is not shown in

Tables 5.3.)«

The interest rates used in the above regressions are closely

correlated with the discount rate. One would expect on a priori

grounds that the reserve/deposit ratio is positively related to the

discount rate. i.e. the higher the cost of borrowing from the central

bank, the more likely are the commercial banks to avoid having to

resort to the discount facility, by maintaining adequate reserves.

The regression was therefore rim yet again using the discount rate as

the independant interest rate variable, (regression £. ) This

time as expected, the reserve/deposit ratio is positively related to

the discount rate. The standai'd error of the interest rate variable is

considerably reduced and the value of the t-statistic is correspondingly

higher than for the average interest rate variable. The explanatory

power of the equation is raised from .972 to .973 and the residual error

reduced from .Ojl to .028. The Durbin-Uatson statistic has a value

indicating the absence of positive correlation, by the test for nega-

tive autocorrelation is inconclusive^

The dummy variables included to account for changes in the

height of credit ceilings, although of the correct sign, proved to be

statistically insignificant. This result may in fact be distorted because

of multicollinearity between the discount rate and the two policy variables.
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Generally, changes in the discount rate and in the height of credit

ceilings have been related and similarly fox*changes in reserve

requirements.

The results of the regressions, as far as the relationship

between 11aridS is concerned, is as expected. The higher the ratio

savings deposits to time plus restricted deposits, the greater the

reserve/deposit ratio. This indicates that the commercial banks hold

higher reserves against savings deposits than against their other

categories of deposits since savings deposits can be withdrawn on de-

mand. The dummy variables on the other hand although of the expected

sign Airereinsignificant. This seems to indicate that the credit

restrictions imposed by the Bank of Greece did not really prevent the

commercial banks from extending as much short term credit as they

wished. This may possibly be due to credit leakage via the uncontrolled

loans to industry for working capital. Similarly changes in reserve

requirements do not appear to have significantly affected the reserve

ratio which almost always liasbeen well above the legal minimum.

However one cannot be too positive in interpreting these results

because of the likelihood of multicollinearity and negative autocorrela-

tion distorting the values of the coefficients.

The surprising result is the sign of the interest rate variable

which on a priori grounds might be expected to be the most appropriate

explanatory variable. The positive relationship obtained when the

average interest rate, representing the opportunity cost oi holding

excess reserves, is used as the regressor, indicates that the cost of

holding reserves is not important in determining Lhe volume of excess

reserves. In fact the value of the interest rate has not changed

very much since i960, it has ranged from 6.'il',oto 6.88/0. Jho explan-

ation of the positive sign of the coefficient appears to lie in the

- 77-



fact that the average interest rate auu.the discoxmt rate generally

move in the same direction, so the average rate acts as a proxy for

the discount rate thus giving a positive relationship. This is

supported by the fact that the relationship between the reserve ratio

and the discount rate is stronger than that between the reserve ratio

and the average rate. The commercial banks therefore, hold more

reserves when the discount rate is high, since the cost of borrowing

to meet unforseen contingencies is higher in relation to the cost of

maintaining excess reserves.

Therefore it seems that the risk element of being unable to

meet withdrawals is given more importance than the cost of holding ex-

cess reserves, hence also the significance of the relative size of

savings deposits which the banks consider to be most subject to large

scale withdrawals in the event of political or economic anomalies.

This estimation of how the public reacts to abnormal circumstances is to

some extent justified since the level of savings deposits has in pra-

ctice been influenced by such factors. For example, in the years 19&5

and 1967 the level of savings deposits was considerably affected by

political developments.

4.4. The Public's Currency/Deposit Ratio.

During most of the period under examination, the demand for

currency liasbeen rising at a faster rate than the demand for current

deposits. As etuibe seen from Table 4.4., the ratio of currency to

demand deposits has been rising over the period. This can have

important repercussions for monetary policy. Other things being equal,

an increase in the demand for ctirrencyresulting in a reduction of

deposits through withdrawals, x'educes the credit base of the commercial

banks and curtails their credit creating ability. Therefore changes in
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the desired ratio of currency to deposits can lead to a change in

the money supply unless the monetary authorities take compensating

action. It is important therefore to know the factors determining

the currency ratio so that action can be taken when they change.

In his study of the supply of money, Cagan gives a number of

factors which influence the size of the desired currency ratio (46,

47): the cost of holding currency, expected real income, the volume

of retail trade, the volume of travel, the degree of urbanisation and

the rate of direct taxation. This study relates to the U.S. economy,

but other work such as that of Perlman (48), has found broadly simi-

lar factors to be relevant, using international cross section data,

for countries of widely differing social and economic background.

The opportunity cost of holding currency as far as the Greek

monetary sector is concerned, is unlikely to be the interest rate on

demand deposits. This is due to the peculiar characteristics of the

Greek system. Demand deposits are held mainly by the business sector

and cheque payments ax^econfined therefore,chiefly to business trans-

actions. For the public at large, the usual means of payment is

currency. Over sixty per cent of demand deposits are held by business

men in order to facilitate their business payments. For the general

public then the interest rate on demand deposits does not represent an

accurate measure of the opportunity cost 01 holding cash. Nevertheless,

since business transactions, for which cheques are used, form a

significant part of total transactions, this interest rate variable

was used in the estimate of the currency ratio equation.

The C/D+S ratio as one might expectj has been falling rapidly.

Savings deposits unlike demand deposits, are to a large extent made up

of the small deposits of a large number of individuals of non—business

sector, and are viewed as an alternative form of holding wealth, to

currency.
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TABLE 4.4.

The Currencv/Denosit Ratio.

Currency/
Demand Der>.

Currency/Demand +
Savings DPT>.

1953 2.88 2.58

1954 2.40 2.03

1955 2.36 1.88

1956 3.20 1.66

1957 3.08 1.11

1958 3.12 0.93

1959 3.03 0.77

I960 3.31 0.74

1961 3.54 0.73

1962 3.56 0.73

1963 3.79 0.69

1964 3.95 O.72

1965 4.06 0.75

1966 4.36 0.69

1967 5.58 0.81

1968 4.56 0.61

1969 4.33 0.55

1970 3.65 0.48

Source: Bank of Greece Statistical Bulletin,
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The small range of alternative financial assets means that savings

deposits and currency are the two major forms of holding wealth. The

interest rate on savings deposits might be expected therefore to reflect

the opportunity cost of holding currency as opposed to savings deposits.

This variable therefore was used in the estimate of the ratio of cur-

rency to demand plus savings deposits. Also the rate of change of prices

was used as an alternative cost variable since deposit interest rate

earnings compensate for price rises unlike currency holdings which are

a non earning asset.

The level of national income in real and nominal terms was also

included in the regression equation, an income variable being expected

to influence the size of the currency ratio. Studies for most advanced

countries have shown that currency is an inferior good (49,50), The

risk and bother involved in holding large quantities of currency means

that the relative size of currency holdings compared to deposit money

holdings, decrease as income rises. However, in Greece as can be

seen from Table 4.4., the ratio of currency to demand deposits has

been generally rising over the period in question while income has

also been rising. This can again be explained by the fact that demand

deposits serve as a means of payment mainly for the business sector,

while for the non business sector, currency is the normal means of

payment. Since the volume of monetary transactions liasbeen increasing

rapidly over this period due to increased monetarization and higher

incomes, the demand for currency has risen proportionately more than

demand for demand deposits. Also, since currency serves as a fairly

important store of value, then again this has the effect of increasing

the desired currency/deposit ratio. From the same table, we can see

that the ratio of cxirrency to demand plus savings deposits, has on the

other hand been falling rapidly. This reflects the role of savings
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deposits as an important form of holding wealth.

The volume of retail trade, the volume of travel and the degree

of urban1bation aie all factors which are expected to have a positive

effect on the size of the currency ratio, since they increase the need

for currency holdings. The degree of urbanisation can also have the

opposite effect if it results in greater familiarity with the banking

system. However, for the reason explained above this possibility does

not arise in the case of Greece. These variables could not be included

in our estimates of the currency ratio fxuictionsince data for them is

not available. An attempt was made to include the effect of the degree

of urbanisation by using the ratio of agricultural product to gross

national product as a proxy variable (see for example Pcrlmnn (5l).)

The effect of the above variables can however be considered as being

included in the regression coefficient of the income variable because

of the close correlation between them.

The rate of direct taxation is unlikely to be a significant

factor affecting the currency ratio, unlike the case of the TJ.S. in

Cagan's study (52). Tax evasion occurs on a wide scale in Greece and

is facilitated by the nature of the tax collection system. In addition

the rate of tax has not changed often during this period. For these

reasons, the rate of tax variable was not included in our estimate.

