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1

Introduction

In December 2008, downtown Athens experienced three nights of street
battles, arson and looting that became headlines in the international
press. The pictures of these riots brought suddenly into the spotlight
the reality of a Greece that struggles and seems increasingly deprived of
any positive prospects in the aftermath of the recent financial crisis, at a
time that the global economy seems to gradually recover. This picture is
in sharp contrast to the constant and high growth rates of a Greece that
managed to join the eurozone a decade earlier. But a closer inspection
of the fast growing Greek economy in the past 15 years and the failing
economy that teeters on the edge of bankruptcy and freefall today reveals
that what initially appears as a unique international paradox is, in the
end - and once all the details have been carefully put together — simply a
rather straightforward textbook case of modern economics and political
economy. That is because Greece combined until now strong economic
performance - that is, rapid GDP growth and strong productivity growth —
with a very poor performance and pathologies on many other fronts.
These failings range from a massive public debt, poor labor/product
market institutions and low competitiveness to poor environmental pro-
tection, underperforming educational system and high levels of corrup-
tion. It is all these weaknesses that, when the global credit party ended,
led Greece very close to technical default and to bankruptcy.

In this context the aggregate behavior of the macroeconomy and
the individual behavior of the separate agents that form the aggregate
macroeconomy can be explained by existing theories. At the same time,
benchmarking exercises that compare data from Greece with data from
other countries are delineating a setting that can reconcile all the styl-
ized facts that initially may have appeared as deviations from the pre-
dictions of the standard tools of economic and political analysis.
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4 Understanding the Crisis in Greece

We show in parallel how the case of Greece is unique: the factors
that have contributed to the strong economic performance of the past
years have made the extraction of rents even more lucrative in this
documented environment of weak institutions and weak governance.
Thanks to the factors that had contributed to strong growth, the weak-
ened institutions and the predatory behavior of aggressive rent-seeking
groups have not led to the expected decline of the prosperity of the
economy. Such decline could have reduced the ability of these groups
to reward those that support them and to actively promote their goals
with the help of plentiful resources.

The facts presented furthermore dispel any hopes that the country will
automatically revert to the strong growth rates of the past. They also reveal
that only a determined reform effort to address the weaknesses and fail-
ings that persisted all these years will successfully solve both the urgent
problems faced currently by the economy (in particular, the public sec-
tor finances) and the significant challenges faced by a severely damaged
society that must also deal with the rapidly deteriorating prospects of an
already weak job market in an uncompetitive economy. By describing
the details of this reality we are also able to present an overview of the
problems that reform-minded politicians encounter in Greece today. As
a result we can lay out the facts that can help determined politicians to
formulate realistic and well-targeted reform strategies.

Crucially, we aim to provide a political economy explanation of how
numerous “redistributive interest groups” use the weakness as well as
the “closeness” of the Greek institutions in order to increase their rents.
In particular, in Chapter 2 we argue that the numerous rent-seeking
groups curtail competition in the product and services markets, increase
red tape and administrative burdens and actively seek to establish opac-
ity in all administrative and legal processes. We also argue that they
do so in order to form an environment in which they will be able to
increase the rents they extract. At the same time we demonstrate how
these groups actively seek to ensure that the “rule of law” fails to such
an extent that the society will not be able to hold them accountable for
their actions. In Chapter 3 we document salient aspects of the Greek
political system that — when compared with similar aspects of the politi-
cal systems of other countries — strongly point to the reason for Greek
politicians’ inability to champion reforms and effectively confront the
designs of these predatory interest groups. This analysis also shows how
the broad design of the political system is related to the perpetuation of
the current status quo. This status quo includes the failing of the “rule
of law” and the Greek judiciary as described in Chapter 4 in a context of
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weak governance. The latter includes both the adoption of laws that do
not serve the broader interests of society well and the functioning of an
executive that is at the same time not held accountable and that ration-
ally accepts the violation of existing laws, as described in Chapter 2.

In the second part of this book we proceed with a detailed presenta-
tion of a wide range of available evidence that includes the attributes of
product markets, the business environment, the impact of the EU and
EMU accession together with the deregulation of key markets in a given
institutional and political setting. All these elements help to explain the
paradox of past strong performances coupled with weak institutions that
undermine the growth prospects of the country now that the impact of
the drivers of the past performance have petered out. We move on to
relate one aspect of Greece’s institutional failings — namely, the unfa-
vorable business environment and uneven playing-field created by the
government intervention in the functioning of product markets. We
consider the weak performance of the Greek labor market, the realities
faced by salaried labor with respect to self-employment, the realities of
the distribution of the tax burden in Greek society and how they relate
to the fragile position of Greek public finances. The second part of this
book also discusses the reality faced by Greek companies with regard to
their tax burden, as well as their profitability and ability to compete on
the global markets. We present data that documents the coexistence of,
on the one hand, restrained profitability and high and increasing prices
and, on the other hand, the low competitiveness of the economy and
the high administrative burden imposed by the government. Putting
gradually together the pieces of the puzzle allows us to proceed further
and to put in context the challenges faced by the Greek financial system
and certain stylized facts of the Greek pension system. It also enables
us to document the relationship between the inability of the Greek
government to control its expenditure and the current fiscal challenges
faced by the country. Finally, we can see how the examples of reforms
introduced in other countries that had experienced severe crises could
help Greece today. We also present a more detailed analysis of the harm-
ful impact that government regulations have on the market for freight
transportation and of certain government policies that impose unnec-
essary burdens on the Greek private sector. Finally, an analysis of the
potential effect of liberalizing shop opening hours, as well as of the argu-
ments usually used against such initiatives, constitutes a good example
of how policies that could benefit the wider public are not adopted in
Greece as a result of insufficient documentation and a tendency to cater
to the interests of organized groups.
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Vikings in Greece: Rents, the
Design of the Greek Political
System and the Blockage of
Reforms

2.1 Introduction

A detailed analysis of the Greek political system, which follows in
Chapter 3, shows how that system hands over unchecked and unsuper-
vised mandates to the winners of elections in an environment of weak
institutions and in the presence of strong and “wealthy” special interest
groups. At the same time, the slow and malleable proceedings of the
judiciary ensure that any unlawful actions usually are not persecuted
efficiently. This completes the design of a system in which reform-
minded politicians, who threaten the status quo, are easily removed
from the political scene. Those politicians who cooperate with the inter-
est groups are rewarded not only with long-lasting political careers, but
also with immunity from prosecution against almost any unlawful acts
they may engage in, even if such acts are unrelated to their office and if
their immunity violated basic human rights, as demonstrated for exam-
ple by Application 24895/07 filed with the European Court of Human
Rights and the subsequent condemnation of the Greek government’s
decision. The incentives formed by the details of the existing system
also can explain other aspects of the Greek political system, including
the undemocratic structure of the political parties and their tendency to
accommodate and propagate the corrupt practices that are widespread
throughout Greek society.

A comprehensive exposé is provided by Pelagidis in Pelagidis
and Mitsopoulos (2006). Pelagidis analyzes the complex interactions
between the various government branches, interest groups, voters and
the media in the context of the weak Greek institutions. This allows
us to understand why reforms are so difficult to implement in Greece
today.
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2.2 Description of the players of the game

These interactions exist, among others, between mandate holders,
lawmakers, bureaucracy, mandate-issuing voters and interest groups,
such as the media. These groups represent some of the key players
in the reality of Greek politics and the Greek economy. Each of these
groups plays a given role in this power game, which results in the
defense of the status quo against any reforms. In this context, it is of
foremost importance to show, prove and understand that the anomalies
and rigidities of the various markets in Greece’s economy, such as the
labor and the product markets or the serious and unfair distortions of
the tax system, all have roots in what we call “a closed society.” Greece
is a sum of semi-closed markets, the political market itself included,
where corruption and nepotism prevail. In this context government
intervention and regulation that limit competition in product mar-
kets and levy fees that benefit unrelated third parties are widespread.
These activities create legal — in the sense that the law prescribes
them - but often immoral and unethical rents — in the sense that
they harm the broad interest of society to benefit specific interest
groups. In addition they are looked upon favorably by the political
establishment, powerful rent-seeking groups and a society that has
been trained to be suspicious of free markets and to intuitively trust
any leftist rhetoric that favors government interventions, even if it is
not substantiated by solid arguments. So one has to look at the roots
of the “paradoxes” that fuel departures from inefficiencies and that
describe a country that is internationally known for its collapsing insti-
tutions and, at the same time, a country with one of the highest growth
rates in the eurozone. We thus proceed below to an analysis regarding:

1. The groups of special interests that defend the status quo and that
seek and defend legal or illegal grabs, theft and rents.

2. The role of misinformation of the rational but uninformed voter in
a system that shuns transparency.

3. The role of the media as information brokers that can play a crucial
role in directing the dissatisfaction of the voters and that have the
capacity to make voters understand the contribution of reforms. The
media are themselves victims of blackmail from the constellation of
interest groups.

4. The administrative insufficiency of the state as far as the establish-
ment of the “rule of law” is concerned.

5. The failure of the mandate-holding politician as a lawmaker.
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2.3 Powerful interest groups as rent-seeking
“Vikings” in Greece

The alliances and the forces that defend the status quo in Greece are
exceptionally strong. This observation, which is backed up by numer-
ous anecdotal evidence from everyday life in Greece and, in the end,
by the inability to promote effectively reforms, is the starting point of
any analysis of the Greek realities today. In Greece there are numerous
groups that act like the Vikings, in the sense that they grab anything
they can while roaming freely through various aspects of social and
economic activity. At the same time the existence of pockets of rent
is widespread throughout the economy as a result of government
regulations that aim specifically to create such pockets of rent by the
obstruction of free competition, but also by the effective reduction of
transparency and accountability in the management of public money
in a way that allows the proliferation of pork-barreling. These pools
of rent are claimed by the many small, but well placed and organized,
groups that succeed to earn significant rents, and therefore have a
strong motive to maintain the status quo and oppose any reforms that
will lead to the removal of these pools of rent. These groups draw a
significant advantage from their small size, as they do not contain free
riders that could undermine their agenda or fail to contribute actively
to their interests. These groups exhaust most of their available time and
power in defending a comfortable income that does not require them to
provide work that is commensurate in quality and effort to this income
or, in some extreme cases, that requires to provide any work at all. These
groups promote legislation that will favor them, and seek new opportu-
nities that could increase their rents. In this effort, they rationally invest
time and money to influence policy makers and the administration that
will pass legislation to make their rents “legal” (in the sense that the
law will dictate the rents’ creation, levy them on unfortunate subjects —
usually individuals who work for the private sector and entrepreneurs —
and then distribute these rents with “socially objective criteria” to the
established beneficiaries, that is themselves).

Unlike lobbyists, these groups do not enjoy a fixed and clear posi-
tion in the system. However they usually consist of formations and
alliances of smaller groups that occasionally merge unofficially and
ad-hoc, whenever their interests are aligned in their search for new rents
and/or their defense of existing rents. It is this peculiar attribute that
allows them to enjoy, on the one hand, the benefits of small size and
the absence of free riders, while on the other hand, have the clout that
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larger constellations of such groups can muster whenever any reforms
must be resisted. These groups act within the society with a “hit and
run” strategy, exactly like the first Vikings, whenever they spot a pool
of rent, such as an uncompetitive market for example. They also form
immediately loose alliances with other groups whenever any pool of
rent is threatened by a reform, as they realize that the groups whose rent
they defend today will also rush to support them as soon as their pool
of rent is threatened by another reform-minded politician or a European
Union legislation/directive. In this process, these groups fully take
advantage of both the lack of checks in the system that would allow
the interested general public to object to such a raid and the meticu-
lously established lack of transparency. The absolute lack of separation
of the executive and legislative branch in Greek politics is only one
attribute that has been introduced in order to remove any checks and
balances from the system. Further, the fact that not all court decisions
are published and thus offered to the public’s scrutiny, together with
the fact that the minutes of the committees of the parliament are also
not published, are only basic examples of how the lack of transparency
has been effectively and meticulously established in Greece. The lack
of transparency is crucial to support the argument that the legislative
initiatives that so blatantly favor specific groups are in place to protect
the interests of the general public, which would, supposedly, suffer
greatly in the case of a “neoliberal” onslaught on their basic subsistence.
Transparency would reveal the sums that these groups collect without
any effort or professional merit and how these sums burden the general
public in order to provide an effortless and comfortable living to the
members of the fortunate interest groups.

The acquisition of these rents takes any convenient form. It can
be legal as long as legislation, which is passed effectively unchecked,
creates a legal rent or shuns competition in a market and allocates
privileged access to this market to the beneficiary interest group. And
it can be illegal, in which case it often also takes the form of corrup-
tion. But it should be noted that thanks to the, again, meticulous
undermining of the rule of law, the interest groups deem that illegal
rents are broadly as attractive as the legal rents. In these cases of illegal
activity the rent is obtained through suffocating blackmailing of the
lawmakers and the executive, and blunt horse-trading with the admin-
istration, in the sense of Tullock (2005): it is taken as a given that
nobody will ever report the breaking of the law and in the rare case
that this happens no punishment or remedy will be enforced in any
effective way.
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2.4 Rationally ignorant and misinformed voters who
are afraid of reform

The expression of the voice of a voter in a system that favors public
debate and the incorporation of different preferences that are voiced
by various participants in the debate is shunned by the Greek political
system that privileges the lack of both transparency and accountability
of the mandate holders in the executive and legislative branches of
government. In the Greek system the maintenance of the status quo
is secured as long as mandate holders are held accountable for their
actions only by the strategically placed interest groups that blackmail
and unofficially control elected parties, and not by the public. This
control is necessary to maintain the status quo because in Greece
mandate holders can promote any legislative and executive initiative
without any checks from a body that represents truthfully the interests
of the general public. This means that in theory it would be very easy
to pass any reform and, after passing such reform, to impose legislation
that reintroduces sufficient checks and balances. The only thing that
guarantees that this does not happen is the entanglement of the politi-
cians in a powerful web of special interests that threatens to end their
political careers as soon as there is any indication that they favor such
reforms. As a result these groups successfully create rents and ensure
that the legislator adopts laws and practices that allocate these rents
to the groups, at the static and dynamic loss of the general public and
of outsiders who are not placed in any of these powerful groups. The
losers are usually large but unorganized groups like the unemployed,
low-wage earners, consumers, honest taxpayers, parents of schoolchil-
dren and, last but not least, entrepreneurs and private sector employ-
ees who simply want to do their job well and honestly. Since lack of
transparency is one of the necessary preconditions to the transfer of
these rents to the beneficiaries — that is the interest groups — there is
also an effort to suppress the publication of the problems faced by
the general public as a result of these activities. This is especially true
of the significant level of income inequality that is a result of these
large transfers to so many privileged groups while society as a whole
does not reap the benefits of a well working state that promotes social
coherence. On certain occasions these efforts to suppress the publica-
tion of these problems and privileges becomes almost ridiculous. For
example, recently employees of the Greek parliament took over the
parking spaces of journalists who are accredited to the Greek parliament
because these employees thought that these journalists were responsible
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for the coverage that the privileges, such as the fifteenth and sixteenth
salary these employees receive during any fiscal year, received in the
press.

Another important ingredient of the current status quo is the fact
that in Greece almost everyone participates, more or less willingly, in
the shadow economy. Simple transactions, like buying a plot of land,
usually entail payments of undeclared sums. This comes as a result of
the very high taxes and obligatory payments to third parties and the
administratively set minimum values for the taxation of property. Very
often Greeks are also, de facto, forced to break the law because laws
are either impossible to adhere to or have already been infringed. For
example, most apartments built in the past 15 years exceed the size
specified in their permit. This is because agencies that should ensure
that new buildings do not exceed their legal size are corrupt. This means
that anyone who desires to purchase a relatively new apartment is in
effect breaking the law by buying an apartment that does not conform
to its building permit. Even other simple economic acts, such as the
purchase of services from a plumber or even a doctor, often entail
undeclared sums of money. The chances that a trusted plumber or doc-
tor will provide a receipt is often low, which makes the exchange of
undeclared sums of money for services provided less of an option and
more of a necessity. As a result most Greeks break the law at least occa-
sionally, which means that they are at ease with the notion of unlawful
behavior. So when the time comes to exchange favors, in the sense that
they will cover for the unlawful activity of someone else, they usually
have a favor to ask in return. Or at least, they will have committed
some unlawful act themselves at some point of time and as a result they
will be afraid to come forward to denounce the illegal acts of others,
even if these are much more serious than the one they have engaged
in themselves. This widespread breaking of laws, even if it is minor for
the majority of Greeks, is an important ingredient of the widespread
resistance to reform in Greek society not only because it entrenches
the perception of lawlessness and encourages further engagement in
unlawful activity according to Keizer et al. (2008) and Kelling and Coles
(1997). More importantly, most Greeks, when faced with a determined
reformer, will quickly identify the loss they stand to incur should the
rule of law suddenly apply. They find it much more difficult to relate
to the promises of increased competitiveness, increased job opportuni-
ties and improvements in the quality of governance that seem more
distant and uncertain, in the sense analyzed by Fernandez and Rodrik
(1991).
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This situation means that a resolute reform in Greece, which would
inevitably include the strengthening of the rule of law, would translate
into very tangible little daily personal losses for almost all Greeks. These
losses will occur in a context in which the notion of “liberty” has been
subject to extensive and abusive rhetoric, in the sense described by
Hayek (1960). This rhetoric dismisses any rule of law as a limitation to
the freedom of the individual to “do what it wants,” including both the
abovementioned daily small illegal acts that Greeks are almost forced to
engage in and have grown accustomed to, but also acts that are socially
more damaging and that may range from tax evasion and traffic viola-
tions up to pollution and sometimes even more sinister and violent
acts that harm foreign property and put the lives and livelihood of
others at risk. These costs are very visible; at the same time Greeks are
unable at this point to visualize how they could benefit personally first,
and collectively as a secondary effect, from a determined reform effort.
The importance of this point is highlighted by the fact that, accord-
ing to Schonhardt-Bailey (2006), the extent to which a large part of
English society perceived that they would benefit from free trade, in
one way or another, was one of the crucial elements that helped repeal
the Corn Laws. For this to happen, the emerging English middle class
had to understand how this new environment would allow them to
better pursue their own aims of personal improvement. Hayek (1960),
indirectly, suggests a number of reasons which make such a develop-
ment much more difficult in modern Greece. One reason is that, as a
result of the prevailing rhetoric, the notion of individual responsibility
is largely diminished in modern Greece while almost all responsibility is
delegated to the vague concept of the “state.” In a setting of generalized
government intervention, an ever increasing portion of the Greek pop-
ulation seems convinced that it has no personal responsibility and that
the state has to provide for everything and to solve all the problems of
the individuals that, we remind our readers, have a right to unlimited
personal liberty and no moral obligation to adhere to the existing laws.
Furthermore these individuals are convinced that they have no obliga-
tion to improve themselves and their lives, or to do this in a way that
will benefit society too. These convictions are not totally unjustified.
Since individual economic initiatives such as entrepreneurial activity
are so severely restricted by government interventions and by obstacles
introduced by the numerous government-sponsored interest groups,
individuals have rationally formed over time a conviction that they
cannot take initiatives to improve their lot themselves. They ration-
ally turn to the omnipresent state, which determines everything and
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without whose consent nothing can happen, to take any initiative in
spite of the failings of this state and its proven inability to solve these
problems.

Individuals furthermore are justified to fear the alternative of an
open society with competitive markets as they lack a good education.
In other words they lack the main perquisite to take advantage of the
opportunities such a setting provides and to fend off the threats that
such an open and competitive environment will pose for them. We
have analyzed extensively the failings of the Greek education system
in Pelagidis and Mitsopoulos (2006), Mitsopoulos and Pelagidis (2007,
2008). These works have shown that these shortcomings are directly
related to the prevailing equilibrium of closeness and the rent-seeking
nature of the Greek economy and society. Greeks are therefore justified
to fear a society that, according to Hayek (1960), distributes rewards
according to merit; they seem to feel more secure in the current envi-
ronment in which the state distributes rewards not according to merit,
but in a rather haphazard way depending on participation in interest
groups, affiliations with the political establishment and other crite-
ria that may be favored at any particular point in time. The fact that
even if the current equilibrium in the Greek educational system would
change along with the current equilibrium society is still propagating,
the advantages would become clear to the majority of Greeks, and
especially the less privileged ones, only after a significant delay of time.
Surely this does not help the majority of Greeks to visualize how they
could gain themselves, or through their children, from reform.

These observations have to be complemented by the fact that vot-
ers are generally rationally not well informed, as described by Caplan
(2007). In Greece, in particular, they are not able to maximize their
welfare when faced with a choice of political propositions by candidates
to executive and legislative positions, even if the voting public seek to
maximize their welfare in any way the political system allows them to
do in the sense described by Rowley (1988). This follows from, among
other things, the complexity and opacity of the horse-trading game in
Greek politics and the interactions of the citizen with the administra-
tion. These raise the cost of being well informed and ultimately lead
to a bounded rationality of the voters, itself resulting from a lack of
information that is, rationally, not acquired because of their high cost of
doing so. It also results from the fact that casting a simple vote that allo-
cates both legislative and executive power to an elected individual who
essentially governs unchecked until the next elections does not allow
voters to express their varying preferences regarding the maximization
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of their welfare in a more complex way. Instead they cast a vote on
a broad bundle of propositions that does not offer the possibility to
express separate opinions. Consequently, the voters do not engage in a
costly, and futile, process to inform themselves.

2.5 The role of the media as an obstacle to reform

In this context the media, which are operating in an opaque and
unchecked legal and institutional framework, actively engage in a game
of misinforming the voters. Effectively, the media take advantage of the
high cost of documenting and publicizing any misinformation; they
trade their ability to guide the opinion of the uninformed public for
favors from the executive, legislative and administrative powers. Given
that this ability to form the opinion of voters could also be used to inform
the public about the necessity and the benefits of effective reforms, the
participation of the media in the constellation of interest groups that
interact with the branches of government emerges as a crucial aspect of
the inability of the Greek society of promote these reforms.

In the hypothetical case of Coase Theorem, where it would be possible
to inform voters without any cost or intermediary, the media would
not exist. In the real world the media gain significantly value as they
contact and inform the voter. According to Tullock (1993), the role
of the media is especially critical in the effort of politicians to inform
(or misinform) the voter groups that they target. As a result the level
of competition in the media market is crucial. Where the players in the
media market are few, as is the case in dictatorships, this level of compe-
tition is largely reduced, even if the modern technology makes it more
difficult to establish such media monopolies.

In modern democracies the level of competition in the media is
ensured by the existence of groups with different interests and the low
cost of conveying information. In such a context the decision of a politi-
cian to misinform the voters is more likely to backfire, as the voters are
better informed and may more easily understand the effort to manipu-
late them. This is especially true if the politician attempts to misinform
the voters about privileges he is about to allocate to an interest group
at the expense of the interest of the general public. On the other hand,
when the general public is not well informed and the media is cooper-
ating with the effort to misinform the public and the voters, then the
ability of the politicians to yield to the pressures of the interest groups
increases. In the case of modern Greece the design of the political system
favors the emergence of uninformed voters; the systematic removal of
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accountability and transparency from the activities of the legislature, the
executive but also the judiciary strengthen the power of the media to an
unprecedented extent. As a result it comes as no surprise that the influ-
ence of these interest groups on the political establishment has led to
the entanglement of the media in a weak and distortive framework that
ensures that the media groups are themselves victims of blackmail from
the political system and, indirectly, from the interest groups. The media
are forced to cooperate with the interest groups because of the deliber-
ate existence of a vague legal framework that condemns the media to
effectively operate illegally and the dependence, by law, of their revenue
on undeclared remunerations, as well as declared revenue that is allo-
cated, unchecked and in non-transparent ways, by the administration.
Therefore the media emerge as a critical obstacle to reforms, instead
of using their potential to inform the public about the necessity and
benefits of reform. Their role is becoming especially critical given the
omnipotence of the merged executive and legislative powers and given
the lack of checks and transparency in the activities of the government
and administration: the media are the essential tool that will secure the
end of the career of any politician who wants to introduce reforms that
threaten the various pools of rent that the interest groups benefit from.

2.6 The administration as a prize for the interest groups

The government and the administration are supposed to have the
monopoly on setting the rules to form and validate contracts between
the agents of society; these contracts are agreed on between the relevant
parties in the framework of free and competitive markets, according
to the traditional neoclassical approach. The state, according to the
Chicago School and public choice are used to maximize the income and
serve the interests of the most powerful groups. According to this view,
the state and its mechanisms are aligned to serve the interests of each
government and the broad group of private individuals that acts within
its context in order to maximize its interests. It is possible that the state
is simply the sum of individual bureaucrats who aim to serve their own
interests, as demonstrated by Niskanen (1971), and who happen to have
a strong bargaining position against legislators. These individuals also
take advantage on the information they have on the implementation of
public policies. According to the “institutional economists,” like North,
and the theory of property rights, the operation of the state enhances
the security of property rights and, as a result, economic development
through the reduction of transaction costs described in North (1986).
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According to this approach the state, having the monopoly to set prop-
erty rights, ensures that the welfare of society is maximized as this will
lead to the maximization of the state’s own revenues.

In Greece all these descriptions can be applied to an administration
that was, in theory, established to help the arbitration of differences
among individuals, to implement public policies, to rectify market fail-
ures when they occur, to reduce the transaction costs of the individuals
that form the society and to enhance social coherence. This adminis-
tration, which has interests of its own according to the description by
Niskanen, maximizes these interests within the framework of existing
laws and often also in the context of the public policies that the gov-
ernment promotes. It is this separation of the interests of the politician
and the administrator that allows the latter to have different interests
that he wants to promote. In countries like Greece the administration
is not Weberian and powerful, but rather sprawling and both powerful,
because of the lack of checks and transparency, and weak, because of
the inability to implement policies in an environment of contradictory
and vague rules paired with unorganized and badly trained enforcers.
This bureaucracy is easily penetrated by the various interest groups.
These groups have no trouble converting members of the administra-
tion to their cause since the abuse of the public office will generally
be lucrative and go unpunished. This behavior is rational both for the
interest groups and for the bureaucrats; the opportunities — in terms of
extra-legal privileges, undeclared income and other legal or illegal ben-
efits — that this behavior offers to the members of the bureaucracy that
are recruited by these groups are one of the reasons why public sector
employment is so desirable in Greece.

As a result the bureaucracy in Greece has evolved to be closer to the
descriptions of Niskanen and the Chicago School. This evolution suits
the rent-seeking groups that hire the members of the administration to
align their interests. This is to the detriment of the neoclassical descrip-
tion of the state as a guarantor of the rules of the game and as an estab-
lisher of more effective institutions and secure property rights, similar
to the description of North (1986) and Rowley (1988).

2.7 The failure of the mandate holders

In the context of the Greek political system, where the interests of the
elected individuals are not aligned with those of the voters (as a result
of both the way the mandates are allocated and the lack of any checks
after the mandates have been issued), the agency problem emerges
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as very important. The mandate holders operate in an environment
of weak institutions which does not incorporate open policy debates
and the varying interests and opinions that any society harbors.
Furthermore, the fact that these individuals are essentially unchecked in
a framework that effectively suppresses transparency further enhances
the differentiation of the interests of the misinformed voters from the
interests of the mandate holders. Acting rationally in this context, these
mandate holders aim for re-election by choosing to cooperate with the
interest groups and the media they control. They also shun reforms that
would benefit society as a whole. This is because such reforms would
trigger the severe punishment from the interest groups and the media,
which would aim to end their political careers by mustering with great
speed an alliance to that purpose. The only defense against such an
attack would be strong institutions that would curtail such a punish-
ment, which often is itself unlawful, and transparency to enable voters
to be informed about the true intentions of both the reform-minded
politician and the resisting interest groups which constantly use their
propaganda mechanisms to present their often obscene privileges as
socially beneficial.

As long as any single reform-minded politician faces this orchestrated
and powerful reaction, it will remain unlikely that any will choose to
take the gamble to implement reforms — even though in Greece the
executive power and legislature are effectively joined. Furthermore, as
long as the political system offers no opportunities both to voice disa-
greements and to incorporate these in the official process that shapes
policies, there is little chance that politicians will promote reforms
through an open debate that will incorporate the true interests of
society. This reality may indeed be also correlated by the fact that, as
we will show in Chapter 5, the average family pays no income tax and
only a very small proportion of the population pays the vast majority
of income taxes; this forms a much more progressive tax system than
those of Germany or France for example. Since the average voter is not
a taxpayer, the incentive for politicians to misuse tax funds appears to
be largely increasing, especially in the abovementioned context of the
widespread acceptance of illegal conducts. In this environment, and
from a political perspective, it seems reasonable to promote the design
of a tax structure that puts most of the burden on a small number of
high-income earners and to exempt from taxes, or accept tax evasion
for, all but the highest incomes that originate with those unconnected
with the political establishment and interest groups private sector pro-
fessionals. Figures 2.1 and 2.2 show how the distribution of declared
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Figure 2.2 Total income tax paid by income bracket

incomes is unusually flat in the middle and how the bulk of the income
tax is paid by the higher and upper-income brackets, which comprise
a smaller number of families and therefore voters. The behavior of the
policymakers is thus not driven by their intention to ensure a socially
just sharing of the tax burden, but rather by a blunt calculation that a
policy that levies most of the income taxes on few families that are pre-
dominantly employed in the private sector, while such policy exempts
more than half the population from any personal income tax, will yield,
on a net basis, tangible benefits for elected individuals at the ballot box.
Their rational motives and a choice between political survival and the
end of their political careers are further explained by the considera-
tion of the fate of a politician who will try to enforce income taxes on
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this majority of the voting population that now is not subject to any
personal income tax. In Greece such politicians have been relegated to
the role of simple intermediaries and brokers between the voting (and
tax paying) public and the interest groups; they are now unable and
unwilling to act on altruistic motives and ideology, contrary to what the
Founding Fathers of the U.S. did.

The current design of the political system encourages the lack of
expert support to lawmakers. This both hampers the enactment of good
laws and facilitates the adoption of laws that favor interest groups. As a
result the administration does not have the capacity to produce legisla-
tion that is adequate in the context of a global and competitive world
market and that forces economic activity. Instead the administration is
stuck in a mud of vague, contradictory and often irrational legislation
that pushes up administrative costs, encourages the violation of these
irrational laws, creates rents and provides the members of the adminis-
tration with the ability to blackmail those who are economically active
by issuing illegal remunerations and granting favors. This process can
only be described as a failure of the legislature that results in high
administrative costs. Any business initiative in Greece requires excessive
time and costs, both legal and illegal. These costs are the revenue of the
interest groups, which will of course defend them with all their powers.
Meanwhile entrepreneurs that consider to incorporate these costs in
their sale prices are quickly labeled by the media and the majority of the
politicians as black-marketers and as guilty of “profit seeking.”

The widespread corruption in Greece is, according to Transparency
International, more comparable to the situation of a developing
country than that observed in other members of the Organization for
Economic Cooperation and Development (OECD) and the eurozone.
Accordingly, public opinion toward market-oriented reforms may well
be muted. Alesina and Angeletos (2005) argue that entrenched beliefs
regarding redistribution may lead to increased corruption and further
demands for redistribution. In an environment like that of Greece, cor-
ruption will be attributed by the voting public to the failings of mar-
kets. This will lead to demands for further government intervention to
limit corruption. The reaction of the wider public in a society in which
redistribution and corruption, rather than honest and talented work,
often secure personal wealth is compatible with the general attitude
people seem to have when they perceive that some of their peers have
acquired excessive privileges in a way that is considered to be unfair.
The existence of such a natural reaction is documented by studies like
the one of Fehr and Gaechter (2000). They document the negative
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feelings that are provoked when people observe free riders, as well as
their willingness to expend some of their own resources to punish the
free riders and reduce their prevalence. Other works, like Zizzo and
Oswald (2001), also show that humans will expend resources to harm
peers that are perceived to have benefited excessively and in unjust
ways. Such a process may have significant dynamic implications on an
economy, as shown by Mitsopoulos (2009). It can also explain the spite
with which entrepreneurial initiatives are often attacked in Greece.

In countries like Greece the vague notion prevails that individual
effort and entrepreneurial activity do not create new wealth, but rather
that they redistribute existing wealth and thus take it away from the
public unjustly. This conviction that the market economy leads to
the socially unjust hoarding of wealth is then easily taken advantage
of by the well organized interest groups that, as already mentioned,
describe the government interventions that provide them with very
concrete privileges as policies aiming to check profiteering in markets
that cannot be trusted by society. Di Tella and McCullock (2007) show
how the animosity toward the market economy in many developing
countries can explain their inclination toward leftist political positions,
something that is largely applicable to Greece. In a context of wide-
spread corruption, they argue, voters become suspicious of the market
economy and prefer government regulations that will check the unjust
concentration of wealth as attributed by the market economy. In doing
so voters ask for more government intervention in markets. Such inter-
vention limits competition and increases administrative burdens; it has
also been found by work that is included in Rose-Ackermann (2006) to
lead to increased and more widespread corruption.

2.8 Conclusion

The preceding analysis shows that the current situation calls for a group
of reform-minded politicians that will not yield to the pressures of the
interest groups and that will have sufficient knowledge to use the sig-
nificant powers of the government, even though the administration is
a weak tool to implement policies. These reformers will have to signifi-
cantly change the “rules of the game” by setting a legislative framework
for free and competitive markets across the board. Then they will have
to test the depth of their democratic convictions, as they will have
to dismiss the opportunity to abuse the unchecked powers that their
mandate vests on them; they will also have to change the constitution,
as well as the rules of the parliament, in order to introduce a sufficient
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separation of the executive and legislative powers. These reformers will
have to do this in a way that will allow both the increase of the ability
to voice disagreements within the official political process and to ensure
that the government will be able to govern “at the end of the day.” Most
importantly, this effort must also be complemented by the establishment
of sufficient checks and balances and the setting of a legal basis for the
widespread development of transparency and accountability at all the
levels of government and administration in order to effectively limit
their own powers. The pressure that the current design of the system
puts on the government and administration to take all the decisions
should also be reduced. Last but not least, wider reform will be needed
in the critical domains of justice and education.

The rest of this book aims to describe a bundle of measures that
could overcome the current obstacles and yield tangible results for
the whole of the Greek society — both quickly and in a way that will
start a chain of events that will reposition the Greek society from its
current equilibrium between optimal individual lawlessness and weak
institutions and qualitatively weak laws to a new equilibrium, in which
institutions and individuals will cooperate in an environment of strong
institutions and laws that serve the general public interest. Such “reloca-
tion,” in the sense of Cooper and John (1998), would entail changing
the daily activities of the members of Greek society from rent-seeking
in closed markets to activities that create new wealth in open and
competitive markets, as described for education by Mitsopoulos and
Pelagidis (2007). Yet while we can attempt to suggest appropriate initia-
tives as the first steps of a path that could unravel such a process, we
cannot suggest how to overcome the more deeply rooted mistrust of
free markets that currently prevails in Greece. Schonhardt-Bailey (2006)
evokes the extent of the preparatory work — that is, the appropriate shift
in interests and the fermentation of political ideas — that was required to
repeal the Corn Laws in England. We can only suspect that the change
in policies that is required to deal with the problems Greece faces
today would most likely require a similarly favorable coming together
of events and coincidences. While our purpose is not to create these
favorable circumstances, we aim to provide a map of the obstacles at
hand and the actions that would be most appropriate should such an
auspicious setting emerge. Furthermore we can provide facts and argu-
ments that can strengthen the conviction that a favorable result can
be achieved by those willing to take the initiative to guide the country
toward this new, better, equilibrium - regardless of the apparently pro-
hibitive personal costs they will have to pay. The absolute prerequisite
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for the success of any reform effort is knowing both how the obstacles
to reform emerge in modern Greece, as well as where reforms would
provide the “most growth bang for the reform buck,” and how these
reforms have to be worked out in their details in order to yield these
results. For this reason we have elected to put the emphasis in the book
on the incentives structure built into the Greek political system, the
shortcomings of the Greek justice system and the implications that
the extensive government intervention in product markets has both
for employment and public finances and the realities faced by Greek
companies. The emphasis on these subjects does not mean that other
areas, such as education, public health and spatial planning, among
many others, are not important. Instead it reflects our belief that the
reform of the selected issues are a prerequisite for the success of reform
in all other issues, while any effort to reform these other areas without
first reforming the issues highlighted will probably be short-lived and
unable to withstand the test of time.
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3

Corruption, Policy Inadequacy
and the Greek Constitution

3.1 Introduction

Both corruption and the way individual preferences are transformed
into collective policy choices by democracies have received widespread
attention in the literature. The literature has investigated in great detail
how the design of political systems and the incentives, that affect both
individuals and officials, determine their behavior toward corruption and
democratic policy choice, and the ultimate outcome for both individuals
and society as a whole. This work has placed, in addition, great emphasis
on the significance accountability has. At the same time seminal work has
strived to understand how the structure of these policital systems affects
the ability of the different political systems to aggregate and effectively
enforce the policies that are preferred by society.

The presentation of the challenges and conclusions that emerge from
this work suggests that the attributes of a political system that encourage
both accountability and the ability to effectively enforce the aggregated
preferences of the society can coincide with the features of a system that
promotes choices that tend to be closer to the individual preferences of
a larger part of the population. Also, when policy choices are such that
there is a significant discrepancy between the individual preference of
many members of society and the policy decision that is made, the cost
of compliance increases for a larger part of the population. As a result,
it appears plausible that a political system that promotes accountability
can also promote collective policy choices that the individual members
of society will find less onerous to abide to, and therefore will not try
as hard to avoid complying with. Since corruption is one of the most
common manifestation of the way agents avoid compliance with policy
decisions, it seems reasonable to argue that in the cases where both
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these attributes coincide, the incentives to engage in corruption are
weaker — not only because of the influence of increased accountability,
but also because of the diminished incentive to avoid compliance.
Given the prevalence of corruption as well as a record of policy deci-
sions that seem to disregard the interests of a wider range of members
of society, building on this analysis seems relevant in the case of Greece.
The aim of this Chapter is to examine in greater detail how and when
the attributes that are assigned by the literature to political systems that
enhance accountability actually coincide with the attributes of systems
that lead to policy decisions that are closer to the preferences of large
numbers of citizens, and that reduce the incentives for the minorities
these citizens form to either illegally seek exception from these policy
decisions or to take advantage of the reduced accountability of the system
to ensure legal (but unethical) exceptions and privileges for themselves.
We then compare the Greek constitution both with the findings of our
analysis and with the attributes of the constitution of a number of other
countries. We thus aspire to identify attributes of the broad design of
the Greek political mechanics that may be related first, to the inability
of the political system to withstand pressure from organized groups and
second, to the policy failings that have been described in the previous
Chapters. An investigation into the attributes that lead to the formation
of stable governments needs to be included in this analysis. The reason
is that it emerges that the attributes of political systems that lead to the
desired outcomes regarding accountability and the congruence of policy
decisions with the preferences of many citizens are likely to reduce the
stability of governments — unless the political system has certain carefully
designed properties and details. Furthermore, the experience of unstable
governments in the period that predated the dictatorship of 1967-74 in
Greece largely influenced the design of the core of its current constitution.
Therefore this experience should be taken into account in our analysis.
Our first step in this Chapter is to give an overview of the relevant
literature that also provides the necessary starting point to investi-
gate the relationship mentioned above between policy decisions and
corruption. Then in section 3.3 we examine briefly what motivates
agents to engage in activities that we have defined as corruption. In
section 3.4 we revisit seminal work that allows us to describe the chal-
lenge that democracies face when they have to balance, on the one
hand, the need to provide society with a government that is able to
govern, and, on the other hand, take into account the preferences and
rights of minorities. We then examine in section 3.5 the role of these
minorities in a democracy. We also see how they are both potential
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corruptors and those who will first take the initiative to defend the
democracy, if it is threatened by some encroaching power. At this stage
we can now observe how the same attributes of democracies that lead
to decisions that reflect the preferences of a large spectrum of minori-
ties can also create an environment that is not favorable to the emer-
gence of corruption. In the closing section we look at the attributes of
a number of select constitutions to see how they manage to secure, on
the one hand, strong governments and, on the other hand, the protec-
tion of minority rights in a democratic setting. We can subsequently
use both the theoretical background of the previous sections and the
attributes of a number of the constitutions examined to put in perspec-
tive certain salient attributes of the Greek constitution. We also link
these elements with the inability of Greece to promote a decisive reform
agenda that would allow the country to overcome the obstacles that
now seem to endanger gravely its prospects and, at the same time, to
fend off corruption. Before concluding we suggest basic principles for a
constitutional amendment in Greece in order to eliminate in the future
a number of characteristics that may well be significantly related to the
country’s current troubles and difficulties.

3.2 Literature survey

The relationship between accountability in the political system and cor-
ruption has received significant attention in the literature. Persson et al.
(1997) emphasize the moral hazard that arises when the electorate hands
over powers to officials, and present a theoretical model that examines
conditions under which the separation of powers can help voters to
keep the elected officials more accountable. This therefore reduces the
temptation to abuse their office. Lederman et al. (2005) examine the
determining elements of corruption, paying particular attention to
political institutions that increase political accountability. Using a novel
panel dataset, they show that the role of political institutions is indeed
very important. According to the way they approach the problem of
corruption, political mechanisms that promote accountability, either
by encouraging the punishment of corrupt officials or by reducing
the informational problem related to government activities, tend to
reduce the incidence of corruption. Persson et al. (1997) also make the
same suggestion. They argue that this also holds true for institutions that
foster a competitive environment in the provision of public services, and
that do not allow the emergence of cases like the theoretical monopo-
list suggested by Laffont and Meleu (2001). Lederman et al. (2005)
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explicitly state that the checks and balances across the different
branches of government, when paired with a separation of powers,
largely determine both the degree of accountability that is built in the
political system, and the prevalence of corruption. Lederman et al.
come to the general conclusion that reducing accountability seems to
be strongly correlated with the indexes of corruption in their sample.

Of course, the issue of accountability has been put on the center
stage before in seminal contributions like Madison (1788c) and de
Montesquieu (1748). At the time this issue was approached in relation
to the general ability of the electorate to control the moral hazard prob-
lem that arises in all indirect democracies, rather than in the context of
a focused study of corruption. In addition, such general worries about
the accountability of officials apparently have been an issue even before
the time of Madison and de Montesquieu. For example, Sakellariou
(2007) describes how the Athenian democracy ensured the accountabil-
ity of public officials without the deliberate separation of powers and
the checks and balances encountered in modern indirect democracies.
Similar measures that introduce accountability were even present in the
system of Sparta, otherwise not considered as democratic, as described
by Panagopoulos (1996). These considerations persisted as democracy
was tested, as a concept, on a much larger scale. Lintott (1999) describes
how such checks and balances prevailed for most of the time during
which the Roman Republic prospered, even though they where often
the result of customs and practice rather than of written law or a delib-
erate design that we would identify today as a constitution.

Besides the issue of accountability, the question arises of how closely
the decisions made by the government resemble the true preferences
of the electorate and society as a whole. Blais and Bodet (2006) directly
raise the question of whether proportional representation fosters a closer
link between the views of citizens and the positions of the government.
In particular, Blais and Bodet argue that proportional electoral sys-
tems produce a legislature whose overall positions are more congruent
with the general views of the voters, and lead to the presence of more
parties in the government. They also argue that in the proportional
electoral systems the need to govern ultimately forces these numer-
ous parties to cooperate in coalition governments. As a result the final
policy decisions that are made are once again close to the preferences
of the median voter as happens in less proportional systems. Works
like Persson et al. (2003) argue that countries that adopt proportional
systems usually suffer from a higher level of corruption. This result is
apparently verified with different data in numerous countries by the
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quantitative approaches of other researchers such as Treisman (2007),
Kunicova and Rose-Ackerman (2005), and Gerring and Thacker (2004).
This evidence seems to refute the proposal of Lijphart (1999), based
on a sample of numerous elections in 36 democracies, that consensus
democracies should be less corrupt.

