
The Greek debt – a European
story …
By Catherine Mathieu and  Henri Sterdyniak

At end 2014, Greece’s debt was 317 billion euros, or 176% of
its GDP, up from 103% in 2007, despite debt relief of 107
billion  in  2012[1].  This  debt  is  the  result  of  a  triple
blindness, on the part of: the financial markets, which lent
to Greece until 2009, heedless of the unsustainable level of
its public deficit (6.7% of GDP in 2007) and its trade deficit
(10.4% of GDP in 2007); the Greek government and ruling elite
who,  thanks  to  the  low  interest  rates  permitted  by  its
membership in the euro zone, allowed unbalanced growth, based
on  financial  and  real  estate  bubbles,  corruption,  poor
governance, fraud and tax evasion; and Europe’s institutions,
which  after  the  laxism  of  2001-2007,  imposed  crushing,
humiliating  austerity  programmes  on  the  country,  with  the
oversight of the troika, a strange threesome consisting of the
International Monetary Fund (IMF), the European Central Bank
(ECB) and the European Commission (EC). In the eyes of the
troika, the austerity programmes were needed to cut the public
deficit and debt and put the Greek economy on a path to
growth. While the programmes did indeed help to reduce the
public deficit (which was only about 2.5% of GDP in 2014, i.e.
after excluding interest expenses, a surplus of around 0.5% of
GDP), they have pushed up the ratio of debt to GDP, due to the
collapse in the country’s GDP, which is now 25% less than in
2008. Austerity has above all plunged Greece into economic and
social distress, as is sadly illustrated in an unemployment
rate of over 25% and a poverty rate of 36%.

The tree of Greek debt must not, however, hide the forest:
from 2007 to 2014, the public debt of the OECD countries as a
whole increased from 73% of GDP to 112%, reflecting profound
imbalances  in  the  global  economy.  Due  to  financial
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globalization, the victory of capital over labour and growing
inequality, the developed countries need large public debts;
these  debts  are  generally  not  reimbursable,  since
reimbursement assumes that agents with a surplus agree to run
deficits.

Take the example of Germany. It wants to maintain a large
external surplus (7% of GDP), which weighs down its European
partners and has contributed to an excessively strong euro. In
order for Greece and other European countries to repay their
public debts, they need to be able to export, especially to
Germany; Germany would in turn have to accept an external
deficit and thus greatly increase public spending and wages,
which it does not want to do. The contradictory demands of the
surplus countries (to maintain a surplus but be repaid) are
leading the entire euro zone into depression. Fortunately for
the European economy, neither France nor Italy is adhering
strictly to its European commitments, while the UK is not
subject to them.

Can  we  require  Greece  to  continue  to  meet  its  European
commitments, which have led to a deep depression? To reduce
its debt to 60% of GDP within 20 years? The effort needed to
do this depends on the difference between the interest rate
paid on debt (1.9% in 2014) and the nominal rate of GDP growth
(-1.2% in 2014). Even if Greece managed to accelerate its
growth so that the growth rate equalled the interest rate for
its loans, it would still have to turn over 6% of its GDP
every year; this drain would unbalance the economy and put the
brakes on growth. The Greek people cannot be asked to make
further economic and social sacrifices.

If Greece were an emerging country, the solution would be
obvious: a strong devaluation and default on the debt. The
euro  zone,  on  the  contrary,  cannot  be  maintained  without
solidarity between its members and without a turnabout in its
economic policies. Europe cannot ask Greece’s new government
to maintain an austerity programme that has no prospects or to



abandon  its  electoral  programme  and  implement  the  failed
policy negotiated by the previous government. A refusal to
compromise  would  lead  to  the  worst  result:  a  showdown,  a
financial freeze on Greece, and then its withdrawal from the
euro zone and perhaps the EU. The people would rightly feel
that Europe is a straitjacket and that democratic votes don’t
count.  On  the  other  hand,  it  will  be  difficult  for  the
northern European countries and the Commission to give up
their demands: tight control of national fiscal policies, a
reduction in public debts and deficits, conditionalities on
aid, privatization policies and structural reforms.