A dummy variable representing political crises was also included because

of the effect of such events on the level of deposits. During all such

anomalous periods there has always been a significant drop in deposits,

particularly savings deposits, as the demand for currency rises as

people seek to purchase alternative, safer forms of holding wealth#

When gold sovereigns were freely available the public converted their

liquid assets to this form. Now, the demand for consumer durables

and property as well as foreign currency present the alternatives,
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although there are strict controls on the latter. The dummy variable

was given the value of one in 1964, 1965 and 1967, and the value of

zero in all other years.

The relationship between the currency/deposit ratio and the

above variables was tested statistically, the ratio of currency (c)

to demand deposits (d) and to demand pins savings deposits (s) was

regressed on the following independent variables:

1. The level of real income (Yr).

2. The level of nominal income (Yn).

3. The interest rate on demand deposits (rd) .

4. The interest rate on savings deposits (rg).

5» The rate of change of the price level (p).

6. The ratio of agricultural product to G.N.P. (A).

7. The dummy variable (d).

Both linear emu long linear forms were tried. The use of the

log linear specification gave coefficients for the various explanatory

variables which either had much higher standard errors or were insi-

gnificant; The results of the linear version are given in Table 4.5.

Regressions including the agricultural product ratio give values

for the coefficient of this variable and of the income variable which

are not statistically significant. Kulticollinearity between the two

terms probably explains this since they are highly correlated. This

variable was consequently dropped. As can be seen from regression 1

and 2, the use of the I'ate of interest on demand deposits as the variable

representing the opportunity cost of holding currency gives very poor

results since its coefficient is not significantly different from zero.

The dummy variable coefficient, although it has the correct sign, has a

high standard error and is not significant, (the equations including

this variable are not shown).
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This is again probably duo to the fact that demand deposits and

c\irrencyare affccted equally by instability as they are both held as

a means of payment. Savings deposits on the other hand are affected

more by the stability factor as people withdraw their deposits in order

to convert them into less risky assets, thus they cause a temporary rise

in the demand for currency relative to savings deposits. The correlation

coefficient of both equations is very high having a value of .988, but

the Durbin-Uatson test for autocorrelation is indeterminate so Sbhe

results can only be interpreted with a limited degree of confidence.

Regressions 5 and 6 have the ratio of currency to demand plus

savings deposits as the dependent variable. In all the regressions this

currency ratio is negatively related to the income variable indicating

that as income rises the demand for savings deposits rises at a faster

rate than the demand for currency. This reflects the role of savings

deposits as form of holding wealth. The coefficient of the interest

rate variable is however insignificant and of the wrong sign, being

positive. This is not surprising in view of the fact that savings

deposits have been rising at a fast rate over this period while the

interest rate has been falling. It would seem, therefore, that cost

considerations are not relevant in determining the relative holdings

of ciirrency and deposits and that the major determinant is income be-

cause of the wealth effect. The price variable also does not reflect

the opportunity cost of holding money since although it is significant,

its coefficient is positive. This indicates that the higher the rate .

of change of prices the greater the transactions demand for currency.

The dummy variable is also significant in the case of this

currency ratio, as expected, and has the correct sign. This indicates

that in periods of instability there is a significant positive effect

on the demand for currency relative to the demand fox*savings deposits.
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The correlation coefficient is very high in both regressions,

having a value of .962. The value of the Durbin-Uatson statistic

indicates tlieabsence ol both positive ami negative autocorrelation,

in contrast to the equations using the other curroucy/deposit ratio Tor

which the tost was indeterminate. There does not appear to he any

important difference as far as the performance of the regression is

concerned, when the real, as opposed to the nominal, lovol of income is

used. As with the previous equations, using both the income variable

and the agricultural product ratio caused the coefficients of both

to be insignificant and the results are not included in the table.

To summarise then, the level of real money income and the rate

of change of the price level appear to bo the most important factors

influencing the size of the currency ratio. When only demand deposits

are included in the currency ratio, the level of income has a positive

influence on this ratio reflecting a particular characteristic of the

Greek economy. The remaining rosults are however in accordance with a

priori expectations and results from studies for more advanced countries.

'1.5. Summary.

The three basic components of the money supply namely, base money,

the bonks' reserve/deposit ratio «uidthe public's curroucy/doposit ratio

arc all determined enogenously. Although control ol base money on the

port of the monetary authorities could result in a tight control ol

the money supply because of the low bonk multiplier, wo IInd in practice

that this has not in fact boon achieved. The need to cover government

financing requirements by increasing the supply ol money in titeabseuco

of alternative sources of finance, means that a major constituent of

base money is beyond the control oJ the monetary authorities. As .lux

as loans and advances to the private sector are concerned, tho ceuttal
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banlchas the ability to control these and so control an ever in-

creasing component of base money, although,care shoxxldbe taken not

to reduce loans to priority sectors, however a stricter control over

loans to the commercial banks would probably help to reduce the

financing of non productive sectors by the banks, while credit to the

productive sectors could be given directly by the central bank and

other state financial institutions. To a large extent changes in

the supply of money can have important repercussions for economic

activity due to the particular characteristics of the economy. This

will be dealt with in more detail in the following chapter which

attempts to trace the relationships between monetary variables and the

real sector.
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CJLVPTI'IIl5

The Real and honetnry Sectors.

5»1. The Semail(1 for Money; Before considering the impact of monetary

changes on.the real sector it is important to consider "whetheror not

there is a stable demand for money function in the Greek case. As

already seen in section 4.4. of the previous chapter, there is evidence

that there is a stable currency to deposit ratio which means that the

public adjusts its holdings of currency and deposits according to changes

in certain economic variables such as income. It is further necessary

to examine the evidence for a similar adjustment between money generally

and other assets. Both monetarists and Keynesians trace the effects of

changes in money supply through the balancing adjustments between money

and other assets made by the public and financial institutions when

money supply is greater or less than the desired level. Empirical

studies for many countries have provided evidence in support of a

reasonably stable relationship between money demanded and some measure

of income or wealth and an interest rate variable (f53)• Before con-

sidering the evidence available for Greece, it might be appropriate to

analyse the problems connected with the estimation of the demand function,

in order to ensure that they do not invalidate the results which have

been obtained for the Greek economy.

The first of these estimation problems is that the level of

desired money holdings is nob an observable magnitude. It is customary

therefore to assume that equilibrium is always achieved so that the

observed money stock can be used as data for desired money holdings#

However this raises the identification problem of distinguishing

between the demand and supply functions when using observable data for
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estimation. This difficulty is overcome if the "twofunctions are

independant so that the explanatory variables which enter the two

functions are different* It is usually assumed that there are signi-

ficant variables entering the supply function which are not included

in the demand function. These are for example, technical factors

affecting currency supply and political and psychological factors

influencing the overall money supply (5*0• Another assumption made

by Fp.nd for overcoming the identification problem is that the appro-

priate dependent variable in the supply function is the level of nomi-

nal money balances while the demand for money is demand for real

balances (55)• In Greece it appears that the supplj1- of money is large-

ly demand determined (See ch.4). If this is tnxe than the assumption

that the observed magnitude of money stock is equal to desired money

balances is appropriate.

The definition of money also raises some difficulties. The

narrow definition of money supply as currency plus demand deposits may

not be an adequate reflection of the true state of liquidity in an

economy or of those assets demanded by individuals as a medium of

exchange or temporary abode of purchasing power and as a store of value.

Considering money as a medium of exchange, we find that the usual

argument for excluding savings deposits from the definition is that they

are not usually transferable by cheqxieand that their use involves loss

of interest and delay. This definition places the emphasis on the

literal meaning of "means of payment". Newlvn's definition of money

as an asset which has a "neutral" effect when used as a means of pay-

ment, i.e. whose effect is the same as that of a transfer of currency,

may be more relevant since it defines money in terms of its effect on

the monetary system and not in terms of its efleet on the individual (,}6).

Under this definition then, savings deposits could he included in the
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definition of money it banks do not differentiate between deniandand

savings deposits in determining their liquidity ratio. However it

could be axgued that changes in the volume of savings deposits will

have an effect on the monetary system, even if the above is applicable,

via changes in the costs of bank liabilities.

An even broader definition is advocated by some on the basis

of the argument that since non-bank financial intermediaries also create

credit, their liabilities should be included in the supply of money

even though they are not widely acceptable as a means of payment (57).

Pesek and Saving on the other hand, consider that since monetary policy

works mainly through wealth effects and only demand deposits represent

net wealth, then the narrow definition is more appropriate (38)•

One method of testing empirically how valid these definitions

are, is to examine the extent to which the proposed components of money

stock are in practice intercliangable. Two empirical studies for the Uni-

ted States designed to establish the degree of substitutability between

demand deposits and time deposits have both obtained values of cross

elasticity which indicate that in the U.S. at least, substitutability

is low. These results appear to support the adoption of the narrow

definition of money (59»6o).

In Greece cheques are not as widely used as, for example, in the

U.K. or the United States. Payments are normally made in currency.