The findings from this recent research appears so intriguing for the
very reason that the proposal of Lijphart (1999) seems so intuitive in its
conception and formulation. This is reflected in statements like that of
Persson and Tabellini (2003), who argue that a political system that has
desirable attributes — such as accountability — and which makes decisions
that reflect the preferences of a majority of the citizenry should be less cor-
rupt. Yet it is also true that the existing research, in spite of the statement
of some general principles — including the classification of political sys-
tems and some tentative conclusions — has not yet succeeded in securing
a consensus on the relationship between the design of political systems
and the emergence of corruption. The lack of such a consensus appears
to be related to the comments made by Persson et al. (2003), Kunicova
and Rose-Ackermann (2005), and Persson and Tabellini (2003), among
others, that a vast number of smaller details in the design of political
systems can have a critical influence on the workings of the interdepend-
ent parts of a political system and, of course, corruption and the quality
of democracy. As Persson and Tabellini (2006) note, “the devil is in the
details.” This is in line with both the observations made by Kunicova and
Rose-Ackerman (2005), Gerring and Thacker (2004), and Alt and Lassen
(2008). The last two demonstrate the need for high quality data and a
careful econometric approach when dealing with corruption. The com-
ment is further supported by observations such as those of Persson and
Tabellini (2003), for example, who note that their conclusion regarding
the relationship between corruption and proportionality is largely drawn
from the prevalence of party lists and proportional systems, and the posi-
tive relationship party lists seem to have with corruption.

The challenges that any researcher who attempts to investigate the
implications of such details faces are very significant. In reality, it is not
even clear how we can, and must, classify political systems according to
the basic attributes of their design and their smaller details. This seems
to be especially true in the case of countries where a number of smaller
details seem to affect crucially the way in which the democracy operates
on an daily basis. This can be true even in the case of countries which,
at first glance, seem easy to classify, like the US. Indeed, some smaller
details of the design of the US constitution are often considered as very
important as, for example, is done by The Economist (2010).
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For example, systems that promote the decisions of a majority,
whether absolute or relative, are often classified as presidential, on the
basis of the process through which presidents are elected. For these
systems the problem that usually arises concerns the incorporation
in the political process of the preferences of the various minorities,
since the mandate to rule is issued through a simple majority, which
usually leads to the formation of strong governments. On the other
hand, parliamentary systems are often classified as proportional on
the basis of the electoral process that allocates seats in the parliament.
Such systems may be able to incorporate the preferences of minorities.
This initially seems to lead to a design in which decisions are made
to minimize the number of those who are very dissatisfied with the
policies that are adopted, as is described by Colomer (2001). But, as has
already been mentioned, such a system may easily lead to the emer-
gence of situations in which making decisions is almost impossible at
the end of the day, thus leading to an inability to govern. This inability
in turn threatens the effectiveness of government and its ability to
enforce the laws that have been adopted by the democracy. Such a
situation of course can also encourage the proliferation of corruption
because an inability to enforce existing laws or to implement policies
consistently undermines the ability of the government to supervise
its employees. Yet often these broad observations are not true: smaller
details of the design may completely alter the reality that corresponds
to the broad design of a system. The fact that smaller details may have
such important implications means that it is finally often impossible to
classify the various political systems in a truly compatible way.

These difficulties, which are associated with the classification and
subsequent analysis of political systems, suggest an intriguing possibil-
ity that the assertion of Lijphart (1999) may be finally valid, but under
certain caveats. A theoretical setting that could assist the formulation
of such caveats is presented by Mitsopoulos and Pelagidis (2009). These
authors suggest a possible broad reconciliation between the assertion of
Lijphart (1999) and the empirical findings of the research that has been
made available so far. Lijphart’s (1994) investigation shows how differ-
ent combinations of basic building blocks of political systems can yield
comparable outcomes regarding the basic attributes of a political system,
like proportionality. But while other possible combinations clearly may
exist, it appears that — at least in the setting of this theoretical approach -
some information regarding the possible divergence among the pro-
posal of Lijphart and the findings of other researchers may be identi-
fied. This in particular relates to the design of a system that both takes
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advantage of proportionality in a given structure to ensure a better incor-
poration of the preferences of society in the policies that are adopted
and implemented, and introduces a satisfactory level of accountability
for public officials. And, of course, all these characteristics should be
combined in a system that will make it possible for the government to
govern at the end of the day, as Madison firmly recommends.

It seems worthwhile to try and overcome the inherent weakness of
proportional representation by carefully designing the details of the sys-
tem. Empirical evidence presented by Norris (1997) suggests that systems
that are based on proportional representation lead to a higher degree of
satisfaction among the citizenry as well as increased congruence with the
preferences of the electorate, as argued by Huber and Bingham (1994).
Lijphart (1999) also suggests that the incorporation of the voice of minor-
ities in the political process leads to a higher level of satisfaction with
the quality of democracy. More recent work, including that of Wagner
et al. (2009), who use for the first time panel data regarding satisfaction
with democracy, find that the rule of law, low corruption, and checks
and balances — rather than proportional representation — lead to greater
satisfaction with democracy. Yet the most recent empirical work does not
necessarily contradict this older work in so far that systems with sufficient
proportional representation coincide with systems in which the rule of
law prevails, checks and balances are effectively built in the system and
corruption is low, as a result of the previously listed attributes. All this
evidence suggests that the choice of strong and stable governments, in
the sense described by Sartori (1997), which only require a low threshold
of majority to win a strong mandate, are not the best possible solution to
devise a democratic system. This is especially true given that the design
of political systems that combine proportional representation with
the election of a strong and stable government seems to be possible —
as long as a minimum level of care is given to the design of the details
of the system. The design of a system that incorporates minorities in a
way that will empower them to defend their rights will of course have
tangible effects only if the government is also strong — that is, when the
political system maintains also the ability to design and to implement
policies in an effective and systematic way.

3.3 Mandate holders and their motive to get corrupted

As a first step of the investigatation into the relationship between the
policy decisions society takes and corruption, we need to describe the
nature of the incentives that members of society are offered, both as
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individuals who try to comply with the policy decisions made by their
government and as officials who adopt and implement these policy
decisions in the name of society.

Officials who receive a mandate from the people to form laws, to
enforce these laws and to manage the daily affairs of the country accord-
ing to these laws may be tempted to endogenize the utility from holding
office, or part of it, as argued for by Persson et al. (1997). The official,
as a rational private agent, values resources and other benefits that
public office offers, if he can divert them for personal use. The official,
as a rational individual - like the judges of Posner (1993), the bureau-
crats of Niskanen (1994) and as described in Colomer (2001, 2005b)
and Madison (1788h) — now responds to the incentives and disincen-
tives that are pertinent to him, given of course the parameters that
determine his powers and the potential ability to increase his utility
by abusing them. Given this set of incentives, the question is in what
circumstances the official becomes more susceptible to adopt practices
that lead to the advancement of his personal interests, to the detriment
of the interests of society, which he should promote under his mandate.
Personal interests can of course include both the interests of individuals
or groups of individuals who may participate either in interest groups
or legal private sector entities like corporations. Such an abuse of power
has an increased significance for society given that the behavior of
the public official affects the lives of many other private agents. One
reasonably expects that such practices, which are usually called corrupt
practices in definitions such as those of Svensson (2005), become more
widespread when the mandate holders are encouraged to adopt them
after rational consideration - that is, when the gain of adopting such
practices is significant and when the cost, or the probability that the
cost will have to be paid, are small.

For the officials, these incentives are largely shaped by the nature
and the extent of the powers that the mandate vests on the official.
In turn both elements are determined by the process and procedures
through which the official receives, retains and exercises this mandate
or, according to Lederman et al. (2005), “the political macrostructure.”
Even if one finds other factors that shape the set of incentives and dis-
incentives that the official faces, in the end these factors can be seen as
mere elements of the primary factors, which essentially determine the
form of government, and the electoral rules described by Persson and
Tabellini (2003).

As far as the mandate givers are concerned, the presence of a positive
number of members of society who will find it profitable to gain from
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an exception to the general rules and laws that society has adopted is
certain at any point of time because general rules and laws can never be
optimal for every single member of society. Therefore, there will always
exist some private agents who are willing to try to corrupt an official.
As a result the necessary condition for the emergence of corruption is
the willingness of the mandate holders to get corrupted, rather than
the willingness of the private agents to corrupt. The incentives for both
individuals and officials to engage in corruption are therefore enhanced
when both these factors encourage it simultaneously - that is a) when
the mandate holders are not monitored effectively and b) when many
individual agents find that the policy decisions that have been made
by the officials are very different from their preferences, making com-
pliance with these decisions very difficult and encouraging a rational
attempt to corrupt an official.

3.4 Democracy: The strength of the government,
minorities and the separation of powers

Seminal work by de Montesquieu, de Tocqueville and Madison, which
is often supported by empirical experience, warns against the dangers
of unifying the executive and the legislative powers in one ruling body
that will have the ability to both set the rules of the game and, at the
same time, run the daily affairs of the society according to these rules.
One of the great dangers to society in this case is that the said society
will experience what de Tocqueville (1835) describes as the “tyranny of
the majority” — an argument that seems to be supported by the litera-
ture, like Wagner et al. (2009) and Lijphart (1999), that investigates the
perceptions of those that belong to minorities within the political party
that fails to win an election. Unfortunately, it is widely recognized that
a system in which it is not likely that some significant minority will
have to suffer the “tyranny of the majority” - like a system with pro-
portional representation, which allows such minorities to participate
in the political process might ensure — usually is also a political system
that will easily permit any powerful minority to undermine the ability
of the government to effectively take and enforce decisions, especially
in the case of testing events.

Regarding the strength of the government, it has to be stressed that
the effective balancing of the powers in the American system was
influenced by the reluctance of the states to hand over too many of
their powers to the federal government, as is described by Madison
(1788a, 1788h). But in spite of these considerations one should not
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underestimate the conscious effort of the framers of the constitution
to deliberately design a democracy that will be able to take “a decision,
even if it is not perfect,” as Madison notes. At the same time that democ-
racy will limit any potential abuse of power from the mandate holders,
through the separation of powers, and effectively protect the rights of
the various minorities. Madison (1788c), who adopts at this point the
realistic suggestions of de Montesquieu (1748), stresses that the separa-
tion of powers in a democratic government needs not be absolute, but
needs to be sufficient, so that it effectively discourages the excessive
concentration of the various powers in the same hands. He argues in
Madison (1788e) that it is possible to design an intermediate solution
that will balance the extremes of the absolute separation of powers and
the promotion of the will of the majority with a government that is
strong enough to govern. In particular, Madison (1788f) suggests that
the mandate should both allow the officials to exercise their authority to
a sufficient, but not unlimited, degree within their field of responsibility
and at the same time empower them to fight off any undue encroach-
ments on their powers by the officials that have received another man-
date. Finally, Madison suggests that each power should face limits to its
authority to deter it from usurping the responsibilities of the other pow-
ers. At the same time it should be strong enough to fight off any attempt
to take over its own mandate. But between these extremes, it should
have enough leeway to fulfill its mandate every day and so to effectively
govern the country. These concerns seem to apply especially to the legis-
lature. De Montesquieu (1748) recommends that the executive should
not participate in the preparation of laws, but that it should retain both
the right of first refusal and the ability to return extreme legislative ini-
tiatives back the legislature. He further suggests that such a power will
be meaningful only if subsequently the legislature has to re-approve the
contested text with an increased majority before it can pass the new law —
in spite of the first refusal of the executive.

The mechanism for checks and balances, which minimizes the event
of the “tyranny of the majority” and is described in this seminal work,
offers certain attributes that outline a political system of increased
accountability, in which it would be more difficult for any official to
engage in activities that promote his selfish interest over the interest
of society through the abuse of his mandate. On the other hand the
introduction of such accountability will not stand in the way of a gov-
ernment that is able to govern; it will also not undermine the ability
of the officials to effectively complete the tasks needed to fulfill their
mandate, as long as the officials do not pass some threshold of abuse
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of their office. Up to that point they retain sufficient freedom to act.
The US constitution shows that such a mechanism of accountability
can be introduced through a separation of powers, which itself leads
to the presence of more than one mandate holder with sufficient pow-
ers to enforce this accountability. Following this example, any system
that features increased proportionality, and therefore more opportuni-
ties for different minority opinions to be incorporated in the process
of government, could lead to such a system in a convenient way. Yet
any such system will still require the establishment of the threshold
that marks the freedom of officials to act and the reaction of those to
whom the officials are accountable. The difficulty of combining the
strength of the government with sufficient accountability will remain
a challenge in any system that incorporates minorities in the process
of governing. Even though other practical solutions may be available,
there exists one intuitive alternative, which in addition can lead, if
designed properly, to a satisfactory separation of powers. This solution
includes the selection of a definitive winner for the executive branch of
government. The executive power needs this certainty because it has to
take care of the daily affairs of government and obtains it through a
system of plurality. Conversely the legislative branch of government,
which does not have to take care of the daily and pressing needs of the
management of society, is selected through a proportional system that
allows the incorporation of different minorities in the political process.
The analysis of separate constitutions in section 3.6 shows the extent to
which the successful establishment of this limit does not depend only
on the main characteristics of the design of the system, but also on its
details. If the threshold is not successfully put in place, it indeed seems
that, even if an initial separation of powers is achieved, it is unlikely
to withstand the test of time, as suggested by Madison but also more
recently by Colomer (2005b).

3.5 Minorities: Potential corruptors and protectors
of democracy

By definition minorities that are formed by individuals who have rela-
tively similar preferences rarely will have exactly the same interests as
any given majority, which is actually the sum of many minorities. The
existence of minorities, whether outside a given majority or even within
it, is therefore certain in any society, as also stressed by Madison (1788f).
The existence of some minorities that would prefer to be exempted from
the scope of the applicable rules and laws is similarly certain.
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If a system considers a weighted average of the preferences of a suf-
ficient number of different minorities, then it becomes more likely that
the decisions will reflect well the preferences of a large spectrum of vot-
ers, as Persson and Tabellini (2003) state and as is the case in systems
with proportional representation according to Blais and Bodet (2006).
If this is not the case, it becomes more likely that some minorities will
have preferences that differ significantly from the policy choice that is
adopted by the majority, especially if these preferences differ signifi-
cantly from the preferences of the median voter, which are promoted
in a non-proportional system. Madison (1788f) suggests that each
mandate has to be subdivided into a sufficient number of smaller man-
dates, which will each represent a majority that is formed by a different
combination of minorities. That way the number of minorities that will
be represented in the government increases and, as long as the hold-
ers of the different mandates can resist undue encroachments by other
mandate holders, it becomes less likely that a decision will be taken by
a majority that is unreasonably onerous for any given minority. Such
a system has a better chance of satisfying the preferences of different
minorities because the decisions of the majority are essentially separate
weighted decisions on many issues that collectively form the aggregate
decisions of society, and are not simply the decision of a given major-
ity that bundles together many separate decisions in a way that will be
merely acceptable to a certain majority in a given election, as explained
by Colomer (2001).

When decisions are taken in such a way, the number of minorities
that have a strong incentive to serve their best interest by seeking an
exemption from the enforcement of the decision, and their willing-
ness to do so, decreases. At the same time, and as a positive side effect,
their incentive to participate in the political process increases and
their motive to abstain from the political system is reduced. Madison
(1788b) also describes the role of alarmed states that are participating
in the political process and act as whistleblowers when they detect a
federal encroachment. His description is very dramatic and essentially
puts the alarmed minorities at the center of the system’s defensive
mechanisms.

The reasons for minorities to seek special treatment from the officials
is only one part of the set of incentives and disincentives that determine
the emergence of corruption. This is because the system also performs
effective checks that are performed by the system to see if such special
treatment is provided, as mentioned in Persson et al. (1997). When
each power is sufficiently monitored by another power, the effort of
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any given power to offer such special treatment to a requesting minority
can be located and intercepted by the controlling power. The eagerness
of the other power to control is ensured, assuming that it exists in the
first place, by the fact that the majority that gave it the mandate is not
formed by the same combination of minorities as the majority that
gave the mandate to the corruptible official. Therefore, having differ-
ent combinations of minorities forming different majorities that give
mandates to different powers, and that then check on each other, not
only ensures that the choices that are accepted by the different majori-
ties respect to a larger degree the legitimate interests of many different
minorities, but it also ensures that the checks and balances are manned
by minorities that will actively defend themselves against any effort
of encroachment that is initiated by a separate power. This is precisely
the mechanism that Madison suggests will combine the introduction
of sufficient checks on the three separate powers with the protection
of the rights of the minorities that form society. It is identical to the
mechanism that Colomer (2001) describes whereby decisions are made
after weighing the interests of separate minorities.

The preceding analysis allows us now to describe different political
systems according to the attributes that we have mentioned. On the one
hand we have systems that are based on separate powers, that introduce
effective checks on these powers and that ensure that the decisions of
any majority have incorporated, to a sufficient degree, the legitimate
interests of different minorities. Such systems will, in the end, adopt
decisions that do not lead to very dissatisfied minorities. Therefore not
many minorities will seek exemption, institutional or not, from the
decisions approved by a majority. These systems will also have the abil-
ity and the will to check effectively on those officials that are tempted
by corruption. On the other hand, we have systems with an insufficient
separation of powers. There the choices of the majority are adopted, but
as long as the bundle of decisions that has to be decided on receives a
majority, the rights of minorities are not particularly respected — neither
during the preparation of the proposals nor during their adoption. The
motive for any very dissatisfied minority to seek an exemption increases,
as do the chances that this exemption will go undetected as there are
no separate centers of power. In addition, the branches of power are
not staffed with officials who represent interests that are offended by
any exemption, and who can check on the mandate holder that is
about to yield to the corrupt proposals. Still, the latter systems seem to
have one significant advantage over the first ones. Making decisions is
much easier in such plurality systems, especially when only a small, or
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relative, majority is needed to secure the mandate and decision-making
processes are not slowed down by the objections of different minorities.
The fact that minorities can hold majorities hostage, and make it effec-
tively impossible to govern society, is a weak point of any system that
protects minority rights. The consequences that this entails may easily
overshadow all its other advantages.

As effectively dealing with this problem has no general solution, and
largely depends on the details of the system, as we have seen, means
that all aspects of the system have to be examined and taken into
account. Persson and Tabellini (2003), for example, demonstrate the
importance factors like the use, or not, of party lists, the size of elec-
toral districts and the use of plurality rules to elect candidates have on
corruption. Among others, Colomer (2008) suggests further details that
may turn out to be decisive, notwithstanding the size of a democracy,
while Massicotte and Blais (1997) suggest how to combine the desir-
able attributes of both proportional representation and the stability of
plurality in a working system. In spite of the wide array of details that
need to be taken into account, an intuitive proposition that remains
throughout this work is that the executive branch of government
should receive a clear mandate, even by a reduced majority, while the
legislative process — which does not face the pressures of the daily man-
agement of the affairs of society — seems better suited to incorporate a
more proportional representation.

3.6 The practice of creating strong governments with
sufficient separation of powers

Given these theoretical considerations, we now consider how the details
of the different systems can determine the way the political system
actually succeeds in both governing democratically and respecting
minority rights. Following our analysis so far, we can summarize the
descriptions of the alternative systems as, on the one hand, “systems
of majority rule, with effective checks and respectful of minority rights,
but where the ability to govern needs to be ensured by sophisticated
design” and, on the other hand, “despotic and corrupt, but strong
governments.” Effectively, all existing democracies try to combine the
need to create a government that will be able to govern with the need
to maintain a sufficient ability to translate the preferences of the elec-
torate into policy decisions. The purpose of the following description
is to highlight details of the systems of different countries that affect
decisively both their proportionality and their ability to maintain
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political stability. Our brief analysis indeed seems to verify that among
the general attributes that are usually the basis for the classification of
political systems, the systems in different countries also feature smaller
elements that crucially affect the way they work. In most cases both the
main characteristics and the smaller, but crucial, details were introduced
according a rationale that depended heavily on the political circum-
stances of the time. Still, they determine both the extent to which the
political systems are able to cater to the needs of society and the extent
to which the governments they form are stable.

A good example to start with is the French system. The French consti-
tution foresees, in theory, the separation of powers and also holds the
mandate holders accountable to the people. The legislature is formed by
the National Assembly, which has effectively the power to legislate and
which is elected directly by the people every five years, and the Senate,
which is elected by elected local officials and which does not have deci-
sive legislative powers. The members of the Senate are elected for six
years, but half the members of the Senate stand reelections every three
years. The legislature has the initiative to propose new laws, and it can
control the executive through inquiries and by appointing investiga-
tive committees. The executive is shared between the president and the
prime minister, since the prime minister is proposed by the president
from among the members of the party that has the majority in the
National Assembly. The National Assembly has then to give the presi-
dent, and his government, a vote of confidence. On the other hand,
the president, who is elected as the result of separate elections, has the
power to dissolve the National Assembly and to call new elections for
the National Assembly, regardless of any objection that the prime min-
ister or the National Assembly may have. In addition, it is rumored that
presidents often ask prime ministers, before he proposes them for the
office, to hand in an open letter of resignation. The president must sign
laws before they take effect, but he has the ability to send laws back to
the legislature for further deliberation if the prime minister, who — we
remind - often has signed already his resignation letter and handed it
to the president, agrees with him. But once the law is presented again
to the president after the National Assembly has passed it with a simple
majority, as it had done the first time around, the president must sign
it. In practice, the president often selects the ministers himself, even
though the prime minister formally presents his selection of ministers
to the National Assembly. This is a normal result stemming from the
power of the president to dissolve the National Assembly; this near-
prerogative is almost certain when both the president and the prime
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minister belong to the same political party. Finally, one should add that
in France the ministers can propose laws and, as long as the party they
belong to has the majority in the National Assembly, these laws are
usually passed.

From this brief description we observe that the French system has a
very peculiar attribute. Even though the president and the main leg-
islative body, the National Assembly, receive their mandate through
separate direct elections — something that creates favorable initial condi-
tions to achieve a sufficient separation of the legislative and executive
powers — the other features of the political mechanism cancel out this
advantage. This is because, in spite of the fact that France is a presiden-
tial democracy, the executive needs to receive a vote of confidence from
the legislature and the president, who selects the head of the executive,
can at any point dissolve the body that issues the vote of confidence to
the executive.

As a result the “checks and balances” that are built into the system are
weak. The ability of the president, or even the Senate, to obstruct the
legislative initiatives that the National Assembly takes are negligible. In
the US, for example, after a presidential veto the legislature needs an
increased majority to pass the contested law. In France the daily business
of the National Assembly goes essentially unchecked, but there always
exists a larger threat that the mandate that the National Assembly has
received from the people may be arbitrarily revoked by the president.
This design creates severe practical problems whenever the majority in
the National Assembly does not belong to the same political party as
the president. The fact that this combination, where the president had
to select a prime minister from the opposition and accept the legislative
choices of the opposition, did often not work well meant that the abil-
ity of the government to govern effectively was severely reduced.

The solution to the problem is awkward, and affirmed the prophecy
of de Montesqgieu “that all will be lost.” Following a recent amendment
of the French constitution, the president now holds his office for five
years, instead of seven, and the elections for the president and the
National Assembly take place close together. Thus the chances that such
a “cohabitation” will occur are drastically reduced. That is, the meas-
ures envisaged by the constitution to enable the government to govern
have effectively reduced the separation of the legislative and executive
power by making sure that both mandates are handed over by a major-
ity that is as similar as possible. The solution that was adopted to solve
the problem of the insufficient strength of the government did not aim
to fine-tune the checks and balances of the system by, for example,
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replacing the ability of the president to dissolve the National Assembly,
or the requirement that he selects the prime minister among the mem-
bers of the party that has the majority in the legislature, with a require-
ment that the laws he refuses to sign must receive, say, an increased
majority in the National Assembly or the Senate. Instead it was a solu-
tion that completely canceled out the inherent advantage that the two
separate elections give to the system, and that aimed to maximize the
coincidence of the majorities that hand over the mandate of both the
legislative and executive power.

The solution adopted in the US constitution is different. First, we
note that the legislature itself is split into two distinct bodies, and
that each has substantial legislative powers and receives its mandates
through elections that do not overlap, which means that the two bod-
ies differ quite substantially in the interests they represent. One should
remember that the creation of the two legislative bodies that form the
congress was a point of friction before the US constitution was adopted
because the laws the congress passes take precedence over the laws of
the individual states. Wilentz (2006) describes how the opponents to
the constitution wondered if such a strong legislative power would
lead to abuses, like the ones described in Madison (1788b), that would
harm individual states — a doubt that is legitimate to some extent as
even Madison (1788d) accepted that an unchecked legislature can eas-
ily usurp all other powers. These concerns, which where stressed not
only as reasonable doubts but also because of the rational reluctance
of the state legislatures to yield a significant part of their powers to a
federal legislature, led to the particular design of the US legislature. The
existence of two separate bodies that represent, the first, the population
proportionally and, the second, each state as a separate entity, and the
need to secure the agreement of both these bodies, which are formed as
a result of separate elections, means that the majorities that are needed
to make a decision represent the balanced interests of a sufficient
number of separate minorities. It follows therefore, mainly as a result of
the necessity to solve problems particular to a federal system, that this
system secures — to an unusually large extent — the representation of dif-
ferent combinations of minorities in the legislative process.

While one part of the congress is replaced in relatively short periods
of time, the executive receives a distinct four-year mandate following a
general election. This election may coincide with the elections for the
one-third of the members of the congress, but the fact that half way
through the presidential term the congress changes again ensures that
the mandate that the executive receives differs sufficiently from the
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mandate the legislature receives. In addition, the representation in the
legislature is largely proportional, while the mandate of the executive is
handed over by a relative majority. This ensures that the executive will
receive after the elections a mandate that is strong and that will allow
it to govern. The constitution in the US gives the executive no power
to take legislative initiatives, even though the president can repeal laws
that are presented to him by the legislature. Still, following a first veto
of the executive, the legislature has the last word - although it needs
an increased majority to override the presidential veto. Therefore, in
extreme cases, the legislature will be able to enforce its will, but the
head of the executive has the ability to influence indirectly laws he,
and his party, disagree with. Comparing with the French system, we see
that in the US the legislature needs an increased majority to enforce its
will after the first refusal of the president to sign a law, but at the same
time the executive does not have the power to dissolve the legislature.
The design of the American system is deliberate; Madison stresses that
if the executive has the power to put an absolute veto to the will of the
legislature, and the power to dissolve the legislature is such an extreme
power, that power will not work as a deterrent to smaller disagreements,
and it will in fact allow larger disagreements to appear. This can lead to
large crises, where putting such a strong power in the hands of one of
the two disagreeing parties may not lead to satisfactory results.

With regard to the ability of the legislature to check the executive, the
legislature in the US can impeach individually the president, or another
member of the executive, but the process is complex since it requires
first a proposal by the House of Representatives and then the agreement
of the Senate. This design, which requires two separate bodies to agree
before the mandate holder of another power is removed from office, is
also adopted in the case of the judiciary and described by de Tocqueville
(1835) in the Chapter on the tyranny of the majority. Again, this check
is different from the check encountered in most parliamentary systems,
where the simple majority of the legislature can withdraw its vote of
confidence to the whole executive — something that rarely happens as
long as the executive and the legislature belong to the same political
party, but that can present a severe threat to the stability of the govern-
ment (if it enjoys a marginal majority) and is susceptible to manipula-
tion by small but unscrupulous minorities. The need to secure a strong
government is complemented in the US constitution by the fact that the
president can appoint the members of his cabinet without a (revocable)
vote of confidence from the legislature. Instead the appointment is
made through a nomination process that requires a simple majority in
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the congress. The need of the consent of the legislative body to appoint
a number of other officials, including judges and ambassadors, is not
always as straightforward. Cases where candidates were withdrawn, or
at least were thoroughly interviewed by the legislative body, are more
common.

We can see how the US system is designed to elect democratically
two separate legislative bodies and an executive, so that each power is
exercised separately, but at the same time each can enforce its will on
the other in the case of an extreme crisis. The executive is elected with
a simple majority, which secures a strong mandate and a strong govern-
ment. By contrast the legislature, which does not run the daily affairs
and therefore needs not be so strong, represents the will of the people
in a more proportional way that also maximizes the combinations of
minorities that form the majorities that will make the decisions.

The fact that the American system has worked so well for the past
200 years — a period that includes significant crises and a civil war — is
possibly not only the result of all these deliberate designs, but also the
result of a relatively obscure rule of the legislature. Before a new law is
sent to the president, the incentives to reach a consensus between the
many minorities that are needed to form a majority are increased by the
rule of the Senate that allows the speaker to insist on the physical pres-
ence of the senators for an unlimited period of time before the begin-
ning of the voting process. Only when three-fifths of the senators ask
him to stop will he be forced to stop talking. Crude as it may seem, this
mechanism, which physically wears out the members of the legislature,
seems to be quite an effective mechanism that forces lawmakers to seek
out consensual solutions, which - incidentally — are also less likely to
be vetoed by the president. The filibuster minimizes deadlocks in the
production of laws, in spite of the proportional representation of many
minorities in the legislative body. Evidently, this system has so far made
sure that the separate executive and the two legislative bodies do engage
with each other in the bargaining processes described by Cooter (2000).
De Tocqueville mentions that the speed at which the American system
replaces laws implies that the laws lack a desired stability. But this also
shows that the system is able to govern, and even de Tocqueville agrees
that the fast pace at which the US legislature works ensures that the laws
that are in force generally are not outdated, and that they serve well the
current interests of the country.

The significance of the details of the design of the US constitu-
tion should not be overlooked, in spite of the merits that the basic
design seems to have. As Colomer (2008) mentions, some elements of
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the American system have been copied in the constitutions of other
(mainly Latin American) countries. Failing to organize these elements in
a well functioning entity and failing to copy a number of essential ele-
ments, these countries ended up with political systems that were unable
to replicate the successes of the US system.

Looking at the Austrian constitution, which is described by Neisser
et al. (2006), we see again that the existence of different elections for
the executive and the legislature is not taken advantage of, and that the
separation of the two powers is reduced because the executive has to
gain the support of the National Council, which is the body that effec-
tively yields the legislative power. Austria, which is a federal country,
has some similarities with the French system, even though France is not
a federal state. Both countries have separate elections for the legislature
and the executive, but then require the executive to secure the support
of the legislative body. Also both systems have a bicameral legislature
in which one chamber (the one that receives its mandate from a direct
election) has significantly more power than the other (which receives
its mandate from officials, in the case of France, and local governments,
in the case of Austria).

The German system, on the other hand, manages a sufficient separa-
tion of the legislature and the executive, in spite of the fact that the
executive is formed from the majority in the main legislative body -
that is, the Lower House. But because the Upper House, which is staffed
through direct elections that take place in each separate state, has real
legislative powers, which Colomer (2001) describes, the system man-
ages to introduce a satisfactory level of separation between the two
powers. It must also be stressed that according to Article 67 of the Basic
Law the head of the executive is appointed with high certainty, and
any vote of no confidence must at the same time propose a successor.
Comparing this system with the French and the Austrian systems, we
note that this separation of powers is achieved in spite of the absence
of separate national elections for the executive. This is made possible by
the fact that the system includes two direct elections — one, federal, for
the Lower House and, effectively, the executive, and one in each state
separately for the representation of the state in the Upper House, which
yields significant powers in the legislative process.

In other countries, such as Sweden and Denmark, the preserva-
tion of monarchies ensures that governments are powerful enough to
govern, but this comes at the cost of maintaining an unelected head
of state. The most impressive example among these countries is prob-
ably Australia, which copies basic elements of the American system, but
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manages to reduce the effective separation of powers by introducing
the requirement that the ministers gain the support of the House of
Representatives, which is one of the two legislative bodies. An interest-
ing question to ask here is whether the American system would survive
without such a fusion of the legislature and the executive in the absence
of the filibuster, which ensures that, at the end of the day, the legislature
will also govern - even if that means that often the legislature has to
overcome disagreements with the majority that elected the executive.
Italy requires the government to maintain at all times the confidence of
both legislative chambers. If this vote of confidence is revoked, and no
new government can be formed, the president calls for new elections,
which means that forming strong governments is very difficult in this
system. Similarly, a law that is proposed by one of the two houses of
the parliament needs to be approved sequentially by the other house as
well. If the second house proposes amendments, the first house can only
accept them or reject the whole initiative; it cannot override a rejection
of the second house or the introduction of these amendments.

In the case of Greece, finally, we observe a parliamentary democracy
with the weakest separation of the executive and the legislature among
all the countries we have examined. The Greek system best fits to the
description of Moe and Caldwell (1994) of a system in which “the exec-
utive gets what it wants.” According to article 26 of the Greek constitu-
tion, there is a separation of powers: the executive power is exercised by
the government and the president and the legislative power is exercised
by the parliament and the president. Article 82 describes the details of
the executive power, which, through the government, determines and
directs the general policies of the country according to the constitution
and the existing laws. But this theoretical separation of the two powers
is effectively canceled subsequently. First, Article 37 mentions that the
prime minister is the head of the political party that has the majority in
the parliament. Also, according to Article 81, the government, which is
formed by a law that is adopted by the majority of the parliament, has
to maintain the confidence of the parliament according to Article 84.
But the most important provision is the one that reaffirms the fact
that the unconditional decision-maker in the government is the prime
minister. In effect he chooses, and dismisses, the members of the execu-
tive branch of the government, as well as — according to Article 73 - the
ministers, who he suggests for inclusion in the law that is foreseen by
Article 81. These ministers can take the legislative initiative — that is,
they can directly participate in the lawmaking process by putting up for
vote in the parliament fully-formed draft laws in a way that will lead to
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the acceptance of the draft proposals with almost complete certainty —
barring some wrestling and disagreement within the political party
of the government that are usually quickly resolved after some horse-
trading. Therefore, the fusion of the executive branch of government
and the legislature is complete. The absolute, and unchecked, head of
the government is the prime minister, as Manos (2006) stresses. The
warning of de Montesquieu that the executive should not be involved
in the process of preparing laws seems not to have been incorporated
in the Greek constitution, in spite of the fact that it has become a
largely unquestionable part of western political culture, as Persson et al.
(1997) mention. The executive powers of the president are essentially
procedural, and are exhausted with the obligation to hand the leader
of the party that has the majority in the parliament the order to form a
government. That president’s legislative powers are also essentially non-
existent: he can only repeal laws once and he has to sign them when
the parliament passes the same law with the same simple majority that
passed the law in the first place. Finally, he has the obligation to sign
the decrees that are necessary for the implementation of the laws the
parliament has passed.

Article 86 follows as a logical consequence of this merging of the exec-
utive and the legislative powers in one body. That provision states that
only the parliament, whose majority belongs, by definition, to the polit-
ical party that controls the executive branch of government and which
therefore determines the nature of the related laws, can allow the pros-
ecution of a member of the government. And, according to Article 51,
the party that controls the majority in parliament, and also staffs the
executive branch of course, can decide, with a simple majority, on the
law that determines the election of the government, as well as of the
members of parliament of course. Only recently a limitation was added
that stipulates that each new law will take effect after the next elections
that will take place once the new election law has been adopted. It had
been observed that when a governing party anticipated that they would
lose an election, they often adopted an election law that would make
it very difficult for the opposition to gain a majority in the parliament,
even if the opposition performed very well in the elections. It should
be added here that Hamilton (1788) explicitly discusses the way the US
deals with the obvious problems that arise when the legislative body
can, with a simple majority, decide the way that it gets elected. In the
case of the US constitution, the issue that arises when the legislative
body decides — by a simple majority — the manner it is getting elected
has been solved by a formulation that stipulates that the state legislative
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bodies decide the way the members of the congress are elected, but at
the same time the congress as a whole body can change the process in
each separate state. And it comes as no surprise that the process which
offers immunity from prosecution to Greek members of the parliament,
even for unlawful acts that are unrelated to their duties and activi-
ties as members of the parliament, as we have seen in Chapter 2, has
been found to injure the basic human rights of Greek citizens by the
European Court of Human Rights.

The abuse of the opportunity to legislate without binding checks and
balances also has affected the constitution. For example the constitu-
tional amendment that took place in 1986 removed all the checks on
the omnipotence of the executive branch of the government, and espe-
cially the prime minister. The governments that have been formed by
this system are usually strong, thanks to the non-proportional way seats
are allocated in the parliament to the party that wins a relative majority,
and to the ability of the prime minister, and his ministers, to essentially
pass any law or executive decision they want without any constraint
at all — except that from the Symvoulio Epikrateias, which checks the
constitutionality of laws. As a result the governments that emerge from
this constitution are generally not plagued by the issues of instability
that troubled many governments of modern Greece, especially before
the dictatorship, as these features ensure the uncomplicated adoption
of elections laws that allocate a comfortable majority to the largest
party that emerges from the elections, even if it falls well short of col-
lecting a simple majority. These features also effectively rule out any
possibility of forming coalitions of parties after the election results have
been announced. But the governments that are formed rarely consult
minorities, or respect them. They also fail to make the decisions that
best serve the needs of the country, as described in Colomer (2005),
with the immediate result that many minorities will seek to obtain
exceptions or other favors through the process that was described in the
preceding sections of this Chapter. Therefore the price of this stability is
paid in the form of governments that react rationally to the incentives
and disincentives that the coincidence of the legislative and executive
powers create. This leads, among other things, to the selection of can-
didates from party lists, and the election of members of parliament to
seats that are allocated to the winning party and not according to the
votes received by the various candidates in each district. But above all
these governments are expected to be, rationally, autocratic and insensi-
tive, in their everyday operation, to the justified concerns and prefer-
ences of unorganized minorities and quite susceptible to corruption
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from well organized minorities. Such a description is not only broadly
compatible with the description of Kazakos (2007) and the findings of
Transparency International for the country. It is surprisingly compat-
ible with the detailed description of the behavior of the various interest
groups and Greek politicians that was provided in the second Chapter of
this book. It is also compatible with the acceptance of the privileges of
the well organized minority groups of Greek self-employed workers and
Greek public sector employees, as opposed to the underrepresented in
the political process main contributors of tax revenue - that is, higher
income private sector salaried employees and larger companies that
abide by the laws, that are audited more effectively than the numerous
smaller companies, and that pay most of the income taxes, as will be
demonstrated in Chapter 5. This behavior is also a result of the structure
of any government in which one center has all the powers to legislate
and execute, and as a result all the administration looks toward this
center to obtain guidance, even with regard to minor decisions. In this
context soon the number of decisions that have to be made exhaust the
lawmaking executive ministers and the prime minister, who needs to
arbitrate all legislative and executive efforts. While the concentration
of all, essentially unchecked, strong powers in the hands of the prime
minister and a few high-ranking ministers may seemingly guarantee
the ability to make decisions, the overwhelming need to make all these
decisions soon results in a humanly inevitably exhaustion. This in turn
leads to a tendency to simply try to deal with pending issues in the most
expedited and immediately convenient way, which usually includes
the practice to simply heed to the demands of the strongest protest
voices — that is, the voices with the best connection to be heard or with
the most effective control over strike and demonstration mechanisms.
These voices usually belong to the well organized interest groups that
have been studied in Chapter 2. Clearly this process does not favor the
fine-tuning of laws and of their implementation to the needs of various
minorities that are shut out of the political process and that are neither
well connected nor in control of a blackmail infrastructure like, for
example, the strike and demonstration mechanisms.

Finally, it should be mentioned that the weakening of the separa-
tion of powers that has been observed in Greece and France took place
in order to overcome problems that arouse when the executive and
the legislature represented somewhat different interests. One power
took, through the legislature, the initiative to reduce the ability of the
other power to check on it. In both cases therefore the initial checks
and balances built into the system were insufficient to maintain the
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separation of powers through time; the ambitions Madison describes
were not countered by opposite ambitions that were sufficiently power-
ful to fight off the encroachment, and the dismantlement of the separa-
tion of powers followed naturally as soon as the system was tested to a
sufficiently large degree. At this point one should also recall Madison'’s
(1788g) comments regarding the danger that, in a system with insuf-
ficient checks, the legislature will pass unchecked laws that favor itself.
In particular, both Greece and France have only one legislative body
that has real powers, while for example Germany and America have
two distinct legislative bodies with real powers. This seems to suggest
that the existence of two separate, and powerful, legislative bodies is a
better guarantee that any separation of powers will withstand the test of
time, regardless of whether the system is a presidential or parliamentary
democracy.

3.7 Proposals for constitutional reform in Greece

The preceding analysis demonstrates that an amendment that aims to
introduce into the Greek constitution “checks and balances” will have
improved chances to fulfill the mandate of democracy and to support
the efforts of reform-minded politicians in Greece if it incorporates the
following attributes:

1. The legislative body and the executive branch should be formed as a
result of separate elections.

2. The executive branch should not depend on the confidence of the
legislative body, and as a result it should not be affected by shifts
in the majority of the legislative body away from the party that
has won the mandate for the executive in a separate election. The
prerequisite of the confidence of the legislative body may provide
stability to the political systems of many countries, but in most
cases, with the exception of federal Germany, it also means that the
executive and legislative branches of government concoincide, at
least to a significant degree. On the other hand, the legislative body
should be able to impeach members of the executive if they commit
high crimes and breach of faith and oath. Such a possibility is easily
introduced by allowing the legislative body to impeach a member of
the executive, or multiple members but with a separate process for
each, with an increased majority of two-thirds of the votes for exam-
ple. In case there is also a separate legislative body, like a senate for
example, then an agreement of both these legislative bodies would
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be an appropriate requirement, especially if they are staffed through
different elections. The introduction of a second legislative body that
is staffed, for example, from elections in single-seat districts and that
needs to also approve legislative initiatives could be used to imitate
the German approach and ensure a separation of powers — especially
if it were paired with the requirement to appoint a successor in the
case of a motion of no confidence. Such a solution should be pre-
ferred whenever the fact that the basic articles of the Greek consti-
tution cannot be amended proves impossible to reconcile with the
simpler design of a separate mandate for the executive and the single
legislative body, which will no longer be required to provide a vote
of confidence for the executive branch of government.

. The mandate to form the executive should be given according to a
mechanism that leads to a certain winner after the elections. Handing
the mandate to the winner of a second round, for example, would
guarantee a winner and the formation of a powerful and stable execu-
tive government, but not of an omnipotent government that also
controls directly, or indirectly, the legislature. Such a clear mandate
is particularly important for the executive, which handles the daily
affairs of society. These elections could very well be used to update at
the same the mandate of a fraction of the legislative body, or bodies,
as it is done in the US. Again, alternatively, the details of the German
system could be adjusted to the non-federal Greek system.

. The executive branch of government should not take part in the
process of preparing and shaping the legislation. But it should have
the power to oppose legislation it strongly disagrees with. Such a
power will have practical meaning only if an increased majority is
required when the legislative body wants to overrule the opposition
of the executive. This process needs to ensure that at the end a deci-
sion is made, but that this decision requires an increased majority
after the first rejection. A clause that requires the physical presence
of the members of parliament, and that does not set any time limits
for example on the duration of this process, like the clauses foreseen
in the US Senate, could provide such a mechanism. The examples
of Austria and France, where the second legislative body has no real
powers to stop proposed legislation, shows that, on the one hand,
the introduction of a second legislative body is meaningful only if
it is vested with substantial powers, and that, on the other hand,
these powers should not be limited to exceptional circumstances
like motions of no confidence — they should also extent to the daily
production of legislation. For example, the Senate could have the
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final word when the executive opposes a legislation adopted by the
parliament with a simple majority. Most importantly, the second
legislative body may work as a “cooling chamber,” as the US Senate
is described by The Economist (2010), especially when proposed laws
and amendments, may undermine the separation and balance of
powers between the separate branches of government. Finally, the
German system could, as already mentioned, also offer a satisfactory
solution to this issue.

