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Until it is resolved, the Greek problem will undermine the whole eurozone

Five years after the start of the European financial crisis, Greece is back at the centre of the

agenda. As long as the Greek problem is not addressed, the eurozone as a whole is unlikely to

recover, or be able to further integrate politically in a way that would make it resilient against

future shocks.

However, the problem is not easy to solve. Greece wants deeper debt cancellation and an end to

the austerity measures imposed by the troika. Some Greek parties are even campaigning for a

rise in public sector wages and pensions and a broad-based tax cut.

This raises at least two difficulties. The first is that over 80 per cent of Greece’s debt is held by

official creditors, in particular the International Monetary Fund, the European Stability

Mechanism (the eurozone’s rescue fund) and eurozone member states. The burden of the debt

can be reduced by lengthening the maturity and reducing the interest rate paid on this debt.

This has already been done, as shown by the fact that Greece’s interest payment on its public debt now amounts to about 4 per cent of

its gross domestic product, less than Ireland (4.4 per cent), Italy (4.8 per cent) and Portugal (5 per cent), and only slightly higher than

the US (3.8 per cent). This proves that the net present value of Greece’s debt is much lower than the nominal 170 per cent recorded

statistically.

The burden could be further reduced, for instance by extending maturities even more, providing grace periods and by indexing interest

payments to GDP growth.

However, it would be difficult to reduce Greece’s debt through measures that have a direct fiscal impact on the other eurozone

countries, for several reasons. First, such a move could be interpreted as a violation of the no-bailout clause, and would thus be subject

to constitutional challenges in several countries. Second, it would induce other countries to be much more cautious in the future when

approving adjustment programs, thus undermining the effectiveness of the ESM. Third, it would fuel populist voices, both in other

debtor countries (who would also like to benefit from debt cancellation), and in creditor countries, where existing doubt about the

single currency would be exacerbated by the sight of taxpayer money being used to apparently bail out more “profligate” countries.

Debt cancellation would also make the life of the European Central Bank more difficult. If a country’s debt can be reduced, and the ECB

doesn’t have a preferred creditor status, who would bear the costs if such debt instruments were purchased in the context of the bank’s

Outright Monetary Transactions (bond-buying) scheme, or quantitative easing? These two policies would be seriously undermined. If

QE is implemented over the coming weeks, as financial markets widely expect, will the ECB buy Greek bonds? How will they be treated?

The second issue arises from the exit of the adjustment program by Greece. If Greece wants to have a further haircut on its debt, how

will the domestic banks cope with the losses? The recapitalisation required by the single European supervisor would be possible only

through additional external aid. Greece would also require more aid to finance the increase in spending it wants to implement, since it

cannot directly access financial markets at sustainable rates.

But how can Greece ask for additional financial support from its eurozone partners unless it is willing to adhere to an adjustment

program, which monitors not only budgetary discipline but especially all those structural reforms which have been delayed for too long?

No debt relief has ever been given by the international community without tight conditions.

In sum, there does not seem to be a consistent solution to the Greek dilemma, at least within the eurozone. If Greece exited the euro, it

could start printing its own money and thus finance its desired additional expenditure. It could ask for a special debt cancellation, in

that context. The exceptionality of the exit from monetary union might make it politically easier for other eurozone countries to accept

the fiscal burden of Greece’s debt cancellation.

The problem is that the Greek people have made it clear that they do not want to exit the euro, as they consider it their only anchor

against domestic political inefficiency and instability. The populist parties have understood this, and now claim they will be able to
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In October 2011 the Greek prime minister George Papandreou proposed a referendum on the euro. He was seriously rebuffed by his

European partners, and then forced to resign. The risk of contagion would have been too high. Is the situation different now? A report

in Der Spiegel magazine at the weekend suggested that Germany might now believe that the once catastrophic vision of possible Grexit

could today be something the eurozone could cope with.

Certainly, the climate is very different today compared to the height of the crisis. The ECB’s OMT is available, if the European Court of

Justice rules in its favour; the banking union has been launched and the ESM has been strengthened. However, some more ring-fencing

might well be required to enable the monetary union to face such a shock, even if, over time, it becomes inevitable.
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