Demand deposits are held mainly by business men and cheques are used

almost exclusively for the business transactions of large well known

companies (see D.Kalodoukas) . Savings deposits on the other hand are

held largely by the lion business sector and although cheque books are

not issued against these deposits they are withdrawable on demand. In

terrasof Newlyn's neutrality criterion demand and savings deposits are

identical since no distinction was made between the two in calculating
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the reserve requirements up to 1966. Since "thatyear reserve re-

quirements have been based on the category of credit extended by the

banks. Despite this, it is found that as expected on a priori grounds,

because of the lack of diversified financial assets, savings deposits

are viewed as an asset in which wealth can be invested rather than as

a form of holding money. In other words, the growth in savings deposits

over the period under consideration may be better explained in terms

of a wealth effect rather than as a substitution effect between other

financial assets (including currency and demand deposits) and savings

deposits. This is supported by the fact that savings deposits have

risen at a much faster rate than money supply narrowly defined, as

income has risen. It is found that the income elasticitv demand for
%/

money using the broad definition is significantly higher than the

analogous elasticity using the narrow definition of money (6l), thus

indicating that increased wealth has resulted in a greater preference

for savings deposits as against money supply narrowly defined. Further,

support for this conclusion is provided by the fact that savings depo-

sits have a low rate of turnover and are composed mainly of the depo-

sits of small savers who hetvevery few alternative financial assets to

choose from (62,63)# It appears therefore that the factors of neutra-

lity or instant withdrawal which can be used as arguments in favour

of including savings deposits in the broad concept of money are over-

ridden by the way in which savings deposits are used in practice. The

narrow definition of money therefore appears to DO the more appropriate

concept.

From the studies of money demand in Greece, the results appear

comparable to those obtained for more advanced countries, fhere aie a

number of works such as that of Avramides (6^1) wnich deal with the

demand for money within the context of a general econometric model,

-91-



as well as several studies dealing specifically with the demand for

money function. Thus one study (63) relates money demanded (narrow

definition) in real terms, to real income and the expected rate of

change of the price index as a measure of the cost of holding money.

Tliisis particularly likely to he the appropriate variable in the

decade or so following wartime hyperinflation when people were still

particularly sensitive to price changes. As Cagan shows in his study

of hyperinflation in Greece (66) demand for real balances, using

monthly data, was related mainly to the expected rate of change of

prices with the effect of other factors being dwarfed by the large

fluctuations in the price level. The most recent work is that carried

out by Leventakis of the Bank of Greece Research Department (67).

This derives a demand for money function which includes an income or

wealth variable and the rate of interest on deposits as the main ex-

planatory variables, using absolute values. All the estimates of the

demand for money function indicate that there is some consistent

relationship determining the holdings of cash balances. Lack of ade-

quate deitafor the prewar period has prevented any estimates,of the

stability of this function over long time periods, but in the post war

period at least one can accept with a reasonable degree of certainty

that demand for money has been relatively stable# Although shifts in

the function appear to have occured first, in the early or middle fifties

as people regained confidence in the currency and Later in the sixties

and onwards as consumption habits changed.

5.2. The Interaction Between Ilealand h'onetary Variables.

Given that a stable demand for money function exists we will now

examine the effect of changes in monetary variables on the real sector.

The main point of interest is to see in what ways changes in money
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supply and interest rates are likely to have an impact on investment

expenditme and tue magnitude of this impact. It is important to

understand tne 1epercussions of changes in monetary variables not

only on productive investment hut also on those activities such as

speculation in property etc., which are likely to divert fluidswhich

could potentially he used in other sectors. It has been argued that

the constraints on investment in those sectors which have been descri-

bed as productive are sufficiently strong to prevent large scale in-

vestment in these areas and the availability of finance alone is not

sufficient to induce private initiative to overcome the obstacles. For

this reason the level of investment in these sectors is not expected

to be influenced by the monetary variables considered. In fact the

statistical evidence shows no significant relationship between invest-

ment in manufacturing and monetary variables. As expected however,

investment in housing is found to be positively related to liquid assets.

The effect of monetary variables on consumption demand can also

be important because this may have the secondary effect of inducing

increased investment expenditure. However for the same reason given

above, it is not likely that productive investment is affected signi-

ficantly. Nevertheless, assessing the impact of monetary changes on

all categories of investment is important for two reasons. First it

is of use in evaluating the effectiveness of monetary measures in re-

gulating aggregate demand. Secondly it indicates the potential con-

tribution which monetary policy can make towards growth if used to

supplement a comprehensive government development policy, t'or this

reason an attempt is made to trace the mechanism through which monetary

changes could be transmitted to all categories of expenditures before

some statistical estimates are made of the realised effects of changes

in monetary variables. Variations in monetary variables are lively to
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have a more direct effect on the real sector in Greece than in more

advanced countries. The absence of a complex financial system to

act as a buffer between the monetary and real sector, means that

cnanges in monetary variables are likely to be transmitted relatively

rapidly to the real sector without the often long transmission lags

experienced in more advanced countries. Limited public participation

in the capital market and the lack of alternative short terraor long

term financial assets, indicates that changes in money supply are

liable to have a direct effect 011demand for non financial, or real

assets. The major part of transactions in securities is carried out

by the commercial banks (although public participation since 19&8 has

increased substantially) . For most of the period under consideration

then, changes in the market rate of securities has not been of import-

ance in influencing peoples' choice of asset holdings. Tliusany changes

in income and expenditure which occur as a result of variations in the

supply of money can be considered to measure the direct effects of the

latter 011the real variables through a relatively uncomplicated trans-

mission mechanism. Therefore much of the dispute between the monetarist

and Keynesian approach as to the importance of the rate of interest in

transmitting monetary changes to the real sector, is not relevant for

the Greek monetary sector. Bearing in mind the asset holdings of most

of the general public, the bank deposit rates are the major interest

rates which might be considered to affect people's expenditure decisions

and these rates are administered by the central bank quite independ-

ently of money supply and are determined by a different set of con-

siderations from those determining money supply. We can consequently

examine the separate effects on income and expenditure flows when

changes in either money supply or rates of interest occur.
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5.3* Changs in the Su^nlv of Monoy.

The monetary authorities can in theory change the siipplyof

money in basically two ways. Firstly, hy direct action on the level

of base money# This can be achieved either by varying the volume of

currency in circulation or by altering the compulsory reserve require-

ments 01 the commercial banks thus changing the level of their reserves.

Secondly, they can indirectly affect the supply of deposit money by

tightening or relaxing general credit controls and by changing bank

rate or other interest rates. The limited size of the capital market

prevents the use of open market operations. YiTe will examine the effect

of such changes on consumption and investment expenditure and hence

on income and prices taking the case of currency fluctuations first.

Assuming that equilibrium exists to begin with, an increase in

the amount of currency in circulation means that the public's holdings

of currency are greater than the desired level. An adjustment between

the currency holdings and deposits will take place until the desired

currency/deposit ratio is achieved. This adjustment process between

currency and deposits is a result of the fact that there exists a

stable cxirrencyratio as shown in Section 4.4.

The result of this adjustment process however, is an imbalance

between liquid assets in the form of currency and deposits, and longer

term assets. Because of the narrow range of long term financial assets

these longer term assets are likely to be real assets. During the

earlier part of the period under examination gold sovereigns were still

an important form of storing wealth. However the central bank's policy

of reabsorbing gold gradually eliminated this form 01 wealth nolding

which appears to have been replaced by bank deposits as evidenced by

the rapid rise of the latter. The role of a long term asset appreciating
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in value seems to have been played by real assets such as lnnd and

property, ine fact t.at t;ie market for real estate is veil organised

means tiiatit satisjies tiienecessary conditions of a store of wealth

especially ease of convertibility into cash and low transactions costs.

To a lesser extent consumer durables may have acted as alternative

long term assets although the rise in demand fox*these might be better

explained in terms ox shifts in consumption due to changes in behaviou-

ral factors, particularly in view of the fact that even durable consumer

goods are not readily convertible into cash. Nevertheless, an ever

increasing imbalance between liquid assets and long term assets, might

in the absence of a range of alternative financial assets result in a

greater demand for consignergoods than would otherwise be the case. The

substitution between money and real goods cannot be construed as evi-

dence for the monetarists' theoretical concept of money as one form of

good which can be substituted for any real good and vice versa, it can

be argued that it is the unavailability of alternative financial assets

which enforces such a substitution between money and real assets.

Assuming that the above substitution effect between money and real

assets takes place, then the original increase in currency will result

in a further readjustment between money and all deposits and real assets.

Thus there will be a direct effect on expenditure. Demand for goods,

particularly consumer durables and property will rise and to the extent

that domestic supply cannot meet the demand, then prices will rise as

has been the case with property. Alternatively ?imports of consumer

goods will rise and if import prices are stable then the domestic price

level is not greatly affected although this will lead to an o.dverse

effect on the balance of payments if exports or other foreign exchange

earning activities do not rise accordingly. The increased pressure

of demand has to find an outlet either in the lorm of higher ana/or
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higher imports or domestic output.