5. The two separate legislative bodies, if this solution is finally selected,
should be elected in different ways. For example, one chamber could
emerge from the existing system and the other from elections in
single-seat districts. In each case the representation of the members
of parliament should be proportional, but there should be rules to
enable the body to make decisions at the end of the day. Disagreement
among the members of the legislative body do not threaten the abil-
ity to govern like they do in the case of the executive, which has to
take care of the everyday affairs of society. Therefore the legislative
body is more appropriate to accept the proportional representation
of the voting body. This also means that the separation of the execu-
tive and the legislative branches is used to introduce a proportional
representation in government without undermining either the
strength of the executive or the representation of minority groups
in a government body that has substantial powers. In the case of
two separate legislative bodies, the different methods of electing and
staffing the members of these bodies will enrich the mechanism that
selects the minorities that are ultimately represented in the govern-
ment. Ongoing research on the topic suggests at least that significant
diligence should be given to the design of these smaller details, even
if the broad design of the system appears initially to be sound and on
the right track. Finally, the new structure of electing regional govern-
ments should be assessed by any proposed change.

6. The judiciary should be appointed through some procedure that can
be overruled by a strong, increased, majority of the legislature, for
example. Meanwhile the Symvoulio Epikrateias, which examines the
constitutionality of laws and decrees, has to remain as it stands today
as the last bastion of defense against the omnipotence of the prime
minister. This rationally leads to the pressures that body sustains, as
predicted by de Tocqueville and de Montesquieu.

The proposed system, where two legislative bodies are required to rec-
oncile the desired attributes with the limitation that the basic articles
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of the Greek constitution cannot be amended, is formed on the basis
of three separate mandates, which are granted through two separate
elections. These mandates are sufficiently distinct as to the power they
vest on each center of government to exercise this mandate and to
react in the case some other government branch exceeds its mandate
and threatens the others’ powers. The strength of the executive is guar-
anteed by an electoral mechanism that designates a clear winner with
absolute certainty, while the representation of the minorities is ensured
by the proportional representation in the legislative bodies. This system
introduces sufficient checks and balances, but in order to ensure an effi-
cient government it has also to make sure that legislative decisions will
be made in spite of the proportional representation, as small minorities
will have increased power to pressurize the legislative body into mak-
ing decisions. Introducing the appropriate mechanisms will secure the
ability of the government to exercise its mandate without ruling out the
proportional representation of minorities in the system, as is the case
of the Greek constitution today, which follows from the coincidence
of the legislative and the executive power. The proposed design does
not hide its influence by the US constitution, and the considerations
of the Founding Fathers. However it adapts the basic principles of their
design to the context of non-federal and much smaller Greece, which
has a tradition of parliamentary democracy rather than presidential
democracy. Even so, the creation of a second legislative body, which in
the US addresses also concerns that are relating to the federal structure
of the country may be appropriate as an additional check for significant
changes, like the alteration of the balance of power among branches of
government and the tie breaking of conflicts between the executive and
the main legislative body. Alternatively, and to the extent that there is
a reluctance to implement a system that has too many similarities with
the US system of governance, the German system could be used as a
blueprint, as long as the important aspects of the design of the system
that range from the substantial powers of the second chamber, the sepa-
rate elections for the two chambers and the fine-tuning of the process
that revokes the confidence of the first chamber to the executive are
not omitted.

3.8 Conclusion

In this Chapter we summarized the findings of recent works that exam-
ine the relationship between the various political systems and corrup-
tion. We also revisited seminal work that deliberated on the need to
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introduce checks and balances into political systems in order to secure
a majority rule while protecting minority rights. The simultaneous
review of the deliberations on corruption and the separation of powers
indicates that the same attributes of democracies that lead to decisions
that reflect the preferences of a large spectrum of minorities also create
an environment that is not favorable to the emergence of corruption.
This result remains to be verified empirically. But even with the current
analysis, the attributes observed in Greece seem surprisingly compatible
with the outcomes one can expect given the broad aspects of the design
of the political system of the country. As a result this broad design will
need to be reexamined if reform-minded politicians want not only to
pass reforms that will increase the long-term welfare and coherence of
Greek society, but also ensure that these reforms withstand the test of
time. That is, if they are to be complemented in the future by policy
decisions that remain in the general interest of the majority of the
members of the Greek society, and that support the establishment of
strong institutions in a society that will be able to prosper and enhance
social coherence in the decades to come.
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4

Efficiency and Quality of Justice
in Greece

4.1 Introduction

The significance of the presence of the rule of law, which nowadays
is described as a coherent, predictable, speedy and consistent judi-
cial decision-making process from case filing until final case disposi-
tion, on economic activity has been stressed repeatedly in economic
theory - beginning with the thorough and convincing study of Smith
(1762-3) and (1776), and including Montesquieu (1748), Posner (1998),
Blanchard and Giavazzi (2003), Lopez-de-Silanes (2002), Acemoglou
et al. (2005) and Dam (2006), among many others. There exists also
an increasing number of empirical evidence, mainly as a result of the
accumulation of usable data that supports such views. Dakolias and Said
(1999) cite surveys of businesses in Brazil in which 66 percent of the
respondents stated that judicial uncertainty directly harmed their busi-
ness. According to a survey conducted in the Slovak Republic in 2000,
and cited in the World Bank Doing Business in 2004 report, 80 percent
of entrepreneurs indicated the slowness of the courts to be among the
main three obstacles to doing business. The World Bank Doing Business
reports for 2004 and 2005 cite evidence that in the absence of efficient
courts, fewer investment and business transactions take place. Dakolias
and Said (1999) also mention the result of a survey in which 90 percent
of the businesses in Brazil cite delay as the main problem of the judici-
ary. Finally German employers consider, according to work cited by the
Observatory of European SMEs (2002), that the unforeseeable outcomes
of court decisions form a barrier that may impede the recruitment of
permanent employees.

Even though it is increasingly accepted that the rule of law is a fun-
damental part of the institutional framework that enables worldwide
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markets to operate smoothly, it is only recently that more thorough
research has been conducted which not only examines the details of
such a relationship, but also gives an exact definition of the rule of law
that can be associated with specific quantitative measures. This follows
largely from the difficulty to obtain detailed and comparable data from
a satisfactory cross section and time span for the workings of the mecha-
nisms whose role is to serve justice.

Two important projects of the past decade have collected data that
has been useful for research that examines in a detailed manner the
workings of the judiciary. These are the World Bank project on judicial
reform and the Lex Mundi project. Djankov et al. (2002), in coop-
eration with the Lex Mundi law firms from 109 countries, construct a
qualitative index of the procedure, in these countries, to resolve two
typical disputes: the eviction of a non-paying tenant and the collection
of a bounced check. The construction of the index is associated with
the collection of data concerning only one qualitative aspect of the
arbitration mechanism - that is, the duration of the procedure from
its commencement until the final settlement of the dispute and the
enforcement of the decision of the arbitration mechanism. Thus, in the
work of Djankov et al. (2002) the measure used by the authors is only
for one quantitative aspect that affects the rule of law — namely, the
time needed to serve justice.

The World Bank has also used its significant resources in the past
years to gather data and to research the workings of the judiciary -
mainly in Latin American and Caribbean countries. The data has been
collected both through questionnaires that measure the time it takes for
justice to be served and through the construction of datasets concern-
ing the workings of the judiciary that provide indirect measures of this
duration. These datasets have led to numerous research projects that
now constitute an important part of the relevant literature. The World
Bank uses the experience from this work in the Doing Business reports
for the years 2003, 2004 and 2005.

As a result of this work, it has been possible to build on this literature
and, using data from the National Greek Statistical Service and a legal
database of Greek court cases for the civil tertiary court (Areios Pagos),
to establish — in Mitsopoulos and Pelagidis (2007) — an indirect measure
of the time needed to conclude cases in Greek courts and to obtain — in
Mitsopoulos and Pelagidis (2010) — a direct estimate of the delays suf-
fered by the cases that reached the civil tertiary court. We summarize
and juxtapose here the results from our previous work and proceed to
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cite also recent decisions by the European Court for Human Rights that
provide further evidence that the delays we documented previously
indeed are excessive and lead to the violation of fundamental human
rights in Greece. Apart from updating some of the figures that were
included in our previous work with more recent data, we proceed to
use the details collected by Doing Business for the case of collecting a
claim to identify certain attributes of the Greek judicial process that
could be linked with this performance.

4.2 Measures of the judiciary’s efficiency

Once the importance of an efficient judiciary has been accepted, the
issue of how to measure this efficiency surfaces. The problem arises
not only because of the commonly encountered lack of data, but also
because the quantification of an inherently qualitative measure, like
justice, poses particular difficulties and risks. Along with the bulk of
the recent literature, Greek researchers also point this out. Thus Bellis
(2001) writes that the efficiency of the judiciary is determined by the
correctness of the decisions, the speed at which the decisions are issued
and the completeness of justice — that is, the amount of illegal acts
that are actually pursued in courts. More recent research, like Buscaglia
and Stephan (2005) — who measure the barriers of access to the court
system and examine how it relates to the efficient use of formal and
informal dispute resolution mechanisms among the poorest segments
of the population in Colombia - increasingly succeeds in overcoming
the existing obstacles. Other works, like Buscaglia (1999), overcome the
inherent weaknesses of surveys to pinpoint corrupt practices in Latin
American courts. But although there is clearly more than one aspect
that determines the efficiency of the judiciary, all relevant research
seems to accept that the duration of dispute settlement is an important
qualitative consideration. Voiklis (1998) mentions that excessive delays
in the completion of the judgment process and the publication of the
court rulings can undermine, to the degree of complete annulation, the
practical value of the ruling; Gemtos (2001) makes a similar statement.
Thus, Greek researchers take a position similar to the one expressed in
Dam (2006) and Dakolias (1999), among others, that the speed of dispo-
sition is only one of the criteria to determine the efficiency of the judici-
ary, but that it is an important one. There is some evidence, presented
in Djankov et al. (2002), that when justice is served with great delay,
other qualitative measures of the judiciary’s efficiency also deteriorate.
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Similar conclusions are drawn in a World Bank survey mentioned
in the Doing Business in 2004 report that involved 10,000 companies
in 82 countries. This survey finds that lower numbers of procedures
are associated with more fairness and impartiality in the legal system.
The report further cites evidence, which is background-tested with the
data from Djankov et al. (2002), according to which higher numbers
of procedures are associated with more opportunities in the judicial
system to extract bribes — a position also accepted by Buscaglia (1999).
The report then presents evidence to show that the higher complex-
ity of procedures is associated with higher costs and longer delays for
serving justice.

Concerning the measuring of the time that it takes for justice to be
served, we have encountered two different approaches: the indirect and
the direct methods of measurement. An example of the first method is
Dakolias (1996). She mentions that involved parties consider the time
required for typical cases to be often excessive; she refers to counties
like Bolivia, Brazil, and Trinidad and Tobago in which less than half
of the cases filed each year are resolved within the year. Buscaglia and
Dakolias (1999) also employ an indirect method. In particular, they
study the clearance rate that shows the ratio of cases terminated to cases
filed. They also note that increasing efficiency, as measured by clearance
rates, may come at the cost of the overall quality of justice. However
the latter statement does not follow from their main analysis: rather,
it is a note of caution against relying exclusively on such quantitative
measures, even though they have the advantage of being relatively
easily available and of allowing relatively reliable international com-
parisons. Buscaglia and Dakolias (1996) jurimetric analysis of clearance
rates is an indirect way to measure the delays with which justice is
served. The authors measure the efficiency of courts by using a ratio
that compares cases filed with cases terminated, and present relevant
data for Argentina and Ecuador. Dakolias (1999) also uses an indirect
method and examines both the clearance rate — that is, cases disposed
to cases filed — and the congestion rate — that is, total caseload to cases
resolved. She also mentions how these relate to the time needed to
dispose a case.

An example of the direct method is found in Buscaglia and Dakolias
(1996). They provide, among other data, the expected timeframe to
resolve a case. Djankov et al. (2002) measure the duration of this proc-
ess in days. They obtain their estimates from detailed questionnaires
handed out to participating law firms in 109 countries. Also Dakolias
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(1999) refers to sample data on the average duration of each case for
Chile, the US and Germany.

4.3 Analysis of an indirect measure of the time required
to dispose justice in Greece

In Mitsopoulos and Pelagidis (2007) we investigate the evolution of the
sum of cases that are either postponed or remain pending at the end
of the year, since our interest lies in constructing a proxy for the dura-
tion of dispute resolution from the moment a case is introduced before
the courts to the moment it is terminated. In particular we use as a
proxy of the time taken for dispute resolution the ratio of cases that
are postponed or remain unresolved at the end of the year to the total
number of cases introduced! during the year. Thus we assume that when
the number of cases remaining unresolved compared to the number of
cases introduced increases, the implied time needed to conclude a dis-
pute increases, and vice versa.

The data concerning the annual output of the courts is made available
in the annual tables of the “Statistics of Justice” publication of the Greek
Statistical Service (ESYE). These tables provide annual data for lower and
higher civil courts of first instance, civil appeals courts, administrative
courts of first instance and administrative appeals courts (administra-
tive courts deal with cases that involve differences between the govern-
ment, or government bodies, and civil parties). Even though data for
the works of the Symvoulio Epikrateias and the Areios Pagos, which
are the higher appeals courts for administrative and civil courts respec-
tively, are also available, we did not expand our analysis in Mitsopoulos
and Pelagidis (2007) to include them - even though we cited,
for the higher administrative appeals court (Symboulio Epikrateias),
work by Makris (2004) who uses this data and presents a quantitative
analysis.

The data of the ESYE provides us, for each of these court types, with
the number of new cases entered each year, the cases that are pending
from previous years and the cases that have been subject to a postpone-
ment procedure. Furthermore the cases that are terminated during
the year are grouped according to the kind of termination, which can
be dispute resolution agreed by the parties, cancelation, discussion of
the case by the court, postponement to the next year and, finally, cases
that remain pending for the next year. We stress that the discussion
of the cases that are tracked by the data we have does not imply the
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publication of the court decisions. The publication of the decisions usu-
ally occurs after some delay of up to four months.

The data is provided not only for the whole of the country, but also
separately for each appeals court district. The appeals court districts for
the civil and administrative courts are not the same, and neither type of
appeals court district coincides with the administrative division of the
country into prefectures.

Figures 4.1, 4.2 and 4.3 present our indirect measure of the time
needed to terminate cases, over a period of time ranging from 1970
until, according to the court type, up to 2006 (unfortunately data for
the administrative courts has not been published since 2000). We see in
Figures 4.1 and 4.2 that the ratio of remaining cases to introduced cases
in the civil first instance courts, both lower and higher, has increased
uninterrupted since the 1970s, and especially after the mid-1990s. For

Civil low fi Civil high fi Civil appeals  Admin. fi Admin. appeals

1970 14.53 14.10 43.87 44.80 6.32a
1980 20.37 17.59 45.12 45.95 49.77
1986 23.28 19.84 43.86 58.37 54.07
1987 25.41 20.70 41.78 51.20 49.72
1988 26.83 22.85 41.02 50.12 48.85
1989 24.43 21.19 42.68 50.84 51.76
1990 28.33 22.77 45.08 48.68 63.10
1991 27.14 23.82 47.14 48.93 61.39
1992 * 32.36 30.05 60.10 73.31
1993 31.05 26.50 2412 59.16 67.37
1994 35.75 24.36 32.25 62.01 71.65
1995 31.12 2414 32.53 49.73 62.11
1996 36.68 30.63 34.60 50.19 66.77
1997 33.14 31.29 41.30 48.60 61.98
1998 34.23 39.13 34.56 49.70 63.88
1999 31.47 40.50 36.83 52.53 63.95
2000 37.49 44.46 44.47 58.82 51.09
2001 39.72 49.41 43.14

2002 39.89 54.83 50.19

2003 38.78 60.82 50.40

2004 42.46 64.31 50.50

2005 45.59 66.66 49.67

2006 44.81 68.94 54.50

Note: * = Data not published by the ESYE.

Figure 4.1 Remaining cases and postponed cases as percentage of total cases
introduced (Fi=First instance)
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Figure 4.3 Unresolved to total cases introduced. Administrative courts

civil appeals courts the data implies persistently larger time periods
to terminate cases with respect to the civil courts of first instance.
A separation of the cases postponed and unresolved at the end of the year
reveals the impact of a restructuring effort of civil first instance courts
around 1992, as can be seen in Figure 4.4. After that year the number
of remaining cases significantly increases in lower civil first instance
courts and, after a brief improvement, in civil appeals courts. In higher
civil first instance courts the number of cases remaining increased
after a more prolonged decline. The evolution of postponed cases
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Figure 4.4 Only unresolved cases compared to unresolved and postponed cases
to total cases introduced. Civil courts

shows that in the civil first instance courts, this change is to be attrib-
uted to the reshuffling of cases postponed to cases remaining, as the
postponed cases were simply reclassified as cases remaining. This
reshuffling, as shown by the continuous increase of the percentage of
cases that have not been terminated to the cases that are introduced,
was incapable of slowing down the deterioration of the time needed
to dispense justice. The inability of the abolition of postponed cases
to reduce the documented increase in the time needed to serve justice
is compatible with the finding of Djankov et al. (2002) that efforts to
cap the inefficiency of courts without tackling the underlying causes
are usually not effective.

Administrative justice, on the other hand, has demonstrated over the
decades a more stable performance, as can be seen in Figure 4.3 — albeit a
dismal one on an absolute scale as more than half of the cases introduced
during any given year corresponds to cases unresolved at the end of the
year. We note that the administrative appeals courts were created in 1971
and that the low percentage of cases that remained unresolved at the end
of that year is due to the novel character of the institution. Furthermore,
the performance of administrative courts, both of first instance and of
appeals, are compatible — with first instance courts performing as disap-
pointing as appeals courts. Our data shows that, depending on the court
type, between 70 percent and 40 percent of the cases that are introduced
each year correspond to cases not terminated during that same year.
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Dakolias (1996) cites as an example of ineffective judicial systems in
which justice is served with excessive delays the cases of Brazil — where,
in 1990, 58 percent of the cases filed were adjudicated within the year —
Bolivia — where 42 percent of the cases that entered the system were
terminated in the same year — and Trinidad and Tobago - where
30 percent of the cases filed were terminated in the same year. Buscaglia
and Dakolias (1999) mention the result of reforms in the 1990-6 period
in France, Peru, Singapore, Chile and Panama. All these countries had
clearance rates, after reforms were implemented, in excess of 89 percent.
This is considered by the authors to be not perfect, but much better
than other countries. Finally, according to the data presented in the
Statistical Abstract of the US, as well as the annual reports of the trial
courts in numerous US states, clearance rates in the US courts are almost
100 percent.

4.4 Appeals court decisions - case facts as a direct proxy
for the time needed to dispose justice in Greece

In Mitsopoulos and Pelagidis (2010) we use the facts of the cases judged
by the Greek civil Supreme Court (Areios Pagos) that are included in
the full history of these cases. These provide us with a data source with
regard to the timeframe for the process that led to the appeals court
decision. Unfortunately, we are not able to examine cases judged by
appeals courts or lower courts, as only a selection of the cases that
are judged in these courts is published in the official gazette of court
decisions. The selection depends on the subjective opinion of the
judge, who generally publishes only cases that are deemed to be of
general interest. It can be mentioned here that this practice not only
hinders our research, it also invites unlawful acts — as was demon-
strated by the so-called para-legal network that proceeded with grabs
of public land through a process that was based on lower court deci-
sions that were never published and only used as references in crucial
administrative acts. Transparency and information dissemination is
further limited as access to these unpublished cases is restricted only
to those parties that have a legal interest in obtaining a copy of the
judgment. Only for the highest courts — namely, the Areios Pagos and
the Symboulio Epikrateias, does Greece adopt the practice of pub-
lishing all cases. But even in these cases, the courts publish only the
parts of reasonings that are relevant to their decisions. This means
that all information to the previous court decisions is presented only
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to the extent that it is necessary to justify the present court decision.
As a result, it is not possible to conduct a systematic investigation into
the decisions that precede those of the highest courts. Furthermore, it
is virtually impossible to get access to the preceding court decisions,
as the abovementioned limitations apply. Therefore our ability to col-
lect systematic measures of the quality of court decisions is essentially
eliminated. It should be stressed that even the information we have
access to, through a database that is accessible only to paying custom-
ers or to professions that are granted access by law (like lawyers and
judges), was recently threatened by an effort by the then chief judge of
the Areios Pagos to cancel the practice to publish all cases that are tried
by this court. This initiative had to be withdrawn under the pressure of
massive popular protest. Also, in the case of civil courts the decision of
the highest court contains a brief summary of the history of the case,
including information regarding the dates and the courts that have
previously tried the case, as well as the date on which the case was first
introduced before a court. In the case of administrative courts, such
information is not included in the publication of the decision of the
highest court. Therefore, we are able to take a random sample only from
the population of cases that are tried by these courts, which means it is
impossible to examine the duration of the legal process and the stages
that preceded the case that is being examined.

This means that the size of our sample, which is restricted to civil
cases for the abovementioned reasons, is significantly reduced as
appeals courts in Greece took in the year 2005 34,726 new cases (which
are added to 32,570 cases that were still pending from previous years),
and heard (but did not necessarily write and published a decision on)
27,969 cases. It has to be noted that a case is first heard on the day
that has been allotted, unless for some reason it is postponed to a later
date. The decision is written at a subsequent date and published at an
even later date. Often, after the publication of the decision, one of the
defendants will make remarks that the court may take into account by
writing and publishing a final decision. Of these, about 10 percent, after
they are decided and published, are brought to the Areios Pagos. Civil
cases that are brought to lower and higher civil courts totaled 141,441
and 140,951 respectively, with a backlog of 83,660 and 62,505 respec-
tively. Of these 73,232 and 64,671 were heard respectively for the year
we examine.

The civil supreme court, the Areios Pagos, like in all other civil law
countries, does not examine the essence of the judgment of the lower
courts. Instead, it examines whether the judgment of the lower level
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courts that is brought before it was based on a procedure that conforms
with the law, and whether the reasoning of the judging court took into
account all relevant laws. Therefore when the Areios Pagos asks for a
retrial, it is either because the appeals court did not follow the law-
ful procedure, or because it ignored or misinterpreted a pertinent law.
Therefore the number of cases brought before this court is dependent
only on the cost of using the court and the legal flaws in the decision
of the appeals court, and not on the subjective belief of the involved
parties in their probability of winning that are formed on the basis of
the essence of the case. Cases that do not serve justice at the level of
the appeals court, and in particular cases that allocate unreasonably low
damages to the injured party, but that followed procedures and laws in a
way that cannot be reproached, are not taken to the Areios Pagos.

The number of cases tried in the year 2006 by the Areios Pagos was
2,251. Of these, the Areios Pagos judged that 978 should be retried by
the appeals court or by the court that had ruled in place of the appeals
court, which happens in some special cases. Therefore 43.5 percent
of the cases had to be tried again by the appeals court. In 2005 this
percentage was 42.6. In other words, given our sample of two recent
years, over 40 percent of the cases brought before the Areios Pagos are
found flawed, either in the procedure that was followed by the appeals
court to take the decision or in that the decision was taken in spite of
violating, directly or indirectly, an existing law, or even the constitution.
A careful reading of a random sample of 100 cases among the 978 cases
that are to be retried shows that in 66 of these cases the retrial is asked
for because the proper procedures were not followed. In most cases,
the retrial is asked because either evidence was taken into account that
should not have been taken into account, or evidence was excluded
that should have been taken into account, or evidence that was taken
into account was not properly evaluated, or a verdict was issued without
having sufficient evidence to do so. For the other 34 cases, the reason for
retrial arises because the appeals court either ignored or misinterpreted
existing laws. In most cases the appealing party puts forward multiple
reasons to repeal the decision, which is also true for the cases in which
no retrial is ordered and the previous court’s decision is upheld.

Only 25 cases were marked for a partial retrial; the remaing 75 cases
need to be retried entirely. Therefore, for the 25 cases at least, part of
the verdict of the appeals court is enforceable, while only part of them is
delayed awaiting retrial. On the other hand, for the other 75 percent of
the cases in our sample, serving justice is delayed until the new verdict
of the appeals court is issued, and under the assumption that this new
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verdict of the appeals court is not brought again before the Areios Pagos.
Such a rate of repeals is compatible with the rate of repeals observed in
other civil and common law countries, with all the caveats regarding
the differences between the applicable systems of course, as pointed
out by Shavell (1993). Using an appropriate measure for the quality of
the appeals courts’ decisions, which requires evaluating the substance
of their decisions, is therefore risky, in the sense that it questions cred-
ibility. This is why we abstain from such an effort.

We note in our sample some lengthy delays in the process of serving
justice, as can be seen in Figure 4.5. Specifically, 20 percent of our cases
have not been settled almost ten years after they were first filed; even for
these cases, the process will be delayed for at least another year before
the appeals court issues a new verdict. Sixty-five percent of the cases
await a new verdict from the appeals court, in spite of the fact that they
were first filed between five and ten years ago. On average, at the end of
the year 2006 the cases tried by the Areios Pagos and that were marked
for a retrial were six-and-a-half years old. We also find a small but not
insignificant number of cases (8 percent of our sample) for which we
document repeated appeals to the civil Supreme Court. These originate
among the 40 percent of all the cases that have been retried by order
of the Areios Pagos. It seems that for a number of these cases, the new
decision of the appeals court (or the court that tries in its place), is chal-
lenged anew by one of the involved parties in front of the Areios Pagos.
While the total number of these cases is small (as mentioned above,
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Figure 4.5 Duration of cases that have been ordered to be retried by the Areios
Pagos in 2006
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about 8 percent of the total), about half of the cases were initiated more
than 12 years before 2006, and about one-fourth of the cases are over
ten years old. This indicated that there is a small, but non-negligible,
chance that a case will get entangled in a process of repeated retrials,
and this process ensures that no final verdict is obtained for at least a
decade. Our sample contains two cases that were judged for the third
time by the Areios Pagos (and thus are due to get tried for the fourth
time by the appeals court), and one case where the second verdict of
the Areios Pagos was challenged and was directly brought again to the
court for retrial

Such delays also apply to cases in which the relevant supreme court
reaffirms the decision of the previous court. Taking a random sample of
100 cases among those for the year 2006, we see that these cases, which
form about 60 percent of the cases in the year 2006, were on average
over seven-and-a-half years old at the time the decision of the Areios
Pagos was published. And while 70 percent of these cases were less than
seven years old, a significant 30 percent were older than seven years —
with one case being first introduced almost 26 years ago and another
case 33 years ago, as shown in Figure 4.6. About 25 percent of these very
old cases, which were first introduced more than seven years ago, were
cases that had been retried by the appeals court before, after a previous
order to do so, but 75 percent of these old cases simply proceeded very
slowly.
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These long delays in the process of official arbitration are not caused
by the fact that one of the involved parties is not satisfied with the
outcome - say, because the height of the compensation awarded did not
meet its expectations. They are caused by the fact that the lower courts
either do not follow procedures properly, or they ignore, or misinter-
pret, laws — which in itself is an objective measure of the low quality
of the decisions that are taken by the lower courts. However the use of
the appeals process for error correction, as opposed to first instance and
appeals courts decisions that do not make mistakes, does not provide by
itself information on the quality of the judicial system, as explained by
Shavell (1993). Still, it remains that for a given number of cases the time
needed to conclude the judicial procedures seems to be very long.

Measuring the quality is curtailed by the fact that we have a complete
sample only from Supreme Court decisions that judge only the lawful-
ness of the preceding court decisions, as is appropriate for a civil law
country. Also, since we are not always informed about the full content
of all the preceding court decisions — that is, both the appeals and first
instance court — or, in the case of previous retrials, the content of the
initial court decisions, we cannot construct measures that compare the
initial with the subsequent decisions. Furthermore the structure of civil
law does not permit judges to commit errors that may be brought before
the highest court and that we may use to pinpoint the low quality of
court decisions that refer to issues like the height of compensation.
Therefore we are left once again only with a measure of time, which
allows us to assess the time needed to finally serve justice.

4.5 European Court of Human Rights decisions regarding
delays in Greek courts

The European Court of Human Rights (Court) provides us with further
evidence that the conclusion of judicial processes in Greece often is sub-
ject to excessive delays. It also gives us some indication of the quality of
administrative justice in Greece, in particular regarding the impartiality
of administrative courts. Regarding the issue of delays, a small sample
of recent decision shows a recurrent pattern of excessive delays in the
judicial procedures in Greece, both in civil and administrative courts.
An example given is the case of Kopsidis versus Greece (Case no 2920/08,
which led to the decision of the Court of March 18, 2010). According
to the history of the case, in 1993 the claimant obtained two orders of
payment amounting to a little over 35,000 euros against his previous
associates, who filed for an annulation of these within the same year.
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Until the year 2007 the case was repeatedly brought before various courts
that sometimes decided that the orders of payment should be upheld,
sometimes decided that they should not, sometimes overruled previ-
ous court decisions and sometimes upheld them. Often these decisions
were lengthy and arcane, and dealt with lesser and complex procedural
details. The claimant turned to the European Court of Human Rights and
complained that his right to have access to a court had been violated.
The Court concluded that the time needed to conclude this case by the
Greek courts was not reasonable, and that a violation of the European
Convention on Human Rights had occurred. Furthermore the Court
cited its older decision (Konti-Arvaniti c. Grece, no 53401/99, §§ 29-30,
April 10, 2003) regarding the fact that the Greek state does not offer a
procedure to file a complaint in the case in which a violation of the
right of access to court takes place, and that this constitutes a violation
of the Convention. Furthermore the Court decided that for the com-
pensation that the Greek state has to pay it should use a commensurate
interest rate, which is dependent on the marginal lending facility of the
European Central Bank (ECB), thus indicating the fact that the practice
of the Greek state to charge an interest that is different from the one it
pays itself in such cases is not fair.

In the case of Kamilleri versus Greece (Case no 9842/08, which led
to a Court decision on March 18, 2010), repeated court decisions that
did not lead to a final decision within eight years were also deemed to
have taken an excessive amount of time. In the case Pechlivanidis and
others versus Greece (Case no 48380/07, which led to a Court decision on
February 18, 2010), the claimants argue that the ability to use their plot
of land has been undermined by the repeated acts of the Greek state, the
first of which dates back to 1987, to expropriate their property in order
for it to become a “green zone and recreation area.” They furthermore
complain that there is no national process to take recourse to enforce
the court decision that annulled these expropriation acts in 2007, given
that they had not been completed nor compensation paid, within a
reasonable amount of time. The Court upheld their claim regarding the
delay between the first seizure and the court decision of 2007 that over-
turned it, and the subsequent seizures, holding that the owners were
unjustly deprived of their property, and that the process that finally
annulled these seizures took too long. Notably the Court accepted that
the moral distress imposed on the owners of the plot, because the court
decision of 2007 was not enforced and because of the absence of a
procedure to uphold their rights, should be compensated with the pay-
ment of 40,000 euros. Similarly, in the case of Galotskin versus Greece
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(Case no 2945/07, which led to a court decision on January 14, 2010),
the length of the criminal and administrative proceedings complained
of was also found excessive and failed to satisfy the “reasonable time”
requirement. Furthermore the Court considered that the applicant had
undoubtedly suffered non-pecuniary damage, which cannot be com-
pensated solely by the findings of violations. With regard to the specific
circumstances of the case and ruling on an equitable basis, the Court
awarded the applicant 17,000 euros, plus any tax that may be charge-
able on that amount.

The length of the judicial proceedings, as well as the absence of an
authority from which one can seek recourse in the case of excessive
delays in these proceedings, was also relevant to the case of Tsasnik
and Kaounis versus Greece (Case no 3142/08, which led to a Court deci-
sion on January 14, 2010), the case of Gargasoulas versus Greece (Case
no 51500/07, which led to a Court decision on January 7, 2010), the
case of Dimopoulos versus Greece (Case no 34198/07, which led to a
Court decision on January 7, 2010), the case of Pikoulas and others versus
Greece (Case no 1545/08, which led to a Court decision on January 7,
2010 for a case that was first filed in 1985), the case of Mageiras versus
Greece (Case no 9893/08, which led to a Court decision on January 7,
2010 for a process that had started in 1999) and the case of Karokis ver-
sus Greece (Case no 17461/08, which led to a Court decision on January
7, 2010 for a process that had started in 1998). The recurrent pattern of
these cases, as well as the repeated decisions by the European Court of
Human Rights, verify the results of both the analysis of ESYE data for
the construction of an indirect measure for the duration of the proc-
ess to dispense justice in Greece and the results of the analysis of cases
that have been judged by the tertiary civil court. They also demonstrate
that the long timeframe often required by the Greek courts to reach a
final decision actually injures fundamental human rights, while the
absence of a national authority from which the injured parties may
seek recourse also constitutes a violation of the European Convention
on Human Rights.

Furthermore cases no 48906/06 and no 48380/07, for example, pro-
vide some tangible indications that put in question the impartiality of
the administrative courts and procedures when the interests of indi-
viduals and the Greek state are opposed. Case no 48906/06 was brought
before the European Court of Human Rights, leading to a judgment on
May 25, 2009. The Greek court of first instance decided that a claim
brought by the state against the company for damages, because alleg-
edly the company had failed to fulfill its contractual obligations, could
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be claimed, under that law, by the state, within a limitation period of 20
years, while the counterclaim brought by the company against the state
for damages on the grounds that the state had not fully performed the
contract was subject to the one-year limitation period foreseen by the
law for claims of private individuals. The Court of First Instance joined
the two actions and, following this rationale, subsequently rejected the
applicant company’s action as time-barred and upheld the state’s claim,
awarding it the sums requested. The applicant company appealed,
but the Court of Appeal partly upheld the decision - finding that the
application of two different limitation periods for the two parties did
not contravene the provision of the Greek Constitution enshrining
the principle of equality, nor was it in breach of Article 6 § 1 of the
Convention of Human Rights. An appeal on points of law by the appli-
cant company was dismissed. The European Court of Human Rights, on
the other hand, took the view that the application, to the detriment of
the applicant company’s claims against the state, of different periods
of limitation to the opposing parties, which entailed a considerable
discrepancy between them, contravened the principle of the equality
of arms. Accordingly, the Court dismissed the Greek government’s pre-
liminary objection to the effect that the applicant company’s complaint
was inadmissible ratione materiae and concluded unanimously that a
violation of the European Convention on Human Rights existed.

4.6 Time needed to dispose cases and resources

The examination of the relationship between the time needed to serve
justice and the budget of the Ministry of Justice, as it was named until
2009, is facing the constraint that the budget includes spending beyond
the operation of courts, like the budget of prisons and rehabilitation
centers. Taken this constraint into account, we proceed to note in
Figure 4.7 that the budget of the Ministry of Justice is a relative constant
percentage of the GDP until 1991, even though between 1988 and 1991
there is a decline to the levels of 1970. This drop precedes a period of
deterioration in the duration of justice dispensing in the civil courts.
After 1991 a constant increase is observed, which has persisted until
2002, after which it declines again — only to grow again more recently
and up to 2009.

The ESYE has published data for court activities, up until 2006 for
civil courts and 2000 for administrative courts. Thus it is possible to see
that, at least with the lower civil courts of first instance, the increase in
spending observed since the mid-1990s had no effect, until the end of
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Figure 4.7 Budget of the Ministry of Justice as a percentage of the GDP

2002, on the time needed to terminate cases, as measured by the cases
unresolved over cases introduced. The renewed decline in spending from
2002 until 2006 also seems not to have had any impact on the steady
increase of the deterioration of our indeces. A temporary improvement
in civil appeals courts, documented in Figures 4.1 and 4.2, coincides
with the spending increase, but also with reforms introduced in 1992,
but was short lived in any case.

This is in line with the findings of the literature. In particular, Djankov
et al. (2002) find that an increase in material spending in itself does not
necessarily increase the efficiency of the judicial system. A similar result
is found by Buscaglia and Dakolias (1999), who concluded that while
spending on capital infrastructure that increases tractability and case-
tracking did, in their sample, affect positively clearance rates, increasing
the general budget did not lead to any measurable effect. It should be
noted here, though, that introducing case-management rolling lists in
the Family Courts of the Sydney Registry did not bring the expected
improvements, as documented in Matruglio (1996), because the
reforms that were introduced neglected to ensure the participation of
the involved parties in the process of design and implementation. This
suggests that even the investment favored by the analysis of Buscaglia
and Dakolias (1999) has to be well designed and properly installed.
A similar cautionary note should be attached to the successful creation
of specialized courts that often coincides with the significant simplifica-
tion of overly complicated procedures, as is the case of landlord-tenant
disputes in New Zealand cited by Cole (2001). In particular, the creation
of the administrative appeals courts in Greece in 1971 came about in
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order to remove these cases from the civil appeals courts and acceler-
ate their trials. The dismal performance of these Greek administrative
courts after 1971 shows, though, that success cannot be attributed to
the establishment of the specialized courts alone, and that the caution-
ary note also applies in this case.

With regard to reform through the increase of funding, Botero et al.
(2003) mention that only Buscaglia and Dakolias (1996) have found that
“resources allocated for court personnel” emerged as an important factor in
Argentina and Ecuador, although this is a result obtained during a period
in which the efficiency of courts in these countries deteriorated signifi-
cantly, while the number of cases introduced also increased significantly.
Botero et al. mention that Buscaglia and Ulen (1997), Church et al. (1978),
Buscaglia and Dakolias (1999) and Dakolias (1996, 1999) — all also cited in
Lopez-de-Silanes (2002) - found no relationship between the overall level
of resources allocated and the time needed to terminate cases or the clear-
ance rates. Botero et al. (2003) cite Neubauer et al. (1981), who find that
the large injection of resources may help in the short run to alleviate back-
logs, but they are unable to tackle underlying long-term inefficiencies.

Another similar result, following from the survey in Buscaglia and
Dakolias (1999), stands out because it is based on the answers of judges
to a questionnaire. The answers showed that judges considered insuf-
ficient staffing one of the main causes of the inefficiency of the judicial
system, something that is contradicted by the statistical data the authors
present in the same work. Thus the statements of the judges in Mexico
given in a similar survey may also not be a reliable source. This is sup-
ported by the Doing Business in 2004 report of the World Bank, which
cites the case of a pilot project in Mexico that revealed that 60 percent
of the cases never progressed beyond initial filing, and thus the actual
workload of the judges was much lighter that the one they claimed in
the survey. But while the empirical literature suggests that staffing has
no correlation with the time needed to dispose cases, one should not
rule out that in cases in which staffing fails to adjust to workload, and
especially in extreme cases, this may occur. Turcotte (1998) proposes a
process to identify those cases in which workload exceeds the reason-
able workload per judge, and thus an increase in staffing is appropriate.
Dakolias (1999) mentions the existence of a saturation point after which
judges are not able to work efficiently any more. Dakolias (1999) is also
careful to mention that there are cases where adding judges may help
reduce congestion, and cites works that examine the impact of adding
a judge to different types of court. The latter observation is in line with
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our finding in Mitsopoulos and Pelagidis (2007) that staff numbers per
incoming case are related to the speed of dispensing justice in higher
courts, but not in lower courts, which — one can assume — face more
standardized cases in which the actual input of judges will not be as
important as in the more complicated cases that reach higher courts.
Procedural changes are supported by Djankov et al. (2002), who find
from their detailed data for the two selected processes in 109 countries
that the increase of material resources and the adoption of specific
guidelines for the involved parties does not affect the efficiency of the
judicial system as much as the formalism of the procedures that regulate
the operation of courts. The same conclusion is reached in Botero et al.
(2003), who suggest that chronic judicial stagnation calls for simplify-
ing procedures rather than simply increasing material resources.
Overall, the evidence at hand shows that when the increase in resources
is examined, success requires the adoption of well conceived procedural
changes, as also suggested by Buscaglia and Dakolias (1999), who find
that organizational issues — like time spent on adjudicative activities —
strongly affects clearance rates in a positive way, while time spent on
administrative tasks does affect negatively clearance rates.

4.7 The increase in the appellate rate

We examine next how the number of cases that are terminated at the
level of first instance courts, both civil and administrative, compares to
the number of cases that are introduced for the first time in the appeals
courts, again both civil and administrative. We conclude the analysis for
the whole country and compare the obtained result with the evolution
of our measure for the time needed to serve justice.

The appellate rate has been focused on in the literature before. Klein
et al. (1981) mention the use of the number of appeals as a way to meas-
ure how changes in legal rules affect the behavior of involved parties.
More recently, the World Bank’s Doing Business in 2005 report mentions
that in Brazil, where debtors frequently use appeals to stall enforcement,
88 percent of the judgments in commercial cases are appealed. This
percentage reaches 100 percent for the cases in which the judge awards
full compensation to the creditor. The same report cites appeals rates for
commercial courts in Argentina at 13 percent, Peru 17 percent and
Mexico 30 percent. The abovementioned World Bank survey shows
that frivolous appeals may be encouraged when there are long delays
in the disposition of cases in appeals courts. Particularly, appeals by
the defendant are encouraged when frivolous appeals are not punished
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accordingly, or when they block the immediate implementation of the
decision of the first instance court without appropriate compensation
for time lost. As a measure for comparison, the rate of cases disposed
to cases introduced in the circuit courts in Virginia, as reported by the
court’s webpage, is around 96 percent, while the appeals rate lies a little
over 1 percent.

Blankenburg (1999) cites the case of small claims courts in the
Netherlands, and asserts that even though parties may initiate ordinary
proceedings after the initial case, the fact that they rarely do so suggests
that both parties are generally pleased with the decision of the court.
Also Cole (2001) cites the fact that only 5 percent of the decisions of
Tenancy and Dispute Tribunals in New Zealand, which are proposed as
an example of well working and efficient courts, are appealed. In Greece
the rate of appeals has gradually increased from around 20 percent of
cases terminated at the first instance level in both civil and adminis-
trative appeals courts to around 30 percent in 2000 - the last years for
which data for both courts is available, while it increased for civil appeals
courts until 2006, which is the last year for which data is available for
these courts. Also it has to be noted that in certain years the appeals rate
was as high as 50 percent in civil courts.

Klein et al. (1981), Priest and Klein (1984) and, more recently, Brown
(1998), among others, describe theoretically how demand for justice
is created by the propensity of involved parties to disagree and how
such disagreements are forwarded to the courts. One significant fac-
tor that determines the amount of disputes that are forwarded to the
formal resolution mechanisms is, according to these theories, the cost
of initiating and following through the formal process. More recently,
Buscaglia and Stephan (2005) show empirically that the cost of access
can be important, particularly among poor populations. In any case,
long delays in the process can offer the injuring party a material benefit
and a sense of euphoria, and at the same time make the injured party
suffer a sense of desperation and injustice.

Comparing the cases terminated at the first instance level with the
appeals of a given calendar year may not be exactly right, as cases that
are terminated in one year may be appealed in a subsequent year. But
given the usual delay to initiate an appeal from the issuance of the first
instance court decision, it is a good proxy. We see in Figure 4.8 that
from 1980, that is the year from which on we examine this set, in civil-
ian courts there is a significant increase in the number of appeals to
the cases that are terminated by the first instance courts. This increase
lasts until the beginning of the 1990s, at which time the situation
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Figure 4.8 New cases introduced to appeals courts to cases concluded by first
instance courts

stabilizes, but at an unfavorable level. Concerning administrative courts,
the number of appeals starts rising in the beginning of the 1990s and
continues to do so until the last year for which data is available — that
is, 2000. In both cases, thus, the number of appeals increases.

In the data for the whole country and for administrative justice the
increase in the number of appeals and the increase in the time needed
to serve justice at the level of first instance in the period 1989-2000
coincides, as this is the period in which the delays increased most.
Concerning civil justice, a similar relation can be seen — mainly up to
the beginning of the 1990s — while the worsening of the situation as
shown in Figures 4.1 and 4.2 for the 2000-6 period seems to be matched
with an increase in our proxy of the appellate rate as well. In both cases
the reforms of 1992 seem to have had some impact on the relationship.
Finally we note that, unfortunately, the data does not provide us with
more details, like in the case of administrative courts, as to whether the
appeals are initiated by the private parties or by the administration.

4.8 The cost of using official arbitration

In Greece the submission fee to litigate is very low (15 euros) and in
our sample the average cost that was involved, according to the award
of court expenses mentioned in the tertiary court’s decisions, was 1,161
euros — both for the cases that are to be retried and those that were
reaffirmed. On the other hand, apart from the fact that the use of courts
and legal services is obligatory and no non-court (eksodikastiki) proce-
dure for the solution of disputes exists, the malfunctioning law services
market increases the propensity of injured parties to litigate. This is
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because of the lack of competition in the legal services markets, which
leads to asymmetries of information. The opposing parties ignore the
true possibilities for winning a case as the(ir) lawyers misinform them
about the chances of winning a case. This is because, in a closed legal
services market, the lawyers have the incentive to increase the demand
of litigations, without loosing their reputation and credibility.

