Executive Summary

The Greek economy prepares
for the post-pandemic era

A number of data and indicators suggest that 2022
will be a year of a significant return to normalcy for the
economy.

In particular:

1.

According to KEPE’s econometric model (see
section 1.3), the growth rate of the Greek econo-
my is estimated at 8.6% for 2021 and is projected
to continue in 2022 at a rate of 5.2% for the first
half of the year. These forecasts are very close
to the European Commission’s recent forecasts:
8.5% for 2021 and 4.9% for the full year." In other
words, we are seeing the second highest growth
rate in the euro area in 2021, and in the first quar-
ter of the year, we will have managed to offset the
losses of the pandemic in production and pick up
where we left off at the beginning of 2019.

In addition, the same report of the European Cen-
tral Bank shows that in the last four years, Greece
has seen the largest —-among all Eurozone coun-
tries— reduction in unemployment, so that it is
no longer the country with the highest European
unemployment rate. In particular, unemployment
in our country showed the largest decrease as it
fell from 17.3% in 2019 to 12.7% in December,
and the number of unemployed people is at its
lowest rate since 2010 (see also 3.1).

Eurostat and ELSTAT data show that the growth
rate of investment in the 9 months of January —
September 2021, compared to the same period of
the previous year, was the second highest (after
Italy) in the Eurozone, 16.3%, almost four times
the average of the group of countries (4.3%).
In fact, Greece increased its investments in the
first 9 months of 2021 by 15.6% and compared
to the same period in 2019; in contrast, the Euro-
zone saw a decrease of 2.3%. The continued rise

2. According to the latest European Central Bank re- in investment is now being felt by the new deals
port,2 real disposable household income grew signed by business firms such as Cisco, Pfizer,
by 4.7% annually in the third quarter of 2021, the JPMorgan, etc. The evidence is encouraging,
second highest in the euro area and six times as investment can support healthy growth in the
above the European average. These figures are long term, shifting the burden from consumption,
in line with those recently published by both which currently dominates, to GDP. We expect
ELSTAT® and the OECD.* Indeed, according to new investments to further strengthen their mo-
the OECD, the real income per capita of Greek mentum over the next three years, supported to
households showed the second highest annual a large extent by the financing that Greece is ex-
increase among its member states. pected to receive from the European Recovery

3. According to IOBE data, the economic sentiment and Resilience Fund and the structural reforms

index stood at 114.2 points in January, compared
to 110.3 points in the previous month and 90.6
points a year ago. Also, the business expecta-
tions index in January 2022 in the manufactur-
ing sector strengthened to 116.8 points, up from
109.1 in December 2021. To understand the pro-
gress, it is enough to mention that a year ago, the
similar index stood at 94.9 points.®

under the National Recovery Plan, which aim to
consolidate a business and investment-friendly
environment.

In December, private sector deposits in banks
rose by 4.3 billion euros, reaching a total of 180
billion euros, a level not recorded since Septem-
ber 2011.6 The cumulative increase in deposits
over the last two years, and specifically since

1. See <https://ec.europa.eu/info/business-economy-euro/economic-performance-and-forecasts/economic-forecasts_en>.
. <https://sdw.ecb.europa.eu/reports.do?node=1000004869>

. <https://www.statistics.gr/statistics/eco>

. <https://data.oecd.org/hha/household-disposable-income.htm>

. <http://iobe.gr/ec_situation.asp?PD=2021>
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. <https://www.bankofgreece.gr/>
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March 2020, has reached 35 billion euros, a re-
cord level that was achieved in conditions of the
pandemic, with repeated lockdowns in the econ-
omy for several months.

7. After a year of negative returns following the out-
break of the COVID-19 pandemic in early 2020,
the Greek stock market returned to positive re-
turns in 2021, despite the ongoing health crisis
and associated uncertainty (see also 1.5). During
2021, the Greek economy showed significant
signs of recovery with a positive outlook, as re-
flected in key macroeconomic fundamentals. In
this context, a series of upgrades of Greece’s
credit rating by international rating agencies took
place, with the target of returning to investment
grade approaching. Recently, the international
rating agency Fitch upgraded Greece’s outlook
to positive, noting, inter alia, the significant pro-
gress made by Greek banks in improving their
asset quality, significantly reducing the level of
non-performing loans and enhancing their ability
to provide credit to the real economy.

8. The banking system is expected to normalise
and actively participate in the functioning of the
economy. This is, of course, greatly helped by the
fact that the volume of problem loans has fall-
en significantly over the past two years, at the
fastest pace ever seen in the euro area. The ratio
of non-performing loans fell to 15% at the end of
September 2021 from 41% at the end of 2019 and
is set to fall further to below 10% in 2022. It will con-
tinue to decline in 2023-2024 towards levels closer
to the European average (2%-3%). Based on these
developments, some normalisation of profitability
is expected in 2022, especially for banks that have
gone further in cleaning up their asset quality. The
improvement will also come from lower recurring
credit losses, healthy growth in fee income and
reduced operating costs from ongoing restructur-
ing programmes.