The higher level of income generated "byincreased demand and

higher prices will, in the absence of other restricting conditions, lead

eventually to increased investment and output. However, to the extent

that o tlierconstraints to investment exist, then the increase in the

level of demand will he spent in higher prices aridimports. The increa-

sed currency holdings of the business sector will also necessitate a

readjustment of assets as for the non-business public. Whether or not

this will lead to an increase in investment expend!ture, as opposed to

consumption expenditxire, depends on the existance or absence of the
1

same constraints.

The increase in bank deposits generated by the increase in the

currency circulation means that the lending ability of the commercial

hanks is strengthened. The effect of this will depend on a number of

factors. For example, the height of the credit ceilings 011loans to

the various sectors, the willingness of the hanks to lend on a long

term basis as well as the economy's absorptive capacity for such loans.

The hanks' preference for short term lending will mean that such loans

will rise to the level permitted by the credit restrictions and the

volume of all loans generally will be influenced by their desire to hold

a level of reserves which they consider adequate.

The adjustment process described above assumes that there is a

desired balance between short term and long term assets. The observed

fact that liquid assets have been rising proportionately more than inco-

me)as illustrated by a steady decline in the income velocity of cir—

culation in all years until 1971j indicates either that behavioural

factors have caused the desired relative holdings of currency and depo-

sits to rise and/or that there have been constraints inhioiting tne

desired adjustment e.g. tbe lack of long term financial assets.
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The monetary authorities can also directly affect the supply

of money by altering the commercial banks' reserve requirements.

This has the effect of transferring deposits from the Bank of Greece

to tue commercial banks and vice versa. If the central bank red\ices

the amount of compulsory reserves, bank reserves are increased. If

on the other hand, the level of compxisloryreserves is raised then

in so far as banks do not hold unwanted reserves in excess of the

necessary minimum, their credit creating ability is reduced.

As already discussed in 4.3., the commercial banks have in pra-

ctice consistently held reserves in excess of the required minimum.

If we assume that these excess reserves have been voluntarily held and

are not a result enforced by a low absorptive capacity for bank funds,

then changes in the reserve requirements are expected to have an effect

on commercial bank behaviour. For example, a reduction in reserve

requirements enables the banks to expand credit while still permitting

them to retain the level of reserves deemed necessary. Similarly an

increase in reserve requirements forces the banks to cut back on loans

if they wish to preserve the same level of excess reserves. As noted

previously (4.3«) there is some evidence for maintaining that at least

part of the excess reserves held by the commercial banks is voluntary

and therefore are not "excess" as far as the banks themselves are con-

cerned. Any change in reserve requirements larger than the amount of

unwanted reserves will have immediate repercussions on the lending

ability of the banking system. Whether or not the banks can act on

their greater lending ability, in the case of a reduction of reserve

requirements, depends on the absorptive capacity Cor bank loans.

The commercial banks in the period xinder examination extended

loans mainly to the business scctor. It was not until 1971 that a

personal loan scheme of up to 30»000 drachmas was introduced. Any
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variation in the lending ability of the banks would therefore have

an effect on the expenditure of the business sector. If as has been

suggested, part of ti'.eextra reserves held by the banks are enforced

°y l&ck of aemand xor bank fluids,this is likely to apply to demand

for loans for long terrainvestment projects. On the other hand, it

has been seen in practice that demand for loans for building purposes

and for working capital (remembering that the commercial banks cannot

easily trace the use to which the latter are put) has generally been

buoyant. Further, the commercial banks will normally take advantage

of any increase in their ability to extend such loans since this is

the type of business they most prefer. This means that an increase

in the supply of money via reduced reserve requirements can be expect-

ed to cause an increase in the expenditure of the business sector.

Whether this expenditure will result in increased industrial output,

higher output from the building sector, or to a higher level of con-

sumption to the extent that credit leakage occurs, depends again on

the incentives and constraints on investment. However income and ex-

penditure can be expected to be directly affected, with repercussions

for prices and the balance of payments as discussed above.

The use of credit ceilings and controls prohibiting the extension

of credit to certain sectors has a constraining effect on the supply

of money since these controls tend to be more severe on the type of

financing which combines profitability with low risk and hence is pre-

ferred by the commercial banks. Also, because of the profitaoility

of many of these sectors, e.g. building and trade, demand for such loans

is high although their direct contribution to development is low. The

controls therefore are imposed to prevent a rapid rise in aggregate

expenditure which would, in the absence of higher output, lead to in-

flation and balance of payments difficulties. The easing ox these
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restraints normally leads to an immediate rise in expenditure# This

method has in fact been used to stimulate the economy at times of low

economic activity to prevent a rise in unemployment in the short run.

For example in 196 /, tiiereduction in investment and economic activity

generally as a result of uncertainty induced by the military coup, was

soon offset to a large extent by lifting controls on credit to the

above sectors. However, the outcome of such short term measures in
•

response to a fall in economic activity, has generally been adverse

for the balance of payments and prices as happened after 1967. The

effects of lifting such controls can be more serious than an increase

in currency, since they directly affect the financing of activities

which generate income without raising productive capacity or helping

to pay for higher imports. In view of the constraints which make btisi-

nessmen reluctant to invest it is unlikely that this will have the

secondary effect of raising productive investment in response to higher

demand.

Honey supply can also be influenced by changes in the discoimt

rate. Such changes will have an effect on the willingness of the com-

mercial banks to borrow from the Bank of Greecc. As the empirical

results in section 4.3» indicate, the discoimt rate has a significant

effect on the reserve/deposit ratio of the commercial banks. Thus the

greater the discoimt rate the greater the reserves held by the banks

and hence the smaller their credit extending ability. Again this will

affect business rather than household expenditure and the form which

the change in business expenditure takes will depend on the evaluation

by businessmen of profitability and risk attached to the various ca-

tegories of investment activity. Changes in tne discount rate will not

necessarily influence household expenditure since bank aeposib rates are

not directly 1inked to the discount rate, altnough simultaneous changes
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in the same direction have often occured in both. To the extent

that tlieformer nave a significant influence on consumption, i.e. to

the extent that a rise in deposit rates increases people's desire

to save and vice versa, then one can expect a change in consumption

expenditure as well as in the lending ability of the commercial banks

as they gain a lose deposits.

The structure of interest rates in Greece is relatively simple

compared with that of, say, the U.K. Changes in interest rates are

decided by the monetary authorities and there is no room for the

manipulation of government debt in order to alter the structure of

interest rates throughout the money market. Variations in the size

and structure of government debt occur to satisfy changing government

financing requirements. Similarly, control of the money supply to the

extent that this is possible has been carried out for its direct effect

on economic activity and not as a means of influencing interest rates.

The effect of interest rates on the real sector is generally

assumed to operate via three channels: the cost of capital effect, a

wealth effect and an availability effect. The cost of capital effect

is the well known,.classical postulate that investment varies inversely

with the rate of interest. This might be expected to have a significant

effect on investment borrowing decisions. There are many small and

medium sized firms in the economy for whom the cost of borrowing may be

a significant proportion of the outlay necessary for capital investment,

since the latter will be on a fairly small scale. Ihis applies par-

ticularly to the handicrafts sector. However, the rates on long and

medium term investment loans have been hept relatively low in an attempt

to encourage investment and,given other factors wnich influence invest-

ment, the willingness of the banking system to supply such loans may be

a more decisive factor than lending rates, lor larger films engaged
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in more extensive investment outlays the cost of borrowing is,as

in other countries, probably less important than other costs of

investment.

A significant pai't of total investment, investment in building,

is expected to be unaffected by variations in official interest rates.

The financing of a major part of this category of investment has been

carried out outside the banking system. An extensive system of pro-

missory notes and trade credit has enabled investment to be financed

with little direct control by the monetary authorities (68,69). Although

the ability of suppliers to deliver materials in advance of payment

depends on the ease otftightness of monetary policy which affects the

restrictions 011short term working capital loans. This unofficial

credit mechanism has been facilitated by the system of payment for

building plots in kind, i.e. the prospective buyer and developer offers

the current owner of the site one or more apartments or shops in the

finished construction instead of a cash payment. This credit mechanism

based on promissory notes,which is also used in the trade sector and

others^although in the final analysis is dependent on the general level

of liquidity which is affected by monetary measures , reduces the

effectiveness of selective controls since the final destination of credit

extended by the banks to particular sectors, is beyond the banks1 control.