Still, the height of fees may not be as important as the indirect costs
that are implied by the high uncertainty regarding the time needed to
dispose the case, and the possibility that the case will have to be retried
many times. A study for the UK Ministry of Justice (2007) shows that
the overall cost of going to court is ranked very low in the list of fac-
tors considered when going to court, especially among those who know
something about court fees, and 71 percent of whose say that fees are
not, or not much, a factor in their decision to go to court; among those,
52 percent of those who know about court fees consider that fees are
not a factor to influence their decision. But this is influenced by the fact
that often the court expenses will be paid by an insurance firm of a no-
win-no-fee solicitor, or claimed back by the defendant. For 69 percent of
those asked, higher court fees would not affect their decision. In Greece,
the average court expense that is judged to be paid by the losing party
is 1,300 euros for the cases that will be retried and 1,000 euros for the
cases that are not to be retried, as shown by the analysis of individual
cases in Mitsopoulos and Pelagidis (2010).

In the UK Ministry of Justice study, agents expressed a strong prefer-
ence to knowing upfront the height of the court fees they will face.
According to the same survey, the reason to go to court, for almost all,
is to get a final decision, and to get justice. For more than the single half
of the respondents, going to court was a last resort. On the other hand,
respondents are not concerned by how long it will last, how much it
will cost and how stressful it will be.

4.9 Rents and the judiciary: The Greek case of demand
and supply for legal services

Examining first the supply side, and as far as the judiciary is concerned,
it can be argued that, in economic terms, it has a natural monopoly on
the supply of justice. Consequently it creates incentives to act ineffi-
ciently. This would mean that, given the opportunity, the judiciary cap-
tures rents, which may include simple rents like the leisurely execution
of tasks, by providing less-than-optimal services. This in turn causes
delays in the resolution of cases, as well as raises quality issues. Reduced
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effort is bound to be the most important rent for judges as, in order to
shield the profession from unwanted outside pressure and to secure their
impartiality, they usually have a given pay structure that is unrelated
to measures of performance. This leaves effort (or time spent working
productively) as the only variable that can affect their utility, in a way
described by Posner (1993), and without taking into account issues of
corruption and any related revenue. Thus, Posner predicts, judges will
adjust their effort according to incentives that are non-pecuniary. The
particular way the pay of judges is structured may therefore be the
reason why the level of their pay is not found in empirical studies like
Buscaglia and Dakolias (1999) to significantly affect their performance.

On the other hand, there is evidence that, as Posner (1993) predicts,
judges act as rational agents when non-pecuniary variables that affect
their utility are altered. Indeed, the international experience suggests
that introducing measures that increase the accountability of judges
and that advance caseload management render the courts — that is, the
supply of judicial services — more efficient and lead to reductions in
the time needed to terminate newly introduced cases. The attraction
of measuring performance is that it increases accountability, and thus
provides an incentive for judges to improve performance, without the
need to alter the remuneration structure of judges. Hanssen (1999) finds
indirect evidence that the decisions of more independent judges are
more predictable. Also, Taha (2004) finds that the caseload does affect
measures of time allocation, and in particular the decision of a judge
to allocate time to publish his rulings. Buscaglia and Dakolias (1999)
find that time allocated to administrative tasks affects the productiv-
ity of judges. Further, Morriss et al. (2005) add to existing evidence
that prospects of promotion affect the behavior of judges. While it is
impossible to see whether Greek judges work inefficiently because non-
pecuniary incentives encourage them to do so, the documented ineffi-
ciency of Greek courts at least does not oppose such an assertion. Also,
Bellis (2001) — who supports the view that the performance of judges is
affected mainly by non-pecuniary factors — provides anecdotal evidence
that in Greece the insufficient institutional support for the judiciary, the
absence of meritocracy and the frequent legal amendments introduced
to cover illegal acts by favored parties have ultimately undermined the
efforts of even the most honest and motivated members of the judici-
ary, who — according to Posner (1993) — form an crusading minority of
visionaries.

Apart from the judiciary, providers of legal services may also affect
the supply - but also the demand - for justice by lobbying for measures
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that affect the price and quality of their services, and that make the
use of courts and legal services obligatory — thus appropriating to them
increased and secure revenues. Concerning the providers of the relevant
services, and beyond the anecdotal evidence that there exist severe
restrictions in the way legal services are supplied in Greece, the study
by Paterson et al. (2003) finds that in Greece the composition of regula-
tion index for lawyers is the most restrictive in the European Union, as
shown in Figure 4.9.

Greece severely restricts entry to the market by limiting, in particular,
licensing and entry routes to the profession in spite of the fact that for
new lawyers there are low requirements in education, special educa-
tion, practice and compulsory exams. Once these rationed and poorly
educated lawyers start their professional career, the study finds, they
work in the most regulated environment of all EU countries as far
as pricing of services, advertising, location, diversification, business
form, intra-business cooperation and intra-professional cooperation are
concerned.

Lawyers Notaries Public*
Austria 7.3 5
Belgium 4.6 4.3
Denmark 3
Finland 0.3
France 6.6 4.8
Germany 6.5 5.0
Greece 9.5 4.8
Ireland 4.5
Italy 6.4 4.3
Luxemburg 6.6 4.6
Netherlands 3.9 3.8
Portugal 5.7 3.9
Spain 6.5 4
Sweden 2.4
UK/E & W Barristers 4.6
UK 3.5

*Arethmetic mean of market entry regulation indexes.

Figure 4.9 Composition of regulation indices constructed by Paterson et al.
(2003) for lawyers and notaries public
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Thus, the supply of lawyer services is highly regulated in Greece and
competition for the provision of better services at lower prices, which
experience suggests would benefit the consumer through lower prices
and better quality services, is curtailed to an extent that is unprece-
dented among the countries that were members of the European Union
at the time of the study.

More recent data by the OECD on the regulation of professional serv-
ices reveals, through the indicator constructed by the OECD regarding
the regulatory conditions for these services, that the provision of
legal services, along with the other services examined by the OECD,
remained highly regulated and uncompetitive in Greece by 2008, as
shown by Figure 4.10. Sub-indeces reveal that in Greece persistently
stringent conduct regulation, unprecedented stringent regulation on
pricing, advertising and licensing are coupled with only average require-
ments regarding education, which reaffirms the findings of Paterson
et al. (2003), whose methodology the OECD used to construct its own
indicators, as well as the persistence of these findings for Greece at least
until 2008.

We also have to mention here, given the findings of Paterson et al.
(2003) regarding the education and training of Greek lawyers, that
Dakolias (1996) mentions that in Latin American and Caribbean coun-
tries one of the problems observed is the poor requirements on the edu-
cation of the lawyers and judges, and the fact that the bar associations
do not sufficiently monitor the profession and do not enforce stringent
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Figure 4.10 Overall indicator for legal services according to OECD indicator of
regulatory conditions in professional services sectors. 6 = most stringent
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ethical standards and high quality in new, potential lawyers’ treatment
and final exams. So, one can easily assume that lawyers’ education and
training have a significant negative impact on the quality of justice pro-
cedures and decisions. Data in Paterson et al. (2003) for notaries public
in Greece is available only for market entry and not for market conduct.
Data for market entry reveals the third most restrictive environment
among ten countries, and again it is entry regulation and the licensing
regulation that are relatively severe, while requirements for special edu-
cation and compulsory practice are relatively undemanding. Finally,
there is ample anecdotal evidence that the market conduct for notaries
public is regulated in ways comparable to the market for lawyers.

A further piece of evidence that at least the professions that provide
legal services in Greece indeed yield monopoly rents is the emerging
reaction to any attempts to either deregulate some of the restrictions
that exist on legal professions, or to reduce cases that require the par-
ticipation of a legal professional by law. Such reaction is to be expected
at the prospect of reform that may disturb existing rents, as suggested
by Lopez-de-Silanes (2002) and documented for Japan by Ginsburg
and Hoetker (2004), in addition to any natural bias for the status-quo,
as explained in Fernandez and Rodrik (1991). So, while Bellis (2001)
describes the introduction of large numbers of insufficiently trained
lawyers, and the creation of rents that are sufficient to support them,
Albanis (2004) promotes resistance to the introduction of automated
procedures that could reduce the incidences where the involvement
of notaries public is required and proposes measures to undermine
the scope of the legal profession deregulation that is gradually being
examined by European Union bodies. Similarly to Albanis, other legal
professionals often propose resistance to the European Commission’s
proposals on the grounds that they only take into account the eco-
nomic aspects of the workings of legal professions, and disregard the
“public nature” of the profession of the notary public. It should be
noted here that indeed Kornhauser (1999) comments on how Landers
and Posner (1979) argue that rules are a public good, and thus the
majority of disputes cannot be adjudicated by a private provider of such
services. But their description of the term “public nature” implies that
the rules have to be public, and may also suggest that particularities
like the pay structure of judges are indeed appropriate. But they imply
in no way the absence of the individual accountability of judges, nor
the regulation of the fees of legal service providers, limitations on their
numbers or the requirement by law to purchase their services in given
circumstances.
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The relevance of these issues is suggested by Botero et al. (2003), who
argue that reforms that create incentives for judges, lawyers and other
involved parties produce the greatest impact when they foster accounta-
bility, competition and choice. Thus they state that according to most —
but not all - evidence, making judges accountable by introducing
legislated time limits does not seem to work in the desired direction,
while individual calendars in which judges have assigned cases that
follow them from beginning to end seem to work apparently, they say,
because they increase accountability and competition by allowing to
measure the performance of individual judges. They also mention that
according to the evidence published so far in various studies, case man-
agement — which may include pre-trial conferences, strict scheduling
and shortened discovery time cut-offs — seems to work in the hands
of judges who already take judicial efficiency seriously, while there
is no conclusive evidence of positive results in systems that are not
performing efficiently.

Botero et al. (2003) comment on the effect that the sharpening of
incentives has for lawyers. The authors cite ample evidence of cases in
which affected interest groups, like lawyers and attorneys, oppose reforms
that may either speed up trials, fearing that this will imply less work for
them or make them face competition from other professional groups
like engineers and architects. While the fears of the interest groups are
not totally unsubstantiated, as the evolution of fees in the cases of Japan
and the Netherlands (but also the newer experience of Australia) show,
the deregulation of the legal service markets improves efficiency, lowers
fees and thus increases access to the judicial system and, by the last,
increases also elastic demand for legal services. An increase in demand
for litigation in Japan was recorded by Ginsburg and Hoetker (2004)
after the increase in the number of lawyers, judges and institutional
reforms that made litigation more attractive. Also, a strong increase in
demand was observed in the case of the Netherlands where the deregula-
tion of the legal services market created a flourishing mediation market
in which service businesses compete directly with lawyers. And in the
case of New South Wales, Australia, it has been found by Baker (1996)
that the deregulation of legal services’ fees led to a significant fall —
from 10 percent for the fees of conveyance, which is a legal service
related to real estate transactions, down to 40 percent for fees related
to the issuing of mortgages related to these transactions. Deregulation
in Australia included three steps. In 1991 restrictions on advertising by
solicitors were eliminated. In 1992 licensed conveyances were permit-
ted to compete with solicitors. And finally in 1994 the old scale of fees
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was abolished, the compulsory fee disclosure was introduced, remaining
restrictions on advertising were removed and simplified procedures to
handle the complaints of clients regarding fees were adopted.

Turning now to the demand for justice, this is created by the propen-
sity of involved parties to disagree and by the amount of such disagree-
ments that are forwarded to courts. Both of them are governed, at least
in part, by the legal standards or the way these standards are applied,
which determines the circumstances in which a court will grant dam-
ages for injuries to oneself or one’s resources, as first described theoreti-
cally in Klein et al. (1981), Priest and Klein (1984) and, more recently,
Brown (1998). One significant factor that determines the amount of
disputes that are forwarded to the formal resolution mechanisms is,
also according to these theories, the cost of initiating and following
through the formal process. We remind that delays to terminate cases
reduce the value of compensation sought by the plaintiff and, thus, are
equivalent to increases in cost. In Greece we have observed the exist-
ence of such delays and, on the other hand, the lack of competition
in the market of legal services — as documented above — suggests that
these services are offered at a high price, at least for any given level of
quality. Equally important are the beliefs of the opposed parties with
respect to the applied legal standards. One aspect of these beliefs is the
standard applied itself, and how it relates to the beliefs of the involved
parties, as described in Klein et al. (1981), which determines the belief
that each party holds regarding the probability to win the case. Gemtos
(2001) makes a similar argument. But while Klein et al. (1981) presume
coherent standards, Bellis (2001) and Gemtos (2001) do mention that
in Greece errors and inconsistencies committed by all the parties that
form the supply side of judicial services imply that these standards in
Greece are not always coherent, and that as a result there is increased
uncertainty regarding the rulings on comparable cases. Such inconsist-
encies, one may say by extending the analysis of Klein et al. (1981) in
Priest and Klein (1984) and from empirical research, can indeed increase
the number of cases that are litigated. Thus Hanssen (1999) relates the
uncertainty of judgments with the litigation rate and finds a positive
relationship. A similar relationship, again based on the same theoretical
background, has also been established by Waldfogel (1995).

These theories and the associated evidence that supports them point
to a paradox. Increased litigation rates may correspond to an unreliable
system of legal standards and represent the qualitative failing of an
unpredictable legal system to form a deterrent against injuring acts. On
the other hand, increasing the cost of using the formal dispute resolution
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mechanism will discourage the injured parties from litigating according
to Klein et al. (1981), but also according to Bellis (2001). Thus, without
further research that can account for these two effects that work in oppos-
ing directions, it is not recommended to draw conclusions based on the
litigation rate of countries like Greece where justice is served with exces-
sive delays and resulting relatively high cost, and there exists in addition
anecdotal evidence that the court rulings are often unpredictable —
something that seems to be reaffirmed at least in certain cases that have
reached the European Court of Human Rights and which have a long
history of contradictory decisions as they were retried and repealed.
Also, we caution that the different structure of the Greek and the US
legal systems does not favor a direct comparison between the ratios of
cases introduced per population member. Still we note that in the judi-
cial system most notorious for excessive and frivolous use — the US judi-
cial system, where the ratio of cases disposed within the year over cases
introduced hover around 100 percent according to data that is found
in the Statistical Yearbook of the US — Hanssen (1999) finds (using data
for trial courts of general jurisdiction that go under different names in
different states and for the period 1985-94) that 0.037 cases were filed
per population member. In comparison in civil courts of first instance in
Greece for the period 1993-7 0.26 cases were filed per population mem-
ber, and if the cases of administrative courts of first instance are added,
this increases to 0.031, which is comparable to the US level. Given that
the public sector influences economic activity to a much larger extent in
Greece than in the US, this addition may be appropriate.

Thus, if we accept that the lack of competition in the market for legal
services and the documented large delays in Greece indeed reduce the
propensity of injured parties to litigate, the abovementioned numbers
suggest that the inconsistency of rulings may indeed be higher in
Greece than in the US. This is so since apart from the cost of litigation
and the uncertainty about the ruling, the only factor remaining to
affect litigation is a bias for or against the plaintiff. But the theory of
Priest and Klein (1984) does predict that the nature of the cases litigated
will adapt to such a bias, until the documented success rate of litigants
returns to around 50 percent.

4.10 Simplifying procedures and strengthening
accountability

Regarding simplifying procedures, Botero et al. (2003) basically refers
to the Lex Mundi project, which is presented in Djankov et al. (2002).
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The mass of evidence presented suggests that the impact of simplifying
procedures is particularly pronounced in countries in which they are ini-
tially very burdensome, and in particular in developing countries where
this is the case. The Lex Mundi project has shown that the countries
with particularly burdensome procedures are usually countries with civil
law traditions. They warn though against the risk that the simplification
of already simple procedures may result in frivolous litigation. Thus, it is
suggested that there may exist some “optimal” level of procedural rigor,
which is in any case apparently lower than the level observed in most
countries with civil law traditions, and Greece in particular.

The Doing Business in 2004 report proposes several areas where
procedures can be simplified. The introduction of oral procedures, the
simplification of the notification process, the limitation of the number
and timing of appeals, the elimination of the need of legal justification
by the involved parties, the simplification of regulation on evidence
are all considered. The report presents evidence that such measures are
associated with a reduction in the time and the cost needed to resolve
disputes. In particular oral procedures, instead of systems in which
written elements are predominant, ensure that the judge has direct
contact with the involved parties and witnesses. The report mentions
that in some countries the defendant can be held accountable only if
an appointed court officer serves the claim, while in other countries the
defendant is notified directly by the plaintiff’s attorney or a letter. The
case of Bulgaria, in which before the 2000 revision the courts needed to
notify the defendants in person, is cited to show that such formalism
can, when exploited creatively, lead to delays that run into years. The
report also emphasizes the importance of delaying the enforcement of a
judgment until the resolution of an appeal, and shows the effect it has
on reducing the value of a first instance ruling, unless the winning party
is compensated appropriately for the cost of delay. The Doing Business
in 2005 report also cites as one measure of the reform introduced in
Colombia the fact that now a courier company, instead of a court clerk,
delivers the notification to the debtor in the case of a court filing.

The Doing Business in 2005 report cites that the most common
reform introduced in 2003 was the adoption of summary proceedings
especially for the collection of small debt and returned checks. Also the
proposal made in the Doing Business in 2004 report to take a lot of
cases that are voluntary or non-disputed, like the voluntary dissolution
of a company and consensual divorces, out of courts in order to reduce
their workload appears more reasonable as it has similar effects to the
combined simplification of procedures and reduction of case intake of
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existing courts but does not require the establishment of new courts.
The Doing Business in 2005 report also cites the initiative taken by
many countries, like Germany and Slovakia, to take the responsibility
of business registration from judges and allocate them to clerks, while in
the case of Serbia and Montenegro business registration was taken away
from the courts. The report also mentions a number of successful cases
in which the establishment of specialized, commercial and small claims
courts significantly reduced the time needed to resolve disputes, and at
the same time encouraged out-of-court settlements. Thus, it seems that
in the end the establishment of alternative avenues of dispute resolu-
tion, if done properly, equals to, or coincides with, a well conceived
simplification of procedures.

This is also the case with establishing alternative specialized courts.
A good example in which the setting up of specialized courts coincided
with the significant simplification of overly complicated procedures
is the case of landlord-tenant disputes in New Zealand, cited by Cole
(2001). One should also recall that the creation of the administrative
appeals courts in Greece in 1971 came about in order to remove these
cases from the civil appeals courts and accelerate their trials. The dis-
mal performance of these Greek administrative courts after 1971 shows
however that success cannot be attributed to the establishment of the
specialized courts alone and usually depends on a simplification of pro-
cedures that is introduced together with the creation of these courts, like
in the case of New Zealand and unlike the case of administrative courts
in Greece. Even if it is the simplification of procedures that appears to
ultimately accelerate dispute resolution, rather than the creation of new
courts, specialized and small claims courts can help to provide both
better and cheaper access to official dispute resolution mechanisms.
And of course the creation of such courts presents a good opportunity
to introduce simplified procedures for commonly encountered cases.
When properly executed, the introduction of such courts does reduces
the cost of using an official dispute resolution mechanism and there-
fore allows smaller cases to benefit from the advantages that an official
dispute resolution mechanism offers, thus extending the scope of the
protection of the law to a larger number of disputes. Botero et al. (2003)
cite many specific examples of such courts, including small claims
courts, courts for labor disputes, for divorces and debt collection and
centers for mediation and arbitration. It should be noted that these spe-
cialized courts are appropriate for cases that are usually straightforward
to resolve, and for which the simplification of procedures does not
carry the risk of increasing the number of mistakes that can occur when
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the judgment is made through an accelerated process. Also it may be
desirable to allow the optional use of regular courts in order to create
competition among different court types.

Procedural changes are supported by Djankov et al. (2002), who find
from their detailed data for the two selected processes in 109 countries
that the increase of material resources and the adoption of specific
guidelines for the involved parties does not affect the efficiency of the
judicial system as much as the formalism of the procedures that regu-
late the operation of courts. The same conclusion is reached in Botero
et al. (2003), who suggest that chronic judicial stagnation calls for
simplifying procedures rather than simply increasing material resources.
The evidence at hand shows that when the increase in resources is exam-
ined, success again requires the adoption of well conceived procedural
changes. Buscaglia and Dakolias (1999) find that organizational issues,
like time spent on adjudicative activities, strongly affects clearance rates
in a positive way, while time spent on administrative tasks does affect
negatively clearance rates. They suggest that the better management of
the judges’ workload, which also may increase the time they spent on
adjudicative activities, also helps clearance rates.

Buscaglia and Dakolias (1999) show that, when seeking the best ave-
nue of reform, it is risky to simply survey judges in order to determine
the proper directions of reform, as judges tend to blame the inefficiency
of courts on factors outside their responsibility and, in particular, on
factors related to higher spending on courts, like better remuneration
and more staff, that are now known to be largely irrelevant, for courts
of first instance at least.

Buscaglia and Dakolias (1999) argue that technological infrastructure,
and especially such that increases accountability and tractability of
cases, and the spending on such infrastructure, was found to positively
affect clearance rates. Investment in capital infrastructure, like case
management systems, is often cheap and can be introduced fast, as
the case of Slovakia shows. There a pilot project in a district was inple-
mented in six months. In the case of Slovakia the time between filing
and the first hearing was cut to 27 days from 73 days. The scheme was
then scaled up to all districts in the next two years. In a demonstration
of the importance of combining the procedural changes with the use
of infrastructure, this progress was obtained with the introduction of
a system of automatic case assignment, together with the reduction of
procedures needed from 23 to five, as many documents that were previ-
ously managed manually could be managed electronically. They also
suggest better case management to include better time management
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by the judges. These proposals seem to be compatible with the pro-
posal of Botero et al. (2003) for procedural simplification. Therefore
it is reasonable to conclude that only focused spending on infrastruc-
ture combined with organizational changes has a positive effect, in
particular since general increases in spending have not been found to
have such an effect. Furthermore, this infrastructure should be used to
address certain issues, like the fact that not all decisions are published in
Greece, which has led to the ability of certain individuals to effectively
hide illegal acts and abusive court decisions, like the ones related to
grabs of public land.

The introduction of competition in the market for the provision of
legal services, in the end amounts to a simplification of procedures as
cases where the formal presence of a legal service provider is required
and the official registration of a fee is required will become more flex-
ible and require fewer formal procedures. This case seems relevant to
Greece given the findings of Paterson et al. 2003. It is also interesting
to note here that Bellis (2001) does not propose in the case of Greece
an increase in spending or hiring. On the contrary, he proposes, among
other measures, the drastic simplification of legal procedures and rules,
the creation of alternative mechanisms of dispute resolution, and the
provision of a judicial police force. These suggestions seem to show that
the reforms needed in Greece are indeed, as the international experi-
ence shows, of a qualitative rather than quantitative nature.

It should be noted that such reforms, when badly conceived, can
misfire, as in the cited case of Japan'’s pre-trial cases. Also the Doing
Business in 2005 report cites the case of Romania where reforms intro-
duced in 2001 led to an increase in the time needed to resolve disputes.
This underlines the need to identify the reasons for the bottleneck and
take aimed measures against them, before proceeding with reform.
Finally, concerning the sharpening of incentives for litigants to avoid
procrastination in courts, Botero et al. (2003) propose that one way to
discourage long litigation is to increase the direct costs to one, or both,
parties. They cite the case of Singapore, where the first day of trial is free
and then, as the process drags on, court fees increase. While the authors
mention that such a mechanism has the drawback of allowing wealthier
litigants to win cases by outspending their opponents, the low cost to
the involved parties, and especially the injuring frivolous parties, seems
to be a factor that prolongs the conclusion of cases through appeals,
especially in the case of administrative courts in Greece.

Dakolias and Said (1999) also propose the adoption of pilot courts at
the first stages of reform. Such cases, they state, help communicate the
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vision of change, permit the judiciaries to see beyond vested interests
and help reformers to avoid setting unattainable goals, thus reducing
the risk of failure. They finally preserve resources and fine tune reforms
to the particular environment of each country. Pilot projects may also
help overcome initial resistance to reform due to ignorance, as the case
of the TAXIS system in Greek tax agencies shows, and that the Doing
Business in 2005 report cites to have emerged in 18 countries that
implemented reforms in their judiciary in 2003.

It should be noted that the Greek legal system has been influenced
by both the French and the German legal systems, something that
according to Balas et al. (2009) can matter significantly. As a result a
comparison of the procedures needed to “enforce a contract”, which
are listed by the Doing Business database for Greece, Germany and
France, promises to yield some interesting insights into the possible
source of delays in the design of the procedures of the Greek judicial
system. From this comparison, which is presented in Figure 4.11, one
can observe that the Greek system adopts procedures that may exist in
one of the other countries, but not in the other, with the result that
on many occasions the Greek system accumulates more steps than the
comparable procedures of Germany and France. This analysis seems in
line with the findings of Djankov et al. (2003) that formalism is sys-
tematically greater in civil law countries than in common law jurisdic-
tionss. In line with our previous finding regarding the Greek judiciary,
they also find that this formalism is associated, among others findings
regarding consistency, honesty, fairness and corruption, with higher
expected duration of judicial proceedings. Related to the subject of
formalism we note that, for example, in Cases 34198/07 and 2920/08,
which were brought before the European Court of Human Rights, and
which we examined previously, the applicants complained “of excessive
formalism” in the proceedings of the Greek courts. Regarding the details
of Figure 4.11, a closer inspection reveals that one of the few steps not
borrowed from the German system is the meditation hearing, which is
step 14 in the case of Germany in Figure 4.11. Furthermore, in Germany
and France it seems that a case is assigned to a specific judge, which
does not appear to be the case, according to the Doing Business data-
base, in Greece. Furthermore, during a trial in Germany and France the
judge sets a deadline for the plaintiff to answer the defendant’s defense
or answer, which seems not to be the case in Greece. Similarly absent
are, in Greece, the court appointment of independent experts and
the summoning of expert witnesses, and the setting of a date at which
the judgment will be delivered and made available in written form.
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These details certainly should be examined and possibly incorporated in
the qualitative improvements that the previous sections suggest would
be appropriate for the case of Greece.

Recently the current president of the Areios Pagos (tertiary civil court)
proposed the improvement of the infrastructure of courts and, in partic-
ular, the encouragement of out-of-court settlements, as well as the more
frequent use of the article of law that permits the summary dismissal of
cases, the reduction of postponements and the change in the law that
requires court hearings even for small administrative and other viola-
tions. These proposals, especially the ones regarding the encouragement
of settlements together with the practice to summarily dismiss clearly
frivolous cases, seem to indicate that the fact that, according to the
database of Doing Business, no meditation hearing takes place during
the judicial process in Greece may indeed be a significant shortcoming
of the design of the Greek judicial system. Furthermore, the removal
from courts of simple violations and infractions is in line with the
observation that organizational matters seem to be important for lower
courts.

4.11 Preserving the independence of the judiciary
during reform

The question of the efficiency with which the rule of law is implemented
in a society has drawn the attention of recent studies, like Botero et al.
(2003), who argue for the need for judicial independence. Such inde-
pendence is necessary, they mention, to secure the judicial process
against meddling by other branches of government. Such meddling may
not only interfere with the normal process of the judiciary, affecting
adversely the impartiality of its rulings and thus lowering the quality
of the services provided by the judiciary, but they may also allow the
introduction of pressures from organized rent-seeking interest groups
that want to either block reform or promote measures that undermine
the quality of the judicial system. LaPorta et al. (2003) provide empirical
evidence to support the claim that an independent judiciary is a strong
predictor of economic freedom. Dakolias (1996) proposes that the inef-
ficiency in the administration of justice is a product of many obstacles,
which include a lack of independence of the judiciary. But the case
for the independence of the judiciary has been made in a compelling
way before, not least by Madison in the Federalist Paper no 51 (1788).
Madison states that in particular the judiciary has to be independent of
the legislature. Thus, it seems reasonable to adopt the recommendation
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of Dakolias (1996) that the independence of the judiciary has structural,
organizational and administrative aspects which must be considered
during reform. Aspects that should be considered include substantive,
personal, collective and internal independence. Personal independence
for judges can be achieved through appropriate judicial terms, the level
of the salaries as well as case and court assignments.

In addition, the procedures following which judges are appointed,
evaluated, disciplined and promoted play an important role in guar-
anteeing independence, as well as maintaining qualified judges on the
bench. Judicial independence also requires a transparent and merit-
based appointment system. It is stressed that all these elements consti-
tute the overall independence of the judiciary and must be considered
during judicial reform — not only for practical reasons, but also in order
to put to rest any issue raised against the introduction of organizational
reforms in the name of the “public nature” of this particular service.

4.12 Conclusions

To sum up, the evidence at hand suggests that Greek society may face a
substantial cost associated with the inefficiency of its judiciary and the
lack of competition in legal services markets, which apparently lead to
the low quality of judicial services — at least as far as the speed of justice is
concerned. A number of other related indicators regarding the stringent
regulation that limits competition in the provision of legal services, but
also regarding the levels of accountability and the quality of the design
of the judicial procedure, suggest that the demand and supply of judi-
cial services is not optimal in Greece, contributing — as an aggregate —
to the failings of the Greek judiciary. It seems likely that, as a result,
in Greece injured parties often forego their right to have material and
immaterial property protected, and that these parties are deprived of
their right to have access to a reasonably speedy and fair trial. An even
more significant cost may be associated with changes in the behavior of
agents who, responding rationally to the high cost of litigation and the
uncertainty of outcomes, reduce their caution to avoid acts that injure
other parties, as shown by Cooter (1985) — which means that the legal
system fails in its role as a deterrent. This cost is also suggested by the
finding of the Doing Business in 2004 report that the inefficiency of
the judiciary encourages parties to seek ways to form contracts that do
not lead to disputes, although these new contracts may present other
serious drawbacks. Even more importantly, the failings of the official
dispute arbitration mechanism are set in Greece in an environment of



104 Understanding the Crisis in Greece

generally weak institutions, low-quality laws and weak enforcement. As
a result the failings of the judiciary emerge as among the most crucial
elements of the institutional setting that undermine the “rule of law” in
Greece and contribute to the replication of the disadvantageous equilib-
rium that was described in Chapter 2.
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S

Strong Growth and Weak
Institutions: The Greek Paradox
Reconsidered

5.1 Introduction

In Greece, certain positive developments led to the strong growth rates
performance observed between the mid-1990s and the onset of the cur-
rent crisis. These include, primarily, Greece’s accession to the eurozone,
the creation of competitive credit and capital markets, the satisfactory
deregulation of the telecommunications industry and the improvement
resulting from productivity-enhancing infrastructure especially in the
Athens, “Olympic Games,” greater area. These were financed largely
by the EU structural funds, but also through the adoption of conces-
sions for the private sector to operate certain infrastructure projects for
some period of time in return for their construction. What makes the
case of Greece unique is that the creation of an efficient credit market
coincided with the establishment of the macroeconomic stability that
followed the accession to the European Monetary Union (EMU): in all
other countries that have experienced significant credit growth in the
wake of either financial sector deregulation or macroeconomic stabiliza-
tion, these two events had never, until then, coincided in the same way
as they did in Greece.

During the same period of time a wide range of factors persisted,
and still persist, contributing to the poor performance of certain other
aspects of the Greek economy. Lack of competitiveness, to name just the
most important of these aspects, is not only documented by numerous
databases and surveys by international organizations and researchers,
but also by the persistent deficit of the current account in double-digit
numbers as a percentage of the GDP, the persisting positive inflation
differential with the eurozone and the unattractiveness of Greece to
foreign direct investments (FDIs) (inflows minus outflows) — these are
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practically nil. Recent research by institutions like the OECD and the
World Bank, as well as a detailed presentation of numerous pieces of
evidence indicate that the wide range of institutional weaknesses that
prevail in Greece account, as a whole, for this dismal performance —
a performance that seems to be compatible with the inability of the labor
market to create a sufficient number of high-skilled jobs and, as a result,
to contribute to the enhancement of social coherence and the employ-
ment of the young and talented. This performance, when closer inves-
tigated, seems to fit well with initially contradicting patterns that range
from the coexistence of low wages and high labor costs to the coexistence
of a high inflation differential when compared to the eurozone and an
indifferent, at best, profitability for the non-financial corporate sector.

In the second section of this Chapter, we present all the avail-
able pieces of evidence that are needed to show how, when one takes
account of the positive developments in the Greek economy, as well
as its documented weaknesses, one actually can reconcile the case of
Greece with the conclusions of existing research and the facts that are
observed in other countries. These pieces of evidence will also help to
explain subsequently, in sections 5.3-5.5, numerous paradoxes of the
Greek economy, as for example the rapid growth of labor productivity
in the face of dismal competitiveness, certain aspects of the labor
market that merit further investigation and aspects related to the
reality of Greek non-financial, as well as financial, corporations. Finally
we present certain basic attributes of the Greek pension system and give
examples of how reforms that might benefit the competitiveness of the
economy and the consumers of the country are not promoted.

The related presentation of numerous institutional rigidities, namely
labor and product market rigidities, that remain today in Greece allows us
to justify a general observation regarding the prevalence of “weak institu-
tions” and “weak governance,” with a description of a wide range of sepa-
rate facts. Such a process is compatible with recent work, as well as with
the facts documented by international institutions on this subject. This
process also allows us to identify Greece as a textbook case, as described
by Kaufman and Kraay (2002), in which “growth does not lead by itself to
the establishment of good institutions.” It allows us to ultimately describe
modern Greece as a relatively “closed/rigid markets” country in which
prosperity has risen to a level compatible with that of the average of OECD
member countries as a result of certain factors and reforms, while the qual-
ity of the institutions and governance remains largely compatible with
that of developing countries. Thus, according to the approach suggested
by Rodrik (2007), the country can be described most accurately as a
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country that has covered some of the distance toward becoming a devel-
oped nation, and that has secured in that way rapid growth for a given
period of time. At the same time it has not yet implemented the signifi-
cant reforms that are needed in order to secure the establishment of the
advanced and well working institutions that would be capable of putting
the country onto a path of sustainable and high, long-term growth.

5.2 Greece: Rapid growth over the past years

The OECD (2007) draws accurately the picture of modern Greece
(Figure 5.1), which boasted a good performance during the past decade
resulting from an upward revision in the GDP and the strong per-capita
growth of the GDP. As a matter of fact, between 1993 and 2000 Greece was
able, for the first time since the beginning of the 1980s, to keep up with
the growth performance of the benchmark economies, which today make
up the eurozone. And then, at the beginning of the 2000s, when Europe —
and the eurozone - saw their performance burdened by a weak conjecture,
Greece clearly outperformed the benchmark eurozone economy.

The driving force behind this very strong performance during the past
decade, as correctly mentioned by the OECD (2007) and further elabo-
rated in Mitsopoulos and Pelagidis (2009), includes a number of factors,
among which some stand out:

1. The proper liberalization of the financial markets, which started at
the beginning of the 1990s and whose completion was accompanied
by accession to the EMU, and which has led to a steady increase of
private credit between 2000 and 2008.
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Figure 5.1 Real GDP growth in Greece and Europe
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2.

3.

4.

% reduction in ETCR indicator

Some improvement in the regulation of product markets, which has
been reduced from a very high level, even though it still remains very
high compared to other OECD countries according to Conway and
Nicoletti (2006). And as reflected in Figure 5.2, the OECD structural
indicators database for energy, communications and transport, if
investigated in its details, accurately shows that the improvement
observed is to be attributed to the deregulation of the telecommuni-
cations market at the beginning of the 1990s, while the energy and
transport markets remain essentially regulated and uncompetitive —
the first in spite of a deregulation that has happened only on paper
and the second since the existing legislation still explicitly prohib-
ited a competitive transport market, till the deregulation that was
implemented in the end of 2010 according to the conditionality
program.

The fiscal stimulus created by the 2004 Olympic Games and, one
should add, the associated improvement in certain infrastructure
facilities. These were added to the improvement of the telecommu-
nications services as a result of the satisfactory deregulation of the
sector; they benefited cumulatively the productivity of the economy
of the greater Athens area.

The influx of funds from the European Union, which also contrib-
uted largely to the improvement of infrastructure facilities.
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Figure 5.2 Timing of reforms in energy, transport and communications (increase
in reform effort)
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As Figure 5.3 shows, the expansion of private sector credit in the wake
of the financial services market deregulation and EMU accession com-
plemented the inflow from the EU structural funds and the Common
Agricultural Policy during the past years. One should also stress that
the expansion of private credit replaced after the beginning of the
1990s the government deficit spending as the main way to finance the
expansion of consumption in Greece. As Figure 5.3 shows, the impact
of these developments on the GDP rate was important for every year of
a prolonged period that spans the entire duration of Greece’s strong per-
formance. Therefore, in the case of Greece, the inclusion of this data is
appropriate and necessary in order to reach the most useful conclusions
from an analysis of the macroeconomic developments of the country.
Figure 5.3 measures the change in stocks, as a percentage of the GDP, for
private sector credit and public debt, as well as the net inflows from the
EU budget into Greece as a percentage of the GDP of the relevant year.
Figure 5.3 aims to give an approximation of the size of the importance
certain developments that helped to finance domestic consumption
in Greece had in the past decades, and thus captures the relative mag-
nitude of these measures given the GDP of each year. For example an
increase in the general government debt-to-GDP ratio from 60 percent
to 70 percent in year x+1 with respect to year x is depicted as a demand
injection of 10 percent for year x+1, while an inflow of EU funds of
2.5 percent of the GDP in year y is depicted as a demand injection of
2.5 percent of the GDP during that year.
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Figure 5.3 Demand injections in Greece
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The contribution of the stabilization of the macroeconomic outlook
of Greece in the wake of the EMU accession to the expansion of private
credit was significant. This is not only shown by the rapid fall of inter-
bank rates after 1998 (Figure 5.4), which reflect also the decline in the
rates offered by commercial banks to households and businesses, but
also by the respective fall in the inflation differential between Greece
and the eurozone average during the same period of time (Figure 5.5).
However, the size of the growth contribution of this macroeconomic
stabilization has to be controlled by the fact that until 1994 and 1999,
when the last phase of the implementation into the Greek national law
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—— Domestic MFI credit to domestic enterprises and households. %YoY change. Excluding bonds
and securitization. Source ECB.

—— Domestic MFI credit to domestic enterprises and households. %YoY change. After adding
bonds and securitization. Source BoG.

Figure 5.6 Yearly percentage change in financing of households and businesses
from domestic MFIs

of the EU banking directives, which was initiated in 1992, was com-
pleted, the Greek economy was essentially unbanked. That is, the total
amount of loans issued by the Main Financial Institutions (MFIs) did
not exceed 24 percent of the GDP. The expansion of private credit in
the wake of all these events was explosive, raising the level of financ-
ing issued by the main MFIs to households and businesses to over 80
percent of the GDP by the end of 2008; only recently has the rate of
this credit expansion started to slow down, as shown in Figure 5.6. This
trend has been further affected by the current crisis, but a gradual con-
vergence of the credit growth rates with the eurozone growth rates was
anyhow to be expected in the next years, in spite of the fact that the
level of credit issued to households and businesses still remains below
eurozone averages. This is so since the high level of government debt
more or less compensates for this difference. In other words, the cur-
rent level of indebtness of both the private and public sectors is already
at levels comparable with those of the eurozone countries (Figures 5.7,
5.8 and 5.9), which should limit the ability of private sector credit to
continue to grow at rates that significantly exceed the growth rate of
the nominal GDP for too long, unless of course the general government
debt as a percentage of the GDP starts falling rapidly.

The important growth contribution of the creation and subsequent
expansion of private credit within a stable macro-environment should
not lead to the underestimation of the contribution of other reforms,
such as the deregulation of the telecommunications market, first through
the proper establishment of a competitive market for mobile telecom-
munications in 1992 and then, under pressure from EU legislation this
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Figure 5.7 Loans by MFIs as a percentage of the GDP. November 2008 data. NF:
Non-financial
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Figure 5.8 Government gross consolidated debt and loans by MFIs as a per-
centage of the GDP. November 2008 data. NF: Non-financial Eurozone member
countries

time, through the less willing and more hesitant deregulation of the
market for fixed line telecommunications. The fact that during a period
of time (when Greece had persistently higher inflation than the other
eurozone countries) the sub-index for telecommunication services, as
shown in Figure 5.10, was steadily declining reflects only one aspect of
the positive contribution this deregulation had to economic develop-
ment. It should be noted here that the increase in the price of telephone
services after 2009 follows from the increase in the taxes on mobile
phones and mobile internet. These taxes have been repeatedly raised in
the past decade, to a level that is now the highest in the EU. Thus these
increases are a result of government initiatives and not market develop-
ments. Unfortunately these increases are not the only regulatory retrac-
tion in a market that so far has provided the sole positive contribution for
Greece to the structural indicators database of the OECD. For example,
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Figure 5.9 Total indebtness as a percentage of the GDP. Greece and eurozone
average
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Figure 5.10 Year-on-year percentage price index changes. General price index
and index for telecommunication services

the new law that requires all mobile telecommunications antennae to
be relicensed under a cumbersome procedure that is, often unlawtfully,
not followed by the responsible administration offices means that the
majority of the mobile telecommunications, and therefore mobile inter-
net, infrastructure is at this time unlicensed, which means in effect that
it is illegal. As a result substantial existing investment is put at risk, and
new investment is in effect discouraged at a time when the tax burden
on the services provided by this infrastructure increases and mobile
internet, supposedly, is actively promoted and even subsidized by gov-
ernment initiatives. In addition the significant efficiency gains that
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Figure 5.11 Investment-to-GDP ratio. Greece and eurozone

have been made in the economy over the past years as a result of the
sector’s deregulation are currently put at a completely unnecessary risk.

With regard to the gains accruing from the sector’s deregulation, besides
the fall in prices and, of course, as long as the repeated and very high
tax increases on mobile telecommunications services did not wipe these
gains out entirely for consumers, it has been documented by Terrovitis
(2005) that in the ten years that followed this deregulation, sustainable
private sector jobs were created even while employment in the fixed line
state monopoly declined. At the same time the improvement in the qual-
ity of the services provided contributed crucially to the ability of other
sectors of the economy to modernize, with the financial sector — which
was rapidly developing at the time — being just one such example.

The rapid increase in new investment (Figure 5.11) also reflects the
impact of the infrastructure investment that was largely financed, or
indirectly encouraged, by the EU structural funds. The fact that a large
part of the total investment was related to infrastructure projects, and
the projects directly or indirectly related to the 2004 Olympic Games, is
not incompatible with the fact that the information and communica-
tion technology (ICT) share of the total investment in Greece is one of
the lowest in the OECD, as documented by Arnold et al. (2008), and
that a significant portion of private investment has been so far in build-
ings. This is also reflected by the fact that since the onset of the current
crisis investment has fallen rapidly from its previous high levels - in line
with the stagnation of the construction and housing market.
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Figure 5.12 Employment expectations in construction. Greece and eurozone

The sharp drop in the employment expectations documented by the
European Commission’s monthly survey for the construction sector at
the time of the completion of the infrastructure projects that were set
to finish before the Olympic Games of 2004 gives an indication of the
positive effect these projects had on job creation, at least in this sector
(Figure 5.12). Positive effects seem to peter out, though, as the large
infrastructure projects are gradually completed, the housing market
weakens as a result of the conjecture and repeated policy mistakes and
businesses face a weakening conjecture along with a declining competi-
tiveness of the economy together with an increasing tax burden.

