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Is Greece’s debt really so unsustainable?

Many discussions about Greece’s debt, which currently stands at about 175 per cent of gross

domestic product, start from the presumption that it is unsustainable and cannot be repaid.

The argument is highly questionable.

First, sovereign states never repay their debt. They refinance it by issuing new debt. From this

viewpoint, Greece doesn’t currently face serious problems, since its debt is largely held by

official creditors, ie the European Financial Stability Facility (EFSF), and other eurozone

member states. The debt has a relatively long maturity, which has been extended to 30 years, as

part of the conditionality associated with the adjustment program. It could be further extended,

if needed and if the conditions are met. Overall, Greek debt has far fewer refinancing risks than

eurozone countries who need to issue billions of euros in the market every year.

Second, the sustainability of the debt depends on the dynamics over time rather than on the overall level. A high debt-to-GDP ratio can

be more sustainable than a lower one, if the former component is expected to stabilise and fall over time, while the latter continues to

grow unabated. In fact, the sustainability of the debt is inversely related with the level of interest rate paid on the debt, and positively

related to the expected growth rate of the economy and the primary budget balance which has been achieved.

In these respects, Greece fares relatively well compared to several other eurozone economies. The interest burden on the debt is around

4 per cent of GDP in 2015, lower than countries like Ireland, Portugal or Italy, and not dissimilar to the US. This is due to the fact that

official creditors have accepted a reduction of the interest rate on their loans to levels comparable to those of the best eurozone

borrowers. Furthermore, Greece is expected to grow by close to 3 per cent this year, faster than the eurozone average. Finally, Greece is

expected to improve its primary balance to 4.1 per cent of GDP (up 1.4 per cent from last year), better than Portugal or Italy. This is why

Greece’s debt is expected to fall by about 7 percentage points of GDP this year and 11 points in 2016, down to 135 per cent of GDP in

2019, with an overall 40 points reduction in 5 years, more than that required by the fiscal compact. In Portugal the debt is expected to

fall by only 2 points this year and 1.5 next year. In Italy the debt should stabilise at around 135 per cent of GDP only in the course of this

year, and in Spain only next year. In Ireland the debt is projected to fall by 1 point this year and 2.5 in 2016.

In sum, looking at the dynamics, Greece’s debt appears to be more sustainable than that of several other countries. It might be argued

that the price for sustaining the debt is too high, for an economy which has gone through a major contraction since the start of the

crisis. Indeed, compared to the pre-crisis period, Greece’s per capita GDP has fallen by about 25 per cent, more than any other country

in the eurozone, in particular Italy (13 per cent), Spain (9 per cent) or Portugal (6 per cent). However, in spite of the recent large fall,

Greece’s average income is still 8 per cent higher than at the start of monetary union, as for Spain, France and the eurozone average,

and better than Italy and Portugal. The reason is that during the eight years prior to the crisis — between 1999 and 2007 — Greece’s

average income increased by 36 per cent, three times the rate of the eurozone, which was clearly unsustainable and helped cause the

bursting of the bubble.

Overall, Greece’s debt does not look as bad as the simple “175 per cent of GDP” ratio would suggest. The request for a substantial debt

cancellation can thus hardly be justified on the basis of sustainability alone. It seems rather to be aimed at creating the room for

financing a more expansionary fiscal policy. This would entail the risk, however, of going back to the pre-crisis policies of rising public

spending and giving up all the reforms that are needed to improve the competitiveness of the Greek economy so as to make it a lasting

member of the monetary union. The difference would be in the financing, which would come this time from other eurozone taxpayers,

rather than the capital markets.

Unfortunately, experience suggests that the outcome of such a policy would most likely be the request for a new debt cancellation within

a few years.
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