The wealth effect of changes in capital market rates may be ex-

pected to have a significant influence on the lending ability of the

commercial banks which are the major purchasers of securities. Changes

in such interest rates are likely to be the side effect of variations

in the supply of private and government securities, the latter of which

dominate the securities market, resulting from changing financing re-

quirements, or might be caused by a rise in demand for given supply of

securities. As explained above-there liasbeen no conscious effort by
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the monetary authorities to vary government debt in order to alter

capital market rates. An increase in the supply of securities or a

fall in demand for a given supply, will cause the rate of interest

to rise as the price of securities rises. This will have the effect

of reducing the capital value of the hanks'assets and hence curtail

their lending ability. Conversely, an increase in the price of

securities will raise the value of the assets held by the banks and

hence increase their lending ability. In fact, if we look at the

four year period 1970—1973 which was characterised by an unprecedented

demand for securities with an increase in public participation on the

stock market, we find that share prices increased by as much as 100>o

and more in each of these years (see 2.3.). There was however an in-

crease in bank credit extension of approximately 1%'j on average in each

of these years as opposed to an annual average of 16',j in the preceding

four year period when share prices were constant or falling. The

slightly higher rate of increase of bank credit extension can be ex-

plained by the general ease of monetary policy in this four year period

which enabled banks to make more short term loans to sectors which were

previously subject to severe credit restrictions. There is little

evidence to suggest that a wealth effect was the cause of the higher

rate of growth of bank loans.

On the other hand it is possible to arg\iethat the effect on

banks of the reduction in interest rates on shares would be small or

even negligible because of the small volume of shares. Government

securities comprise the major part ol commercial bank assets, ^o

fibres for the interest rate on treasury bills and bonds are availableU

but the volume of compulsory purchases of treasury bills was sub-

stantially raised in the four year period. This will have offset to a
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large extent any increase in "thebailies'ability "tolend, as a result

of the higher value of their holdings of shares.

The availability effect is due to the fact that certain interest

rates do not respond quickly to changes in the market rate of interest#

In the U.K. for example, financial institutions such as the building

societies, tend to lose funds when other interest rates rise because

there is usually a significant time lag before they also adjust their

interest rates xipward. In Greece this kind of effect is not likely to

have been of significant importance. If stock market rates rise this

may caiisesome depositors to withdraw their funds from the commercial

banks (if their rates are not also raised by the monetary authorities)

in order to take advantage of the higher market rates. However, if

we exclude the last four years of the period \mder consideration,

activity on the stock market has been limited and there has not been

any significant reduction of bank lending ability as a result of such

an effect. Thus it would seem that the size of the effect of changes

in interest rates is likely to be limited.

5,3. Empirical Evidence.

An attempt has been made to find some empirical evidence of the

effect of monetary variables on the real sector. Consequently some

single equation estimates of the relationship between consumption and

investment expenditure and various monetary variables. Obviously the

use of single equation estimates is unsatisfactory in view ot che

fact that many of the variables are interrelated, and only tentative

conclusions can be drawn from the estimates equations.

5.3.1. Consumption Extenditure.

In order to try and relate consumption expenditure to the
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adjustment process between liquid and real assets described in the

preceding section, a series of regressions based on Zellner's work

on the consumption function (70) and developed in his further work

with Huang and Chow (71) were carried out. In the second work, con-

sumption in one quarter, C^.,is related to expected disposable income

0
in tne same quarter, and to the difference between liquid assets

held in the previous quarter, Lt-li and liquid assets desired in the

current quarter,

Ct = Ki'® + a C't-1 - LJ)

d e p V
where r= tiY-^ or r{Y£ - 6 it» if "theinterest rate, i^.,is

assumed to affect desired holdings of liquid assets. In the estimates

attempted here, however, only annual data was available for income,

a
therefore^slightly different equation was used on the assumption that

adjustment between desired and actual holdings of liquid assets occu-

rred within the same year. Thus it was assumed that:

Ct = K X® + a ( L t - L t
d) -i-Ut (i)

where L ^ ^ _ (ii)

Ct = (iv- at|_) + a + ut (iii

If then it is assumed that expected income is determined by the sum of

past levels of income weighted on a geometrically declining basis

Y?-Y° r l = ( 1-4) ( Y t-Yt-1)

Y«=(I-i\) (Y t f ^ Y^ + jf Y t_ 2 + ... + /fY t_„ +.

(iv

Hence using a Koyck transformation and combining (iii) and (iv) we get

Ct - ^ C w = (K-a^ ) (I-/1 ) Y t + a Lt - a A Lt_i

+ ut - A ut-i

.•« ct = A c
t~i + (K~ati ) (I- /l ) Yt + aLt ~ a A Lt ~ l

+ut-A ut-i
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Or if the interest rate is included.we obtain.

Ct = A Ct~l + ( K -arj) (I- ) Yt + a Lt - aj{ + S it - ;\S i w

+ ut -A ut-i ( vi )

Both equations (v) and (vi) were estimated. Since figures for disposable

income wei*enot readily available data for total income was used instead.

This is not expecteo. to axfect the results significantly since tax rates

did not change much during the period considered. Therefore total in-

come probably is a fairly good proxy for disposable income. The rate

of interest used was that on savings deposits with the commercial banks»

while both currency and the broad definition of money supply, i.e.

currency plus demand and savings deposits, were used in turn as the

liquid assets variable. The dependent variable was private consumption

and all the variables were in nominal terms. The results are set out

in Table 5*1*» for currency as the liquid asset.

The interest rate variable was dropped since it proved to have

insignificant coefficients although they were of the right sign. As

the table shows the coefficients of the other explanatory variables

were of the expected sign and highly significant with the exception of

the lagged dependent variable when absolute values were used (Reg.l).

However when the first differences of the variables were used (Reg.2)

all variables including lagged consumption were highly significant.

Although the multiple correlation coefficient was lower in regression 2

than in regression 1, it still remained very high being .930. The

Durbin Watson test showed the absence of positive and negative auto-

correlation in the first regression and the absence of positive auto-

correlation in the second, while the test for negative autocorrelation

showed that the statistic was just within the critical area. Although

the inclusion of the lagged dependent variable renders this test in-

conclusive. Regressions 3 2111d 4 were carried out without the inclusion
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of lagged consumption out there was no marked difference in the results

although positive and negative autocorrelation as measured by the

Jul oin .vatson statistic were completely absent# These results appear

to support tiieargument tao.t consumption expenditure is altered in res-

ponse to changes in currency so as to bring about a balance between

liqiiiaand less liquid assets.

The use of currency plus deposits as the liquid assets variable

gave very poor results. The coefficients although of the expected

sign, proved to be insignificant for the unlagged and lagged liquid

assets variable. However, since equation (v) is overidentified, the

regressions ideally should be run with restricted estimates. The fact

that unrestricted estimates were made may be the cause of insignificance,

and reduces the confidence which can be attached to all the regression

results. It must also be noted that the resiiltsdo not prove a parti-

cular direction of causation but merely indicate that there exists a

relationship between liquid assets and consumption. In all probability

this relationship is a two way one.

5.3.2. hivestr-enthx^r-nditore.

An attempt wa3 also made to find 30/ne evidence for the in;Jjence

of nonetarv variables on t.9 level of investment. Invos c.en'oappe-ifs

to denend mainly on previous levels of income. The use ox an a/;c%,(.orator

tyne equation linking investment with change in income proceed an

insignificant income coefficient# Tierefore a number of policy variables

including interest rates on long term loans for invest.- enc,p"rrpor;esvere

added to the equation relating investment to t;e previous year s level

of income. The interest rate on loans was found to be complexly in-

significant for total private investment, investment in BantKfaetnrtqg

and housing investment.
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A variable representing the flow of loans for long term investment

was also found to oe insignificant. The only financial variable

fonnd to have a significant effect was short term loans to industry

•forwoiking capital.̂ ),housing investment* (^-]{)was found to be

positively related to this variable# This result is indicative of

credit leakage which has undoubtedly taken place throughout the period#

A similar lack of direct influence of monetary variables on

investment has been found in Italy (72), although some security in-

terest rates do appear to have some significant effect even if not of

large proportions. This is to be expected in the case of Italy which,

as opposed to Greece, has a far more varied and developed financial

sector and intercompany holdings of new issues amount to almost half

the total. The fact that investment appears to depend almost exclusi-

vely on previous levels of economic activity has been noted in the

econometric model of the Greek economy carried out at the Centre of

Planning and Economic Research (73)* The conclusion drawn from the

empirical findings are that psychological and other non-economic

factors were the dominant factors determining investment decisions.

This conclusion appears highly plausible particularly in view of the

fact that there are many structural weaknesses in the economy which

are likely to have the effect of undermining business confidence and

increasing the risk attached to long term projects iiiparticular.