Still the rush into EU-financed infrastructure investment did not
only contribute to the direct creation of new jobs, as in the end many
of these projects, when finished, actively boosted the productivity of
the Greek economy - especially in the area surrounding Athens, which
hosts about half the population and economic activity of the country.
Therefore the impact on the productivity of the whole economy that
followed from the Athens area infrastructure projects probably has been
significant for the whole economy, even though there does not seem to
exist so far a study that has attempted to quantify these effects more pre-
cisely. It should be added here that, in addition to these developments,
over the past years private investment also has increased significantly,
especially in the growth sectors of banking and telecommunications. In
certain cases this development was also accompanied by the develop-
ment of a production infrastructure and know-how that supported the
ability of the economy to produce and export goods and services.
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Figure 5.14 Year-on-year percentage change in private consumption and
investment

In Figure 5.13 it can be seen clearly how the expansion of credit to
households fueled the growth of private consumption over the past
years, and how during the period preceding the completion of the
infrastructure projects that were prepared to be ready for the 2004
Olympic games private consumption Kkept accelerating in spite of a
gradual slowdown of the explosive growth of private sector credit, thus
making up for the fall in the contribution of investment toward the
GDP growth at that time. Figure 5.14 shows clearly this pattern.
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5.3 Low competitiveness combined with a weak labor
market

5.3.1 Low competitiveness

In spite of the impressive 4 percent average growth performance of
the last 15 years, four pieces of information illustrate how the Greek
economy retained certain severe weaknesses that undermined its com-
petitiveness. First, the inflation differential with the eurozone, second
the continuous and persisting excessive trade balance deficit, and
third the consistent ranking of Greece by all competitiveness surveys —
including the World Bank Doing Business and governance indicators,
the World Economic Forum Competitiveness Index and the Corruption
Perception Index of Transparency International — at a level that is dis-
proportionally low compared to the country’s per-capita GDP, as shown
in Figure 5.20. Finally, we also add the low level of FDI that flows into
Greece, proportionally to the size of the economy.

The interesting part about the inflation differential of Greece with
the eurozone (Figure 5.15) is not that it is there — something that many
have tried to explain with the Balassa-Samuelson effect because of the
rapid growth rate of the country. Rather, it is that it seems to emerge
more or less equally both in the goods and services subindices, some-
thing that initially seems to refute the Balassa-Samuelson argument.

An expository comparison with Ireland, where the inflation in goods
prices was much lower than the inflation in prices for services during
the period that preceded the current crisis, which thus emerges as a
textbook Balassa-Samuelson case, is most revealing (Figure 5.16).

The high inflation in Greece therefore seems to emerge as a result of
the increase in demand, which is largely driven by the expansion of
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Services balance as % of GDP.
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Figure 5.17 Goods and services balance as a percentage of the GDP. Greece and
Ireland

credit and the inflows from the EU structural funds, as well as inflows
from tourism and merchant shipping industry. This rise in demand is
not matched by a similar increase in the domestic supply of goods and
services. This differs from the case of Ireland, for example, in which the
surplus of the goods balance seems to finance a deficit in the services
balance following, again, a pattern that fits well the standard predic-
tions of the Balassa-Samuelson model.

The second piece of evidence that supports this argument is the exces-
sive deficit of the Greek goods trade balance, as a percentage of the GDP
(Figure 5.17).

As a matter of fact the Greek current account deficit has so far been
of a magnitude that has never been seen in any country without the
subsequent emergence of serious consequences. In the case of Greece,
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the participation in the eurozone seems to have initially averted devel-
opments such as the onset of a spiral of high inflation and currency
devaluations, in spite of the size of this deficit. As a result, the trade
and services deficit in Greece can clearly demonstrate the existence of
a serious discrepancy between the growth in domestic demand and the
increase in the domestic supply of both goods and services. It should be
stressed that in the case of non-tradable services (tourism-related serv-
ices that could be interpreted to be tradable are a small proportion of
the harmonized consumer prize index), the inflation differential is suf-
ficient to document the discrepancy between supply and demand, but
the emergence of such a differential for goods also suggests the peculiar-
ity of the case of Greece. Therefore, the evidence at hand would make
it more appropriate to label Greece a unique case of “quasi Balassa-
Samuelson,” where the inflow of the exporting sector is replaced by EU
transfers and domestic credit expansion, and the price level is pushed
upwards both in the goods and in the services sector — which would
actually be in line with the conclusions of recent research on the topic
by Gibson and Malley (2007), and also Pelagidis and Toay (2007). The
increase in the goods deficit follows as a natural consequence in this
case, as increases in demand are satisfied by competitive and available
imported goods as there is no sufficient competitive domestic supply of
goods to compete with these imports.

This persistent deterioration of the goods balance has been financed
by - besides the surplus of the services account (Figure 5.18), which
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Figure 5.18 Goods and services balance as a percentage of the GDP. Greece
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mainly originates from inflows related to tourism and merchant
shipping - foreign inflows in both Greek government bonds, as well
as into the stocks of Greece companies, at least until the start of the
present financial turmoil. However it should be noted that these inflows
were rarely FDIs. FDIs over the past three years were rather negligible,
with the exception of 2006, when controlling stakes in some major
Greek companies were sold to foreign shareholders (Figure 5.19), and
thus registered as FDIs.

The performance of the goods balance, together with the inflation
differential with respect to the eurozone for tradable goods, suggests
also that the cost of importing and distributing these competitive
imported goods is higher than in the eurozone. This seems to follow
from the highly regulated transport services market, which we will
examine in Appendix 1, and the high administrative burden faced by
the economy, as shown in Figure 5.21. Furthermore, it suggests that the
imports remain competitive in the domestic market in spite of this high
cost of importing and distributing, which seems to be really damning
for the competitiveness of the domestic supply of goods.

Notwithstanding the mitigating effect of the surplus of the services bal-
ance, the current account balance has remained for many years at a level,
compared to the GDP, that — as already mentioned - in any other country
would have been unsustainable for an equally long period of time. As to
the two sectors that contribute to the services account surplus, it should
be noted that they are less affected by the regulatory environment of the
Greek economy, either because they operate almost completely outside
the Greek jurisdiction and administrative reality, in the case of merchant
shipping, or because they draw their competitive strength largely from the
geographical attractiveness and cultural heritage of Greece, in the case of
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Figure 5.19 Direct investment in reporting economy. FDI inward (net flow
change in billion euros)
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tourism. The story of the Greek merchant shipping relocation to London,
in the wake of a number of attempts to tax the property and revenue
accruing from the business, as documented by Harlaftis (1995), and the
related common saying of merchant ship-owners that “one should not
own even a kiosk (periptero) in Greece,” are most revealing of the way the
merchant shipping industry benefits from its ability to operate outside
the Greek jurisdiction. The “prejudice” appears to be verified each time
some ship-owner decides to contribute to the development of the coun-
try through some substantial new investment on the mainland, with the
story of a large investment in tourism infrastructure in the Peloponnese
that has been dragging on for decades being just one example.

These pieces of evidence are matched by the low competitiveness of
the Greek economy that is documented by a number of surveys (Figure
5.20). The important part to note here is that a wide selection of different
surveys, including those that measure governance and corruption, rank
Greece in a roughly similar way, even though the methodologies they
employ often differ significantly. This is consistent with the findings
presented by Kaufmann and Kraay (2006) that an evaluation should be
based on both objective and subjective measures, despite the fact that
they also argue that the margins of error that arise from the use of differ-
ent methods (either based on the evaluation of hard evidence or subjec-
tive responses to questionnaires) are rather similar.

Therefore is not surprising that the OECD regulation database,
the World Economic Forum competitiveness survey, the World Bank
Doing Business reports and estimates of the European Commission
(2006), to name a few, all find that in Greece the administrative bur-
den is exceptionally high (as shown in Figure 5.21), that regulation
of product markets is excessive, that government intervention limits
competition as well as resource allocation and pricing decisions in cru-
cial network industries and that the regulation of professional services
is high as far as entry and price setting is concerned. These reports
also find that qualitative standards for professional services are exces-
sively lax, as documented by Paterson et al. (2003) and as reflected
in the updated OECD indicator for regulation in professional services
(Figure 5.22), and that the business environment — as an aggregate — is,
plain and simple, unattractive. These findings are complemented by
more general statements that indicate weak institutions besides the
business environment, as well as poor governance — as documented
by Kaufman et al. (2005) and Kaufman and Kraay (2006) — and high
levels of corruption, as documented by Transparency International.
The latter in turn seems to follow from the high administrative
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Figure 5.22 OECD regulation index for professional services

burden, poor governance and overregulated product markets accord-
ing to evidence presented in the existing literature, as summarized
by Lambsdorff (2006). As demonstrated in Chapter 2, the inability to
promote reforms, or the frequent withdrawal of reforms — as was the
case for telecommunications, but also for shop opening hours (which
is analyzed in Appendix 2) — even when they clearly would benefit
consumer welfare, is deeply rooted in the setting of inadequate govern-
ance and weak institutions that this unattractive business environment
complements.

The very low level of FDI Greece attracts (Figure 5.19) is in line with
these findings, especially since it seems that the unattractive business
environment documented in Greece is directly related to the low level
of FDI that Greece attracts according to Hajkova et al. (2007), who argue
that the business environment is actually more important for the attrac-
tion of FDI than the tax system.

All the recent research previously mentioned and the detailed pres-
entation of numerous pieces of evidence indicate that the wide range
of institutional weaknesses that prevail in Greece account, as a whole,
for this dismal performance. As a matter of fact, the magnitude of the
weaknesses documented by these pieces of evidence is the only obser-
vation available that has a magnitude that could match the size of the
competitiveness deficit shown for Greece by the inflation differential
with respect to the eurozone, the current account deficit as a percent-
age of the GDP and the low level of FDIs. It has to be added that, not
surprisingly, Greece is found to be the OECD country which has the
most to gain from rectifying these proven deficiencies, including prod-
uct market regulation, in terms of increased productivity, as suggested
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by Conway et al. (2006) — but as also pointed out by Mylonas and
Papaconstantinou (2001). The performance of Greece on these aspects
can be labeled “dismal,” not because of its absolute level, but because
of the large discrepancy between the performance of the country on all
these aspects and the per-capita GDP that it has achieved in the past
years. In particular, following the strong performance until the 1970s
and over the past years, the per-capita GDP is relatively close to that of
the other OECD and EU-member countries. And while Greece remains
among the poorer members of these groups, it still can distance itself
clearly from most other countries that do not participate in these two
groups of privileged countries. On the other hand all the other perform-
ance indicators are clearly much weaker than the performance of all
other OECD and EU-member countries. Here Greece clearly is placed,
repeatedly, in the middle of the ranking of all the countries in the
world, and not in the top 20 percent of the countries, as is the case with
its per-capita GDP. Greece, ultimately, emerges as a country with almost
first-class per-capita GDP, but clearly second-class governance, institu-
tions, business environment and corruption (Figure 5.23).

The factors that were analyzed previously and that show why
Greece grew so fast in spite of these shortcomings can also reconcile
the recent performance of Greece with the now extended literature,
mainly of OECD Economic Department Working Papers,! that directly
link the performance of an economy with the quality of the regulatory
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framework and the prevalence of competitive markets. In a similar way
one can reconcile also almost all of the other weak performances of the
country, which range from research and innovation, as documented by
Bassanini et al. (2000), to the protection of the environment, the qual-
ity of public health services and schools and the performance of the
higher education system, as documented by Bassanini and Scarpetta
(2001) and, more recently, Sutherland and Price (2007). Even the weak
and deteriorating performance of the judiciary — as documented by
work like Djankov et al. (2002), and Mitsopoulos and Pelagidis (2007,
2010) - can be ultimately linked to this pattern.

In the end though, product and labor market rigidities still comple-
ment, and — according to work like Nicoletti and Scarpetta (2005) — may
reinforce, in certain circumstances, each other in Greece today, reducing
competition in a wide array of economic activities and creating sufficient
rents to keep satisfying the various interest groups that earn these rents,
as discussed in Chapter 2 of this book. A depiction of regulatory and
institutional rigidities in Greece’s economy that is based on the OECD
Structural Indicators Database reveals the pattern of state intervention
and high administrative costs that secure these rents in greater detail.

The indicators included in the graphs below tie down the defini-
tion of business and product market regulation, as measured by the
OECD summary indicator of regulatory impediments to product mar-
ket competition, which itself quote “structural/institutional changes”
as changes in these indicators, as explained in Conway and Nicoletti
(2006) and presented with their update by the OECD product market
regulation homepage.
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Figure 5.24 State control - price controls
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Figure 5.25 State control. Use of command and control regulation

Figure 5.24 concerns the state involvement in business operations
via price controls and Figure 5.25 shows this involvement via the use
of command and control regulation. “Command and control” includes
a lot of administrative mechanisms of hindrance to entrepreneurial
activity/organization, in sectors such as road and railway transports,
and retail trade. The index also includes mixed government/administra-
tive bodies that check the quality of regulations that are passed by the
legislature. These bodies include the British Better Regulation Task Force
and Regulatory Impact Assessment-RIA and the Dutch Advisory Board
on Administrative Burden. In both Figures 5.24 and 5.25, we observe
different scores across EU member states, Greece being clearly the most
heavily regulated OECD member country.

With regard to administrative burden on start-ups and sector-specific
administrative burdens (Figures 5.26 and 5.27), the picture continues
to be unfortunate for Greece, which scores badly in both indexes and
demonstrates a limited improvement during the past decade.

In the same context, barriers to entry in services (Figure 5.28) and
barriers to FDIs (Figure 5.29), concerning the complexity of govern-
mental communication of rules and procedures, the license and permit
system and barriers to FDI as described by Koyama and Golub (2006),
presents the extensive diversity of EU member-states administrative
procedures needed for domestic and foreign business to act in case
of an asymmetric shock. They also highlight the Greek economy as
one with the most complex administrative procedures and ownership
barriers among OECD countries. It also reaffirms the difficulty faced
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Figure 5.27 Barriers to entrepreneurship — Sector-specific administrative burden

by the successive Greek governments to effectively address these obsta-
cles to entrepreneurship during the past decade.

Figure 5.30 summarizes the product market regulation regarding state
control through the involvement in business operation. Once again
Greece appears to both have the most stringent state involvement in
the operation of businesses and to have maintained these practices
throughout the past decade.

Among the structural indicators of the OECD, Greece scores poorly
also in the summary indicators for regulation in road and rail transport,
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Figure 5.29 Barriers to FDI

professional services and certain aspects of retail services — especially
with regard to the licensing process, large stores and opening hours.
On the other hand, the indexes for communications, in the wake of
the deregulation of the 1990s, is much more favorable, as are also
a number of other indicators, like antitrust exceptions. Yet the sub-
domains Greece scores so badly in collectively form a tight web of
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Figure 5.30 State control. Involvement in business operation

constraints on the ability to start a new business that is able to compete
with incumbents, and to freely design the production process, the sup-
ply and distribution chain and the pricing of inputs and outputs. In
effect, the existing regulation actively constraints efforts to improve
these processes in a quest for increasing efficiency, and as a result the
competitiveness of the economy.

5.3.2 A weak labor market

It is unlikely that the wide range of competitive disadvantages that is
documented for Greece by such an impressive array of sources leaves
unaffected the labor market, and in turn that it is by itself unaffected
by the significant weaknesses of the labor market.

The Greek labor marker also mirrors the abovementioned contradic-
tions that emerge from the combination of fast growth, which has led
to a high per-capita GDP, and, on the other hand, weak institutions and
stringent market regulation. First of all, the Greek labor market has to
be labeled “weak” in spite of the documented increase in employment
during the past years. It should be stressed here, before proceeding with
the analysis, that this performance of the recent past must be contrasted
with the period of the 1980s when fiscal expansion by the government
led to a significant increase in public debt. That period, unlike the
period of expansion of private credit, was linked to a further increase
in the structural weaknesses of the economy, as summarized by Bryant
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Figure 5.31 Wage earnings in Greece as an average of EU-15 for comparable
household

et al. (2001), and a general regulatory deterioration, poor growth per-
formance and an increase in unemployment and high inflation.

It also has to be stressed that the fiscal stabilization of the beginning
of the 1990s marks the end of the period during which the growth
performance of Greece clearly lagged behind the growth performance
of the benchmark European countries. And that, after the accession of
Greece to the eurozone, the per-capita GDP and average family earnings
converged rapidly to the European averages (as shown in Figure 5.31), in
coincidence with the increase of the private sector-driven financing of
domestic demand, in the given context of reforms and strategic choices
that has been described. This period of strong growth performance is
also paired with data on employment that shows how after 2000 the
employment rate starts for the first time in decades to increase, albeit at
a rate that seems very slow when compared to the rapid growth of the
GDDP, as revealed by Figure 5.32.

Comparing now the performance of the labor market with the growth
performance of the economy, we can see how from 2001 until 2007
the performance of the labor market has improved markedly as far
as the employment to the population aged 15-65 years is concerned
(Figure 5.32). But in spite of this significant improvement, the situation
differs from the time Greece last had such employment-to-population
ratios for this age bracket, as shown in Figure 5.33. That is because a
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significant proportion of the population is now aged over 65 and, as
a result, monitoring the performance of the labor market for the age
bracket of 15-65 years does not cover the full extent of the problems
associated with an ageing society, which aggravate the deficiencies of
the pension system we present in section 5.7.

Furthermore, the low capacity to employ the young, and especially
young women, indicates that the rise in employment for the age bracket
15-65 years and the fall of the unemployment rate mainly signal the
improvement of the trend in the labor market, and not the achievement
of a well functioning labor market (Figure 5.34). The low employment-
to-population ratio, relatively to not only the eurozone average but also
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Harmonized unemployment rates, Eurostat, 2008

Greece EA-16 us
Males, under 25 years 17 15.3 14.4
Females, under 25 years 28.9 15.5 11.2
Total population, all age groups
15-65 7.7 7.5 5.8

Figure 5.34 Unemployment in Greece, Eurozone 16 (EA-16) and the US
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European countries

the US, is disproportionally linked with the low employment of the
young (and especially young women), which therefore seems to indi-
cate the persistence of some serious qualitative failures in the workings
of the labor market in spite of the gradual decline of the unemployment
rate. It is this array of attributes that warrants the labeling of the Greek
labor market as “weak.”

We can see (Figure 5.35) how the improvement of the labor market
during the past years has not been able to bridge the significant gap,
as far as the employment rate of the population aged over 15 years is
concerned, with the other major EU countries. The weak performance
of Greece becomes especially obvious when compared with the sizeable
progress of, say, Spain until the year 2006 — that is, before the onset of
the current crisis. Looking at the employment rate for all the population
over 15 years old, and not only the 15-64 age bracket, we can also see the
burden imposed on the Greek economy by both the ageing population
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and the practice to allow employees of, mainly state-controlled, com-
panies and public sector branches to retire early and generously -
a burden that is not revealed sufficiently by the evolution of the
unemployment rate in the 15-64 age bracket. But keeping in mind
how the weak labor market performance mainly reflects the employ-
ment terms faced by the young, and especially young women, we can
see the failure of the labor market to create new jobs that will employ
those who enter the labor market for the first time, a fact that seems to
be in accordance with the lack of dynamism of the supply side of the
economy, which the excessive regulation and administrative burden
seems to cause. As a result this attribute seems to fit well with the obser-
vation that the competitiveness of the economy is low. An economy
that is not competitive will, according to related labor economics the-
ory and evidence, first shun the least productive workers, which include
certainly also the young who have not acquired any work experience.
Further, an economy that does not expand its production base will not
be able to offer new jobs to the cohorts that enter the job market — that
is, again, the young - as is now documented by an extensive literature.
And in the case of Greece, as the population ages and the portion of the
population that is over 65 years old increases, and as a large number
of the older workers are offered attractive packages by state-control-
led companies and entities to retire early, the unemployment rate
declines as an overall index in spite of these fundamental weaknesses.
Therefore, in order to correctly monitor the ability of the economy to
create jobs, one needs to closely watch the employment rate among the
young, where any determined effort to deal with the deep and wide-
spread structural problems of the economy should be reflected most
prominently.

The low ability to employ the young is not the only clear indication
of the weak performance of the Greek labor market. The rise of the per-
capita GDP during the past years, while at the same time employment
remained relatively low, has been accompanied by a failure to reverse
the long-term trend of a declining wage share in the Greek economy
(Figure 5.36), which is well below the (already low compared to the US)
levels of the EU-15 average. The rise in investment as a proportion to
the GDP, which has already been documented in Figure 5.11, matches
well the picture of an economy that increasingly uses capital and self-
employment as an input, as Figure 5.38 will show, and that tries to limit
the use of the input of “salaried labor,” which is measured by the “wage
share,” as much as possible.

This picture of low employment and a shrinking income share of
wages is paired with impressively long working hours, which seem to
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result primarily from the long working days of a large population of
self-employed (Figure 5.37), since the working hours of dependent labor
are simply a little above average, as opposed to the working hours of all
the workforce, which includes numerous self-employed, and which is
much higher than the average of the other developed countries. These
long workdays of the self-employed reinforce the picture of an economy
that tries to limit the number of employed people, while at the same
time stretching to the limit the use of each individual who is actually
employed. Such an extreme choice, so many hours for the numerous
self-employed with so few salaried employees, strongly suggests the
existence of some very strong incentives for the labor market to behave
in this peculiar way, which we now attempt to identify.

As already mentioned, the long working hours, which according to
the OECD and International Labour Organisation (ILO) data follow
mainly from the long hours worked by the self-employed, seem to affect
to such a large extent the number of total hours worked because of the
unusually large number, for a eurozone country, of self-employed in the
Greek economy (Figure 5.38).

We also have to take into account the indicators that record the
regulation of job markets that are compiled by the OECD. Figure 5.39
shows Greece to be among the OECD countries with the most restric-
tive employment protection legislation (EPL). It should be noted here
that the market for non-permanent, temporary employment in Greece
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Hours of employment, Hours of employment,

annual, dependent labor. annual, dependent and

Data for year 2008 independent labor
Austria 1,483 1,631
Belgium 1,469 1,568
Czech Republic 1,923 1,992
Denmark 1,576 1,610
Finland 1,610 1,728
France 1,461 1,542
Germany 1,352 1,432
Greece 1,803 2,120
Ireland 1,622 1,601
Netherlands 1,301 1,389
New Zealand 1,731 1,753
Poland 1,940 1,969
Portugal 1,686 1,745
Spain 1,619 1,627
UK 1,638 1,653
us 1,797 1,792

Figure 5.37 Hours of employment. Various countries
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Figure 5.38 Wage earners to self-employed (non-employers) in European coun-
tries. Q1 2007 data

is the main reason for the exceptional rigidity of the Greek labor market
overall, and that the rigidity of the market for permanent contracts was
also relatively rigid — a little over average when compared with other
OECD countries, until the implementation of a number of measures
prescribed by the conditionality program in late summer 2010.

Given the extensive research undertaken by the OECD Economics
Department, as for example Nicoletti and Scarpetta (2005), regarding
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Figure 5.39 EPL. Restrictiveness and diversion of protection legislation on
temporary employment

the relationship between product and labor market regulation, we will
not investigate further the interdependence of labor and product market
regulation. However, we still would like to emphasize that the biggest
deficit observed in Greece is documented with regard to temporary
contracts, which are of rather limited prevalence according to Eurostat
data. In addition, the emergence of a two-tier labor market in countries
that have introduced flexible temporary contracts while maintaining
relatively strict regulation for permanent contracts is now being evalu-
ated as a not very positive occurrence. There is also further evidence to
suggest that labor market problems in Greece seem to be very particular
when one examines this market in more detail. For example, when com-
paring with other OECD countries, one observes certain aspects that are
particular to Greece, like the difference between the costs of firing blue
collar workers and white collar employees, which is mentioned by the
OECD (2007) and included in the measures taken according to the con-
ditionality program in summer 2010. Also, the OECD reports that often
existing legislation is not implemented, or is ineffective, like the reduced
social insurance costs for low wage employees, in which case now the
threshold has been overtaken by the minimum wage, thus making it
irrelevant. However, the labor market in Greece seems to have even more
remaining peculiarities than those suggested by the documented broad
indexes of stringent regulation. Some, like the obligation for employers
to distribute to employees who work in machine rooms a monthly ration
of milk and woolen shoe covers, are more arcane and less well known.
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Summarizing these findings, we draw the picture of an ageing soci-
ety that fails to employ the young, limits as much as possible the use
of salaried employment but, at the same time, has an impressively
large number of self-employed who work very long hours. The latter,
it should be noted, do not face a tax wedge of the size imposed on
better paid salaried labor, as we will see subsequently, nor the restric-
tions imposed on temporary and part-time employment, that prevail in
Greece, on the duration and allocation of the hours worked. The high
investment rate and the low income share of salaried labor complete the
picture of an economy that seems to go to great pains to avoid the use
of the input “salaried labor.”

5.4. Taxation and labor market paradoxes

5.4.1 Facts of personal income taxation

One of the most salient differences between Greece and the other OECD
countries regarding taxation seems to be the impressive progressivity
(Figure 5.40) of personal income taxation as measured by the OECD.
Keeping in mind the OECD observation regarding the progressivity
of the tax wedge, we proceed to look at data for June 2008 provided
by the Greek Institution for Social Security (IKA), where all salaried
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Figure 5.40 Progressivity of income taxes (without social security contributions)
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Figure 5.41 Distribution of monthly wages and corresponding tax wedge

private sector employees are insured. This data shows, in Figure 5.41,
how the distribution of wage earners in the different income brackets
corresponds to the wedge introduced by income tax and social security
contributions. Here average income tax is computed as a percentage
of the earnings gross of tax and net of social security contributions
for each income brackets, where these brackets stand for monthly
wages. To this tax, as a percentage of these earnings, we then add the
social security contributions for the employer and the employee, as a
percentage of the wage gross of taxes. In any case, regardless of how
the wedge is computed, it is clear that a significant mass of wage earn-
ers belongs to a small band of monthly remunerations, for which the
burden of the tax and social security contribution wedge is minimized,
as a result of the low income tax burden, as social security payments
are a constant percentage of salaries up to a certain high threshold.
Furthermore, this concentration abruptly falls off at the level of the
minimum wage, which strongly suggests the existence of a binding
constraint as the one suggested by Neumark and Wascher (2008).
The existence of a significant population of dependent employment
with remuneration below the minimum wage is explained by, on the
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one hand, the proliferation of special programs, which are exempt
from social security payments and for which a lower minimum wage
applies, to hire young graduates as trainees, mostly in the central and
general government, and on the other hand, by the fact that some
individuals work less than the full month, as for example construc-
tion workers.

We can also see that after a gross salary of about 2500 euro per month
for workers who were first insured before 1993, and about double for
those insured after that date, pension rights and the related contributions
are no longer increasing, and as a result the wedge as a percentage of earn-
ings starts declining. In Greece the annual earnings in the private sector
are the monthly earnings time 14, while the height of the additional two
cash handouts have been recently reduced for the public sector. Given
that the salary forms a smaller part of the total remuneration in the
public sector, where cash payments on top of the salary are numerous
and widespread, this reduction has a rather limited, when compared as a
proportion of these extra two monthly earnings in the private sector, to
the impact on total public sector “take home” remuneration. Not surpris-
ingly, there seems to be a large number of earners of such high salaries,
which however form a gradually falling tail of the distribution if one
extends fully the income brackets of the salaried income over 2400 euros
per month. As a result the finding of the OECD regarding the impressively
high progressivity of income taxation seems to be complemented by the
finding, first, that a large concentration of private sector employees is
in the income bracket with the smallest wedge (that wedge covers the
minimum wage right up to the upper limit of a wage bracket that remains
close to the minimum wage) and, second, that a very large proportion of
earners is concentrated at high wages, where the wedge declines again as
a percentage of the total earnings. This is in line with the finding that
the OECD documents, as shown in Figure 5.40, that is, the rapid increase
of the wedge between the low income earners and the earners that are at
about 160 percent of the average wage, and this finding is very relevant
to the reality faced by a very large number of wage earners. It should be
added that in the fall of 2008 the legislation regarding the tax treatment
of stock options and bonuses for high income earners was made more
stringent, and therefore it will be interesting to observe whether there
are any changes in the distribution of the declared incomes of these high
income earners in the future, especially since the tax rate for the bonuses
of bank executives has now been set at 90 percent. It remains though
that until 2009 Greece had one of the most progressive personal income
taxation laws among the main European countries, as can be seen in
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Figure 5.42. Not only does Greece set probably the highest level for tax-free
income (with the exception of much wealthier France and some wealthy
Scandinavian countries, which have significant local taxes though), but
it also applies the top income bracket to relatively high incomes, even
though this is about to change in a new tax law that will apply from 2011.
It has to be stressed though that the new tax law provisions not only
retain, but on the contrary aim to further enhance, the overall progres-
sivity of the income taxation legislation, even though that progressivity
is already unusually pronounced. Regarding the relatively high level set
for tax-free income, it should be noted that many other countries prefer
the introduction of tax credits or deductions if certain prequisites are met,
which differs from the unconditional Greek approach of setting a tax-free
income up to a certain level, even if this condition is paired with the sub-
mission of receipts for consumption as is now the case.

It seems therefore that the minimum wage emerges as very important
in Greece, not so much because of its absolute level, which is about
average when one takes into account the minimum wages of other
countries in which there is a minimum wage (Figure 5.43), but because
of its proximity to the main mass of the distribution of wage earners.
It has to be stressed of course that since the countries that have higher
minimum wages than Greece are also generally wealthier countries
and with a higher competitiveness ranking, Greece does not appear to
have a low minimum wage once one adjusts for the competitiveness
of the economy or per-capita income. Also, a significant number of EU
member countries, which are not included in Figure 5.43, do not have
a national minimum wage at all, but use other approaches to secure a
minimum level of satisfactory pay for low wage employees.

This observation, together with the aversion to employ the young,
could also be used to explain the proportion of workers earning the
minimum wage. That way we can take into account both the aversion
to employ young and inexperienced workers at a wage that is close to
the wage of more experienced workers and, making the adjustments
needed, to reflect the fact that the proximity of the minimum wage to
the main mass of the distribution of employees is expected to increase
the number of those who receive it (Figure 5.44). The popularity of the
“stage” programs — that is, training programs for the young - even
though the pay offered is significantly lower than the minimum
national wage, seems to support this argument. Of course the aspira-
tion harbored by the numerous participants of these programs who are
employed in public service — where they often simply perform chores
for the permanent public employees — that they may ultimately bypass
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Minimum wage, EUR/month*12, 2007
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Figure 5.44 Proportion of full-time workers earning minimum wage

the law and themselves be hired by the public sector, further contributes
to the attractiveness of these programs, in spite of their low pay.

It should be further added that this particular structure of the tax
wedge emerged in Greece during the early 1980s, a time that is associ-
ated with a fast rise in unemployment and very poor macroeconomic
performance (Figure 5.45), as is described by Burtless (2001).
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Figure 5.45 Employment rate and tax wedge in Greece
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Figure 5.46 Average income to median income. Percentage difference. European
countries

This peculiarity of the distribution can also explain the proximity
of the low minimum wage to the median wage (Figure 5.46) and the
high income inequality documented in Greece (Figure 5.47). It also
seems to be very relevant to the attractiveness self-employment has
especially for skilled middle-class professionals, who seem to actively
avoid salaried employment and the high wedge that is associated with
salaried employment in higher income brackets — something that was
also pointed out by Burtless (2001), whose observations regarding the
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Figure 5.47 S80/S20 income quintile share ratio. European countries

Greek labor market seem to be verified by all the data and evidence we
were able to collect.

The analysis of these pieces of information seems to strengthen
the case for reducing the progressivity of the wedge on salaried labor
for middle incomes, especially since other reform proposals may be
politically more difficult to support. To support this case, we also point
out that data of the Ministry of Finance and Economy regarding the tax
revenue shows how tax revenue in the different income brackets seems to
respond to the changes in the tax rates of each bracket (Figures 5.48 and
5.49). Please note that in Figure 5.49 each tax return includes the income
and tax of both household members when they both earn an income.

One can clearly see how, for the fiscal year 2007, income derived from
salaries and pensions mainly contributes to the income of the lower
income brackets, and how higher income brackets bear the main tax
burden, in spite of the rapid decline of the population of high wage
earners documented in Figure 5.51. Matching this information with
the high occurrence of self-employment, as shown by Figure 5.38 and
Figure 5.50 in Greece, suggests that the tax revenue should be fairly
elastic with respect to the total wedge on wage income, as a reduction
in the progressivity of the tax burden for middle and upper middle
incomes probably will remove a strong and binding disincentive for
salaried employment for these income brackets. It should be noted that
the distributions of Figure 5.49 document family income, and therefore
the form of the distribution is affected by the coincidence of data for
households with one and two earners, which explains the double peak
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Figure

5.49 Taxable income and personal income tax per income bracket. Greece

for financial year 2007

in the distribution of declared income that is observed around the tax-
free annual income for one-earner and two-earner families.

The annual data issued by the General Secretariat for Information
Systems of the Ministry of Finance presented in Figure 5.51 gives indeed

very

detailed information on the distribution of the tax burden across
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Figure 5.50 Greek workforce by insurance type

income brackets for individuals and corporations. This data shows in
many ways how a disproportionately large share of the population
declares an income that effectively makes it exempt from income
taxation. Out of 5.5 million personal income tax declarations issued
by heads of households for the fiscal year 2007, 3 million declared an
annual income below 12,000 euros (for salaried employees this should
be divided by 14 to obtain the monthly salary measured by IKA, while
for self-employed the monthly income would be this number divided
by 12). As a group they represent 54 percent of the tax returns filed,
declared 21 percent of the income declared by personal income tax
returns; they paid 0.4 percent of the total personal income tax paid,
which amounts to 0.18 percent of the total income declared for this
group.

The 1.8 million returns that declared an annual income between
12,000 and 30,000 euros amount to 33.1 percent of all personal income
tax returns filed, declared as a group 39.59 percent of all personal
income and paid 25.1 percent of all personal income taxes for that year.
The average tax burden of this group was 6.10 percent.

The 632,352 tax returns with a declared income of between 30,000
and 75,000 euros, which amount to the 11.43 percent of all returns filed,
declared 31.26 percent of all the personal income and paid 50.52 percent
of the total personal income tax collected by the state. The tax paid
by this group amounted to 15.56 percent of their declared income.
Those declaring above 75,000 euros in income paid 29.5 percent of
their income as taxes. And even though they amount to 1.07 percent
of all income tax returns filed they declared 7.82 percent of all personal
income tax and paid 23.99 percent of all income tax collected by the
state in this year.
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Figure 5.52 Percentage of individuals according to declared income per income
bracket in financial year 2007

According to the Bundesfinanzministerium (Ministry of Finance) of
Germany in 2006 25 percent of the population that belonged to the
top income bracket paid 76.3 percent of all personal income taxes, the
25 percent belonging to the income bracket immediately below paid
17.4 percent of this tax and the bottom 50 percent, which form the low-
est income bracket, paid 6.3 percent of the total income tax. In France
according to data from the Direction Générale des Imp0ts for the finan-
cial year 2005, 20 percent of the wealthiest households paid 75 percent
of the personal income tax while 48 percent of the poorest households
paid 4.5 percent of the personal income tax, with the rest being paid
by the middle group of households, which amounted to 32 percent of
all households and which paid the 20.5 percent of the personal income
tax. Respectively in Greece 25 percent of the population with the
highest income paid 92 percent of the personal income tax. The next
25 percent paid 7.9 percent of the total personal income tax collected
by the government and the 50 percent that declared the lowest income
paid only 0.028 percent of all personal income tax. Therefore, it seems
that the bottom and middle part of the income distribution in Greece
contributes, proportionally, quite little personal income tax, at least in
comparison to France and Germany.

It is also impressive to note how in Figure 5.49 the distribution of
income declared, and tax paid, seems to drop from the left of the level
that coincides with the end, of the level that coincides with the tax-free
income, for a one-earner family and respectively for a two-earner family.
Similarly, in Figure 5.52 one sees how the number of individuals, not
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families this time, declaring income that is higher than the allowed
tax-free annual income starts falling quite rapidly. Please note that Figure
5.49, which documents the declared income from all sources in brackets
of annual income, does not contradict Figure 5.41, which documents the
number of salaried employees per bracket of monthly wages registered
by IKA, and which may not form all the income of an individual who
receives in addition to his salary, for example, some rent, dividend or
other income.

To further comment on the distribution of declared income one
would need to have access to additional information to the already
exhaustive, we must admit, data published by the General Secretariat for
Information Systems, Ministry of Finance and Economy. In particular,
we would need to know not only the income of each member of the two-
earner households, but also the tax that corresponds to salaried labor,
and not only the tax that corresponds to the whole family income. With
access to such data we could better examine the relationship between
the structure of income taxes and the income declared per earner of
salaried income by identifying exactly the amount of income tax that
is generated by salaried labor. Also, a separation of income from salaries
and pensions would help us improve the comparison between income
declared by salaried labor to the income declared by non-salaried labor.
Still Figure 5.48 shows quite clearly how the aggregate income from
salaried labor and pensions drops after an yearly income of about
20,000 euros (about 1,500 euro per month), while at the same time
the proportion of declared income from self-employment for each suc-
cessive income bracket starts to increase. Therefore the question posed
should not be why the self-employed declare low incomes, as clearly
a significant number of self-employed declare high incomes. The
question should rather be whether the income declared by self-employed
is high enough. It seems puzzling that while the self-employed tend to
have an income that is closer to that declared by salaried employees
in higher income brackets, the small number of salaried employees in
these higher brackets, along with the large number of the self-employed,
their relatively lower social security contributions and their long work-
ing hours, do not correspond to higher revenues than the ones declared
by the salaried employees. In addition, one can expect that in a soci-
ety where half the households pay no personal income tax at all, any
self-employed probably does not feel as an outlier when he pays either no
taxes or nothing higher than some token personal income tax, accord-
ing to a mechanism similar to the one that encourages petty crime in
areas where many windows broken, as claimed by Keizer et al. (2008)
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and Kelling and Coles (1997). We can reasonably assume that a high-
income self-employed individual would probably ask himself some
questions if he declared enough income to place himself among
the small group of individuals who contribute most of the personal
income taxes. A further interesting fact is that for the fiscal year 2007,
according to the data of the General Secretariat for Information Systems,
the average individual (among 8.2 million individuals) declared an
income of 10,057 euros, and the average income declared by 5.5 mil-
lion households per household tax return was 15,551 euros. At the
same time the Household Income and Living Conditions Survey of the
Greek National Statistical Service estimated for the year 2007 an average
personal income of 12,130 euros and an average household income of
21,150 euros. This suggests that indeed tax evasion may be a problem
among the 8.2 million individuals who have a tax number and the 5.5
million households that file tax returns. This data also suggests that the
extent of the undeclared income probably is in excess of 20 percent, but
it is also reasonable to say that, contrary to aggregate income, most of
this undeclared income would imply the obligation to pay at least some
tax - that is, every euro of the undeclared income would be taxable if
declared properly, as it makes little sense not to declare an income as
long as one remains below the threshold for tax-free income.

European Commission data shows that while, following the recent
reduction of the corporate tax rates, the total direct taxes paid by cor-
porations have declined in 2006 toward the eurozone average from the
high levels of the previous years, the direct taxes paid by individuals
remain, as a percentage of the GDP, much lower than in the other euro-
zone countries. As a matter of fact, this low contribution of personal
income taxes is largely responsible for the low level of tax revenue,
as a percentage of the GDP, in Greece relative to the other European
countries (Figure 5.53). This observation appears to link the above-
mentioned attributes of the Greek personal income tax legislation and
reality with the weak performance of the Greek government’s finances,
both over the past years and during the current conjecture, especially
when one takes also into account the fact that the (relatively numerous)
self-employed seem to contribute the same social security payments as
the self-employed of the eurozone as a whole, even though the latter
represent a much lower proportion of the total workforce, as also shown
in Figure 5.53.

These attributes may not only lead to a reallocation of salaried labor
toward self-employment, and a substitution of self-employment for
temporary employment. To the extent that administrative barriers of
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entry to self-employment make it unattractive to choose it unless one
has a sufficiently high income to cover this cost and to take advantage
of the potential benefit of tax evasion, as well as the savings from the
social security payments that effectively increase for higher incomes,
this setup could also work as a barrier to increase aggregate employ-
ment, and not only as a motive to substitute self-employment for
salaried employment, or part-time employment. This is probably true
especially for the less skilled or for the younger entrants to the labor
market, who are less able to face the process of starting the special tax
books that are required for the self-employed - a process that usually
triggers sooner or later the need to deal with corrupt tax officials. Also
they may be less willing to accept the relatively flat rate social security
contributions of the self-employed, which are very advantageous for
high incomes but may be, proportionally, onerous for self-employed
with small incomes. Similarly, the underdevelopment of a market for
temporary or part-time employment may further discourage the groups
that usually voluntarily choose such work arrangements, like work-
ing parents — and especially mothers - as suggested by Neumark and
Wascher (2008), and that are not highly skilled or not able to reach the
income needed to cover the expense of self-employment. These groups
may under the given circumstances also choose to leave the job market
rather than to become self-employed.

5.4.2 A summary of the facts on personal income taxation

The above-mentioned evidence helps us draw the following picture:
First, in Greece a disproportionally large percentage of personal
income tax returns declare such low income as to ensure that about half
the households that file tax returns essentially do not pay any income
tax. At the same time Greece has a very large number of self-employed,
which both face per capita lower social security payments and have
more opportunities to evade taxes, in particular when their actual
income is higher than the average income. As a result it seems very
probable that both the popularity of self-employment and the large
number of tax returns that declare such low income are related to the
ability of the self-employed to effectively avoid taxes, especially for mid-
dle and higher middle incomes. While trying to support earners of low
salaries, it seems that the progressive wedge on salaried labor encour-
ages self-employment in particular with (undeclared) higher incomes.
In addition it provides a possible place for other undeclared income to
hide - say, through the purchase of services from these self-employed.
If this is true, then salaried labor faces stiff and unfair competition from
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self-employment, which could explain both the unwillingness of the
economy to expand the use of salaried labor as an input, and its dis-
proportionate reliance on the long working hours of the self-employed,
together with a relatively small contingent of salaried labor positioned
predominantly in those income brackets in which salaried labor faces
the least wedge relatively to the alternative of self-employment. This
analysis shows this is not so much a case of reducing the absolute
wedge on average wage income, which is a little higher than the OECD
average, as it is a case of equalizing the effective wedge on salaried
employment and self-employment. A marginal reduction in the wedge
on salaried labor will have little effect as long as an alternative with a
much lower wedge persists, especially for higher income brackets.
Second, the tax wedge is currently too progressive, especially for mid-
dle incomes. This progressivity of the tax wedge on salaried labor makes
things worse for the Greek labor market because of the fact that this
wedge starts to increase at a level that is too close to the minimum wage.
The result is that a disproportionally large number of salaried employ-
ees are squeezed between a narrow income range that ranges from the
minimum wage to the point where the wedge starts to increase. Below
this narrow range the minimum wage rules out legal salaried employ-
ment and above this narrow range self-employment is encouraged over
salaried employment. Changes in the tax wedge and in the minimum
wage therefore affect the core of the distribution of employees, and as
a result have the potential to cause much more damage than in other
countries where the minimum wage is further distanced from the main
mass of this distribution. Reducing the minimum wage, especially for
young and inexperienced individuals, as suggested by the OECD (2007)
and authors like Neumark and Washer (2008), is one part of the solution.
But the documented increase in the progressivity of the tax wedge for
incomes up to 30,000 euros should also be drastically reduced in order to
encourage a migration of the mass of the distribution of salaried workers
to higher income brackets that are more distanced from the minimum
wage. Such a measure could lead to an increase in the average declared
wage to the extent that indeed a significant proportion of salaried
employees migrates to these higher income brackets; it is probable that
the net tax receipts from income tax would also increase, even if tax
rates are reduced, as long as they will apply to the increased salary of an
increased population of middle income earners who declare most of their
income. At the same time, the documented income inequality would
decrease and both salaries and employment would rise, as the distance
between the median and the minimum wages widens, which encourages
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the hiring of those who enter the job market close to the minimum wage,
which in turn adds also to the increase of the share of wage income. It
should be noted that while reducing the wedge for middle incomes
would be one way to proceed, the same effect could also be achieved by
raising the wedge on lower incomes. This alternative approach to reduc-
ing the progressivity of the income tax legislation would better align
the Greek tax legislation with that of other European countries. This
would also amount to asking a vast majority of Greeks who currently
pay no income tax at all to pay at least some token contribution, as is
done in countries like France and Germany for example. Also it would
be in conformity with the fact that even though the OECD finds that
the progressivity of the tax wedge is extremely high in Greece, the aver-
age level of this wedge is simply a little above average for upper middle
incomes. Such an alternative approach was effectively suggested by a
proposed law that intended to abolish the zero tax rate on the 12,000
euros of annual income declared by many self-employed. This law was
never adopted because of pressure from the unions for the self-employed
on the government that proposed the measure. New tax laws put for-
ward by the current government aim to make tax payers collect receipts
from the services of self-employed and professions who either seem to
evade taxes or used to be exempt from declaring their true income by
law, like taxi drivers and gas station owners for example. Even though
these measures may indeed help to reduce the inequalities of a tax sys-
tem which so far puts the personal income tax burden disproportionally
on a small number of average to high-income salaried employees who
predominantly declare all their income, these measures will not reduce
the excessive progressivity of the income tax system and therefore they
will not remove the incentive to employ salaried labor only in the nar-
row income bracket between the minimum wage and the level of the
tax-free income.

