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When it rains it pours

Five years after the start of the Euro-
pean financial crisis Greece is back
on the agenda.TheGreek crisis start-

ed after the 2009 elections, as the incoming
government under George Papandreu re-
alized that the budget deficit would prob-
ably end up much higher than initially
planned, a two-digit figure in percent of
GDP, and that most of the electoral prom-
ises would have to be given up. Greece also
held elections in the spring of 2012, twice,
in order to form a new government, after
Papandreu failed to hold a referendum on
the program negotiated with the IMF and
the European union.

At each election the parties in power
usually lose. Themain reasonwhy govern-
ments have systematically lost is that the
economic policies implemented in the con-
text of the adjustment program have pro-
duced a deep recession, and a sharp rise in
unemployment. The opposition party has
tried and succeeded each time in capital-
izing on this failure by promising to dra-
matically change the policies imposed by
the Troika. Given the hardship suffered by
the Greek people, this message worked,
and is likely to work again. However, the
likelihood that the promise can be main-
tained is very small, as it depends on both
economic and political reasons.

Let’s look first at the economics. The
new Greek government will want less aus-
terity and to be able to spend more. The
problem is how to finance this, given that
Greece does not have access to the financial
markets. One possibility would be to exit
the eurozone, revert back to the drachma,
and thereby finance new debt. But this op-
tion has been considered unviable, because
a vastmajority of the Greek people want to
retain the euro as their currency, which is
not surprising: between bad money and
good money most rational people tend to
choose the latter. If the exit option is ex-
cluded, the question of how to finance new
spending remains. One way could be to
cancel existing debt and use the proceeds,
or the saved interest payments, to spend
more, particularly on public wages and
pensions. The problem is that debt cancel-
lation does not providemuch room forma-
neuver. The reason is that around 80% of

minimum and reduces the risks of conta-
gion. Second, other eurozone countries
which have gone through the hardship of
adjustment, like Spain, Portugal or Ireland,
feel less sympathetic to relaxing policies
for other countries, as they would de facto
recognize that they have made a mistake.
Third, an explicit debt cancellation would
result in a budget transfer from other eu-
rozone countries toGreece,whichwould be
hard to explain in countries where the sup-
port was accepted only because it was in
the form of a loan, which would not be in
contradictionwith theTreaty’s no-bail-out
provision. In addition, such a transfer
would also be hard to justify for countries
that are also experiencing difficulties and
implementing austerity measures.

Furthermore, for the other eurozone
countries to accept debt cancellation and a

watering down of the Greek adjustment
program, which has not been fully imple-
mented,wouldmeanundermining existing
governments and justify the requests of the
populist forces that are questioning the
whole European construction.

A debt cancellation and an exit from
the Troika program would also put Greece
outside the umbrella of the ECB’s opera-
tions. The ECB has already explicitly indi-
cated that theOMT could be implemented
only with countries that have adopted an
adjustment program. Furthermore, the ECB
could hardly implement QE by purchasing
government bonds of a countrywhose debt
has just been cancelled. Without such an
umbrella Greece can hardly exit any pro-
gram and access financial markets.

To sumup,The newGreek government
will have no leverage to unilaterally cancel

the debt and implement more expansion-
ary measures that require more financial
support from its partners. It can ask for a
more gradual adjustment, to be possibly
financed by some further reduction in the
interest burden and lengthening of thema-
turities. But this could be obtained only if
theGreek government seriously committed
to implement those reforms that have been
postponed, in particular with respect to
the liberalization of themarkets and priva-
tizations. The problem is that the current
opposition runs on exactly the opposite
program.

It is thus no surprise that in spite of the
stabilization of the economy and the pro-
jected reduction of the debt-to-GDP ratio,
private investors are wary of investing in a
country so subject to political and eco-
nomic uncertainty.

the debt is in the hands of official creditors,
i.e. the IMF, the European Financial Stabil-
ity Fund and the other eurozone states. Any
cancellation of the debt on that side does
not help much, except for the reduced in-
terest burden. However, the interest on the
debt is already very small, given the grace
period granted to Greece, and the very low
level of interest, lower than most other
countries.

Greece would thus need additional fi-
nancial support from the other eurozone
governments. However, how can this be
agreed if Greece asks for debt cancellation
and – even worse – pretends to give up on
the previous commitments made in the
context of the adjustment program. This
has been a constant element in the discus-
sion between Greek governments and its
Europeanpartners.TheGreek side has con-
tinued to ask for more money and more
budgetary leniency, while the partners have
been willing to provide for more funding
only in exchange for an overhaul of the
Greek economy, based especially on struc-
tural reforms. However, the implementa-
tion of the Greek program has consistent-
ly been disappointing on reforms. While
austerity has been systematically enforced,
although not equally – leaving vast pockets
of tax evasion – reforms have lagged be-
hind. In spite of the internal devaluation,
exports have not picked up significantly as
in other parts of the eurozone, and there are
still significant rigidity in the economy,
which prevents investment from flowing
into the country.

A particularly important aspect is the
recapitalization and restructuring of the
Greek financial system, in order to clean it
up of the non-performing loans andmake
it better capable of sustaining the economy.
This will probably require additional pub-
lic funds, but also an acceleration of priva-
tizations.

Considering the political aspects of the
discussion between Greece and its part-
ners, the room formaneuver appears even
more limited than in the past. First, the im-
pact of a Greek exit from the eurozone is
nowmore contained, especially if the ECB
implements its policy of Quantitative eas-
ing, which brings interest rate spreads to a
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The deep recession in Europe
started with the euro crisis
triggered by Greece. As volatility
returns to Athens, the euro,
already getting weaker, may face
even more troubles.

A woman walks past a
shop in central Athens
on the �rst day of the
winter sales on January
12, 2015.