Syriza’s programme includes the restoration of social welfare
and the public services as well as a decent standard of living
for  retirees  and  employees,  but  also,  very  clearly,  tax
reform, the fight against corruption and bad governance, and
the search for a new development model based on the renovation
of production and re-industrialization, driven by the State
and a restored banking sector, based on public and private
investment. This is an ambitious path that presupposes a fight
against  greed  and  the  inertia  of  the  dominant  classes  by
mobilizing the whole of society, but it is the only future
with promise.

The only solution is a compromise that would open the door to
a new policy in Europe. Let’s distinguish the Greek question
from the European question. Europe’s institutions must agree
to negotiate a restructuring of Greek debt. This 317 billion
euro debt is now held as follows: 32 billion by the IMF, and
223  billion  by  the  ECB,  the  European  Financial  Stability
Facility, and the other Member States, i.e. 80% by public
institutions. This enabled the private sector to shed Greek
debt, but it has not helped the Greek economy. Greece already
benefits  from  low  interest  rates  and  lengthy  repayment
deadlines [2]. Given the low level of current interest rates
and  the  hunger  of  financial  investors  for  the  risk-free
sovereign debt of most Member States, there is no reason for a
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default on Greek debt; it simply needs to be restructured and
secured. We must avoid a situation where every year Greece is
in the position of having to repay and refinance an excessive
amount of debt, and thus finds itself at the mercy of the
capital markets or new negotiations with the troika. Greece
needs a long-term agreement based on mutual trust.

Europe should give the Greek people time for their economy to
recover.  Greece’s  debt  needs  to  be  made  sustainable  by
converting  it  into  very  long-term  secured  debt,  possibly
confined within the European Stability Mechanism, so that it
is sheltered from speculation. This debt could be financed by
Eurobonds with very low rates (0.5% at 10 years, or even
slightly  negative  rates  by  issuing  securities  indexed  to
inflation). European taxpayers would thus not be saddled with
the burden, and the Greek debt load would be acceptable. It is
Greek economic growth that will make it possible to cut the
ratio of debt to GDP. The reimbursement should be limited and,
as proposed by Greece, depend on growth (e.g. be zero when the
volume of growth is less than 2%, and then 0.25 GDP point per
additional point of growth). The agreements with Greece should
be  reviewed  to  allow  the  new  government  to  implement  its
programme for social and production renewal. Two key points
must  guide  the  negotiations:  that  responsibility  for  the
situation is shared between Greece and Europe, that each must
bear its share of the burden (the banks have already undergone
a partial default); and that Greece must be helped to recover
from its deep depression, which means support for consumption
in the short term, and in the medium term stimulating and
financing the country’s productive renewal.

France  should  support  Syriza’s  proposal  for  a  European
conference on debt, because the problem is not just Greek. The
Greek experience merely exemplifies the structural problems
with Europe’s economic governance and the challenges facing
all the Member States. This governance needs to be overhauled
in order to overcome the economic, social and political crisis



gripping the euro zone. The turning point represented by the
Juncker  Plan  must  be  given  resolute  support  (investment
support of 315 billion euros in three years), as must the
ECB’s  quantitative  easing  programme  (1140  billion  in  18
months).

The public debts of the euro zone countries must be guaranteed
by the ECB and all the Member States. To absorb them, the ECB
must keep long-term rates well below the rate of growth, which
will require taxing financial activities and controlling the
orientation of bank loans to prevent the rise of speculative
bubbles.  Instead  of  cutting  public  and  social  welfare
spending,  Europe  must  coordinate  the  fight  against  tax
competition  and  tax  evasion  by  the  wealthy  and  by
multinational  firms.  The  unsustainable  fiscal  straitjacket
imposed by the Stability Pact and the European fiscal treaty
must be replaced by the coordination of economic policies
aimed at full employment and resolving imbalances between euro
zone countries. Finally, Europe must propose a strategy for
recovery from the crisis based on boosting domestic demand in
the  surplus  countries,  coordinating  wage  policies,  and
supporting investments that prepare the ecological and social
transition. The challenge here is crucial. We need to rethink
the way economic policies are organized in Europe in order to
allow countries to conduct policies that are different and
autonomous, but coordinated. This is the only way the euro
zone can survive and prosper.

 

 

[1] More than half of which was used by the Greek state to
secure the country’s banking system.