This account of how changes in monetary variables con have an

effect on the level of consumption and investment expenditure and hence

* (l) I H = - 5.8 + O.O07 Y t-1 + 0.206 it_]i + 0.452 W

(11. 86) (0.92) (2.3)

r2 = .993 D - W=1.632
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on income arulprices, has been rather mechanistic since it con-

centrated on a one way direction of causation. Although there is

evidence that changes in monetary variables have influenced con-

sumption in particular, there is also evidence that the converse

has also occurred. Thus changes in economic activity have a direct

effect on the supply of money which is to a large extent demand de-

termined. Ideally then, a fully integrated model of simultaneous

equations is needed for a more accurate representation of the re-

lationships in the economy. The single equation estimates presented

above should therefore, he used to draw only tentative conclusions

in knowledge of their limitations.



CHAPTER 6

Conclusions for Monetary Policy

In this final chapter the monetary policy implemented during

the twenty year period since 1950 will he evaluated in the light of

the analysis of the previous two chapters. Given the economic and

institutional background outlined in chapters 1 and 2 and the inter-

action between the real and monetary sector, the aims set by the

authorities and the means employed for achieving these aims can be

critically examined. It is argued that too much has been expected of

monetary policy with respect to promoting growth cud that the absence

of an overall government development policy has even made the short run

objectives of stability difficult to achieve by monetary means. Finally,

an attempt is made to place monetary policy in correct perspective,

as a means of facilitating the financing of investment, within a

comprehensive growth policy in which government planning and initiative

is of primary importance.

6.1. The Aims of the Monetary Authorities.

The broad policy objectives of the monetary authorities through-

out most of the period under review, have been the maintenance of

internal and external stability in conjunction with specific measures,

designed to promote economic development (7*0• The theory underlying

the actions of the authorities has been that stability is of prime

importance for the development process. Internal stability has been

defined by the authorities as a rate of increase of prices whicn will

not create an adverse psychological climate and is not greater tnan

that prevailing in the world market. Since Greece has to rely
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extensively oilimported goods both for consumption and investment

purposes, it is to be expected that price developments abroad will

be transmitted to Greece also. External stability is defined as a

balance 01 payments position which will not liavea detrimental effect

on the gold and foreign exchange reserves of the country. In develop-

ing countries, it is argued, confidence or psychological factors are

of equal importance as real factors. The fact that most developing

countries, Greece included, have undergone the experience of severe

inflation or hyperinflation means that people are particularly sen-

sitive to price increases and the balance of payments position. Even

chance increases in the prices of key commodities are oten sufficient

to spark off a reaction, endangering internal and external stability.

The reaction is liable to be much stronger than would be the case in

a more advanced country or a country where previous experience has not

destroyed money illusion. Even after a number of years of stability,

public confidence in the currency may still remain unduly susceptible

to changes in economic and political factors and great care has to be

exccrcised by the monetary authorities in order to avoid any recur-

rance of developments which might lead to panic action.

Inflation led growth even of the selective type, it has been

maintained, is not likely to promote economic growth. The main

problem facing an economy like that of Greece is not so much a lack

of demand as structural deficiencies coupled with a lack of entre—

preuneurial and other skills and technical knowledge. These deficien— -

cies arc often moi'e important than scarcily of capital funds. Thus

the monetary authorities say, a redistribution of income in favour

of the entrepreuneurial class via inflation will in all probability

merely lead to hoarding, conspicuous expenditure and increased

investment in those traditional sectors like building which offer
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quick gains, Selective inflation in certain priority sectors in

order to attiact investment, co tnose sectors is also subject to

serious dangers. Apart from the difficulties of containing price

increases to these sectors alone in view of the limited policy wea-

pons available in a developing economy, the low mobility of factors

of production means that price differentials have to be substantial

if they are to induce mobility of capital.

The promotion of the priority sectors has been attempted/specific,

mainly monetary, measures intended to encourage investment. The sectors

designated as priority sectors have been the various branches of in-

dustry particularly export oriented industry, tourism and to a certain

extent agriculture (75) . Although there have been few explicit policy

pronouncements, it would appear from an examination of the varioxxs

measures described in Chapter 3 that the Greek authorities have based

their strategy of growth on the sectoral or unbalanced approach to

growth. Hence there has been no overall plan aimed at promoting growth

in a wide range of sectors. Instead there have been specific measures

aimed at certain sectors with the emphasis on exports. The main factor

determining the rate of growth aimed at by the authorities, in general,

has been the desire to avoid disturbing monetary stability. In other

words the authorities have attempted to strike a medium between stabi-

lity and growth (7^)«

At the sa^e time the role of foreign investment was seen as

crucial to the development process (77)• So important was the role of

foreign capital considered, that the Governor of the Bank o^ Greece in

a personal panel'suggested the formation of special institutions in

underdeveloped countries, with counterparts in developed coxuii/ricsin

order to coordinate and direct foreign direct investment in developing

countries (78) . Recognition of the fact that the severe constraints
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"todomestic private investment were unlikely to be overcome by do-

mestic businessmenj was the reason for the emphasis on foreign direct

investment, ine government sector, it was argued, was also subject

to tne same obstacles as the private sector hence foreign investment

was the answer (/9)» However this reasoning ignores the fact that

the major obstacle to an adequate level of private investment is the

high risk attached to long term projects, often as a result of govern-

ment action itself. Tuis risk constraint would not apply to government

investment. Other arguments such as for example, a shortage of invest-

ment funds are also inapplicable. The evidence for excess reserves and

the high level of liquidity in the economy indicated the absence of a

serious financial constraint provided that available resources were

efficiently mobilised. Thus it can be strongly argued that there was

no such pressing need for foreign investment to jiistifythe granting

of concessions which (a) made direct foreign investment of doubtful

economic benefit for the country oxid(b) at the same time intensified

Greece's economic and political foreign dependence.

The approach to growth outlined above was implemented,for most

of the period under consideration, specifically from 1950 to the end

of 1963. There then followed two periods which must be distinguished.

The four year period following the military takeover in 1967 is one

of these. The resignation of the leading officials of the central

bank as well as the fact that the military occtipiedmost ministerial

positions meant that few of the former holders of official posts were

involved in economic and monetary policy making. The immediate aim

after April 1967 was to stimulate the economy following the drop in

economic activity which accompanied the coup. Ihus in t:ie two years

I967 and 1968, a policy of monetary ease was pursued. The consequence

of this was a substantial widening of the balance 01 payments deficit
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plus disturbing signs concerning future pi'ice developments. This

caused the monetary authorities to place more emphasis on selective

credit controls in the next two years although no effort was made to

restrict the rate of increase of money supply. This four year period

is characterised by a general absence of any conscious and coherent

theory of growth and short term economic and political expediency were

the main determinants of the various measures imposed. There are

certain features however which are on extension of the apprach outlined

above. First, monetary policy was considered as the major policy tool

as before, and secondly, emphasis on the importance of foreign invest-

ment was increased still further (see(80)and(3l) ).

The period extending from the end of 1963 up to the middle of

1965 also presents features which differ from most of the years under

examination. The change in government following elections held in

November 19&3 was accompanied by an approach to the overall strategy

of growth which diverged significantly from that previously in force.

Less emphasis was placed on monetary stability and more on the maximum

utilisation of available resources, it was believed that far greater

monetary expansion could be achieved without this giving rise to undue

inflationary pressure because there existed adequate scope for a rapid

rise in productivity. Underemployment and unemployment were rife thus

there was no shortage of labour. Capital f\uidsand natural resources

were also felt to be underutilised. It was argued that there was no

real shortage of capital funds but t.at an adequate mechanism for tne .

mobilisation of savings was lacking. The excess reserves held by the

banking system was seen as a symptom of this deficiency*. At tne same

time a shift in emphasis from the export industry to import substitution

* For a rigorous exposition of this view see Loukopoulos (82).
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could be discerned. Priority should be given, it was argued, to those

sectors with the highest income elasticity of demand. The problem

then was seen as encouraging investment and ensuring that funds were

available for the financing of long terraprojects. Monetary restrict-

ions were accordingly eased substantially with a view to promoting

investment, while it was felt that a controlled rate of inflation

would provide the necessary impetus to the private sector for sustained

growth to occur. At the same time there was a substantial increase

in government expenditure. Thus for a short length of time there was

a significant departure from the previously prevailing approach to

growth. Also during this period a start was made in the field of

economic planning and the draft of a comprehensive five year plan for

Greece was finally completed in 19^5* However, for political reasons

this new approach to the problem of growth had little chance to be

tried out in practice. The Papandreou government was abruptly cut

short in July 19^5 and throughout the remaining five years of the period

being considered, political developments prevented any serious long

term planning for growth.

An appraisal of the monetary policy pursued in Greece

requires that the policy be examined under two general headings. First,

an examination of the technical feasibility of the policy targets must

be made. In other words, given the institutional, behavioural and

general economic background and in addition tne limis oetween the real

and monetary sector, the feasibility of the policy objectives must oe

assessed. Second, the monetary strategy adopted must be evaluated in

terms of the extent of its contribution to the overall target of

economic development. The following section deals witn these two

considerations in turn.
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6.2. The Feasibility of the Konotary Policy Targets.