Third, we have to stress, once again, that these issues, which relate
essentially to the efficiency and the marginal incentives for the real-
location of the workforce in the economy, operate besides the reality
of the low competitiveness of the economy. This means that any vis-
ible and substantial improvement of the labor market performance will
follow only after a sizeable improvement in the competitiveness of the
economy has been achieved, in line with the findings of Nicoletti and
Scarpetta (2005) that stringent product market regulation indeed seems
to severely reduce the ability of an economy to increase employment.
Changes in the progressivity of the tax laws, together with the aboli-
tion of morally unjustified tax exemptions for special interest groups,
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including taxi drivers and public sector employees who receive cash
handouts that were so far taxed favorably, a relaxation of binding
constraints of the minimum wage — especially for the young — and a
relaxation of the restrictions on temporary and part-time employment
for working parents, for example, can help, and probably will after their
implementation according to the conditionality program. However they
cannot compensate for the lack of measures to increase the competitive-
ness of the economy through the deregulation of product markets and a
reduction of the administrative burden, and the corruption these invite.

Finally, the issues relating to personal income taxation seem to be
directly related to the state of the public finances of the country, as the
revenue shortfall of personal income tax as a percentage of the GDP is
approximately of a size that is comparable with the structural deficit
of the general government budget deficit during the period that pre-
ceded the current crisis. As such the equalization of the contribution
in income taxes and social security contributions of salaried labor and
self-employment, the reduction of tax evasion and marginal improve-
ments in the personal income tax legislation, along with the rise in
employment (and therefore in taxable personal income) as a result of
an improved regulatory setting that increases the competitiveness of the
economy, are all directly, and crucially, related to the unraveling of the
current grave situation for Greek public finances.

5.4.3 Paradoxes of the Greek labor market explained

The strong demand growth, which is not driven by an increase in supply
following from an increase in employment, directly affects the reliability
of productivity indexes that measure the GDP to labor input in various
forms. This occurs as the increase in the numerator, the GDP, matches
a limited increase in the denominator, thus measuring a large rise in
the productivity per worker or, even, per hour worked, in spite of the
low documented competitiveness of the Greek economy (Figure 5.54).
It follows from this description that the use of such indicators is not cor-
rectly capturing the variety of the parameters that shaped the performance
of the Greek economy during the past decade, often depicting Greece in
a position that does not favor the drawing of reliable conclusions.
Another example is the evolution of the real labor cost relatively to
the EU-15 countries (Figure 5.55). An economy that limits the number
of society members who are employed may offer, in an environment of
high growth - in particular if that growth does not have as a prerequisite
the increase of employment - its few employees increased compensa-
tion. To the extent that the economy remains uncompetitive, as in the
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Figure 5.55 Real unit labor cost in Greece relatively to rest of EU-15

case of Greece, and the higher compensation of dependent labor encour-
ages the further proliferation of self-employment, the increase in the
unit labor cost for the economy, which is measured by dividing the com-
pensation per employee with the nominal GDP per person employed,
will not provide an accurate picture of the realities and mechanics of the
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labor market. For example, we note the paradox of having in Greece,
after the 1990s, both an increase in the real unit labor cost presented
in Figure 5.55 and a reduction in the income share of dependent labor
income, which was presented in Figure 5.36. An increase in the compen-
sation per capita, but an even larger fall in the number of employees per
nominal GDP, as is the case in Greece, quickly resolves this paradox.
These observations, together with the earlier comments, highlight the
fact that wage increases that are following the rise in productivity per
labor unit (per capita or per hour GDP, that is) may favor those, mainly
middle aged, who already are employed as their real compensation grows
along with the increase of the GDP (Figure 5.56 and 5.57). However their
true cost to society in an environment of a non-competitive economy,
like the Greek economy, is the exclusion of many others from the labor
market, and especially the young, less skilled or particular groups such
as working parents, that seek salaried labor. Again, one must stress that a
reduction in the compensation for labor, and especially low income labor,
will not contribute to the resolution of the causes of these paradoxes.
Only an increase in the competitiveness of the economy, assisted by the
other measures also mentioned with regard to the equal treatment of
income from dependent and independent labor, and the reduction in the
progressiveness of personal income taxation can unwind these paradoxes
in a way that will at the same time increase employment and the wage
share, and thus foster social coherence instead of further jeopardizing it.

5.5 Private sector salaried employment attributes,
corporate taxation and corporate profitability

5.5.1 Private sector salaried employment, employer size and the
relative attractiveness of public sector employment

The general preference of Greek society and the political establishment
for small and medium enterprises, self-employment and public sector
employment, which is paired with a general aversion for “big business,”
is usually reflected by an outright hostile attitude toward larger business
units. This attitude needs to be compared with the fact that is documented
by Figure 5.58, which shows that those larger business units offer better
remuneration to their employees than the smaller business units, which
are nevertheless looked upon more favorably by the Greek society and
political establishment. The fact that their higher productivity allows
them to offer these better salaries has been documented in the literature
by research like the recent work of Leung et al. (2008). This has not only
significant implications for the welfare of the employees of these larger
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Figure 5.58 Average monthly remuneration, full-time and part-time employment.
By employer size. Greece. In euros

companies, who receive these higher salaries. It has also an important
effect on the revenue of the general government, since the average salary
paid by the larger employers translate into an annual income for their
employees who have to pay a substantial personal income tax, beside the
constant proportion of social security contributions, which are naturally
higher as they are computed on a larger salary. On the other side, small
and medium-sized employers pay salaries of such low height that the
annual income of their average employees remains below the threshold
for tax-free annual income. As a result no personal income tax is paid
to the central government, on average, by the employees of small and
very small employers. At the same time the social security contributions
paid are computed on this lower salary, which means that the income of
the general government is also lower, even though as a percentage these
contributions are similar to those computed for the salaried employees
of larger employers. Finally, the same data shows in Figure 5.61 that the
smaller employers use partial employment more intensively than larger
employers, which means that the yearly income, and the related taxes
and social security contributions are also, respectively, smaller.

The implications on the social security payments paid are depicted
in Figure 5.59 and Figure 5.60. They show that the employment of 48
percent of the employees and workers insured with IKA by employers
with over 50 employees lead to the payment of 54 percent of all contri-
butions received by IKA.
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Figure 5.59 Employers and total social security contributions by employer size.
Greece
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Figure 5.60 Employers and insured employees. By employer size. Greece

We can use the abovementioned data also to suggest why pub-
lic sector employment in Greece may be so popular, along with
self-employment. Given that beside those higher skilled individuals
who can take advantage of the realities pertaining to self-employment,
about half the core of the private sector salaried employees face on aver-
age employment terms in the private sector that are disadvantageous
when compared to the employment terms that can be offered by a larger
organization, government employment may appear rather attractive.
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Figure 5.61 Full-time and part time employment according to employer size.
Greece

The average annual remuneration of the 506,000 public sector employ-
ees of 2008 mentioned in the government budget for 2009, and when
taking the total expenditure for salaries, salaries of public hospital
staff and related salary expenses of the government budget in the year
2008, reached a total of 16.5 billion euros. Dividing it with the number
of registered public employees, appears to be rather attractive when
compared with the remuneration offered by all but the largest private
sector employers — 32,614 euros for 2008 (or 2330 euros per month
times 14). That is a net payment, as neither the civil servants nor the
public sector pay social security contributions for their main pension
at a level that can be compared to the private sector contributions for
salaried employment. They only pay for the additional optional pen-
sion scheme, since the government guarantees their basic pensions and
therefore there is no need for such commensurate payments. Therefore
the gross income for public employees includes fewer social security
contributions than the gross salary of private sector employees, which
includes the employees’ social security contributions, as documented
by IKA for the typical private sector employee. The latter is about half
the gross salary of a public sector employee and equals 1277 euros per
month for a full-time permanent employee insured with IKA, which
should again be multiplied by 14 to get the gross annual wage income.
Actually, only the employees of large employers with above average
wages seem to be able to compete with the average income of public
sector employees, according to the data that is drawn from the govern-
ment budget and that is in line with the data for the average gross sal-
ary estimated by Eurostat for the private and public control in Greece.
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Data for 2006 Public control Private control A%
Estonia 573.00 653.79 —12.36%
Slovakia 487.28 543.12 -10.28%
Finland 2406.19 2657.15 —9.44%
Sweden 2702.51 2964.60 —8.84%
Netherlands 2422.84 2633.04 —7.98%
Denmark 3154.57 3334.87 —5.41%
Lithuania 460.71 478.12 —3.64%
Czech Republic 705.99 731.30 —3.46%
Iceland 3324.90 3345.45 —0.61%
EU 27 2261.88 2210.42 2.33%
Hungary 641.34 623.64 2.84%
Latvia 476.52 459.07 3.80%
United Kingdom 3378.36 3254.23 3.81%
Norway 4097.03 3888.27 5.37%
Poland 712.12 648.18 9.86%
Malta 1355.36 1231.36 10.07%
EA 16 2545.92 2266.22 12.34%
Italy 2304.88 2031.88 13.44%
Belgium 3192.51 2769.73 15.26%
Germany 3125.81 2708.94 15.39%
Bulgaria 218.98 187.52 16.78%
France 2855.00 2434.61 17.27%
Austria 2744.27 2280.57 20.33%
Spain 2165.52 1641.92 31.89%
Slovenia 1438.79 1090.71 31.91%
Ireland 4144 .45 3096.82 33.83%
Luxembourg 4360.95 3191.97 36.62%
Romania 427.94 297.61 43.79%
Greece 2136.41 1473.15 45.02%
Cyprus 2601.16 1625.07 60.06%
Turkey 1028.72 596.54 72.45%
Portugal 1848.63 1015.50 82.04%

Figure 5.62 Monthly gross salary for private and public control. European

countries

The data by Eurostat, shown in Figure 5.62, further reveals that in Greece
the average monthly salary and related payments per public employee is
about 45 percent higher than the average private sector salary, the fourth
largest such difference among the 27 member countries of the EU and
much above the difference that exists on the eurozone average, which is
about 12 percent. In addition the generous public sector pension terms,
which are documented by Tinios (2003), early retirement and job secu-
rity, have all to be added to the general scarcity of private sector jobs that
follows from the low competitiveness of the economy and, in the end,
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lead to the rational relative attractiveness of public sector employment
over private sector salaried employment for a significant portion of the
labor force. Finally, when moving away from salaried labor, the unat-
tractive business environment severely limits the employment options
for entrepreneurial activity, leaving basically, after public sector salaried
employment, self-employment as the second most attractive employ-
ment option, which is true in particular for higher skill professionals.

5.5.2 Corporate income tax contribution in Greece

The low usage of labor, which we have already documented, is paired —
as we have already seen in Figure 5.11 - by a constant increase in the
investment-to-GDP ratio, to a level that exceeded the eurozone average
in the years leading to the current crisis. According to Eurostat most of
these investments originate from the private sector, and in particular
construction, in spite of the large budget for public investments that
is financed through the EU structural funds. This inflow of course also
affects and encourages private investment, which often is subsidized
and so far has taken place within the setting of a fast growing economy
with macroeconomic stability and rapidly expanding private credit.
In this context the picture of the 1990s in which investment lagged
behind the eurozone average was gradually reversed until 2007.

But this analysis, in particular in the case of Greece, requires us to
make a distinction between capital that is not invested and operating
and capital that is not just invested, but also operating and generating
revenue. The distinction has to be made because in Greece the cost of
making it possible to operate the invested capital is often very high,
and fraught with significant uncertainties regarding the total monetary
cost incurred, as well as the time required to achieve the operational
status of the installed and invested capital. Administrative uncertainly,
delays, inability to predict shifting and vague legislation or even the
ability to enforce existing legislation mean that from the time the
investment is disbursed until the time one can operate the investment
to generate revenue not only the investment often turns out to be
much more expensive than initially anticipated, but sometimes it is
even put entirely at risk. The cost of these delays, even if they entail
no other cost than the interest on the tied-up capital, is rarely added
to the cost of investment, and definitely not accepted by the Ministry
of Economy, Competitiveness and Shipping (to which the former
Ministry of Development belongs) in its assessment of the mandatory
requests that companies submit when they want to increase the prices
of the products and services they offer. Yet these delays are most likely
significant as one can expect them to be positively correlated with the
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height of the administrative burden faced by the private sector. The
latter is among the highest in the EU-27 according to estimates made
by the European Commission, as was shown in Figure 5.21. We remind
that these estimates put the administrative cost faced by the economy
at almost 7 percent of the GDP, twice the European average that is.

The latter cost is of course only the static cost. The total cost to the
economy, besides the static cost, includes also the dynamic implication
that this increased uncertainty and actual cost has on business initiatives
that are never undertaken. The total cost to the economy includes also
the cost of waiting for the permit to turn the key on the installed machin-
ery, which often may exceed the interest on the tied-up capital, especially
if the tied-up investment ages, depreciates or looses its competitive edge
or, for example, a favorable seasonal or cyclical conjecture. Of course,
often binding agreements that are taken up during the phase when the
investment is made may have clauses that lead to further losses in the
case of such delays. The effect of these implications on the economic
activity can be estimated, but this requires advanced econometric tech-
niques that are applied on comprehensive and innovative databases, like
the work undertaken by Conway et al. (2006) for example. Other works,
like d’Auria et al. (2009), estimate separately the impact of uncompetitive
markets and administrative burden. Unsurprisingly, Greece is found to
be the country which has the most to gain, with regard to productivity
increases in the private sector of the economy, from removing such regu-
lation and burdens that limit competition and at the same time increase
the administrative burden on the economy. Preliminary results from the
Institute for Economic and Industrial relations (IOBE), a Greek think-tank,
which is currently developing such an econometric model to estimate the
potential impact of such reforms, also seem to verify these results.

It remains though that in spite of the fact that the profits generated
by businesses in Greece are contributing, as a percentage of the GDP
and according to Figure 5.63, a corporate income tax revenue to the
government that was up until 2005 above the eurozone average, the
business activity has to incur in addition the cost of increased admin-
istrative uncertainly and the cost of delays that are often not counted
among the tangible costs of businesses in Greece, and that definitely are
not accepted as expenses by the Greek tax authorities and the authori-
ties that impose indirect or direct restrictions on the prices or requested
price increases of goods and services.

At this point we have to mention once again the prevalence of self-
employmentin Greece. This attribute affectsnot only many computations
for the income share of salaried labor, as the income share of self-
employment is often added to the corporate sector at this point. This
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2000 2001 2002 2003 2004 2005 2006 2007

DIRECT TAXES — CORPORATE TAXES. % GDP.
GREECE 4.1 3.4 3.4 2.9 3 3.2 2.7 2.6
EURO ZONE* 2.6 2.4 2.2 2 2.2 2.4 2.7 2.9

Figure 5.63 Taxation trends in the EU. Direct taxes, corporate taxes as a percent-
age of the GDP

inaccuracy is often also extended to computations regarding the tax
burden of corporate profits. This happens to the extent that (significant)
income and (scant) taxes not associated with dependent labor are allo-
cated to the corporate sector, along of course with all measurement and
other statistical errors and residuals. For example, Carey and Rabesona
(2004) apply a method that does not automatically add the numbers
that are associated with self-employment to the corporate sector. As a
result the low estimate for the tax burden of the corporate sector, as
labeled in this work, in Greece immediately increases by 45 percent,
which is the fourth largest increase in a sample of 23 countries. These
methodological challenges faced by researchers who use data for Greece
mean that simple indicators, like taxes as a percentage of the GDP, have
improved reliability. On the other hand, numbers that either bundle
self-employment with the corporate sector or that do not provide a
convincing methodology to identify the contribution of each separate
sector need to be scrutinized more carefully before their results are used
to draw conclusions.

As a result of these cautionary notes we put our emphasis on the
European Commission’s data that shows that until 2006, at which time
the corporate income tax started to fall to levels that were more com-
patible with the respective levels in many other European countries,
the corporate sector used to contribute, as a percentage of the GDP,
more taxes in Greece than it did on average in other — much more
competitive — European countries. This changed in 2007, when this
contribution fell slightly below the European average. Data for 2008
is not yet available but will probably demonstrate a further decline, if
one takes into account, first, the data for the main and supplementary
tax paid in that year, as shown in Figure 5.66, which stayed constant
at 4.7 billion euros, and, second, the fact that the GDP still increased
briskly in 2008. It has to be stressed though that in many other
European countries there exists already a double taxation on corporate
income, as after the corporate income tax there is in addition a tax on
dividends, according to the data presented in Figure 5.64. Such a tax



177

samunod ueadoiny ‘dwodur 93e1odIod Jo UOHEXe} PUE ‘S[eNPIAIPUI 0} UONNgIISIp uodn ‘UoneXe} PUSPIAL]  F9°S 2UNSL

'aWooUl [euosiad Se | |0z WOl PaxXe) 84 [[IM 999915
Ul SPUBPIAIP ‘ME| XB} MBU 8y} 0} BuipI020Y “Way} JO Yoes Jo 1exoelq awoodul ay} o) Buipioooe ‘sioleudoid sy Jo “oyaudoid sy jo swooul
Jeuosiad se paxe) sI 8Wooul 8y} ey pue jusdiad 0z Yum [oAe] e1eiodiod ey} je pexe) si swodul 8y} ey seiuedwood Jojeudold 1o ,, :BJON

%E'8¢ soluedwod abieT

%0VvE %082 %092 %082 %86C %GLC %00E %0GC WSCh %0GC %0GC %0°SC suljeseq

%0°'Ge %0°2e %06 %002 %0°G L x sejuedwod |ews
34 S jE| AN 3a 1l S3 1d di SE| v S19)

8002 ‘awoau] ajelodiod jJo uonexel

%08¢ %GCEO0L %¥'9C %08l %002 %002 %06 %0GC %00L
34 S 4 N 3ad 1l SE «1d L=l «dd 1v < 19)

(1930eIQ WOOUI Ul XB} 0} Uoido Yum,) sfenpiaipul o} uonnguisip uodn ‘uojexe} puapialg




178 Understanding the Crisis in Greece

10%

’ 8.6%
90/0 7| Corporate income tax % GDP
34" || Personal income tax % GDP
-
6%
5.1%
5% 3.6%
4% . 2.4%
3% —
2%
1%
0% '
GR EU-13

Figure 5.65 Corporate and personal income tax as a percentage of the GDP.
Greece and EU-13, FY 2005

was introduced in Greece in 2008, and as a result it will be reflected
in the data for the 2008 fiscal year. This tax, 10 percent on distributed
dividends, is expected to yield according to the 2010 budget a revenue
of 640 million euros, almost double the revenue of 2009, which was 360
million euros. In 2009 this tax amounted to an approximately 7 percent
increase in the corporate income tax collected in 2008. Alternatively,
one can interpret it, in terms of Figure 5.67, as an increase of the effec-
tive tax rate on corporate income for the year 2008 from 24 percent to
26 percent, given that the dividends of 2009 are based on the corporate
income of 2008. This tax has been further raised in the latest tax law,
especially for dividend income accruing to high-income individuals. At
the same time the exemption of smaller shareholders with low declared
income from this tax, as is foreseen by the latest tax law, may actually
mean that the revenue collected by the government will fall at the same
time.

At the same time of course, the introduction of a flat tax of 10 per-
cent on dividends has replaced in part the reduction of the corporate
income tax that was introduced in 2006 and 2007. The further increase
of this dividend tax is set to effectively take the taxation of corporate
profits again to the levels of the previous years, simply now part of this
tax will accrue to personal incomes as it does in other countries that
already tax dividends. Taxation of corporate income and dividends will
be aligned, as a result, with the taxation that prevails in a number of
developed European countries, but which at the same time offer a much
more attractive business environment according to comparative inter-
national surveys, such as the Doing Business Reports for example, and
that have generally much more liberalized economies and open markets
and in which the administrative burden is estimated, as a percentage
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of the GDP, to be much lower. At the same time in a number of other
European countries, which do not belong to the small core of developed
European countries, tax on corporate profits and the distributed divi-
dends are much lighter than those Greece is about to introduce.
Finally it has to be recalled that the main deficit in the income tax
revenue, as a percentage of the GDP, of the Greek general government
is mainly identified among individuals and direct personal income
taxes, as shown by Figure 5.65, rather than among corporate income
tax. As such, and given that the corporate sector generally creates the
job opportunities that are associated with the highest value added,
the equalization of the taxation of the corporate sector with the taxa-
tion that prevails in some of the core European countries ahead of the
equalization of the business environment and the quality of the regula-
tion of the economy with these core European countries may not yield
the anticipated results, especially as long as the quality of the regulatory
environment does not even yield a prospect of rapid and substantial
improvement. The latter we must remind seems to be more important
for foreign investors than the prevailing tax rate, according to works
such as Hajkova et al. (2007). In other words, the unwinding of the fis-
cal imbalances of the country, as far as the revenue side of the problem
is concerned, does not seem to depend as much on the taxation of cor-
porate profits as it seems to depend, according to our preceding analy-
sis, on the increase in the competitiveness of the economy, the rise in
employment and taxable income and, of course, the resolution of cer-
tain attributes of personal income taxation that really stand out when
compared to the reality of the more advanced European economies.
The data of the General Secretariat for Information Systems also
shows us that the largest part of the corporate income tax is paid by
a small number of public limited companies, according to the defini-
tion of the European Commission (2006), that also declare the largest
share of the aggregate corporate profits, as shown by Figure 5.66. This
data documents the fall of the corporate income tax after the fall of the
related tax rate between 2006 and 2008, but also the increase in 2007
of the total taxes received as a result of the rebound of corporate profits
in that year. It has to be stressed that the profits of proprietary firms
(general partnerships) are taxed for 50 percent of the profits with a tax
rate of 20 percent, less than the corporate income tax rate, and for the
remaining 50 percent at the rate corresponding to the income bracket
of the proprietor. As a result, if there is more than one proprietor, as is
often the case, then each of them can easily declare a personal income
that is below the level over which personal income tax is paid. This
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explains also why the tax rate of these smaller proprietor companies is
significantly lower than the tax rate of capital-based corporations, as
shown in Figure 5.66. Also, one should note that the verified tax fol-
lows from the income declared and that the main and supplementary
tax also includes additional taxes that are charged once past fiscal years
are controlled by the authorities, as well as the increase, or return, of
receipts of tax advances and other adjustments. As such the tax rate
that is best compared with the official tax rate is the ratio of verified-
tax-to-corporate income, but in the end companies pay the main and
supplementary tax, which generally is higher, as shown in Figure 5.67.
Tax advances, it should be noted, generally are not paid back, say, if the
corporate profits fall, as for example this year the law changed postpon-
ing, canceling or replacing with new taxes the return of tax advances
to banks whose profits fell during the past fiscal years. So one should
expect that in 2009 and 2010 the discrepancy between tax verified, and
main and supplementary tax will further diverge, following the trend
of 2008.

We can see therefore not only that a small number of larger compa-
nies offer better salaries, as we have already seen, and that they generate
thus taxable personal incomes, but they also contribute the majority of
the corporate income taxes, which in the end are close to the European
average in spite of the lower competitiveness of the Greek economy.

5.5.3 Profitability of Greek companies

The abovementioned data concerning the contribution of larger com-
panies to both the total profits declared and the total corporate income
tax paid demonstrates the seriousness of the tendency to underesti-
mate entrepreneurship, regardless of size, as a mechanism for creating
value-added and quality jobs. As a result of the reservations that Greek
society has about the market economyj, it is often overlooked that the
larger companies make a very significant contribution to the job mar-
ket, employee incomes and the public tax revenue. Among a healthy
population of enterprises, there is usually a complicated relationship
of cross-dependencies or subcontracting that links the success of each
enterprise with the success of other enterprises. This healthy population
can only prosper if both the subsets of larger and of smaller companies
are healthy and profitable. Finally we need to take into account that
many times larger companies have started out as small companies that
grew exactly because they introduced an innovation, either as part of
a process or as a product or service, that was very popular and in great
demand. These success stories are an integral part, but not the only
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part, of the process that finances and incorporates innovation in the
production base of the economy through many different processes —
some of which are described in Lamoreaux and Sokoloff (2007) — that
lead to the increase in productivity, the increase in competitiveness,
the creation of value-added, according to the process documented
in Nicoletti and Scarpetta (2006) — which includes profits — and of
course the creation of good and well paid jobs that use the skills of the
workforce in order to create these innovations. Larger companies also
contribute in many different, and often unpredictable, ways toward the
process of innovation, as described by the various examples presented
in the work edited by Lamoreaux and Sokoloff (2007). The acceptance
of entrepreneurship therefore should not come with conditions on the
size of companies, as long as they abide by the laws and act responsibly
toward society.

It should finally be noted that in spite of the rapid growth of the
economy during the past years, the total profitability of the Greek cor-
porations in manufacturing, as documented by the published accounts
of manufacturing corporations, seems not to be high, with the excep-
tion of a spike around 1999 and 2000 (Figure 5.68). Still many studies for
profitability, as for example from the European Commission (using data
provided by the Greek National Statistical Service), may overestimate,
unintentionally, Greek corporate profits. For example, the income of the
self-employed may be misinterpreted as the primary data is less reliable
for this type of labor than, say, the published accounts of corporations
and the data for salaried labor. Or the computation of corporate profit-
ability may be affected by base effects that follow when the expense
for the services provided by self-employed is deducted from the value
added of the corporate sector and not added to the wage bill. As a result
high, or at least average (according to substantially revised data recently
provided by the Greek National Statistical Service), levels of profitability
may be estimated for the corporate sector when comparing Greece to
other European countries. Therefore the use of direct sources of data, like
corporate balance sheets, seems once again to be the most reliable way
to overcome the challenges that the case of Greece poses. For example,
use of the Bureu van Djik database to explore deeper these assertions
would indeed be a fruitful avenue for future research. Alternatively,
one can use the Bank of Accounts, Harmonised (BACH) database of the
European Commission and match it with comparable data from the
Greek ICAP database. The use of such data in Figure 5.69 reveals that the
profitability, as measured by profit before tax to sales, of non-financial
corporations in Greece is consistently below the one achieved in many of
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Figure 5.68 Profitability of Greek manufacturing

the main European countries, and this is in spite of the relatively higher
growth rate of the economy during the past years.

The available and reliable evidence shows that of course the absolute
magnitude of profits has risen with the fast growth of the nominal
GDP, but that at the same time the profitability ratio has not risen to
high levels. This may of course also follow from the intensive use of
capital, which drives down the marginal yield of investments, but it
seems reasonable that the very high administrative cost measured by
the European Commission and other institutions also contributes sig-
nificantly to the reduction of the Greek profitability ratios, in spite of
the high inflation differential with the eurozone that is often blamed
by the media and politicians for the supposedly “excessive and immoral
profitability” of large (mainly) corporations. It seems more plausible
that the administrative burden — which is documented by hard and
difficult to-deny facts to be indeed excessive and higher, on average, by
about 3 percent of the GDP when compared to the European average —
contributes equally to the reduction of profitability ratios and the
increase in the inflation differential. This seems plausible especially if
one adds the inefficiency cost imposed by regulation that restricts com-
petition in network industries like transportation and energy, and that
reduces significantly the productivity of the private sector according to
the work of Conway et al. (2006), for example. The high administrative
burden and the predominance of regulation that harms competition,
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in particular in network industries, is in Greece of a size that should
suffice to account for both a reduction of the profitability ratio among
the 35,000 largest corporations by 2-3 percentage points, relatively to
their European peers, and, at the same time, account for the persistent
inflation difference with the other European countries. That is, these
inefficiencies of the economy, which mainly stem from government
regulations, succeed in securing both low profitability for corporations
and high prices for consumers and companies that purchase inputs at
the same time, which seems to be, at best, a very unfortunate achieve-
ment that does not appear to serve well the broader interests of Greek
society.

The database of the General Secretariat for Information Systems
(GSIS) and the database of IKA are probably the best government data-
bases available in Greece today; they are compiled using the best infra-
structure of information technology of the Greek administration, and as
such can be considered to be the most reliable databases available from
the public sector. Furthermore, the data of published accounts, espe-
cially of the largest companies that are usually under the closer scrutiny
of authorities, is the most reliable source of data regarding the activi-
ties of corporations. This means that it should be almost impossible to
source data that can be judged objectively to be more reliable than the
data presented so far, and as a result the conclusions drawn from the
presentation of this data should be able to withstand most attempts to
formulate counterarguments against their validity and soundness.

5.6 The current crisis and the Greek financial system

During the current conjecture the documented weaknesses of the
Greek economy are held in the spotlight of international markets - as
is justified by the analysis of Haugh et al. (2009), who investigate the
factors that affect sovereign debt premiums. This happens in spite of
the achievements of the past decades that attracted the interest of the
international markets since the accession of the country to the EMU
and until the start of the current crisis. This follows as the strong growth
of the previous years, which highlighted the successes rather than the
failings of the country, seems to peter out at the same time that the
creditworthiness of the Greek government is put under scrutiny (and
even doubt). Furthermore, this happens at a time when globally sol-
vency risk has been transferred massively from the private sector to the
public sector and, at the same time, sovereign risk is being reassessed by
markets along with private sector risk. All these factors are reflected for
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example, as Figure 5.70 shows, by a significant increase in the spread of
the Greek ten-year government bond compared to the German ten-year
government bond.

These concerns are basically fueled neither by the high debt of the
Greek government nor by the low competitiveness of the economy, but
rather by the extent of the size that both these problems appear to have
at the same time in Greece. Indeed, as Figure 5.71 shows, Greece is not
alone regarding either the level of government debt or the balance of
payments deficit, which can be used as an approximation of the compet-
itiveness deficit of the economy. But Greece stands alone among other
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Figure 5.72 Sovereign debt ratings. January 2009. Eurozone member countries

European countries once one looks at the size of both these attributes
together. The accumulation of these concerns to such a large extent in
one single country is the factor that leads to the increased concerns of
the international markets regarding the ability of the country to gener-
ate in the future the taxable income that will make it possible to service
its public debt. The combined concerns regarding first the size of the
debt stock and second the current deficits of the government budget,
as well as the low competitiveness of the economy that generates the
taxable income that has to service this debt, existed even before the cur-
rent crisis, as was reflected by the credit rating of the Greek government
debt by the three rating agencies before the emergence of the current
debate regarding Greece, for example in January 2009. At the time, as
Figure 5.72 shows, Greek bonds were rated lower than the bonds of all
other eurozone member countries, even though this lower rating was
not reflected correspondingly in the pricing of the Greek government
debt as the markets were at the time pricing risk, and in particular the
risk of sovereign debt, much lower that they do now.

The relatively challenging situation of the public debt and the Greek
government’s finances is in sharp contrast with the situation of the
Greek banking system at the beginning of the current crisis, as opposed
to the situation in the other major European countries. While in those
countries the banks where severely challenged by significant losses that
put their capital base at such a risk that the intervention of governments,
with generally sound finances, was needed, in Greece the banks did not
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incur losses from their exposure to unwise or excessively risky invest-
ments and positions. At the same time the situation of the government
finances in Greece was significantly worse than in the other European
countries. Yet Greek banks were the intermediaries that financed the
excessive current account deficit of the past years, as well as a significant
part of the public debt, either directly of indirectly. This was the case
especially during the last years, when the inflows for the purchase of
stocks and government bonds that dominated after Greece’s accession
to the EMU gradually became less prominent. As these inflows abated,
Greek banks secured the liquidity required to finance the expansion of
the economy and the sustenance of the current account deficit with
the tapping of the liquidity pool that was provided by the European
interbank money market, as well as the European capital markets, that
willingly financed Greek banks, for example with the purchase of cov-
ered bond issues. This mechanism ceased to operate once the interbank
money market stopped when the current crisis hit important interna-
tional banking institutions. But even as the global financial markets
started to recover, increased concerns over Greece in particular, which
were further enhanced by the demonstrated lack of political will to
deal with the twin issues of deteriorating public finances and low com-
petitiveness of the economy by successive Greek governments, kept the
global financial markets largely shut for Greek banks, if not the Greek
government. During the period that lasted from the outset of the global
crisis to the beginning of 2010, Greek banks were able to avoid these
problems as they had the option to use the measures installed by the
European Central Bank (ECB), and which allowed them to draw at the
time about 30-40 billion euros of liquidity from the ECB by offering as
collateral mainly Greek government bonds, in spite of the creditworthi-
ness rating downgrades these sustained in the meantime.

In a nutshell, even though Greek banks did not have any direct expo-
sure to the risks that led to the current global financial crisis, they were
placed in the middle of the stream of international money that financed
the unsustainable growth of the uncompetitive Greek economy and the
Greek government budget deficit and, as a result, of the mechanism that
ensured the growth of the government tax revenue that could match
the ever-increasing public expenditure. The Greek banks were simply
placed in the middle of the chain of events through which the inter-
national crisis was first imported into the Greek economy. During 2009
the liquidity provided by the ECB was largely handed over to the Greek
government, either through the “support measures” that were devised
by the government to shore up the capital base of the banks with the
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issuance of about 10 billion euros of special government bonds, which
the banks were strongly encouraged — by the then government — to
accept, or through the direct purchase of new government bond issues.
Even though according to Morgan Stanley (2010) the exposure of Greek
banks to Greek government bonds has fallen in the past year, it remains
at levels that are well above the European average and it can be assumed
that these holdings consist mainly of Greek government bonds. So the
year 2009 passed with the banks, once again, remaining at the middle of
a process that financed the uncompetitive Greek economy and the (by
now rapidly) faltering finances of the Greek government. During 2009
the capital base of the Greek banks, which started out healthy in 2008
and which was not harmed by the fallout of the subprime crisis (and
which was further enhanced by the Greek government bonds in 2009),
supported their high levels of solvency, as argued for by Hardouvelis
(2008) for example. It also probably contributed significantly to the
ability of the Greek banks to bypass the liquidity constraints imposed by
the drying up of global money markets on the one hand and the need
of the Greek economy, and the Greek government, for sizeable capital
inflows on the other hand.

The year 2010 brought for the Greek banks increased challenges
though, despite the fact that the challenges relating to the prospect of
the retraction of the special measures taken by the ECB, which would
require them to refinance the Greek government bonds that have been
deposited as guarantees with the ECB at a time when the creditworthi-
ness of these bonds is severely diminished, have been postponed now
thanks to the decisive initiatives taken by the ECB. Also the banks face
significant losses from the Greek government bonds directly owned by
them, as well as an increasing number of non-performing loans as the
recession of the Greek economy starts to gather pace and proves to be
deeper than the overoptimistic estimates of successive Greek govern-
ments had forecast; they also face the need to refinance a series of
covered bond issues at a time that they also are sustaining downgrades
of their creditworthiness. Finally, on top of these challenges, they face a
barrage of hostile legislative initiatives by the Greek government. These
initiatives either seem to blatantly ignore the advice and opinion of the
ECB at a time when the ECB takes unprecedented measures to support
the Greek financial system, or aim to enhance the rights — as perceived
by successive Greek governments — of the consumers of bank products
during this challenging conjecture or — simply — aim to increase taxes,
tax advances or other burdens that the successive governments impose
on them.
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It appears therefore that the Greek banks face at this point significant
challenges that are largely a reflection of the weaknesses of the succes-
sive Greek governments, as well as of the policy choices that determine
the competitiveness of the Greek economy. The faltering creditworthi-
ness of the Greek government and prospects of the Greek economy seem
to shut, for now, commercial banks off the money and capital markets,
or at least seem to lead to an increase in the cost of money offered to
them to a degree that renders it prohibitive. The reduced creditworthi-
ness of the Greek government bonds puts a significant portion of their
assets at risk, threatening important capital losses unless the situation
is turned around within a reasonable window of opportunity, even
though their investments in Greek government bonds were tradition-
ally actively invited by the successive Greek governments. And the low
competitiveness of the economy — which follows from the insistence of
the government to keep product and services markets closed to com-
petition, to maintain such an excessive administrative burden on the
economy and to actually legislate every day new laws that exacerbate
these problems and that test the resistance of the financial system — puts
at risk the incomes of the Greek households and producing companies —
that is, it puts at risk the health of the loan portfolios that they are
asked to service. In a nutshell, while in the other European countries
the problems were largely originating from the banking system and the
solutions were offered by the government, so far in Greece the problems
originate from the government and the banks have provided the solu-
tions, even though it is questionable how long this situation can be
sustained in the absence of decisive and well aimed corrective policy
initiatives by the Greek government.

The assessment of the current situation requires a realization that
banks are particular organizations that redistribute funds in an econ-
omy from those that have them but do not know, or want to, put them
into productive use to those that do not have them but have productive
ideas or needs that need financing. The term financial intermediation
thus accurately describes their role of redistributor of funds from deposi-
tors toward households and enterprises with financing needs. This
process inevitably is undertaken with a relatively thin capital base. It is
this ability to redistribute the funds of others with this thin capital base
that is, on the one hand, the contribution of the banking system toward
the enhancement of the efficiency and competitiveness of an economy,
as idle funds are redirected toward productive employment. On the
other hand, this also means that banks are at particular risk if their
loan or investment portfolio sustains significant losses, as their capital
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base is relatively small when compared to the total size of their assets.
Of course an excessive increase in their capital base could eliminate
almost completely these risks. But then they would cease to operate as
financial intermediaries, and would instead resemble private equities,
something that would undermine their productivity-enhancing role
of redirecting existing funds that are not owned by them toward more
efficient and productive employment at a reasonable cost to the users
of this flow of redirected capital. These concerns, regarding the striking
of a fine balance between ensuring adequate capital to shore up the
resilience of banks to shocks, on the one hand, and to sustain their
efficiency-enhancing role, on the other hand, is at the core of the cur-
rent debate on the reshaping of the regulation of the financial sector —
exactly because of the complexity of the issues that relate not only to
the quantity but also, mainly, to the qualitative aspects of supervision
and the capital base that is needed to secure an adequate resilience of
the financial system to severe and rare adverse shocks.

If one were to disregard for a moment the low competitiveness of the
Greek economy, one would document that the Greek banks entered
the crisis with an adequate, and — more importantly -highly resilient
(during the unfolding of the subprime crisis), when compared to the
banks of other countries, capital base according to Figure 5.73. Also,
during the current conjecture they operate within an economy whose
total indebtness, if one adds public debt to private debt, is about aver-
age compared to the other eurozone countries, as was shown in Figure
5.7. This happens as the total loans issued to Greek households and
non-financial corporations, as a percentage of the GDP, is below the
eurozone average, as shown better in Figure 5.8, at the same time that the
respective indebtedness of the Greek government exceeds commensu-
rately the eurozone average.

This shows that the current concerns regarding the indebtness of the
Greek government, and their implications for the whole of the econ-
omy, are not funded on concerns regarding the total indebtness of the
economy; rather they regard the allocation of this debt predominantly
in the hands of the Greek government. This observation also suggests
that if the government was to decide on the decisive deregulation of
product and services markets, the reduction of the administrative bur-
den and the exercise of economic policy that honestly and truthfully
conforms with the goals of the economic and monetary union, then
the increased economic activity of the private sector may be able to
take up, within a reasonable period of time, a significant portion of this
public debt, as the new private sector activities will be financed with
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debt and, at the same time, they will create taxable profits and personal
incomes that will lead to tax revenue and demand growth that in turn
will ensure the reduction of government budget deficits and the erosion
of the government debt-to-GDP ratio. Such positive prospects would,
of course, be immediately reflected in the cost of servicing the public
debt, as claimed by the director of the IOBE, Professor G. Stournaras.
Such a development would also amount, of course, to the adoption of a
reform agenda that would allow Greece to take the next step toward the
completion of its transition from developing country into a developed
country, with the improvement of governance and the development of
first-class institutions, besides the better regulation of markets, being the
last step required. Such a development would at the same time reduce the
risks that the strength of the Greek banking system be tested in a severe
contraction of an uncompetitive economy in which the government
would seek to increase its tax revenue from a fast shrinking tax base while
at the same time it would probably retort increasingly to microeconomic
policies that are not aligned with the goals of the economic and mone-
tary union. Such a development, finally, might make it possible to reduce
the debt burden of the general government toward the levels foreseen by
the Maastricht Treaty without the need to reduce the total debt burden
on the economy. In other words, shifting the debt burden from the gen-
eral government to the new activities of the private sector may make it
possible to improve the creditworthiness of the whole economy without
having to severely reduce the total debt burden on the economy.

To assess the prospects of the Greek banks during the current con-
jecture, one has to take also into account the fact that in the existing
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environment of the uncompetitive but fast growing Greek economy
Greek banks posted during the past decade significant increases in their
profitability, which in turn allowed them both to strengthen their capi-
tal base and expand in the markets of neighboring countries. Yet with
the exception of the years 1999 and 2000, during which the impact of
the eurozone accession was most forcefully reflected on their balance
sheets, as well as on the balance sheets of non-financial corporations as
we have already seen, the increase in the absolute magnitude of bank-
ing assets, along with the rapid expansion of private credit, implied that
their profitability as a percentage of their assets remained close to the
average observed in other OECD countries, as shown by Figure 5.74.

Both the OECD data until 2005 and the ECB data for 2008, in
Figure 5.77, show that not only the profitability of the Greek banks is
on a par with the OECD and eurozone average, when taken as a propor-
tion of the total banking assets, but they also verify that this average
profitability is a result of above average general, administrative and staff
expenses paired with higher-than-average operating income, as shown
in Figures 5.75 and 5.76. It emerges therefore that indeed Greek banks
have been more profitable than other non-financial Greece companies,
but this is only because the non-financial Greek companies, which
largely operate in a legislative environment of uncompetitive product
markets and high administrative burden, have posted, in a context of
high growth, below-average profitability, with respect to their European
peers, while the Greek banks, which operate in a largely competitive
and deregulated financial services market, posted, in an environment
of high growth, average profitability. In these circumstances, and given
the current state of the conjecture of the Greek economy, government
policy initiatives to tax the supposedly excessive profits of banks and to
actively undermine them seem largely misplaced and untimely, espe-
cially as their profitability is set to decrease while their excess costs will
most probably persist as long as the structural rigidities that are imposed
by the Greek legislation keeps Greek banks from reducing their costs
and from increasing their efficiency.