[2] Moreover, the ECB Member states are repaying it any gains
that they make on Greek bonds.
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Cyprus:  a  well-conceived
plan, a country in ruins…
By Anne-Laure Delatte and Henri Sterdyniak

The plan that has just been adopted sounds the death knell for
the banking haven in Cyprus and implements a new principle for
crisis resolution in the euro zone: banks must be saved by the
shareholders and creditors without using public money. [1]
This principle is fair. Nevertheless, the recession in Cyprus
will be deep, and the new extension of the Troika’s powers
further discredits the European project. Once again the latest
developments in the crisis are laying bare the deficiencies in
euro zone governance. It is necessary to save the euro zone
almost every quarter, but every rescue renders the zone’s
structure even more fragile.

Cyprus never should have been accepted into the euro zone. But
Europe privileged expansion over coherence and depth. Cyprus
is a banking, tax and regulatory haven, which taxes companies
at the rate of only 10%, while the balance sheet of its
oversized banking system is nearly eight times its GDP (18
billion euros). Cyprus is in fact a transit hub for Russian
capital: the Cypriot banks have about 20 billion euros in
deposits from Russia, along with 12 billion euros in deposits
of Russian banks. These funds, sometimes of dubious origin,
are often reinvested in Russia: Cyprus is the largest foreign
investor in Russia, to the tune of about 13 billion euros per
year. Thus, by passing through Cyprus, some Russian capital is
laundered and legally secured. As Europe is very committed to
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the principle of the free movement of capital and the freedom
of establishment, it has simply let this go.

Having invested in Greek government debt and granted loans to
Greek companies that are unable to pay due to the crisis, the
island’s oversized banking system has lost a lot of money and
has fostered a housing bubble that burst, resulting in heavy
losses. Given the size of the banking system’s balance sheet,
these losses represent a significant share of national GDP.
The banking system is in trouble, and as a consequence the
markets speculated against Cypriot government debt, interest
rates rose, the country plunged into a recession, and the
deficit deepened. In 2012, growth was negative (-2.5%); the
deficit has reached 5.5% of GDP, the public debt has risen to
87% of GDP, the trade deficit stands at 6% of GDP, and the
unemployment rate is 14.7%.

The country needed assistance both to finance itself and to
recapitalize its banks. Cyprus requested 17 billion euros, the
equivalent of its annual GDP. Ten billion euros of loans were
granted, of which nine will be provided by the ESM and one by
the IMF. From a financial point of view, the EU certainly did
not need that billion, which merely gives the IMF a place at
the negotiating table.

In exchange, Cyprus will have to comply with the requirements
of  the  Troika,  i.e.  reductions  of  15%  in  civil  servant
salaries and 10% in spending on social welfare (pensions,
family  allowances  and  unemployment),  the  introduction  of
structural  reforms,  and  privatization.  It  is  the  fourth
country in Europe to be managed by the Troika, which can once
again impose its dogmatic recipes.

Cyprus is to lift its tax rate on corporations from 10 to
12.5%, which is low, but Europe could not ask Cyprus to do
more than Ireland. Cyprus must increase the tax rate on bank
interest from 15 to 30%. This is a timid step in the direction
of the necessary tax harmonization.



But what about the banks? The countries of Europe were faced
with a difficult choice:

–          helping Cyprus to save its banking system amounted
to saving Russian capital with European taxpayers’ money, and
showed that Europe would cover all the abuses of its Member
States, which would have poured more fuel on the fire in
Germany, Finland and the Netherlands.

–          asking Cyprus to recapitalize its banks itself
would push its public debt up to more than 150% of GDP, an
unsustainable level.

The first plan, released on 16 March, called for a 6.75%
contribution from deposits of less than 100,000 euros and
applied a levy of only 9.9% on the share of deposits exceeding
this  amount.  In  the  mind  of  the  Cypriot  government,  this
arrangement had the advantage of not so heavily compromising
the future of Cyprus as a base of Russian capital. But it
called into question the commitment by the EU (the guarantee
of deposits under 100,000 euros), which undermined all the
banks in the euro zone.

Europe finally reached the right decision: not to make the
people alone pay, to respect the guarantee of 100,000 euros,
but to make the banks’ shareholders pay, along with their
creditors and holders of deposits of over 100,000 euros. It is
legitimate to include those with large deposits that had been
remunerated  at  high  interest  rates.  It  is  the  model  of
Iceland, and not Ireland, that has been adopted: in case of
banking difficulties, large deposits remunerated at high rates
should not be treated as public debt, at the expense of the
taxpayers.