Before beginning a critical appraisal of monetary policy in

Greece it is important to note the role played "byfiscal policy. Over

the period considered, fiscal policy has not been used much as a means

of regulating short tern economic activity (83). In the earlier part

of the period, the main objective of fiscal policy was the achievement

of a balanced budget on current account, in order to reduce the in-

flationary pressures in the economy and contribute towards a return to

price stability (84,85). A balanced current b\idgetwas eventually

achieved in 1957 ^nd the ordinary budget has remained in surplus in

most years since then. This was followed by an extension of the govern-

ment investment programme, primarily involving basic infrastructure

investment. Decisions on the level of government expenditure have been

influenced mainly by political or development considerations rather

than by demand management considerations. Similarly teixationpolicy

has been viewed as a source of revenue rather than as a tool for varying

disposable income and hence controlling aggregate demand. Neither

government expenditure nor taxation measures have been effectively used

to bring about structural changes in the economy. As already pointed

out, government expenditure has been mainly confined to infrastructure

investment while tax incentives have not been of any importance in

determining the volume and composition of investment (86). Similarly

there have been 110effective tax incentives for the promotion of

regional development. Despite central bank statements in favour of a

more eqtialincome distribution the inadequately progressive nature of

direct taxation and the overreli^inceon indirect taxation (which ac-

counts for approximately 60
c/oof total taxation revenue) means tnat the

distribution of income is in favour of the higher income groups.

There is convincing evidence that these groups indulge in a high level
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of expenditure on luxury goods and have a higher marginal propensity

to consume and to import than lower income groups (87). Thus it

cannot oe argued tnat a redistribution ox income in favour of lower

income groups would have an adverse eficct on savings, rather the

opposite effect appears more likely. Taxation has not then contribu-

ted adequately to the maintenance of price stability or the improvement

of tne balance of payments. In addition, the situation has been made

even more difficult by the absence of a capital gains tax. This has

encouraged speculation in real estate and building (88). Thus fiscal

measures have played a relatively minor role in the maintenance of

internal and external stability and in the direct promotion of economic

growth. Apart from government infrastructure investment, which is

a necessary but instifficient condition for economic growth, there has

been no systematic long term planning on a regional and national basis,

nor have all the available policy instruments been used in a coordinated

way for the attainment of specific growth objectives during the twenty

year period. Therefore monetary policy has been used as the major

method of regulating the economy, often by attempting to offset the unde-

sirable effects of government actions in other fields. In addition,

a major role in encouraging growth has also been alloted to monetary

action. This has had repercussions for the effectiveness of monetary

policy.

The objectives of price stability and balance of payments

equilibrium have to be tackled on two levels. In trielong run t-icaim

has to be to eliminate or at least minimise the structural uexiciencies

in the economy and to raise the economy's productive capacity so as to

meet ever rising demand stemming from higher income and changing con-

sumption patterns. In the short run, if adverse effects on prices and

the balance of payments are to be avoided, consumption demand nas to
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bo curtailed and iesources channelled into "thosescctors which are

important for the attainment of the long run objective. In the

absence of adequate long term planning and investment, short run

measures to restric t oemand whenever inflationary pressures are in-

tensified, merely have a retardive effect on growth.

As alreauy stated, the essential control of the supply of money

in Greece is in the hands of the government and not the central bank.

The fact that the objectives of the former have been determined by a

different set of considerations from those influencing Bank of Greece

aims, has meant that government and central bank actions have worked

in opposite directions. So for example, at times when the pressure of

excess demand has been considered excessive, government expenditure has

increased and a restrictive monetary policy has been employed to count-

eract this. In other words, private demand has been restricted after

government financing requirements have been met. This occurred in 19&5

when for the first time since 1957 the ordinary budget was in deficit

although a restrictive monetary policy was in force. Such a policy of

restraint on private expenditure while public expenditure is rising is

legitimate only if this is an intentional policy of diverting funds to

the public sector when it is felt that it will utilise these fluids

more efficiently than the private sector in projects designed to raise

productive capacity. The converse, happened in i960. This time a

policy of relative ease was being followoci due to tie slackening 01 the

rate of growth of income in the preceding years from 8.2"Join 1957 to

1.5
c,'oin 1958 and 4"/oin 1959. At the same time net government expendi-

ture dropped to less than half the level of 1959 and dropped again in

1961. National income in I960 rose by only 3.1c/o,even lower than the

previous year's rise of 4/o, while the rise in national income of 10.9/°

in 1961 appears to have been largely due to an exceptional harvest.

-119-



More often however monetary policy has been used as a means of off-

setting high levels of government expenditure.

Even if the supply of money were under the central bank's

control, restricting money supply in order to control prices and imports

would not appear to be an efficient way of exercising control. If the

evidence that money supply has a direct effect on consumption expendi-

ture and certain categories of investment is accepted, then restricting

the growth of money supply has the effect of dampening economic acti-

vity generally. Such a policy which indiscriminately affects all sect-

ors can only restrain prices and imports at the cost of economic growth.

This problem is particularly serious in a developing economy. Any

general restrictive measure is likely to affect the priority sectors

more than traditional sectors. The obstacles to investment in the

priority sectors such as manufacturing are already sufficiently great

to discourage activity. Any further uncertainty as a result of a

monetary policy which restricts demand merely adds to the problem of

overcoming reluctance to invest in these sectors iinlessthere is an

adequate, parallel effort by the government to make svichsectors more

attractive for investors by other measures. The absence of any such

measures in Greece has meant that the structural deficiencies in the

economy continue to exist and the priority sectors lag behind their

potential rate of growth.

Noi? on the other hand, is it advisable to use increases in

money supj^ly to stimulate demand. This will afiect all categories of

consumers indiscriminately and will probably lead to consumption ex-

penditure in undesired directions such as imports. Using fiscal mea-

sures to raise the income of poorer sections of the population will

increase the likelihood that the primary round of increased spending

will be mainly directed at domestically productive goods.
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The fact-thai,money supply h;>sboon dotorminod by factors

which are mostly beyond the control of the central bank liasresulted

in great reliance being placed on direct quantitative and qualitative

selective controls on credit (89)• These controls however, also tend

to suffer from the same disadvantages outlined above, because of the

overall government economic policy, livenwhen strict credit restri-

ctions have l)eenplaced only on selectod sectors such as building or

trade, this has still generally resulted in an overall dampening of

economic activity, despite the fact that the object of such controls

has been to encourage investment in the priority sectors by ensuring

that adequate finance is available, however, selective controls on

credit to building, trade etc., restrict the level of activity in

sectors which although they may not add to the country's productive

capacity, nevertheless generate a higher level of income and demand

among a significant proportion of the population. Any fall in demand

which strict controls may bring about, has a further adverse offoot

on the already low level of investment in the priority sectors unless

suitable steps are taken to compensate for any reduction in demand by an

increase in activity in other areas.

The availability of adequate finance for the priority sectors is

not by itself an adequate guarantee that investment in these sectors

will increase. Since at least part of the excess reserves of the

banking system has been due to a lack of demand for long term invest-

ment fluids,this is a strong indication that availability oi finance has

not been the only factor preventing investment in the priority sectors.

Consequently restricting speculative activity in the building sector

for example cannot be expected to causo a switch from this sector to say,

manufacturing. This has been repeatedly illustrated in the caso of

Greece, if measures designed to overcome tho non—l inane,inl.obstacles to

- 121-



investment are not implemented in conjunction with selective controls,

then the latter merely reduce the overall level of private economic

activity. This in turn reduces aggregate demand and intensifies the

problems of the priority sectors by making them even more unattractive

to potential investors# fiiusin tais case, the use of selective

controls turns out to be a self defeating exercise. Although they

are intended to control excess demand hence restraining prices and

imports while simultaneously encouraging productive activities, selecti-

ve controls alone can achieve the first aim only at the expence of the

latter.

This has had serious consequences for the rate of development.

In view of the fact that there has.been no sustained and systematic

effort to implement an overall government policy for raising the country's

productive capacity the dual role ascribed to selective controls has

been of particular significance. Thus they have been considered not

only as the main method of regulating liquidity in the short run but

also as one of the major tools for effecting structural changes in the

economy. However as already indicated there is a serious conflict

between these two objectives oZ selective controls given the conditions

prevailing in Greece. An additional complicating factor is the existance

of widespread credit leakages. This has generally reduced the effect-

iveness of selective controls with respect to both objectives.