9. The outlook for Greek tourism in 2022 appears to
be very positive. According to a report by Accor,
“Northern Europe Travel Trends Report”, Greece
is in third place in the preferences of Northern
European travellers.” More specifically, Greece
scored 28% in the top 10 European countries and
18% in the world’s top 10 destinations, “winning”
the third place after Italy and Spain.

10. Finally, Athens has managed in recent years to
make significant progress as an international hub
for remote work, outperforming major compet-
itors. Based on NomadList.com data, with an in-
crease of around 194% over the last five years,
Athens ranks 4th alongside Lisbon, ahead of cit-
ies such as Rome and Vienna.®

These positive developments and prospects do not
imply that the return to normality will be easy. On the
contrary. There are many challenges and problems,
but they are not in themselves capable of changing
the dynamic path of the economy’s return to normality.

Challenges and problems
1. Inflation

The latest ELSTAT data suggested an inflation rate
of 6.2%, compared to 5.1% in December 2021 (see
also section 1.2).9 Although this level of inflation is
a 25-year record, it is not surprising news. It was to
be expected, after the increase in energy prices that
we have seen in the previous period. More expensive
energy has increased production costs and transport
costs, and these in turn have increased the prices
of goods. Despite the “perfect currency storm” in
January, we believe that much of the inflation is
temporary, i.e., due to the supply and demand im-
balances created by the pandemic crisis and the
disruption of global supply chains. As markets are
restored and supply chains are reopened, this cyclical
inflation will tend to gradually disappear. A decelera-
tion of inflation is therefore expected from the end
of the current quarter onwards, which will be com-
pleted by the summer months. There is, however, a
second element of inflation that is of concern because
it is structural and based on the strategic choices of
the European Union (EU). This is the EU’s strategic
option of a ‘just(?) transition’, i.e., the creation of a
‘clean’ European renewable energy area by 2050,
with a mid-point in 2030. Nobody is against a clean
environment and renewable energy. On the contrary.
But will this transition be smooth, without putting pres-
sure on prices? Is it a mistake to choose natural gas
as the only transitional energy source? Is a “just tran-
sition” premature? Have sufficient quantities of natural
gas been secured to meet the increased demand in
the transition period? Is the appropriate storage infra-

7. <https://press.accor.com/continental-europe/accornortherneuropetraveltrendsreport/?lang=en>

8. <https://nomadlist.com/>

9. <https://www.statistics.gr/>
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structure in place? The answers to these questions
will also determine the future energy price pressure
on the overall price level. Here too, the deceleration is
expected to be slower.

In the face of such a development, views have been
expressed in the public debate on the need for fur-
ther horizontal measures (i.e., beyond the ones al-
ready announced, like the reduction of social security
contributions, the private sector solidarity contribution,
the energy bill subsidy and the increase of minimum
wages) such as reducing the excise duty on petrol and
VAT rates in general. Despite the fact that Greece is in
the top 5 European countries with the highest VAT
rates (and this in itself is a problem), we believe that
a potential VAT reduction in the current period would
jeopardize the fiscal balance as Greece has commit-
ted through the budget to reduce the 2022 fiscal deficit
from 9.6% of GDP, corresponding to €17.073 billion to
€7.416 billion (4% of GDP) at the end of the year. The
primary deficit should be reduced from 7% of GDP, or
€12.345 billion, to 1.4% of GDP, or €2.68 billion. These
reductions are a prerequisite for the country to join
the investment grade in 2023, a tier that will boost the
country’s credibility and unlock portfolios of trillions of
funds that currently cannot invest in Greece because
they are not allowed to. This does not mean that in
the course of time and once the investment grade
has been secured, the state should not review the
current VAT regime. A recent report by KEPE urges a
redesign of VAT rates on goods and services so that
the cost of the basket of goods and services for lower
income households is shared more proportionally.'!
Examining the consumption profile of the three low-
est deciles requires a specific approach, which needs
to be regularly reassessed to ensure that income and
tax policy initiatives do not exacerbate inequality and
poverty. In the short term, however, we believe that
the government should continue to protect vulnera-
ble households with targeted actions to prevent the
creation of new energy-poor households. At the same
time, it should speed up the procedures for creating
gas storage facilities. ™