Under the second plan, the country’s two largest banks, the
Bank of Cyprus (BOC) and Laiki, which together account for 80%
of the country’s bank assets, are being restructured. Laiki,
which was hit hardest by developments in Greece and which was



more heavily involved in the collection of Russian deposits,
has been closed, with deposits of less than 100,000 euros
transferred to the BOC, which takes over Laiki’s assets, while
it also takes charge of the 9 billion euros that the ECB has
lent it. Laiki customers lose the portion of their deposits
over  100,000  euros  (4.2  billion),  while  holders  of  Laiki
equities and bonds lose everything. At the BOC, the excesses
of deposits above 100,000 euros are placed in a bad bank and
frozen until the restructuring of the BOC is completed, and a
portion of these (up to 40%) will be converted into BOC shares
in order to recapitalize the bank. Hence the 10 billion euro
loan from the EU will not be used to resolve the banking
problem. It will instead allow the government to repay its
private creditors and avoid a sovereign bankruptcy. Remember
that the national and European taxpayers are not called on to
repair the excesses of the world of finance.

This  is  also  a  first  application  of  the  banking  union.
Deposits  are  indeed  guaranteed  up  to  100,000  euros.  As
requested by the German government, the banks must be saved by
the shareholders and creditors, without public money. The cost
of bailing out the banks should be borne by those who have
benefited from the system when it was generating benefits.

From our viewpoint, the great advantage is ending the poorly
controlled  financial  status  of  Cyprus.  It  is  a  healthy
precedent that will discourage cross-border investment. It is
of  course  regrettable  that  Europe  is  not  attacking  other
countries  whose  banking  and  financial  systems  are  also
oversized (Malta, Luxembourg, the United Kingdom) and other
regulatory and tax havens (the Channel Islands, Ireland, the
Netherlands), but it is a first step.

This  plan  is  thus  well  thought-out.  But  as  was  modestly
acknowledged by the Vice-President of the European Commission,
Olli Rehn, the near future will be very difficult for Cyprus
and its people. What are the risks?



Risk of a deposit flight and liquidity crisis: unlike the
initial plan, which called for a levy on all deposits, the new
plan  is  consistent  with  reopening  the  banks  relatively
quickly. In fact, the banks are staying closed as long as the
authorities  fear  massive  withdrawals  by  depositors,  which
would automatically lead to a liquidity crisis for the banks
concerned. However, as small depositors are not affected and
large  depositors  have  their  assets  frozen  until  further
notice, it seems that the risk of a bank run can be ruled out.
A problem will nevertheless arise when the large deposits are
unfrozen.  Their  almost  certain  withdrawal  will  very
likely result in a loss of liquidity for the BOC, which will
need to be compensated by specially provided liquidity lines
at the ECB. Some small depositors who take fright could also
withdraw their funds. Similarly, holders of large deposits in
other  banks,  although  in  less  difficulty  and  thus  not
affected, could worry that the levies will be extended in the
future and therefore try to move their money abroad. Cyprus
remains at the mercy of a liquidity crisis. This is why the
authorities  have  announced  exceptional  controls  on  capital
movements when the banks reopen, so as to prevent a massive
flight of deposits abroad. This is a novelty for the EU. But
the  transition,  which  means  shrinking  the  Cypriot  banking
sector from 8 times the island’s GDP to 3.5 times, could well
prove difficult and may have some contagion effects on the
European  markets,  since  the  banks  will  have  to  sell  a
significant  amount  of  assets.

Risk of a long recession: the halving of the size of the
banking sector will not take place painlessly, as the entire
economy  will  suffer:  bank  employees,  service  partners,
attorneys, consultants, auditors, etc. Some Cypriot companies,
along with some wealthy households, will lose part of their
bank holdings.

However,  the  plan  requires  simultaneous  fiscal  austerity
measures (on the order of 4.5% of GDP), structural reforms



and the privatizations so dear to Europe’s institutions. These
austerity  measures,  coming  at  a  time  when  key  economic
activity  is  being  sacrificed,  will  lead  to  a  lengthy
recession.  The  Cypriots  all  have  in  mind  the  example  of
Greece, where consumption has fallen by more than 30% and GDP
by over 25%. This shrinkage will lead to lower tax revenues, a
higher debt ratio, etc. Europe will then demand more austerity
measures. Seeing another country trapped in this spiral will
further discredit the European project.