On the other hand, the healthy profitability of the Greek banks so
far, and the potential to shift gradually the indebtness of the economy
from the public sector toward the private sector, in the case that prod-
uct market reforms are advanced decisively and wholeheartedly, Greek
banks may well not only contribute toward dealing with the current
challenges faced by the economy but may also experience a renewed
period of prosperity. If this prospect seems appealing, one should
not neglect the dangers of underestimating the significance of the



seuuNoo 0OJO Ul Jojoes Buiueq jo Aljqenold /' ainbi

%80 %80 %L0 %90 %0 %¥0 %90 %L0 %80 %60 %60 %0 %¥0 abelony
%90  %L0 %P0 %P0 %S0 %S0 %S0 %S0  %Y'0 %S0 %¥0 %E€0  %c0 abelane parybiom
%SG L %ECT  %E€C  WEL W8l WOV— %OV %SC  %VE %VV %P %¥'C  %C€ AoxanL
%L'0 %St %S0 %P0 %80 %S0 %vO %L0  %E0  %OF %L %80 %00 uspemg
%9t %EF %S0 %S0 %60 %0t %60 %90 %02 %9¢ %ce %10 puejod
%60  %L0 %9t %80 %8¢ %0} %60 %90 %90 %EO0  %VO— %Tl— %¥I- puejui4
%0 L %60 %L0 %L0 %80 %80 %LO %80  %0L %0}  %CH %00 %V 0 JYrewusqg
%S0 %¥'0 %S0  %EO0 %S0 %S0 %vO %E€0  %E0  %EO0 %20 %C0  %E0 wnibleg
%90  %L0  %L0 %90 %L0 %60 %60 %80 %80 %80 %80 %80 %S0 MnN
%L'0  %L0  %L0  %L0 %80 %80 %80 %80  %L0 %L0 %90 %90  %l0 ureds
%90 %90 %S0 %S0 %90 %80 %90 %S0 %0 %20 %0 %10 %E0 Aley
%G00 %S0 %S0 %O S0 WSO %90 %v'0 %S0 %90 %S0 %S0 %S0 SpuelisyieN
%90 %S0 %90 %90 %L0 %60 %LO %L0  %L0 %90 %S0 %90 %80 [ebnuiod
%V'0 %00 %+0- %lL0 %20 %0 %0 %Y'0  %C0 %EO0  %E0 %E0  %E0 Auewien
%S0 %S0 %S0 %S0 %S0 %S0 %EO %€0 %20 %+0 %0 %1 0— %00 aouel4
%60  %EO0 %90 %S0 %O0F %VE %VC %80 %L0 %S0 %60 %60  %.0 92931y

'sjasse [ejo} Jo abelone Alieah 0} xe} Jajje 1joid
G00¢ ¥00c €00 2002 1002 000Cc 666+ 866F /66L 9661  S661 661 €66}

196



% of total assets, end 08

[l (Staff expenses) [@ (General and administrative expenses)
[ (Depreciation) [ (Provisions) [ (Impairment)

Figure 5.75 Expenditure of eurozone member countries’ banking sector as a
percentage of the total assets in 2008
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initiatives that are required to get there. As Azariadis and de la Croix
(2006) explain, when financial deregulation takes place in an economy
that is not competitive enough to generate the income needed to serv-
ice its debt once this has accumulated, following the expansion that
comes after deregulation, the long-term growth rate of the economy can
be reduced. This warning is directly related to the reality of the Greek
economy as it has currently an average level, for an advanced economy,
of total indebtness, although — as we have clearly documented - its com-
petitiveness is rather comparable to that of a developing economy. This
warning is a grave and serious counterargument to those who declare
that the Greek economy will return to the growth rates of the past auto-
matically, as long as it secures access to new loans and funds, without
addressing the severe structural deficiencies that still prevail today, and
without risking to invite through such a strategy severe negative reper-
cussions to the welfare and coherence of Greek society. This warning
means that the argument of Anastasatos (2008) — that either the Greek
economy will face a significant reduction of its welfare, as incomes
adjust to the respectively lower competitiveness of the economy, or
the competitiveness of the economy has to be increased to match the
welfare currently enjoyed by Greek society — has to be enriched with
the positive contribution and prospects of the banking sector in the
latter case and the potential for a systemic meltdown in the Greek
economy in the former case — that is, in the case where Greek govern-
ments keep insisting on implementing policies that are not aligned
truthfully and honestly with the goals of the economic and monetary
union.

5.7 Certain basic parameters of the Greek pension system

In this section we proceed to collect basic numbers for the Greek pen-
sion system and to look at certain parameters that contribute to the
significant imbalances that are projected for Greece by the European
Commission (2009), as well as by organizations like the OECD. Today
these recent projections verify the fiscal imbalances of the country
that where identified a long time ago by the predictions of the so-
called Spraos report (1997), but also by the projections made by the
government’s Actuary’s Department of the United Kingdom in 2001.
Furthermore, works like Boersch-Supan and Tinios (2001) give us a pres-
entation of the complexity and opacity of the details of the design of
the Greek pension system, which in turn hampers the ability to obtain a
reliable oversight, on the one hand, and to estimate reliable parameters
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How many pensioners are there? Number of pensioners and insured.

Beneficiaries
of insurance
Primary | (family members
insured | of primary
Insured 2006—  insured)2006— Pensioners
2001 2007 | 2007 20062007
Government 549,000 376,240
IKA-ETAM 2,425,000 | 2,016,000 5,533,625 982,216
OGA-farmers fund 661,413 715,000 2,030,000 853,179
OAEE - Main fund of
self-employed 576,426 804,727 290,688
Other, mostly funds for
self-employment types
not covered by OAEE 398,000 156,397
Total 4,609,839 2,658,720

Figure 5.78 Number of Greek pensioners

of a viable system that is able to ensure a satisfactory level of intergen-
erational solidarity, on the other hand.

Given the limitations regarding available data and the challenges
posed by the complex details and the fragmentation of the Greek pen-
sion system, we limit our efforts to the collection of simple benchmark
numbers, which may be collected with a narrower margin of error.
Furthermore, we will abstain from projections (that predate the primary
pension system reform implemented according to the conditionality
program), taking simply as a fact existing projections that predict a
gradual and severe deterioration of the finances of the system in the
years to come. Therefore, we first proceed to gather data concerning the
number of insured members of the labor force, as well as the number
of pensioners, and then proceed to match them with the documented
expenses on pensions. Regarding the number of pensioners, the Annual
Social Budget, last available for the year 2007, provides the data for all
the main social security organizations, except for the payments of the
basic pension and health plans of government employees. But fortu-
nately the number of pensioners directly paid by the government, as
well as the expense of the budget on pensions, is provided in the gov-
ernment budget, for this case for the year 2007, as shown in Figure 5.78.
The data for the year 2001 presented in the same table originates from
the population census for that year. It gives an overview of the insured
workforce for that year and aims to somehow compensate for the lack
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What is spent each year on pensions? In 2007. Euros.

Total pension payments (Source: Social Budget) 26,861,305,000
Payment for EKAS (Source: Social Budget) 976,534,152

Payment for lump sum payments to new public sector pensioners | 894,347,894
(Source: Social budget and Fund of Political Employees of Public
Sector)

Expenditure for pensions of former government employees 5,052,000,000
(Source: Government budget)
Total expenditure in 2007 for pensions and EKAS 33,784,187,046

Figure 5.79 Greek yearly expenditure on pensions

What is spent each month on each pensioner on average? In 2007. Euros.

Average annual per pensioner expenditure, euros 12,707

Average monthly (annual/14) expenditure per pensioner 907.64

Average monthly per pensioner expenditure on main and supplementary | 857.38
pension

Average per all pensioners monthly expenditure on public sector new | 24.03
pensioner lump sum payment, with average payment per public sector
new pensioner being 40.000 euros.

Average monthly payment for EKAS 26.24

Figure 5.80 Average monthly expenditure per Greek pensioner

of more recent data regarding the numbers of all the insured employees
and self-employed.

Our second step is to add the expense for pensions in our benchmark
year of 2007. Again, the government budget provides the expense
for pensions directly paid by the government to former public sector
employees, while the social security budget provides the data for the
remaining social security entities. Of this expenditure, we take out
the payment to the EKAS, which is a supplementary pension plan
that works in addition to the basic pension plan, as well as the Public
Sector Political Employee Fund, which basically pays out the lump sum
bonuses that public sector employees receive when they retire. These
numbers are presented in Figure 5.79. Please note that the expenditure
of the central government for public sector pensioners that was still
5.05 billion euros in 2007 was registered by the 2010 budget for the
year 2009 at 6.5 billion euros, thus documenting the rapid increase of
this expenditure item.
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Having obtained an approximate number for the aggregate number of
pensioners and the annual expense on pensions of the given reference
year 2007, we can estimate, in Figure 5.80, that the per-capita annual
expenditure, per pensioner, for the year 2007 was 12,707 euros. Divided
by 14, the monthly pension handed out is estimated to be 907.7 euros.
Of these, 857.4 euros are sourced from the main and supplementary
pensions. The public sector employee lump sum payment and the addi-
tional pension plan (EKAS), when allocated to all pensioners, represent
about 50 euros per month per pensioner. Even though this approach is
not correct for the lump sum payments of public sector pensioners, who
each receive on average 40,000 euros as a lump payment when they
retire, it shows that the majority of the per-capita expenditure on pen-
sions originates from the payment of the main and supplementary pen-
sions. We would like to remind here that the average declared income
for the fiscal year 2007 from salaries and pensions, according to the data
provided by the General Secretariat for Information Systems, was 12,500
euros, which means that the average expenditure for each pensioner is
more or less equal to the average taxable income declared not only by
pensioners, but also by salaried labor. This seems quite counterintuitive,
unless one believes either that salaries are low or underreported, or pen-
sions are excessively high. Of course the allocation of the bulk of salaried
employees to this income bracket, as we have seen in our analysis in
section 5.3.3 (which also stressed the attractiveness of self-employment
for higher incomes), does contribute largely to an attempt at explain-
ing this situation, which initially appears paradoxical. Especially if one
also takes into account the fact that numerous pensioners receive more
than one pension, especially if they belong to privileged special interest
groups that are affiliated with the public sector.

Given that the average monthly expenditure per pensioner is at
about 907 euros, for 2007, we turn to examine data provided by the
Panhellenic Federation of Employees of Institutions of Social Policy. For
the year 2005, the data the federation has posted shows, in Figure 5.81,
that 31.9 percent of the main - basic - monthly pensions paid were
below 400 euros, and 70.1 percent were below 600 euros. Please note
that this data is for all pension funds except the fund for farmers. When
EKAS is added, the number of low pensions (below 400 euros) falls to
17.5 percent. An even greater impact follows when the supplementary
pensions are added. In this case, only 9.8 percent of all pensions are
below 400 euros and half the pensions paid are below 600 euros, which
means that half of them are over 600 euros. Interestingly, 15.4 percent
of the pensioners received pensions in excess of 1,000 euros — assuming
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Main pension

distribution
Main pension plus EKAS and
Main pension distribution plus supplementary
distribution. All  EKAS. All funds pension. All
funds supervised supervised funds supervised
by Ministry of by Ministry of by Ministry of
Employment and Employment and Employment and

Social Protection Social Protection Social Protection
Monthly income  except farmers except farmers fund except farmers

bracket, euros fund (OGA) (0OGA) fund (OGA)
Under 400 31.9% 17.5% 9.8%
401-600 38.2% 51.8% 41.3%
601-800 12.5% 13.2% 22.8%
801-1000 6.7% 6.8% 10.7%
Over 1001 10.7% 10.7% 15.4%

Figure 5.81 Distribution of Greek main and supplementary pensions in 2005

that they only receive one pension. This data shows that even though
the benchmark main pensions of many pensioners may be low, the
reality faced by most pensioners once other payments are added
changes dramatically, and most pensioners appear to receive, finally, a
much more decent pension. EKAS, it has to be stressed, was introduced
mainly as a way to supplement the income of the poorest pensioners.
The use of mean-testing for its payment explains how, in spite of being
a rather small sum when compared to the main pension, it manages to
significantly reduce the number of very low pensions.

We have available data for the pensions of the (numerous) pension-
ers of OGA - that is, the farmers fund - for the year 2008; this data is
given in Figure 5.82. We can compare them to the main pension of
the other funds, which - as we have seen in the previous figure — are
significantly lower than the final pension that is paid once the sup-
plementary pension and EKAS are added to the tally. Yet the available
data clearly shows us that the pensions paid out by the farmers fund
are much lower than the pensions paid by the other funds. Some
97.5 percent of these monthly pensions are below 600 euros, when only
60.7 percent of the main pensions of the other funds are below this level.
As we have seen this percentage is drastically reduced once the addi-
tional pensions are added to the other funds, and these supplementary
pensions are not added to the pensions of the farmers fund. Of course
one has to stress here that, for one, farmers do not pay income taxes
nor social security contributions toward their pensions during their
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Main monthly pension distribution. All funds Distribution of pensions
supervised by Ministry of Employment and Social paid by the farmers fund
Protection except farmers fund (OGA). Euros. (OGA)

Under 450 31.4% Under 400 59.6%

451-600 29.3% 401-500 28.3%

601-750 11.7% 501-600 9.6%

751-900 7.3% 601-700 2.1%

901-1050 5.5% 701-800 0.3%

Over 1051 14.8% Over 800 0.1%

Figure 5.82 Distribution of Greek main pensions except farmers fund and com-
parison with farmers fund in 2005
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Figure 5.83 Distribution of retirement age for IKA, men and women in 2005

professional lifetime. They only pay a contribution for the medical
insurance provided to them and their family members. Therefore one
can argue that it is reasonable to compare their pensions only with the
main pensions paid out by the other funds, since the supplementary
pensions are all funded by the extra contributions paid during the pro-
fessional life of the pensioner. Furthermore, one can reasonably argue
that given that no contributions or taxes are paid by farmers during
their professional life, it is not unreasonable that the pensions they
receive should be relatively modest.

Concerning the age of retirement, the median age for the IKA fund,
which covers most — but not all - private sector salaried labor, was in
2006 around 58-59 years of age. As shown in Figure 5.83, for old age
pensions the average age of retirement was for IKA a little over 60 years,
which follows from a lower average of women and a higher one for
men. For the combined population of men and women, this number
has declined slowly during the past years. Since the average retirement
age for those who draw disability pensions is lower, around 51 years, the



204 Understanding the Crisis in Greece

IKA 2002 2003 2004 2005 2006
Average old age

pension retreat age 60.52 60.40 60.24 60.35 60.27
Average inability

pension retreat age 51.21 51.37 50.89 49.75 51.00

Figure 5.84 Average retirement age for IKA. Old age and inability

IKA 2002 2003 2004 2005 2006

Average full years of insured

work for old age pensions 24.0 245 24.8 24.9 25.0
Average full years of insured

work for inability pensions 14.5 14.7 14.6 14.2 14.4
Average full years of insured

work for all pensions 214 21.8 22.0 222 224

Figure 5.85 Average full work years retirement at IKA. Old age and inability

average age of retirement for IKA is settling below 60 years, as shown in
Figure 5.84, given that in 2006 a little over 10 percent of the new pen-
sions paid out were disability pensions. We can also see from Figure 5.85
that on average the old age pensions that are issued correspond to 25
full years of insured work, while of course for the disability pensions
these years are lower (14.4 insured years of work in 2006).

These numbers are puzzling. How is it possible for the private sec-
tor employees, who are predominantly insured with IKA, to exit the
labor market on average at an age of around 60, with only 25 years of
insured labor? The answer lies in the arguments made by Tinios (2003).
Some insured employees enter the labor force early, and work at jobs
that insure them continuously - like jobs with large private sector
employers. In certain cases, like for banks — which were often previously
government-controlled — or former and current publicly-owned com-
panies, there are special laws that secure very favorable terms for the
employees — terms that include a relatively low retirement age. So these
employees may fulfill the requirements for retiring after 25 years of con-
tinuous salaried labor and at an age that may be a little above 50 years. On
the other hand other private sector employees may work for many years
uninsured. Alternatively, they may not work for part of the year — such
as workers of the tourism industry, who mainly work in the summer,
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or construction workers. In their case they may either work for, say, 40
calendar years, but accumulate insurance months that would equal to,
say, 25 years of continuous work, or they may work uninsured up the
age of, say, 35, and work officially after that age up the age of 60, when
they finally will fulfill the required number of workdays that will allow
them to retire. This presentation shows how, apart from the average age
at which workers retire, the number of full equivalent working years
that are required to gain the right to retire are a significant parameter
of the Greek pension system. Actually, the intricacies that regulate the
fasttrack award of pensions, the exceptions from the normal rule and
the number of years of work required, as claimed by Tinios (2003), may
be ultimately more important than the statuary age of retirement for
the Greek pension system. One last piece of evidence that has to be
taken into account here is that the farmers fund only issues pensions
after the age of 65. As a result of the large number of the pensioners of
this fund, as seen in Figure 5.78, and as a result of their relatively high
age at retirement, they increase significantly the average age at which
Greeks retire. Given, though, that they do not pay any noteworthy
contributions, their higher age of retirement does not lead to higher
income for the social security system; it simply postpones the related
expenditure and increases the average age of retirement in Greece up to
near the European average. As a result, the proximity of the average age
at which Greeks retire to the European average documented by Eurostat
is misleading, as the details presented so far indicate that the paying
members of the workforce retire, on average, at a much lower age, and
this average is formed largely by the large number of pensioners from
the farmers fund.

It has also to be stressed that for IKA the number of disability pen-
sions has declined during the past decade, from an unnatural high
number, documented by Tinios (2003) for previous decades, to num-
bers that are now around 10 percent and much more in line with what
is observed in other European countries. Still the peculiarities of the
nomenclature for what is labeled hard and arduous, as well as numer-
ous other intricacies, ensure that a very large number of Greeks retire
at a relatively low age, as for example Figure 5.83 shows for IKA. This
has been documented by many studies, including Tinios (2003) and
the “Spraos Report” of 1997, for example. Among certain small funds,
which may have more generous terms, one can find small, but not
negligible, pockets of employees that enjoy significantly more generous
terms than the ones offered by IKA. The same is true of the distribu-
tion of pensions. Small pockets of pensioners of small and privileged
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funds may either benefit from high pensions, or accumulate multiple
pensions that may lead to a monthly income of well over 1,500 euros.
For some very privileged groups, this monthly income may reach
over 3,000 euros, and sometimes these pensions are received at a rela-
tively young age and are accompanied by surprisingly high lump sum
payments, which one should note are in addition exempt from the
exceptional taxes levied on high incomes since 2008. This is the case
especially with early retirement schemes of publicly-owned, or previ-
ously publicly-owned, companies.

Given the average amount paid out per pensioner, and the distribu-
tion of pensions paid (except from the farmers fund), as well as the
average retirement age, it seems rather plausible that the resources of
the system should suffice to ensure that no pensioner faces excessively
harsh terms, especially once his lifetime contributions are taken into
account. In other words, it should be possible to improve the viability
of the system significantly, even in face of the unfavorable and rapidly
deteriorating demographic projections that all relevant studies docu-
ment, without putting at risk the minimum pensions received by the
poorest who have paid all their contributions during their professional
life, and without increasing the statutory retirement age too much,
simply by making sure that those who retire have accrued on average
more years of declared work, and by removing a number of extreme
privileges that seem to benefit a small, but not negligible, number of
pensioners. Of course, issues — such as the equalization of the retirement
age of men and women - that are also mandated by EU legislation,
the elimination of motives to leave early the job market, the benefits
accruing to mothers — not during the time they tend their children,
but in terms of early retirement once their children are grown up - and
other details of the Greek pension system that are highlighted by all
research that investigates it are also parameters of the problem, and
a possible solution. Still, the basic parameters presented here seem to
demonstrate that the system probably offers enough room to devise a
viable reform that should not be too hard on the weakest members of
society, and that can at the same time significantly reduce the mount-
ing pressures the pension system puts on the finances of the Greek
government.

5.8 Main parameters of the Greek public finances

We can observe in Figure 5.86 how the primary expenses of the central
government were reduced in the 1990-2 period and, after a significant
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Figure 5.86 Net revenue, primary expenditure and interest expenditure of Greek
central government budget

increase, in 1993, which was related to the change of government
following the elections at the end of the year, essentially kept under
control, as a percentage of the GDP, until 2003. After 2003 the ratio of
expenses to GDP, which was contained all these years with the help of
the rapid growth of the GDP over that period, started to increase, as
the government that won the 2004 elections did not fulfill its promise
of fiscal responsibility. In the year 2009, when the GDP growth had
started to falter for the first time since the mid-1990s, the ratio of cen-
tral government expenditure to GDP increased rapidly. This happened
as a combination of expenditures, such as an increase in salaries that
reflected the lack of restraint in government hiring the previous years,
increasing needs of the social security funds for unbudgeted cash infu-
sions and increases in the former public sector employees’ pension bill.
The problem of runaway expenditures, which already was of a sizeable
proportion, was further aggravated by the decision of the newly elected
government to proceed in the fiscal year 2009 with a “solidarity” hand-
out, and by an initiative to incorporate in the budget of 2009 certain
expenditures that where so far either kept off budget, like the procure-
ment of hospitals, or that had not been allocated to a certain fiscal year,
like the settlement with former Olympic Airways employees. These
developments on the expenditure side were paired with the petering out
of the falling trend of the interest payment-to-GDP ratio that, starting
in 1994, had consistently contributed positively to the improvement
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of the general government budget bottom-line. To make matters worse,
the increasing trend in the central government revenue-to-GDP ratio that
had started in 1990 and that had been kept on an upward trend until
2000, with the significant assistance, toward the end of this period, of the
operation of the tax authorities’ integrated information system (TAXIS),
which had been started at the very beginning of the 1990s, was gradu-
ally reversed. In the 20048 period the situation was stabilized at a lower
level, but a renewed reduction in 2009 coincided with the abovemen-
tioned developments and resulted in the rapid deterioration of the budg-
etary net position in that year. These developments demonstrate that
the estimated deterioration for 2009 (2009E in Figure 5.86) was built on
the foundation of a period during which the structure of the budget was
gradually weakened, as the structural gains and efforts of the early 1990s
were not followed up. The period after the year 2000, which was a period
of stable and rapid growth, was not taken advantage of in any way with
regard to the strengthening of the structural position of the budget, and
only the falling interest expense, as a percentage of the GDP, kept con-
tributing to the improvement of public finances. Figure 5.87 presents this
reality from another point of view. The ratio of the central government
budget revenue, net of funds collected by the budget on behalf of other
beneficiaries and the redistribution of these funds, to the stock of gov-
ernment debt, which was increasing until 2000, then started to decline.
At the same time the “interest cover” of the government - that is, the
budget surplus available to finance interest expenses — followed a similar
trend, assisted though by the fall in the interest expense, and in 2009
even turned negative. Figure 5.86 also shows the projections of the 2010
budget (2010B) regarding the evolution of revenue and primary expendi-
ture of the central government, as well as the measures announced after
the presentation of the 2010 budget as they had cumulated up to March
2010 (2010M). They also show — if one assumes that the GDP used in the
2010 budget, as well as all other revenue and expenditure items, remain
as foreseen in the budget — that the impact as a percentage of the GDP of
these measures amounts to roughly 3 percent of GDP, while further and
significant measures had to be taken subsequently according to the con-
ditionality program. Figure 5.87 thus also documents the source of the
concerns of financial markets regarding the Greek government bonds,
and the ability of Greece to finance its public debt, which increased grad-
ually until the announcement of the more decisive corrective measures.

These concerns are further substantiated by certain uncertainties that
prevail over the parameters of the budget for the year 2010, which will
in turn affect the realities of the budgets after 2010. One concerns the
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bond yields. Greece

budgeted cost of borrowing, which according to the 2010 budget, as
shown in Figure 5.88, is declining as a percentage of the year’s average
existing stock of debt, while so far the yield of the government ten-year
bonds remains at levels that significantly exceed the average yield of 2009
and 2008. As a result the question remains open of whether, gradually, the
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debt that has been rolled over in 2010 will imply an increase in the
cost of borrowing for 2010 and the future years until the debt issued in
2010 matures. While the 25 billion euros, less than 10 percent of the
outstanding debt, that have been rolled over by the summer of 2010
may not crucially affect the average cost of servicing the total debt, the
related challenge will become more pertinent during the following two
years when, according to the government budget for 2010, nearly half of
the outstanding general government debt will have been rolled over.

A second concern is the gradual increase in the expenditure from the
central government budget to finance the social security system. During
the past years the pensions for the former public employees, along with
the contribution of the central government budget to the social security
funds, has been one of the fastest growing expenditure items of the
budget. Since the absolute magnitude of these expenditure items is also
large, amounting to 31.7 percent of all central government expenditures
in 2009, their impact on the net fiscal position of the government budget
is one of the most crucial parameters that will determine the net position
of the general government budget in the coming years. As a result a reform
of the social security system to reduce these significant and increasingly
mounting pressures on the fiscal position of the general government is
the other important, and still unresolved, for the supplementary pension
schemes, parameter of the fiscal prospects of Greece. As shown in the
previous section, it should be possible to fine tune basic parameters of
the system in a way that will significantly improve its financial resilience
in the face of the mounting challenges and at the same time retain a
satisfactory level of social and intergenerational solidarity.

Finally, a third risk remains for the projected fiscal prospects of the
country. A deep and prolonged recession in the economy will not only
undermine the prospects of the economy in general but of the govern-
ment revenue as well. And at the same time the denominator in the debt-
to-GDP ratio will face an unfavorable development in that case, which
can threaten the gains that result from any efforts main in relation to the
previously mentioned concerns. The latter risk, which is not insignificant
at all, can of course be reduced, and possibly even eliminated, with the
promotion of aggressive product market reforms, as previously outlined,
and with an aggressive program to reduce the administrative burden that
is today imposed on the economy. The importance of this risk is high-
lighted by the fact that according to the updated Stability and Growth
Program submitted at the beginning of 2010 by the Greek government,
the return of satisfactory growth from 2011 will gradually dilute the ratio
of general government expenditures to GDP without necessitating their
decline in absolute size and even permitting their increase after 2010, as
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Figure 5.89 General government expenditure as a percentage of the GDP. Greek
Stability and Growth Program projections. January 2010

shown in Figure 5.89. At the same time the increase in taxable incomes
and profits, along with the growth of the GDP, will permit an increase
in the revenue of the general government — not only as a percentage of
the GDP but, most significantly, by a sizeable absolute number, as shown
in Figure 5.90. The success of this strategy evidently depends crucially
on the ability of the economy to return to the positive growth rates pro-
jected in the Stability and Growth Program after 2010.

Even though the Greek government announced a new series of
measures in March 2010, when added to the measures announced
since December 2009, it emerges that most of these measures amount
to extraordinary tax increases, which will become permanent once
the new tax law is applied. Only a smaller part of these measures,
less than one third as shown in Figure 5.91, comprises expenditure
cuts or the freezing of expenditure increases. In addition, these latest
measures probably will simply cancel out revenue shortfalls in the
case that the recession of the Greek economy gathers pace and until
determined efforts to reform the issues analyzed in this Chapter are
undertaken.

The significance and size of these risks, as well as the potential sug-
gested from the experience of other countries regarding these reforms,
in combination with the currently adverse ranking of Greece on these
aspects strongly suggests the appropriate way to move, swiftly and



212 Understanding the Crisis in Greece

30
25
20 9.2
15 74
10 1.8 46
5 | — 13.0 15.6
0 T T T
5 0.1 -0.5 17 -5.3
-10
2010 2011 2012 2013

[] Reduction of general government expenditure when compared

to 2009, billion euros (-=increase)
] New social security contributions when compared to 2009, billion euros
I New taxes when compared to 2009, billion euros

Figure 5.90 General government expenditure reduction and revenue increase
as a percentage of the GDP. Greek Stability and Growth Program projections.
January 2010

decisively, forward. At the same time it has to be stressed that in such a
virtuous development it will be much easier to implement a program to
reduce the size of the shadow economy and to extract tax revenue from
it than in an environment of deep and prolonged recession.

Of course even if these three issues are tackled, with a determined
product reform program, an all-encompassing reform of the social secu-
rity system and a continuation of other efforts that will lead to a rapid
decline in the cost of borrowing for the Greek government, a number of
realities will still prevail in the short term for the Greek public finances.
So it will remain a reality that the Greek public sector not only has more
employees than it needs, who are paid on average very generously when
compared to private sector salaries. It will remain, above these realities,
that the human resources management and the organizational chart of
the public sector does not permit its efficient operation and the supply
of quality services at low cost to society. Unfortunately this problem has
no easy and fast solution. Given that a reduction in the number of pub-
lic sector employees not only will adversely affect the job market, but
also will probably involve the risk of expelling the better working, but
less well connected, part of the staff, cuts in the average pay of public
sector employees should be preferred over layoffs. The argument for pay
cuts, over layoffs, is also substantiated by the high average wage bill per
public employee that was revealed by the data presented in Figure 5.62.
At the same time the better management of wage bills will become
possible thanks to the operation of a centralized payment system that
should be able to identify potential cuts in a way that will not hurt too



Million euros. Tax increases. December January | February March | Total
2009 2010 2010 2010

One-off tax on profitable 1,085 1,085
companies and large estates

Permanent VAT increase 1,400 | 1,400

Increase in consumption tax 934 616 1,550
of fuels

Increase in consumption tax 645 350 995
on tobacco

Increase in consumption tax 70 80 150
on alcohol

Luxury tax and new tax on 120 120

expensive cars

Abolition of tax exemption of 87 87
Public Power Corporation
from consumption tax on fuel

New consumption tax on 180 180
electricity

One-off tax of 1% on 2009 141 141
incomes over 100,000

Reapplication of estate tax 200 200

Total new taxes payable from or 1,085 915 934 2,974 | 5,908
in 2010

Expenditure cuts or freezing March 2010
of expenditures

Reduction in wage bill of -1,218
public sector

Freezing of increases in cash -14

handouts and working group
remunerations

Reduction of annual grant to -146
the pension funds of Public
Power Corporation and
Hellenic Telecoms employees

Freezing of increasing —450
pensions in 2010

Cuts in Ministry of Education -100
programs

Non-execution of part of the -600

public investment budget

Total expenditure reduction or —2,528
freezing of expenditures

Figure 5.91 Extraordinary measures taken by the Greek government for the
stabilization of the fiscal situation until April 2010
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much those who receive relatively low pay and mainly seek out those
cases in which numerous handouts and wage-related payments lead
to very high annual incomes that are not justified by the quality and
quantity of the services provided. Tackling the issue of public sector pay
is of significant importance, because after paying for public sector pen-
sioners and social security funds, as well as covering interests on debt,
the wage bill is the third largest expenditure of the budget, amounting
to 28.4 percent of all central government expenditure in 2009, with all
other expenditure items being less significant.

The reform of the social security system and the reduction of the wage
bill are pressing priorities since projections to increase taxes are subject to
the developments of the economy and the resilience of economic activ-
ity, while expenditure cuts will yield the budgeted savings with certainty,
regardless of the developments of the economic situation. As a result
the measures implemented between December 2009 and May 2010,
which included increases in VAT for fuel, tobacco, alcohol and so called
“luxury items,” as well as a number of extraordinary taxes on profitable
corporations, high personal incomes and big estates, are all subject to the
development of the conjecture. A deepening of the recession will easily
negate the projected increase in revenue, thus undermining the effort of
fiscal consolidation. On the other hand only 30 percent of the measures
announced during this period refer to cuts in expenditures or the freezing
of increases in expenditure. This is unfortunate as, according to Guichard
et al. (2007), episodes of fiscal consolidation that are based on govern-
ment revenue increases are generally less successful and long-lived than
those based on expenditure cuts. The size and historic growth rates of
the wage bill and social security-related items mentioned above singles
these two items out as the preferred targets for such cuts, as has already
been described. Such cuts will have also another implication. Today the
numerous public sector employees, who receive, compared to the private
sector, high pay and produce no value added, contribute to the pat-
tern of disproportionally high consumption as a percentage of the GDP
(compared to other European countries) that prevails today in Greece. A
reduction in the excessive public sector wage and public sector pension
bill will contribute to the rationalization of this statistic as well.

5.9 The examples of Finland and Ireland and how they
can be an example for Greece

Finland experienced a serious recession at the end of the 1980s when
the excesses from the financial services sector deregulation ended at a
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time of a serious global economic downturn that coincided, in addition,
with the collapse of Finland’s trade with Russia.

In the wake of these testing times Finland opened up the economy,
deregulating important sectors that used to impose significant restrictions
on market entry, as described by Hej and Wise (2004) and the OECD
(2003a), even though the OECD structural indicators still identify a
number of areas that remain relatively regulated or under government
control. Following the capital markets, which where deregulated before
the onset of the Finnish crisis and which fueled a boom in the runup to
the crisis, the telecommunications, electricity, road transport and many
other sectors were liberalized, which helped reshape the economy from
one based on the principles of economic nationalism to one of open mar-
kets, which in addition had been, since 1995, a member of the European
Union. Reforms were wide-ranging and included numerous measures that
freed up many aspects of the economy besides these main, flagship, sec-
tors. Along these reforms, an emphasis was put on sound macroeconomic
and fiscal management, moderate wage settlements and the moderniza-
tion and empowerment of competition authorities. Also a vigorous and
continuous effort to improve the efficiency of the public administration,
as documented by the OECD (2003a, 2003b), as well as to improve the
budgeting process, as documented by Blondal et al. (2002), the quality of
regulation and a determined effort to reduce administrative burdens was
observed. All that led to a strong and prolonged recovery, many aspects
of which are documented by Honkapohja et al. (2009), that exceeded any
positive impact of any cyclical upturns since the beginning of the 1990s.

Regarding one of the flagship sectors, the electricity sector was the subject
of an early and relatively fast track liberalization in the 1990s. The process
started with the 1995 Electricity Market Act, which introduced third-party
access to the monopolistic grid and allowed large users to choose between
different suppliers. From 1997 all consumers could choose their supplier,
and from 1998 they could do this without paying for a new meter. The
vertical supply chain has been disaggregated (through accounting unbun-
dling) to separate the grid from potentially competitive distribution and
supply. A regulator (now called the Energy Market Authority) was set up,
which today also covers the gas market. Another positive feature is the full
integration of the Nordic electricity market. But in general, with regard to
product markets, Finland implemented comprehensive reforms over the
period 1985-95, as documented by Hgj et al. (2007), under the influence
of the EU’s internal market program.

A significant part of the Finnish reform efforts aimed to prepare the
central administration for its new role as a facilitator, rather than direct
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provider, of public services. This effort included an antibureaucracy
drive and reforms to increase customer orientation while at the same
time the budgetary process was also significantly reformed. This process
was undertaken in the context of an open and honest political dialogue
that followed the crisis of the early 1990s. This dialogue focused on the
role of the state in the economy, the challenge of reconciling the need
to reap the benefits that open markets bring to consumers with the val-
ues of social solidarity, and the need to insist on the improvement of the
efficiency of public spending in times of fiscal pressures. This dialogue
led to the acceptance of the principle that the role of the state is prima-
rily that of a guarantor of the law and order and of the supply of essen-
tial infrastructure and public services, but within the framework of open
and competitive markets. It also helped to reconcile the need to cut
public spending, especially social transfers — which were skyrocketing at
the time — with the need to improve the efficiency of public spending.
In that way Finland was able to secure the core policies that enhance
social coherence, while at the same time improving public finances,
whose state today guarantees the sustainability of these policies.

Regarding the modernization of the public administration, the Finnish
reforms were promoted in spite of the significant challenges that arise
when authority is reallocated between the competent ministries and
authorities, and the difficulty of adapting a system and reeducating
individuals who were accustomed to a certain way of executing their
daily tasks. In particular, the increase in municipal autonomy has raised
some concerns over whether it undermines central policy coherence,
which started a debate on how the government can strengthen this.

Public sector reform priorities in Finland during the past decades con-
tained the following elements:

1. Ex-ante budgetary controls have been replaced with ex-post report-
ing, auditing and evaluation. All ministries and agencies prepare an
annual report.

2. Effective adaptation of frame budgeting that led to budget surpluses

and a low public debt.

. Result-oriented approach that focuses on targets.

Decentralization and empowerment of municipal authorities.

. An evaluation program of administrative reforms.

. A constant promotion of the quality and functioning of the public

sector since the 1990s.

7. Decision-making is based on a search for consensus and the avoid-
ance of conflict.
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Of course Finland has not solved all its problems, with the performance of
the job market being one good example. Still its experience in overcom-
ing a severe downturn in which significant external adversities coincided
with a financial sector crisis and deteriorating public finances thanks to
a determined and wide-ranging reform effort in product markets and the
public administration, together with a program of fiscal stabilization,
certainly contains useful lessons on which Greece can draw today.

Ireland, where the public sector has had to provide significant sup-
port to the domestic financial system, has experienced so far a force-
ful contraction. Yet it is facing the prospect of a gradual recovery in
a context of flexible and competitive markets and a friendly business
environment, following the reforms of the 1980s, even though certain
aspects of the functioning of markets relating to network industries,
professional services and the retail sector are still considered relatively
stringent by the OECD. Yet Ireland, according to the OECD (2009),
did not proceed to sufficiently restructure the public sector during the
years of fast growth, and still faces related challenges, as described by
Hardiman (2010). As a result of the weakness of budgetary institutions,
the in-built increase in public expenditure led to a rapid deterioration of
public finances once the rapid growth in the GDP disappeared, leading
to a significant shortfall in the projected revenue increases. Apart from
the measures taken, initially only in Ireland but now also in Greece,
to restrain the short-term increase in public expenditure - largely
through the reduction of public servant pay — both countries still face
the challenge of substantially restructuring their public sectors in order
to increase their respective efficiency and capacity to provide quality
services to citizens and businesses. In Greece, it must be noted, these
challenges appear to be more significant though, as Ireland has already
reaped significant benefits from the reforms it implemented in the pub-
lic sector and the tax system in the late 1980s. In addition, in Ireland
the deterioration of the public finances is largely related to the initiative
to rescue the domestic financial system — unlike Greece, where so far the
financial system has provided either directly or indirectly through the
ECB, which accepted as collateral large amounts of Greek government
bonds, a substantial financing cushion for the Greek government.

One should stress that in both countries government expenditure
until the onset of the current crisis had risen in line with the rapid GDP
growth, but the improvement of budgetary institutions, the increase in
the efficiency of the public sector, the rebalancing of public expendi-
ture and the reform of the tax systems did not proceed at the required
pace. This negligence means that once the downturn occurred, it led
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to a fast deterioration of public finances as revenue fell but expenses
kept rising in both countries. The size of the challenges posed currently
by the fiscal position is larger in Greece. Yet Ireland has dealt in the
past effectively with similar challenges, when it embarked on a deter-
mined effort to correct fiscal imbalances and support future growth in
the late 1980s. Also a strategy to attract foreign investment, that was
further assisted by a number of favorable developments summarized by
Hardouvelis (2006), shows that a determined effort can deal with such
challenges effectively. The legacy of the fiscal consolidation of Ireland
in the 1980s should be used as a case study for Greece today, but it can
also be used as an example to stress the future benefits that the current
fiscal stabilization efforts promise for Ireland.

With regard to product market regulation, Ireland started out in
1998 from a favorable position relatively to other OECD countries, as
a result of the reforms undertaken since the late 1980s. Since then it
has made some further improvement. Greece started out from a much
more unfavorable position in 1998 and, especially since 2003, it has not
achieved any further noteworthy improvement, according to the OECD
integrated product market regulation indexes.

The OECD data, which starts in 1998, does not capture how Ireland -
before the 1980s — proceeded for many years with the establishment of
state monopolies, the adoption of regulation that curtailed competition
in markets, and a fiscal policy based on high government spending
and increasing tax rates. In the wake of the oil crises, increasing tax
evasion and social unrest, unemployment increased along with govern-
ment debt in a context of economic stagnation. A determined effort to
deregulate markets, sell off publicly-owned companies and reduce tax
rates helped reverse this situation and turn the “sick man of Europe” of
the 1980s into the “Celtic tiger” of the 1990s, and lead Ireland to the
advantageous position recorded by the OECD for 1998.

One should stress that as part of this effort Ireland not only embarked
on a path of fiscal responsibility, but at the same time actively cham-
pioned the improvement of the business environment, and policies
designed to attract FDI. As a result today Ireland faces the challenges of
the current conjecture and the fallout from the excesses of its financial
system with a much more favorable business environment than it had
in the 1980s, which is not the case for Greece, whose situation is closer
to the situation that Ireland was facing in the late 1980s.

The current debate over tax reform in Greece becomes most relevant
given the experience of Ireland in the 1970s and at the beginning of
the 1980s. At the time successive Irish governments tried to balance
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the deteriorating public finances with increasing tax rates, a strategy
that yielded few tangible results and contributed to the stagnation of
an uncompetitive and closed economy. After the late 1980s the reform
agenda included not only reduced tax rates, as documented also by
Alpha Bank (2001), but more importantly a process that meant that
any changes in the tax laws were announced well in advance of their
application, as described by Flinter (2006). It is now generally accepted
that this strategy, which was supported by a number of favorable
developments that occurred during the same period — as explained by
Hardouvelis (2006) — helped the economy grow fast and attract signifi-
cant investment from abroad, which in turn contributed gradually to
an increase in employment. Today, even though the Irish corporate tax
rates are much lower than in Greece, as shown in Figure 5.64, the rev-
enue of the Irish government from corporate income tax as a percentage
of the GDP exceeds the equivalent revenue of the Greek government.
Actually, this was also true in the past years when the corporate tax rate
in Greece was even higher.

Furthermore, the highly progressive personal income tax system of
Greece, which essentially exempts more than half the households from
any income tax and which aims to collect most personal income taxes
from the relatively few families that declare high incomes, secures a
revenue for the Greek government of about 2.5 percent below that of
the Irish government, as can be demonstrated with the data behind
Figure 5.53. As a result the Irish approach after the late 1980s provides
significant lessons for Greek policymakers, including of course the com-
mitment to implement a predictable tax system and the usefulness of a
simple tax system that is enforced in a way that minimizes tax evasion.

5.10 Conclusions

In this Chapter we started out with a detailed description of the Greek
economy. We were able to identify both the drivers of the recent strong
growth performance and to document the reasons why, in spite of
this strong performance, the competitiveness of the Greek economy
remains so low. Extensive regulation of markets, high administra-
tive costs, a business environment that is not favorable and, in the
end, widespread corruption are the cause of this low competitiveness,
despite the reforms in the credit market and, initially — but not lately —
the telecommunications market, and the benefits accruing from the
EMU accession. Greece appears therefore to have benefited from cer-
tain reforms, in the sense described by Rodrik (2007), but on a very
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large scale because of the nature and importance of these positive
developments, while it retains other, also significant in importance and
magnitude, weaknesses that undermine the long-term potential to guar-
antee lasting growth and social coherence for the country. These weak-
nesses are ultimately described as “weak institutions and governance,”
and their existence is deeply rooted in the equilibrium that is formed
today between the interest groups that collect the rents that they
secure thanks to the regulation of the markets and the inflation of the
administrative costs, the politicians, the voters and the strong growth of
the past years, which has made the need for further reforms less press-
ing, as was described in Chapter 2. This equilibrium affects the labor
market, financial and non-financial corporations, the pension system
and fiscal discipline — in particular on the expenditure side, as we have
seen thanks to the available detailed and credible evidence that was
presented. The way all these aspects of the Greek economy are affected
may lead to apparent paradoxes when the evidence is looked at bit by
bit, but once all available evidence is juxtaposed, then it appears that all
these paradoxes and peculiarities fit well together and simply reflect the
dysfunction that originates from the high regulation of the markets, the
excessive administrative burden and the relevance of a two-tier private
sector labor market, along with a large and inefficient public sector that
operates in a context of weak institutions and governance.

The stakes are the long-term growth prospects of the Greek economy,
once the rate impact of the reforms and of the EU and EMU membership
peter out, as seems to be the case at this point. What is needed now is the
adjustment of the country to a new equilibrium in which rents that are
accrued from state intervention and high administrative costs are replaced
by profits that accrue from competitive markets and that are not distrib-
uted on the basis of the ability to secure favors from the unified executive
and legislature, as shown in Chapter 4, but instead from innovation-
driven entrepreneurship in competitive markets. Such a shift, if achieved,
is expected not only to ensure many years of continuous growth and
employment creation, along with enhanced social coherence as a result
of this employment growth. Primarily it is expected to also facilitate the
establishment of the institutions that remain today underdeveloped in
Greece, since, according to the argument presented in Chapter 2, the main
bloodlines that are now supplied with the rents derived from the uncom-
petitive economy and that feed interest groups that resist both reform and
the development of advanced and good institutions will have been cut.