Reserve requirements and special reserves have been another

possible tool of monetary policy. As indicated by the statistical tests

in the fourth chapter, the main factors determining the level of reser-

ves held by the commercial banks have been the ratio of savings deposits

to other deposits and the discount rate. .Both these factors, a.salready

discussed, reflect the dominant position of risk considerations in

determining coiumercial bank behaviour. These results further inaicate
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that part of the excess reserves of the commercial b.vnking system has

been voluntarily held to meet unforseen contingencies, although there

is some evidence tuafclacicof demand for long term loans liasalso

contributed to excess reserves. Both factors have repercussions for

tne effectiveness of changes in reserve requirements. Any reduction

in compulsory reserves is unlikely to have any immediate effect to

the extent t .at excess reserves are (hieto lack of demand for loans.

For the banks there is little difference between having interest free

deposits at the Bank of Greece or holding higher, also non-earning,

reserves. The fact that part of the excess reserves are not held

voluntarily by the banks intensifies the asymmetry exhibited by mone-

tary measures when used as a means of stimulating rather than restrict-

ing economic activity. Therefore if it is required to encourage acti-

vity the more appropriate monetary weapon to employ appears to be an

increase in currency which has a direct impact on demand, rather than

reduction in compulsory reserves.

However a decrease in the level of supplementary reserves may

be more effective than a decrease in reserve requirements. The former

have taken one of two forms in Greece - compulsory purchases of treasury

bills or interest bearing deposits with the central ban!:. In contrast

to reserve requirements, both forms of supplementary reserves earn inco-

me. A reduction in supplementary reserves adds to the involxmtarily

held excess reserves of the commercial banks but at the same time the

important difference from a decrease in reserve requirements is that

the earning assets of the commercial banks are reduced# This may induce

the banks to make up the loss oC income by extending new loans, even 01

the type they would have avoided before if severe restrictions prevent

them from extending further short term credit. Of course this is only

possible if the unwanted reserves are due not only to a general lack of
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demand for long term credit bxitalso to an insufficient number of

applications for loans judged by the bonks to be a safe risk. In

view of the very strict criteria employed by the commercial banks this

may well be the case, particularly where small firms are concerned.

In the case of a restrictive policy, both ordinary reserve

requirements and supplementary reserves are likely to be more effective

than when the aim is to stimulate the economy. Any increase in com-

pulsory reserves which is greater than the unwanted reserves will res-

trict the lending ability of the banks. As in the case of restrictive

credit controls the resultant decrease in credit to the private sector,

imless matched by increased government expenditure, will reduce economic

activity and the rate of growth of income. Of course both tools can be

used in this way if a diversion of funds to the public sector leads

to direct government investment in the priority sectors which would

not have otherwise occured. Even when there is no need to reduce

aggregate demand because of inflationary pressures, these tools can

be used as a means of allocating funds more efficiently. In practice

it appears that while the infrequent changes in ordinary reserve re-

qiiirementshave been used to regulate bank liquidity, the much more

frequent changes in supplementary reserves have been used to cover the

rising level of government expenditure (90).

From the preceding discussion the incompatibility of the aims

of the monetary authorities as well as the conflict between monetary

policy and other government policies can be discerned. 'Die central

bank's attempts to restrain prices and imports have been hampered by a

number of factors. The rapid rate of growth oi aggregate demand has

been reinforced by credit leakages, an ineffectual system of taxation,

significant income inequalities and behavioural factors. At the same

time, output liaslagged behind increases in demand due to an inadequate
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government policy for increasing the rate of investment and effecting

a change in the composi tion of national product# JLthas not boon

possible to suppress the growth of demand within the limits set by

the rate of growth of output by the use of monetary measures alone#

It is dotibfcxulwnether tjiiscould have been achieved even by a more

concerted government effort since output has grown at a rate consider-

ably below people's expectations and demands. Yet throughout the

twenty year period there has been no systematic programme for increa-

sing the rate of investment and output.

So the conflict between the short run objectives of maintaining

internal and external stability and the long rim growth objective has

intensified. Thus in the earlier part of the period considered internal

price stability was maintained at the expense of rising imports and a

widening balance of payments deficit, as excess demand was met increa-

singly by import commodities. However even this partial success was

achieved at the cost of economic growth since monetary restriction was

the rule up to early sixties. Given the inadequate government policy

to raise productive capacity a more expansionary monetary policy would

probably have led to a far more serious running down of foreign exchange

reserves. It is important to note that attainment of some sort of

xuieasycompromise between price stability and the balance of payments

position was greatly facilitated by the rapid rate of emigration. The

problem of unemployment ca\isedby the low level of investment has been

alleviated via the safety value of emigration, while emigrants' and

workers' remittances from abroad have been an important soxirceof

foreign exchamge accounting foi*over j of invisible receipts. As the

changes in world economic conditions led to rising import prices and

as a result of the complete absence of any coherent economic policy

after IS'6? the contradictions between the aims of monetary policy were
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further intensified and."thewealoiessesof the Gi^eekeconomy became

increasingly evident. Given the fact that at no time was there any

systematic government action to overcome the obstacles to growth, the

responsibilities ascribed to monetary policy could not be fulfilled.

In this sence, it is wrong to describe the inability of monetary

policy to bring about structural changes or to maintain stability

adequately, as a failure. It is rather an indication that the object-

ives set have been beyond the scope of monetary policy alone.

Nevertheless there are aspects of the monetary policy employed

which indicate that even in matters within the range of monetary

meas\ires,the appropriate steps have not been taken. It has been

already maintained that in a developing country in particular, the

major function of monetary policy is to achieve the most efficient

allocation of fxutdswith a view to aiding the process of economic

growth. As discussed in Chapter 2, the institutional mechanism is of

importance in achieving thisTyet there has been little effort to create

the necessary institutions. It would appear that this has been mainly

the result of the authorities' reliance on private initiative. Thus

it has been left to the commercial banks, for example, to fulfill a

fiuictionto which they are not suited and hence cannot perform adequa-

tely. The creation of EISA the development bank was a step in the

right direction but even this has failed to function properly because

of inadequate planning to provide guidelines for the efficient alloca-

tion of resources, and has not provided funds to small, domestic firms

in need of external funds while loans have often been granted to large

domestic and even foreign enterprises. Given the structure of ohe

industrial sector which is composed of a limited number 01 very large

firms at one end of the scale and many small concerns at the other,

the emphasis on the capital market appears to have oeen misplaced.
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Although such a"market can he helpful in securing finance for larfe

firms, it cannot nelp tue many snail firms which need to invest in

order to raise tiieirproauc civity. Very few nvovisions have been

made foi the latter lioueverjwhile most measures have concentrated on

helping the larger and hence stronger firms. At the same time idle

funds have heen held by the commercial honks as well as ETBA.and the

two private development banks,

A more extensive system of state controlled institutions in the

monetary sector is required. Such institutions could replace completely

the commercial banks' involvement in investment financing mid could

allocate funds not on profit criteria but according to the requirements

of the development process. Funds could be accumulated by the provision

of suitable forms of financial assets for the public such as develop-

ment bonds etc., as well as by increasing the supplementary reserve

requirements of the commercial banks thus absorbing their excess re-

serves. Although, the formation of state development financing insti-

tutions operating on more successful criteria than those of ETBA.during

this period, would help the efficient allocation of funds, only one

aspect of the development problem is covered. It must be stressed that

ensuring an adequate supply of investment funds does not resolve the

problem of non-financial constraints on investment, which requires other

positive government action. Even more important in this context is

the formulation of an overall government policy for growth which will

delineate the areas which should recieve priority in the allocation of

funds. The efficient allocation of any scarce resource implies a

detailed evaluation of costs and benefits and a clear definition of

the targets being sought. This cannot be obtained without lirst work-

ing out the strategy of growth to be adopted on an overall oasis, ine

ways in which monetary measures can contribute to the overall effort
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by minimising financial "bottlenecksand providing an adequate flow

of funds to the desired sectors, can then he determined.

To summarise briefly it can he said that the role ascribed to

monetary policy during most of the period 1950-1970 has been inappro-

priate. Instead of recognising that, particularly in a developing

country, monetary measures can only complement other government policy,

monetary policy has been viewed as the main policy tool. This has not

only been the case as far as short term stabilising action is con-

cerned. Disproportionate weight has been given to monetary measures

for bringing about long tern structural changes. The interrelations

between monetary variables and between the real and monetary sector

indicate that monetary policy is only able to partially achieve short

term stability. There is a conflict between the aims of internal and

external equilibrium. In addition there is a further contradiction

between these aims and the longer term objective of economic growth.

Hence it becomes evident t at monetary policy cannot be employed as a

substitute for other forms of government action and that there has to

be a coordinated comprehensive government policy in order to minimise

the inevitable conflict between various objectives. The general con-

clusion therefore is that undue reliance on monetary policy has in-

evitably led to the perpetuation of the economy's weaknesses and a

lower rate of growth than could have been achieved. Given the condi-

tions prevailing in the Greek economy.} monetary policy can only have the

aim of acting in an auxilliary capacity by providing the means of

accumulating and allocating funds according to the requirements of

an overall government policy for development.
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