2. The Stability Pact negotiations and the
achievement of fiscal balance

The Stability and Growth Pact is the set of rules gov-
erning the European Union’s fiscal governance frame-
work. The European Commission had announced, on
the basis of the February 2020 economic governance
review, the launch of a public debate on strengthen-
ing the effectiveness of the economic and budgetary
surveillance framework. This public debate did not
proceed due to the onset of the COVID-19 pandemic,
which led to the temporary suspension of fiscal rules
by triggering the general escape clause of the SGP,
which is not expected to be deactivated before the
end of 2022. Today, the content of the public debate
has changed radically due to the pandemic, which,
by radically altering the current economic environ-
ment and exacerbating divergence and heterogeneity
across countries, has now added a new perspective
to the whole review exercise. The current system is
characterised by complexity and the proliferation of
rules, limited transparency, a lack of coherence and
consistency between rules and objectives, over-
reliance on unobservable indicators subject to fre-
quent revisions, the reinforcement of pro-cyclical
policies and strategies based on nominal figures,
a lack of balance between fiscal sustainability and
economic stabilisation in favour of the former, lim-
ited emphasis on the quality of public finances and
insufficient protection of public investment.

On the basis of the above and given the relaunch of
the public consultation on economic governance in
the EU, we believe that any revision of the fiscal rules
must not perpetuate the weaknesses of the past.'® In
particular, the EU fiscal framework should not incor-
porate inconsistent elements nor rely heavily on un-
observable variables. What is crucial is that it should
be based on more transparent tools that are easier
to implement and more controlled by the government
concerned, in order to facilitate their communication to
the general public. The current fiscal framework attach-
es primary importance to the 3% rule for the budget
deficit and the 60% rule for public debt. These two

10. Based on January 2022 data, only Hungary, Croatia, Denmark and Sweden have a higher VAT than Greece, and all of them are outside
the Eurozone. In essence, in the euro area, Greece and Finland are in the top positions with a rate of 24%. See European Commission,
“Taxes in Europe Database v3,” and Richard Asquith, “2021 global VAT & GST rate changes,” Avalara, Jan. 1, 2022.

11. See KEPE Report No. 82, The impact of the social protection system on inequality and poverty in Greece and the EU.

12. For the time being, the only LNG storage facility is the Revithoussa terminal. It has a storage capacity of 225,000 m®. We could have a
second station if we had converted the depleted field in South Kavala into an underground natural gas storage facility in time. However, a

decade has been lost since its construction was announced.

13. See KEPE Current Affairs Analysis 4/2021, at <https://www.kepe.gr/index.php/el/ta-nea.html>.
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rules need to be reviewed as the economic envi-
ronment has changed radically since their original
conception and introduction several decades ago.
For example, changing financial conditions have put
the debt sustainability debate in a completely different
light. Maintaining a single debt benchmark for all
Member States, which are, however, characterised
by considerable heterogeneity, no longer seems
to be justified and feasible in the current context,
especially in the post-COVID era. The revised SGP
framework should also encourage counter-cyclical-
ity, in the logic that dictates the creation of fiscal re-
serves in good times, in order to enable the economy
to be supported in times of recession. In this way,
it facilitates the balancing of the objectives of fiscal
sustainability and economic stabilisation. It is worth
noting that the importance of counter-cyclical policy
was clearly highlighted during the pandemic period.
Moreover, the introduction of elements of flexibility in
the fiscal framework in recent years to increase the fis-
cal space for stabilisation is appropriate and justified.
In this respect, it is sufficient to mention the recent
recourse to the existing flexibility provisions (activa-
tion of the general escape clause) as the only feasible
solution to the outbreak of the pandemic. Flexibili-
ty must therefore remain a key component of the
financial framework, while improving the ways in
which it is implemented is necessary in order to
enhance transparency.

Regarding the imposition of financial sanctions in cas-
es of non-compliance, we do not believe that a ‘pen-
alty system’ can increase compliance with fiscal rules.
On the contrary, a well-designed reward system can
provide positive incentives for increased compliance

in Member States and overall be more credible, while
enhancing the ownership of the governance frame-
work by governments and the general public. In this
light, we fully agree with the argument that it is time
to put more emphasis on the ‘carrot’ rather than the
‘stick’ practice, as the latter does not seem to have
worked. Moreover, we think it is clear that economic
sanctions will be even more difficult to justify, let alone
impose, in the post-COVID period.

3. Effective absorption of Recovery Fund
resources and continued reforms

The effective absorption of the Recovery Fund and the
NSRF will help to fill the huge investment gap of the
last decades in the country. It is a necessary, but not a
sufficient condition. It is reforms that are the sufficient
condition for the current recovery to acquire the char-
acteristics of sustainable growth. Greece has made
significant progress in recent years in implementing
structural reforms that can enhance the medium-term
growth prospects of the economy. However, there are
still some important obstacles to achieving stable
and strong growth. Intensifying reforms, particularly
in the education, justice and public administration
sectors, will enhance capital productivity by making in-
vestment more efficient. A universal implementation of
evaluation in the public sector, a fundamental change
in the evaluation system for judges and a significant
reduction in the paper and/or digital bureaucracy of
the public administration are necessary.

Professor PANAGIOTIS LIARGOVAS
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