At the time this book went to press, the memorandum of understand-
ing (MOU) that was accepted as part of the financial package offered by
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the European Union and the International Monetary Fund to Greece was
being made public. This MOU included measures to address all the short-
comings of the fiscal consolidation strategy mentioned so far, including,
for the first time, substantial expenditure cuts, specific instructions for
pension reform and a binding timetable for specific actions that should
lead to a reduction in tax evasion. Furthermore the MOU, as part of the
‘conditionality program’, includes significant structural reforms that
seem to address the major failings that are identified both in the work-
ings of the product and services markets, and in the labor market. In a
sense, therefore, the analysis of this book now indicates the challenges
the Greek society will face to enforce this MOU, rather than to formulate
the necessary reforms that are now stated in this MOU. It will also serve
to put together arguments for the necessity to rigorously implement this
MOU in the coming years.

An overview of the Chapter

A. Facts on the competitiveness of the Greek economy

1. In Greece the competitiveness of the economy is consistently
ranked well below the performance of all other members of
the eurozone and of most members of the OECD. This is docu-
mented by the OECD aggregate structural indicators for product
market regulation (in particular, regulation of the command
and control type regarding the operation of companies), and
the similar indexes for selected product markets (in particular
transport, retail and — until recently — energy and road freight)
and professional services (in particular minimum government
mandated prices, obligatory purchase of services and entry
restrictions) contained in the World Bank Doing Business
Reports (which include startups, licensing, collecting debts and
liquidating a bankrupt company, among others). It is also docu-
mented by governance indicators (which examine the quality
of governance and institutions that also go beyond the business
environment) in surveys like that of the IMD and the WEF, and
similar work by the European Commission, as well as numerous
other similar work, that measure the quality of product market
regulation and the extent of the administrative burden the
economy is subjected to.

2. In Greece the wage share, which includes the wage bill of the public
sector, is one of the lowest in the OECD and the European Union.
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3. In Greece the ratio of self-employed to dependent labor is, by far,
the highest in the European Union, a fact that contributes signifi-
cantly to point 1. In particular, about 1.3 million self-employed
correspond to about 1.9 million insured with IKA (which may
include up to 200,000 individuals who work for publicly-owned
companies or entities controlled by the general and central gov-
ernment), about 350,000 salaried employees insured with other
professional funds and about 560,000 officially registered central
government public sector employees.

4. In Greece the average private sector wage for dependent labor is
about 33 percent lower than the average private sector wage in the
EU-27 (35 percent for the eurozone), largely as a result of the ten-
dency of smaller companies to pay wages close to the minimum
wage. According to Eurostat, the average public sector wage, on
the other hand, is about 5 percent lower than the corresponding
EU-27 average (15 percent for the eurozone).

5. This relatively low average private sector pay further contributes
to point 1, even though the relatively high public sector salaries,
and equivalent pay, often lead to high documented average wage
increases in Greece, especially in years where private sector wages
also increased above the European averages.

6. The private sector wage increases coincide with the reality of an
uncompetitive economy that produces relatively little, and as a
result employs but few of the most productive workers, as shown
by the low ratio of total employment to total population — which
is one of the lowest in the EU and the OECD.

7. In Greece the higher-than-average regulation of the labor market,
which is documented by similar surveys, largely follows from the
regulation of temporary and part-time employment. The latter
imposes a constraint that is largely overcome by the prolifera-
tion of self-employment, which is not subject to the limitations
imposed by this legislation.

8. Substantial tax evasion and social security payment evasion, as
well as legislation that allows relatively low social security pay-
ments by the self-employed, distorts the playing field in the labor
market to the detriment of salaried labor, and especially salaried
labor with above-average income. This fact is also related to the
extent of self-employment in Greece.

9. Larger companies pay, on average, their salaried employees higher
wages than smaller companies do. These larger companies employ
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about half of the employees who are insured with IKA and who do
not work in construction.

In view of the abovementioned pieces of evidence it follows that

1. The failings of the business environment, which are documented
repeatedly and reliably by numerous studies and surveys, are of
a magnitude and extent that can explain the significant com-
petitiveness deficit of the Greek economy. They also primarily
identify these failings to consist of (a) a very high administrative
burden, (b) government legislation that prohibits competition in
significant product markets and professional services, (c) vague
and complex legislation that regulates the licensing and operation
of companies in Greece, (d) the uncertainty and corruption all the
abovementioned invite, and (e) the strong causal link between this
widespread corruption and the inability of the political leadership
of the country to produce good laws and promote useful reforms.

2. These failings of the business environment are reflected in the low
employment ratio, which in turn renders the impact of changes
in the cost of the relatively few employed less important for the
aggregate macroeconomy.

3. Failings of the labor market in the private sector are relatively
minor when compared to the failures, mentioned above, of the
government to provide competitive product markets and quality
governance, and the impact these have on the operation of the
government and the public administration.

B. Facts on the public finances of Greece

1. The Greek central government last year spent about 75 billion
euros and had revenue of about 50 billion euros.

2. The majority of the central government spending comes from the
central government wage bill (27.4 percent of the central govern-
ments ordinary budget expenditure), the central government
pensions for former public servants and former publicly-owned
companies employee pension funds (12.3 percent), the government
contribution to social security funds - other that the pension fund
for former public employees— and expenditure for “social coher-
ence” (20.4 percent) and, finally, interest on the government debt
(18.6 percent). These expenditure items add up to 79 percent of
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total central government ordinary budget expenditure,
which does not include public investment, and amount to
100.1 percent of the central government net income from
taxes.

3. The average monthly wage for the public control, according to
Eurostat, in Greece is, relatively to the average monthly wage for
private control, the fourth largest in the EU-27. Correspondingly,
as already mentioned, the average public sector pay is much closer
to the EU-27 and eurozone average public sector pay than that of
the private sector salaried employment.

4. The number of public sector employees, both permanent and in
short-term contracts, in the central government, general govern-
ment entities and companies owned by these is, according to all
available pieces of evidence, excessive and inadequately managed.

5. A comparison with other European Union member countries
reveals that the Greek government earns significantly less revenue
from personal income tax than its European peers, as a percentage
of the GDP. Furthermore, VAT receipts are also relatively low once
the above-average contribution of consumption to GDP is taken
into account. Finally, a small number of families that declare high
incomes and a small number of large companies pay a dispropor-
tionately large share of the total personal and corporate income
tax, when compared with the similar distributions of other coun-
tries, while the vast majority of families and small companies pays
no, or insignificant, income tax.

6. The latter is further enhanced by the fact that for small compa-
nies (individual enterprises and general partnerships) profits are
taxed differently. In particular, only half the profits are taxed at
an advantageous rate as company income, and the other half is
taxed as personal income, which in most cases — and especially if
there is more than one partner - is below the threshold for tax-free
personal income.

In view of the abovementioned pieces of evidence it
follows that

1. Fiscal consolidation in Greece needs to follow from a com-
bination of sizeable expenditure reduction and revenue
increases.

2. More emphasis needs to be put on expenditure reductions, given
the limited emphasis that has been given to them so far, the
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contribution of expenditure increases during the past years to the
emergence of the current challenges, and the fact that episodes
of fiscal consolidation that are based on expenditure cuts have a
much better track record.

. Expenditure reduction inevitably needs to include large cuts in
the government wage bill, and this in turn needs to include both
cuts in the average take-home pay (which includes salary, but
also large sums for overtime, special cash handouts and numer-
ous special payments for various professional duties in the public
sector), as well as in the number of general government staff.

. Cuts in the non-wage take-home pay, which is also a source of unjus-
tified inequalities in the public sector and which is often linked
with taxes on economic activity, should take priority in any effort
to aggressively reduce the average take-home pay of the public
sector. Such a reduction would also reduce the pressure to pro-
ceed with indiscriminate layoffs, which may have a more severe
adverse social impact.

. Expenditure reduction inevitably needs to include large cuts in
the public sector pensions and pension funds for employees of former
publicly-owned companies that are paid to former civil servants and
former employees of publicly-owned companies, as well as reforms
that will rein in the tendency of this expenditure item to increase
rapidly over time. Cases where individuals benefit from evidently
excessively beneficial terms should be aggressively tackled.

. Expenditure reduction inevitably needs to include reforms that
put a cap on the government’s contribution to the private sector
social security system without leading to a commensurate increase
in the contributions of private sector employees and employers. That
will imply a significant reduction in the number of cases where pri-
vate sector employees, self-employed and farmers benefit from retire-
ment schemes that are clearly out of proportion with their lifetime
contributions.

. Revenue increases need to address the shortfall in personal income
tax revenue that results from the excessive progressivity of the
personal income tax system, which now excludes more than half
of the Greek households from the obligation to pay any personal
income tax and which concentrates, more than in most major
European countries, the bulk of the personal income tax on a
small minority of families that report, truthfully or half-truthfully,
relatively high annual income.
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8.

9.

10.
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Revenue increases need to address in particular the widespread tax
evasion among numerous self-employed and smaller enterprises, as
well as the corruption of tax controllers, which is a major reason
why so many Greek families declare income that is, according
to the excessively progressive tax law, exempt from income tax.
In particular, the contribution of the self-employed toward the
government revenue from personal income tax and social secu-
rity contributions should be better aligned with their dominant
position in the workforce. Furthermore, the large number of
small companies that operate in spite of their limited or non-
existent profitability also suggests widespread tax evasion among
them. As tax evasion is reduced, tax rates should become more
competitive.

Revenue increases need to address also the widespread tax evasion of
VAT among numerous self-employed and smaller enterprises, as
well as the related corruption of tax controllers.

Public support for these measures could be enhanced with a
reduction of the members of parliament down from 300 to 200,
as is allowed by the Constitution in Article 51, the corresponding
reduction in the staff of the parliament, as the support positions
for the redundant members of parliament would be abolished, as
allowed by the Constitution, and a substantial extra tax, or pay
cut, for the members of parliament and the remaining parlia-
ment staff for as long as the country fails to meet the Maastricht
criteria.




Appendix 1
Road Transport in Greece and
Government Intervention

Al1l.1 An example of how the reform debate in Greece
does not focus on issues that are crucially related to
the low competitiveness of the country

Greece is one of the last countries to maintain a regulation, introduced in most
other countries around the 1930s that restricts competition in transport services.
In addition the country has introduced a number of important obstacles that
actively prevent the creation of an efficient supply chain. These obstacles range
from the organization of customs to a legislative environment that effectively
prohibits the creation of logistics centers as documented by Alexopoulos (2009).
Yet, along with rail transport, the road transport market remains one of the main
areas where government intervention is harmful to competition, as recorded by
the OECD regulation indexes for non-manufacturing sectors. For example, the
Greek government still issues permits for trucks that can transport cargo for a
fee (public trucks). At the same time it issues permits for companies to obtain
trucks that are specified only for their own use (private trucks). Furthermore, as
documented by Alpha Bank (2008), these permits are split into three categories —
national, international and regional. Regional permits allow only transport in
given prefectures and prefectures that share a border with the prefecture for
which the permit was issued. As a result the Greek economy has not enjoyed
the significant productivity-enhancing developments that took place in the
countries that deregulated their road and rail transport services after the 1970s,
even though Greece’s geomorphology makes road transport in particular,
whose importance is stressed by Boylaud (2000) for all economies, even more
important in the supply chain. These benefits are documented in works like
OECD (2001a); they include a significant reduction in fares for full truckload
cargo, a smaller reduction in fares for less than full truckload cargo, but also
the development of all the logistics and on time delivery industry that has sup-
ported much of the productivity growth of the 1990s. The total impact of all
these benefits is documented by certain pieces of evidence. For example, in the
US total inventories dropped from 9 percent of the GDP to 3,9 percent of the
GDP in the 18 years that followed the deregulation of road and rail transport.
A comparable drop in the storage and distribution costs, from 16.6 percent of the
GDP to 10.6 percent of the GDP, occurred over the same time period. Maintaining
these restrictions also means that the value of the existing permits for public
trucks constantly increases, as was also the case, for example, in France toward the
end of the 1970s. Then, according to the OECD (2001b), market circumstances
resembled those that still prevail today in Greece. The OECD (2001b) also docu-
ments the implications of market deregulation in a number of countries. So, in
countries like France and Mexico, small transport companies struggled after the
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deregulation to adapt to the new competitive environment and take advantage
of the increased opportunities in the way that larger companies managed to do.
This happened in spite of the increase in the number of smaller companies in
France, as the fares fell rapidly in the new competitive environment in which
the value of the existing permits was wiped out. In France, which like Greece
traditionally is suspicious of free markets, the reaction was to introduce legisla-
tion that supposedly would guarantee “fair prices” for the smaller companies.
These legislative initiatives proved to be completely ineffective, as they did
not help the small companies to adapt to the new environment and improve
their organizational skills. The importance of the ability of small companies to
adapt to the new environment is highlighted by the case of other countries, like
the Netherlands, where the problems that appeared in France did not arise. In
addition Boylaud (2000) documents how deregulation has not led to excessive
consolidation in any country, and how small companies still are predominant in
deregulated markets like Finland, for example. This conclusion is corroborated by
Coopers and Lybrand (1996). They find that in the new, deregulated, environ-
ment larger companies concentrate on the adoption of innovations that increase
competitiveness and reduce cost, but at the same time they outsource the physical
work of delivering goods to small companies. They also illustrate how middle-
sized companies find it hard to compete with either innovative large companies
or competitive small companies. Boylaud (2000) describes how competition
among small companies in this environment focuses mainly on the height of the
fees, as there is apparently little room for other types of product differentiation.
The deregulation of the road transport market has one more aspect that needs to
be taken into account. As Morrison and Winston (1999) describe in the case of
the US, in a regulated market the high price and low quality of the licensed pub-
lic trucks encourages many companies to invest in the maintenance of a private
truck, or a fleet of private trucks, even though this truck (or fleet) may not be used
efficiently. After deregulation, these companies tend to abandon their own fleets
and choose to outsource transport and storage management. Thus they create a
significant volume of new business for truckers and logistics companies, not only
because demand for such services responds positively to price decreases, efficiency
increases and, as the European Commission (1997) shows, the economic activity
grows, but also because a significant volume of existing business is no longer han-
dled internally but placed on the market instead. Finally, the OECD (1997) docu-
ments how the parallel deregulation of rail transport led to an increase in volume
for combined transport. This evidence has to be paired of course with concerns
expressed by the Institute for Economic and Industrial Research (IOBE) (2006).
These concerns are verified by the German experience documented by the OECD
(2001b): in deregulated markets harsh competition often leads to the violation of
labor laws in the trucking business, especially by small trucking companies.

This evidence suggests that the deregulation of the road transport market
poses a threat for existing truckers — mainly with regard to their protection from
extreme competition. The current high value of truck permits on the secondary
market therefore accurately reflects the present value of expected monopoly
rents that accrue to the permit holder. These rents are likely to face a credible
threat from a deregulation, as the example of France demonstrates. In addition
to the elimination of monopoly rents, deregulation also threatens to put high
competitive pressure on working conditions for small companies, as the example
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of Germany shows. On the other hand, deregulation will not threaten the exist-
ence of small companies, as their workload will increase — not only because the
demand for such services is elastic, but also because the inefficient fleet of private
trucks will be reduced in size in a competitive environment, ensuring that this
business is handed over to truckers, as also argued by Alpha Bank (2008). This
will be true even if the removal of obstacles to the development of combined rail
and road transport, like the completion of a rail link to the container terminal
in the port of Piraeus, a twin rail track between Athens and Thessaloniki, and a
useful rail link to the container terminal of Thessaloniki, for example, is finally
achieved, because the total increase in business volume will absorb the shift of
some cargo from road to rail.

It should be noted that recent decisions (2536/2009 and 3537/2009) by the
Symvoulio Epikratias (the tertiary level court) have ruled that the existing restric-
tions that the legislation introduces to the transport market in Greece are unconsti-
tutional because they limit the freedom of companies to enhance their efficiency.
Yet in spite of these decisions, Law 803/1978 still applies. This law not only pro-
vides that the government issues new permits only after a report proves they are
needed. (An impressively succinct research report published in the Government
Gazette B1607/2005 showed that there is no such need, while Alpha Bank (2008)
describes how usually the trucker’s unions advise the government that there is no
need for new permits or for such studies) but the law also mandates that the gov-
ernment should set fare prices. Actually, in the past five years the increases in the
fares that were legislated by the government were much higher than the annual
inflation — even in 2009, when many businesses dropped their prices as economic
activity slowed down in Greece, these fares, which were not supposed to be
increased further, were indirectly pushed up when an additional charge was reaf-
firmed to the fares of fuel trucks, pursuant to the ministerial decision published
in the Government Gazette B1183/2009. Furthermore, government decisions like
the ministerial decision published in the Government Gazette B1491/2005 intro-
duced limitations on the size of the parcels delivered by courier companies and
on other aspects of their operation, which have been found to violate the Postal
Services Directive according Opinion IP/09/157 of the European Commission.
In addition, a notice by the Minister of Transportation (I'5/19419/1676/
15/4/2008) considers empty containers to be cargo that is not owned by individ-
ual companies, thus precluding their transport by the private trucks of these com-
panies since they are allowed to be filled only with cargo they own. As a result
of these government decisions and pieces of legislation, whose constitutionality
and conformity with EU law and case law is highly questionable, the Greek econ-
omy still cannot enjoy the efficiency gains that other economies have achieved
in the past decades. Furthermore, the ongoing denial of the need to deregulate
this market means that policy initiatives are so far restricted to the defense
of the existing state-sponsored monopolies and restrictions to competition —
in spite of the significant contribution these have toward the increase of the
cost of supply chain management in Greece and, as a result, the degradation
of the competitiveness of the economy. At the same time, the debate regard-
ing the potential adverse implications of deregulation on the smaller trucking
companies, and the development of effective measures to counter these (or
to adequately compensate for them) is lacking. This implies that when, or if,
deregulation happens it most probably will not take place in a well organized
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fashion. This in turn implies that the legitimate concerns of smaller trucking
companies will probably not be addressed effectively at that time. Recently press
reports have surfaced regarding a “deregulation,” supposedly in the pipeline, that
retains numerous aspects of the existing market, like the setting of minimum
fares by decree. This allegedly planned deregulation will probably try to bypass
the recent decisions of the Symvoulio Epikratias (the tertiary level court) regard-
ing the unconstitutionality of the restrictions that the government imposes on
this market. Therefore the inability of the political system in Greece to promote
a truthful and honest reform that could improve strategically and significantly
the supply chain (and therefore the lagging competitiveness and inflation dif-
ferential of the Greek economy with the eurozone) will probably be reaffirmed.
It has to be added that in order to fulfill the terms of the conditionality program
accepted by the Greek government as part of the financial support package
offered by the European Commission, European Central Bank and International
Monetary Fund, the market for road freight licences and fares was deregulated
in winter 2010. Also certain, but not all, restrictions private courier companies
were removed under the threat of European Commission actions. Yet numerous
other constraints, that range from limitations regarding the licencing and use of
trucks that are used by individual companies to limitations on courier businesses
remain.



Appendix 2
Shop Trading Hours in Greece

A2.1 An example of how consumer interests are not
a consideration in reform debates when one has to
deregulate, rather than regulate

The regulation of shop trading hours has been an issue in Greece mainly in rela-
tion to the increase in employment and the support of small and medium-sized
shops, which are the arguments usually used to justify the need to restrict shop
trading hours. In addition, an observed increase in non-permanent or part-time
employment is also often cited as a reason why the government has to regulate
shop trading hours and restrict the ability of shop owners to choose themselves
their trading hours.

Recently Law 3377/2005 introduced unified shop trading hours across the
country, setting as the only limits the opening of shops after 05:00 hours,
and ending them at 21:00 hours on weekdays and 20:00 on Saturdays. This
revived the debate on shop trading hours. The arguments that are usually
cited to postpone reforms were reiterated, and as such they offer an interest-
ing case study of the ability of Greek society to accept and promote reforms.
An important part of the usefulness of this example is the fact that shop trad-
ing hours in Greece had been deregulated in 1992, only to be re-regulated in
1994 and again, more stringently, after 1997. Furthermore, the international
experience with shop trading hours and the real benefit that extended shop
trading hours can offer to society are persistently absent from the related
debate. The issue of permitting shops to open on Sundays is also consistently
avoided, as rumors have it that the Orthodox church always persuades politi-
cians who contemplate such changes to abandon the thought.

In particular, the available data and literature suggest that extending shop
trading hours leads to both an increase in employment, which is not necessarily
limited to temporary or part-time employment, and to increased convenience
for consumers — especially working parents and women. The data and literature
also show that the ability to use extended opening hours is predominantly used
by larger shops — and in particular groceries — which serve during these extended
opening hours small households. Furthermore, extended shop trading hours are
erroneously accused of enhancing the expansion rate of larger shops to the detri-
ment of smaller shops. This trend is documented irrespectively of the existence
of measures that limit shop trading hours; such expansion seems to be related to
the fact that larger shops offer lower prices as a result of their increased produc-
tivity as well as of their ability to better meet the needs of consumers. On the
other hand, the expansion of larger stores seems to be constrained more effec-
tively by imposing limitations on their licensing. Such limitations seem to be
able to protect smaller shops, but at the same time they tend to deny consumers
the advantages that may follow from the reorganization of retail trade and the
increased productivity of larger stores.
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A report commissioned by the government of New South Wales (2003) that
preceded the deregulation of shop trading hours in 2003 concluded that a dispro-
portionate increase in part-time employment was not expected to take place to
the detriment of full-time employment. This conclusion was based on the study
of data from areas of Australia that had already deregulated shop trading hours,
and it was paired with an expectation that employment and sales should increase.
The study of the Melbourne area is particularly important because after the
deregulation of 1996 90 percent of the small and medium shops of the area had
not laid off staff. In addition the “way of life” of the families that operated these
shops did not change. The same study found widespread support for extended
shop trading hours, even on Sundays, among consumers. As a matter of fact, in
Victoria 77 percent of the voters opted for the opening of shops on Sundays by
referendum.

In the US the issue can be studied better given the wider availability of data.
Burda and Weil (1998) document that in the states that adopted Sundays opening
hours there were positive results both regarding employment and the satisfac-
tion of consumers — especially among working consumers that are part of small
households. This study also uses international data for countries in which severe
restrictions exist on shop trading hours. In these countries, the study finds, the
contribution of the retail sector to the total employment levels is smaller than
in the countries that have not adopted such restrictions. The study also draws
the (important) conclusion that sales turnover tends to migrate from sectors in
which such constraints are maintained to sectors from which such constraints
have been removed or in which they never existed. Similar conclusions are
reached by Goos (2004). This study also uses data for different states in the US
and finds that restrictions on shop trading hours limit employment, increase
salaries and, when the restrictions are severe, limit the productivity of the shops.
The study also finds that restrictions on the opening of shops on Sundays limit
the growth in employment - in particular in large stores.

A study by Skuterud (2005) regarding the impact of lifting restrictions on the
opening of stores on Sundays in Canada after 1998 documents an increase in
employment and hours worked in stores, as well as the positive reception of the
measure by the vast majority of consumers.

In Finland it is been shown that after a deregulation in 1997, according to
Kajalo (2001), the shop trading hours were extended by shops with the exception
of very small shops, and that the increase in opening hours occurred in particular
in food stores. With regard to the Netherlands and their deregulation of 1996,
and especially the increase in employment in the services sector documented by
Burda (2000), the study of Breedveld et al. (2002) finds that 24 percent of small
shops extended their opening hours while 43 percent of large stores, shopping
centers and especially large food stores extended their opening hours in the
evenings. In any case the study does not find any support for the establishment
of a “24 hours a day economy”; it argues that the changes where rather limited
if one takes into consideration the whole retail sector. Jacobsen and Kooreman
(2005) report a significant shift in the shopping times toward evening hours,
especially among unmarried women and mothers, following the deregulation of
shop trading hours in the Netherlands. Also an increase in the time allocated to
shopping is documented among all men and women. Other studies, like Burda
and Weil (1998) and Goos (2004), even argue that restrictions on shop trading
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hours amount to a discrimination against households that cannot shop during
their own working hours.

For Sweden Gradus (1996) argued for the deregulation of opening hours ahead
of its implementation, citing the positive results observed in the Netherlands in
particular. The experience of Sweden in also considered by Pilat (1997), along
with the experience of other countries like Germany and the Netherlands. The
study concludes that extending shop trading hours increases consumer welfare,
boosts employment and leads to a small increase in sales. It also documents a
shift of market share from smaller shops toward larger shops, especially among
food stores; there is also evidence that in Sweden large food stores extended
their opening hours significantly — unlike apparel stores, which more or less
maintained the same opening hours as before deregulation. It should be added
here that larger stores depend usually more on salaried labor, which justifies the
resistance to an extension of trading hours of the owners of smaller shops, who
tend to depend on self-employment rather than salaried labor. The same study
finally concludes that limitations on the establishment of larger stores limit the
reconstructuring of the retail sector, that they favor existing stores and, to the
extent that existing stores are small, these limitations favor mainly small stores
with a corresponding cost, of course, mainly for the consumer surplus and the
limitation of innovation and productivity increases in the retail sector.

In Germany Kosefeld (2002) studies the period after the relaxation of restric-
tions on the opening hours in 1996 and shows that 61 percent of all shops main-
tained the opening hours that they had before the relaxation of the restrictions,
and that only supermarkets and shopping centers adopted — with a large majority
of almost 100 percent — new, extended, opening hours.

For Italy, Portugal, Spain, the Netherlands, Finland, Sweden and Greece
Mitsopoulos (2007) used employment data for the retail sector and showed that
in the wake of the relaxation of the restrictions on shop trading hours employ-
ment increased, and — after making some adjustment to reflect the negative con-
jecture in the case of Germany - part-time employment rose in both Germany
and, in particular, the Netherlands as a result of a change in labor laws that
affected the whole economy and not just the retail sector.

Finally, a report by the European Observatory for Small and Medium
Enterprises (2000) illustrates how in rural areas, and when local habits are taken
into account, shops tend not to extend opening hours if restrictions are only
limited. It also finds that small shops use the ability to open on Sundays when
this is given.

It should be added that in Greece small food stores (called “pantopoleia” that
sell some food and that have often been transformed in mini-markets using loop-
holes in the existing legislation and a blurring of the legislation between these
small shops and the kiosks (called “periptera”) that face no limits on their shop
trading hours as well as the lax enforcement of laws) operate late at night and on
Sundays, without restrictions on their opening hours, while small stores in areas
which attract tourists already stay open mainly during the peak season, as the
law allows them to do so. Furthermore kiosks in prime locations often expand
beyond the size that is foreseen by the relevant legislation, even if this means
that they will fully block the pedestrian walkways, turning themselves effectively
into small mini-markets. This proves that in Greece, as in the rest of the world,
small shops will also stay open when it is profitable for them to do so. It also



234 Appendix 2

shows the tendency of the market to find ways to cater to the needs of consum-
ers, including the need to have some access to food stores even late at night or
on Sundays, even if it is in a rudimentary way that does not offer consumers the
best value for money.

An issue that emerges from these studies is that larger stores, and especially
food stores, use the ability to extend their opening hours, and that market share
tends to shift to those sectors whose opening hours are not restricted. This
shows that not all shops extend their opening hours after restrictions are lifted;
rather, this decision is taken by individual stores after weighing their particular
attributes. Also, according to works like Boylaud and Nicoletti (2001), but also
by the European Observatory of Small and Medium Enterprises (2000), the fall
in the market share of smaller shops is documented in all countries, irrespec-
tively of the existence of limitations on opening hours. The main reason why
consumers prefer larger stores seems to be the fact that the latter offer lower
prices, especially for food, as is documented by Asplund and Friberg (2002),
Aalto-Setala (2001), Cotterill (1993), Boylaud and Nicoletti (2001), as well as
Pilat (1997). It must be noted here that often the investigation of the question
of whether the expansion of larger stores leads to higher prices for consumers is
based on a comparison of profit margins between larger and smaller stores, as the
researchers do not have access to retail prices. But the conclusions drawn from
such studies can be misleading. For example, Cotterill and Harper (1994), who
use price data collected through direct surveys of product prices in US stores, find
a negative relationship between prices and store size. Even though this result is
not always significant, it persists in suggesting that larger stores often manage
to offer consumers lower prices as a result of their increased productivity and
efficiency, and at the same time manage to secure higher profit margins for
themselves, when compared to smaller stores. According to the authors, this
phenomenon may exist only up to a certain store size, as it seems that above a
large store size this effect is reversed. Pricing, according to their analysis, seems
to be related to market concentration and the existence, or not, or warehouse
supermarket competition. Asplund and Friberg (2002) use a similar approach,
based on retail prices, for Sweden. They also find that increasing the store size
reduces consumer prices, and they reaffirm the finding that monopoly power
tends to lead to increased prices. The available evidence therefore seems to sug-
gest that ensuring that there is competition among larger stores is probably the
most effective way of reducing retail prices.

The existing research provides also suggestions for the protection of the inter-
ests of small shops, if such protection were to be the goal of a government, espe-
cially in urban centers. Small shops’ interests can, for example, be well served
by a reduction in administrative costs. Scarpetta et al. (2002) find that increased
administrative costs and burdens affect negatively the rate of starting new com-
panies, especially small and medium ones. Also facilitations regarding access to
finance and, in particular, more stringent barriers to the establishment of new
and large shops in urban centers, under the condition of course that these barri-
ers do not favor existing larger stores, seem to be more effective in protecting the
ability of small shops to fend off the competition and allocation of market share
to larger stores. According to the study of the European Observatory for Small
and Medium Enterprises, access to finance is the second most important barrier
faced by small and medium enterprises, and the importance of this barrier falls
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as the size of the company increases. The same study also accepts that a high
administrative burden is proportionally more onerous for smaller companies.
Boylaud and Nicoletti (2001) also argue that restrictions on the creation of new
shops benefit existing shops, and that when these restrictions are aimed against
larger stores, they limit the expansion rate of these stores. The authors also men-
tion that this avenue is used by multiple countries that want to support smaller
shops. Pilat (1997) makes a similar argument, using the example of numerous
countries. It should be reiterated of course that these limitations come at the
cost of slowing down the restructuring of the retail sector and the introduction
of innovations that benefit the consumer and increase the consumer surplus —
usually through the reduction of prices, but also in other ways. Such measures,
it has to be stressed, are unrelated to shop trading hours, as the examples of
Norway and Denmark, which allow only small stores to open on Sundays, clearly
show.

To conclude, these studies show that extended shop trading hours are adopted
mainly by larger stores, especially food stores, and that these extended hours are
used by consumers, and especially women and working mothers for food pur-
chases. The impact on employment is shown to be predominantly positive and
no excessive shift toward part-time employment, to the detriment of full-time
employment, is recorded. It also follows that if policy makers decide to hinder
the expansion of larger stores in order to secure benefits for the owners of small
stores, at a cost to consumers of course, other measures like limitations on the
creation of large stores — especially in urban areas — may be more effective to
secure this result. This is an interesting finding, as the debate on extended shop
trading hours is settled in Greece because politicians, who usually are against
larger stores, heed to the calls of small shop owners, who during these debates
appear as a coherent and well organized interest and voter group, and who argue
that extended shop trading hours will favor larger stores. At the same time, the
benefits to consumers, and especially working parents, are conspicuously absent
from these debates and, interestingly, are never highlighted by Greek consumer
organizations, which also tend to take the position of small shop owners on this
subject.
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Basic Examples of Details that
Degrade the Greek Business
Environment

A3.1 Tax on raised capital

A3.1.1 The situation in Greece

Today Greece is one of only seven European Union countries that still levy a tax
on raised capital,! which is 1 percent in the case of Greece.? Apart from the dis-
tortions that such a tax introduces even before an entrepreneurial undertaking is
started, the way in which this tax has to be paid in Greece leads to an unneces-
sary increase of the administrative cost faced by Greek companies. In particular,
the declaration for this tax has to be submitted ahead of the publication of the
act that announces to the foundation, or change in, the capital of the company
in the Government Gazette.® As a result the entrepreneur is forced to go to the
tax authorities twice, for example during a company start up: Once to pay the
tax on raised capital and once to obtain his tax number, after the related act has
been submitted for publication in the Government Gazette.

A3.1.2 European trends

In 2006 the European Commission recommended* that member states reduce the
tax on raised capital to 0.5 percent by 2008 and abolish it completely by 2010. This
is because, according to the evidence available to the European Commission, this
tax is among those that significantly distort the efficient allocation of resources in
the economy and that reduce the competitiveness of the European economy.

It has to be mentioned that the related revenue was, until now, about 80 mil-
lion euros a year, which is rather insignificant when compared to the annual
corporate income tax paid.

A3.2 Publications in the Government Gazette

A3.2.1 The situation in Greece

Making corporate information publicly available in Greece is done through the
publication of the relevant information in the Government Gazette, as provided
by the law on public and private limited companies.> The publication fees and
the subscriptions to access these publications are set by a separate ministerial
decree.® So far these prices have been relatively high, even though access fees
have recently been abolished. This has contributed to the unfavorable ranking of
Greece as far as the cost of starting a new company is concerned in the World Bank
Doing Business index,” as well as the European Commission documentation on
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company start-ups.® This cost is disproportionately high, especially for smaller
companies.
For example:

1. Publication of the start-up establishment of a public limited company costs
470 euros, as does the publication of the annual profit and loss statement and
balance sheet.

2. The interested third party that wants to gain access to the published informa-
tion of private and public limited companies needed, until recently, to pay an
annual subscription of 645 euros for electronic access.

3. To these charges the Greek government has added the obligation to notify
the Company Register,” and to pay the related fee,!° without abolishing so
far the obligation to publish the information in the Government Gazette.
In addition the obligatory subscription to the Chamber of Commerce has
been burdened with a fee that effectively finances the new Company Register,
even though this is not yet operational.!!

The fee to publish information in the Government Gazette is burdened with sig-
nificant payments to third parties (in particular, the employees of certain agen-
cies in a process that seems to validate the predictions of Chapter 2)!? and the
obligation to annually publish the profit and loss statement and balance sheet
in daily newspapers in spite of their publication in the Government Gazette.!®
In addition, companies carry an excessive and unnecessary administrative
burden. In particular, for start-ups, the law specifically foresees that the company
has to take the form that is to be published itself from the current Company
Register, that is the prefecture for public limited companies and the courthouse
for private limited companies, and hand it in to the Government Gazette office
located in Athens. In addition a public limited company has then go on to
separately inform the tax authorities and then inform once more the register that
it has completed this process.!*

A3.2.2 European trends

The European Commission proposes, as a good practice,!® to avoid the require-
ment to publish information in the Government Gazette when this information
has already been submitted to an electronic public register.

A3.3 Multiple notifications of a new hiring

A3.3.1 The situation in Greece

A company that has been registered as an employer with the private sector social
security fund (IKA)!® must still, when it hires a new employee, hand in separate
forms to the Organization for the Employment of the Labour Force (OAED)!?
and the Force of Labour Supervisors (SEPE).'® The hiring of the new employee is
announced a third time to IKA once the quarterly form that is foreseen by the
law'? is submitted, even though this form is now being submitted electronically.°
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Law 3655/2008 foresees a single form and electronic submission, but the man-
date of the law is not practised by the authorities yet.

A3.3.2 European trends

The European Commission has recommended the reduction of administrative
burden that follows from the obligation of companies to provide information.?!
The Commission further recommends the electronic submission of information,
rather than the submission of paper forms as is still the case with the OAED and
SEPE. In addition it sternly discourages the repeated submission of the same infor-
mation, as happens in Greece. It should be added at this point that the World
Bank?? and the European Commission clearly include the process of hiring a first
employee to the benchmark according to which the cost of setting up a new com-
pany is computed. The European Council recommended?® in 2006 that member
states complete by the end of 2007 the setup of one-stop shops for the establish-
ment of start-ups. It also clearly stated that the hiring of the first employee should
require informing only one administrative body, while in Greece this process still
requires informing three agencies (IKA, OAED and SEPE).

A3.4 Taxing the transfer of private limited companies

A3.4.1 The situation in Greece

In 2006 Greece introduced “objective” procedures to compute the “excessive
profit,” to use the wording of the related law, of private limited companies (EPE).
On the “excessive profit” of these companies a tax of 5 percent is levied when
these companies are transferred.?* Furthermore, the “excessive profit” is computed
on the basis of a complicated formula that takes account of the companies’ profit
and balance sheet items for the five years that precede the transfer. Providing the
data needed for the calculation of the tax in turn creates a significant administra-
tive burden on the transfer of a, usually medium or small, company. In addition,
this backward-looking formula cannot incorporate anticipated developments that
may substantially affect the value of the company. The new tax law, it should be
noted, further increases and expands taxes on the transfer of companies, therefore
further aggravating this situation instead of improving it.

A3.4.2 European trends

Since 2005 the European Commission has been clearly recommending?® the
facilitation of the transfer of ownership of small and medium companies,
aiming to create in this way an environment that is more favorable to their
development.

A3.5 Regulatory impact assessment

A3.5.1 The situation in Greece

The ongoing adoption of regulations and acts that increase bureaucracy and
the administrative burden on Greek companies (as, for example, the ones
previously mentioned) could be limited, at least partly, if these acts had to go
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through an open consultation and if an evaluation of the results of such consul-
tation had to be carried out, along with the completion of a regulatory impact
assessment.

Even though the government that was elected in 2009 has committed itself
to have public consultations for all new laws, this declaration is not binding
and only applies to laws, not to ministerial decrees. Also, it is not clear how the
comments collected during these consultations are processed and evaluated. The
prime minister of the previous government had issued a memo?® to all minis-
tries regarding the completion of regulatory impact assessments. However, even
though these assessments were allegedly completed for most new laws (but not
presidential decrees and ministerial decisions), they were never made public and
the new government has not made any reference to this practice.

A3.5.2 European trends

Regulatory impact assessments are good practice. They are recommended to the
EU member states by the European Commission,?” which specifically refers to
the evaluation of the impact regulations have on the economy, society and the
environment.

A3.6 Certificate of origin for exports

A3.6.1 The situation in Greece

For exporters a certificate of origin is very important as it determines how the
export good will be taxed in the import country. In most countries this certificate
is obtained in rather straightforward ways. In Greece the certificate of origin for
export goods is issued by the Chamber of Commerce that the export company
is registered with. Ministerial decree 623/1993 (YA 6234/E3/9429, Government
Gazette B818) reaffirms the process and states again that the exporter must
register with the Special Registry for Exporters that is kept at the Chamber of
Commerce that he is registered with. This obligation is specified in paragraph
A for exports toward the then European Community, now Union, and in para-
graph B for exports outside the European Union. It is further specified that the
Chamber of Commerce certifies the bill of sale of the exporter after the exporter
presents the required documents that have been previously certified by the cus-
toms service or at least after copies are presented that have to be subsequently
certified by the customs authorities.

Registering with the Register of Exporters of course entails a significant
administrative burden. A written request and certified documents have to be
submitted along with the related, administratively set, fee that is foreseen by
Article 9, paragraph 2 of Law 936/1979 (Government Gazette A144). Following
to the law, decree E4/1628/1988 set the fee for the initial registration at 5,000
drachmas (now rounded at 15 euros) while the renewal fee has been set at 3,000
drachmas. The required certificates include the certificate that the exporter is
not bankrupt and copies of the criminal record of the representatives of the
exporting company as foreseen by Article 25, paragraph 1 of Law 3229/2004
(Government Gazette A38)). The certificates have to be renewed every three
months. The registration with the Register of Exporters has to be renewed every
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three years according to Article 25, paragraph 2 of Law 3229/2004. At this time
the exporter has to submit a certified declaration that states that he has realized
some exports during the previous three years. Of course, the related fee must
also be paid. It has to be stressed that in March 2009 the Athens Chamber of
Commerce called the Greek government to set up the chambers of commerce as
one-stop shops for business start-ups, stressing the importance of such a measure
for the Greek business environment. At the same time the Athens Chamber of
Commerce publicly called all exporters that were on its register of exporters but
that had not renewed their registration on time to do so within two months and,
of course, pay the related fee.

A3.6.2 European trends

According to the World Bank index Doing Business in 2009 in the eurozone
countries a standardized export procedure requires on average five documents.
In Greece one extra document is needed and obtained in a separate procedure.
This extra certificate can be identified as the certificate of origin. For example, in
Germany it is issued after an initial registration electronically by most chambers
of commerce, even though membership to the chamber is not a prerequisite.
Also in many countries, but not in Greece it should be stressed, certified compa-
nies may also conduct the customs procedures on site. This means that in these
countries no separate trip of a company employee or of the cargo to the customs
is required. Finally it should also be noted that the requirement to obtain the
certificate of origin through a separate procedure pushed down the ranking of
Greece in the Doing Business report by one position, according to the “simulate
reforms” option provided on the report’s web page.
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Appendix 3 Basic Examples of Details that Degrade
the Greek Business Environment

1.
2.

11.

12.

13.

14.

15.
16.
17.
18.
19.

As foreseen by Article 23 of Law 1676/1986 (Government Gazette A204).
The way this tax is implemented in Greece is in violation of Directive
69/335/EEC of July 17, 1969 according the European Court of Justice (Case
¢-178/05, decision 2007/C 170/04).

This obligation had been abolished by Article 1, phrase 1 of Law 2941/2001.
However this abolition “confused” the employees of the Ministry of Finance
and Economy who recommended the return to the old law, which they were
granted through Article 37 of Law 3220/2004.

The recommendation was made through Proposal IP/06/1673 of December
4, 2006 named “Indirect taxation: The European Commission proposes to
abolish capital duty on the raising of capital.”

For public limited companies the information that has to be published in the
Government Gazette is determined by Law 2190/1920, as amended, and for
private limited companies by Law 3190/1955.

They were last raised by Decision 184821/2006 (Government Gazette B1589).
www.doingbusiness.org.

Benchmarking the Administration of Business Start-ups. European
Commission final report, 2002.

According to Article 1 of Law 3419/2005.

Law 3419/2005 clearly states that the obligation to publish in the Government
Gazette remains. It also sets the fees for the Company Register.

The decree published in Government Gazette B198 of 2009 under number
k1-141 sets a fee of 4 percent on the subscriptions to the Chambers of
Commerce on behalf of the Central Union of Chambers.

Under Article 15¢, paragraph 2 of Law 187/1943: 3percent; under Article 11,
paragraph 1I' of Farmers Fund Law 4169/1961: 20 percent; under ‘TAIIET’
Law 1878/1944: 5 percent; under Article 10, paragraph 1 of Law 187/1943:
2 percent; under Article 29 of Law 2339/1995 “Fee for the employees of the
Ministry of Commerce (now General Secretariat)”: 7 percent. These fees
finance cash handouts to the employees of the General Secretariat for the
Commerce. Respectively, the surplus income of the Government Gazette
finances, according to the decision AIAK/® .1/2/29851/1995 (published in
Government Gazette B992), monthly cash handouts to the employees of the
Government Gazette as well as the employees of the central services of the
former Ministry of the Presidency of the Government.

For public limited companies as foreseen by Article 26, paragraph 2 and
Article 438, paragraph 5 of Law 2190/1920, as amended. For private limited
companies as foreseen in Article 8, paragraph 2 of Law 3190/1955.

These obligations are foreseen by Article 1, phrase 13 of Law 2941/2001,
which added the phrase “y” to Article 7 of Law 2190/1920, as amended.
This is already a recommendation in COM(2007)394 of July 10, 2007.
Article 6, paragraph 1, phrase a of Law 2972/2001.

Article 2, paragraph 2, phrase y of Law 763/1970 (Government Gazette A283).
Article 16, paragraph 5 of Law 2874/2000 (Government Gazette A286).
Article 6, paragraph 1, phrases y and ¢ of Law 2972/2001.
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20.
21.

22.

23.

24.

25.

26.

27.

Decree ®.2//2002 (Government Gazette B87).

Measuring administrative costs and reducing administrative burdens in the
European Union, Commission Working Document COM(2006)691 final,
November 14, 2006.

www.doingbusiness.org.

Council of the European Union, Presidency Conclusions, 7775/06, March
24, 2006, point 30.

Article 11 of Law 3522/2006 (Government Gazette A276).
Recommendation of the Commission and Proposal for a Council Decision
(number 10), Integrated Guidelines for Jobs and Growth (2005-8), European
Commission, COM(2005)141 final.

Letter (protocol number Y190) of July 18, 2006 from the Prime Minister’s
Office.

Proposal of the Council to Member Countries, COM/2005/0141 final.
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