Some desire to pull out of the euro zone has been simmering
since the beginning of the crisis in Cyprus, and there is
little chance that it will die out now.

It is therefore necessary to give new opportunities to Cyprus
(and to Greece and Portugal and Spain), not the economic and
social ruin imposed by the Troika, but an economic revival
involving  a  plan  for  industrial  reconversion  and
reconstruction.  For  example,  the  exploitation  of  the  gas
fields discovered in 2011 on the south of the island could
offer a way out of the crisis. It would still be necessary to
finance the investment required to exploit them and generate
the  financial  resources  the  country  needs.  It  is  time  to
mobilize genuine assistance, a new Marshall Plan financed by
the countries running a surplus.

Risk of chain reactions in the banking systems of other Member
States: the European authorities must make a major effort at
communications to explain this plan, and that is not easy.
From this point of view, the first plan was a disaster, as it
demonstrated  that  the  guarantee  of  deposits  of  less  than
100,000 euros can be annulled by tax measures. For the second
plan, the authorities must simultaneously explain that the
plan is consistent with the principle of the banking union –
to make the shareholders, creditors and major depositors pay –
while clarifying that it has a specific character – to put an
end to a bank, fiscal and regulatory haven, and so will not
apply to other countries. Let’s hope that the shareholders,



creditors  and  major  depositors  in  the  banks  in  the  other
Member States, particularly Spain, will allow themselves to be
convinced. Otherwise significant amounts of capital will flee
the euro zone.

Risk  of  weakening  the  banking  union:  the  Cypriot  banking
system was of course poorly managed and controlled. It took
unnecessary risks by attracting deposits at high rates that it
used to make profitable but risky loans, many of which have
failed. But the Cypriot banks are also victims of the default
on the Greek debt and of the deep-going recession faced by
their neighbours. All of Europe is in danger of falling like
dominoes: the recession weakens the banks, which can no longer
lend, which accentuates the recession, and so on.

Europe plans to establish a banking union that will impose
strict standards for banks with respect to crisis resolution
measures.  Each  bank  will  have  to  write  a  “living  will”
requiring  that  any  losses  be  borne  by  its  shareholders,
creditors and major depositors. The handling of the Cyprus
crisis is an illustration of this. Also, the banks that need
capital, creditors and deposits to comply with the constraints
of Basel III will find it harder to attract them and must pay
them high rates that incorporate risk premiums.

The banking union will not be a bed of roses. Bank balance
sheets will need to be cleaned up before they get a collective
guarantee. This will pose a problem in many countries whose
banking sector needs to be reduced and restructured, with all
the social and economic problems that entails (Spain, Malta,
Slovenia, etc.). There will inevitably be conflicts between
the ECB and the countries concerned.

Deposit insurance will long remain the responsibility of the
individual country. In any event, it will be necessary in the
future banking union to distinguish clearly between deposits
guaranteed  by  public  money  (which  must  be  reimbursed  at
limited rates and must not be placed on financial markets) and



all the rest. This argues for a rapid implementation of the
Liikanen report. But will there be an agreement in Europe on
the future structure of the banking sector between countries
whose banking systems are so very different?

The Cypriot banks lost heavily in Greece. This argues once
again for some re-nationalization of banking activities. Banks
run great risks when lending on large foreign markets with
which  they  are  not  familiar.  Allowing  banks  to  attract
deposits from non-residents by offering high interest rates or
tax or regulatory concessions leads to failures. The banking
union must choose between the freedom of establishment (any
bank  can  move  freely  within  the  EU  countries  and  conduct
whatever activities it chooses) and the principle of liability
(countries are responsible for their banking systems, whose
size must stay in line with that of the country itself).

In  the  coming  years,  the  necessary  restructuring  of  the
European banking system thus risks undermining the ability of
banks to dispense credit at a time when businesses are already
reluctant to invest and when countries are being forced to
implement drastic austerity plans.

In sum, the principle of making the financial sector pay for
its  excesses  is  beginning  to  take  shape  in  Europe.
Unfortunately,  the  Cyprus  crisis  shows  once  again  the
inconsistencies of European governance: to trigger European
solidarity, things had to slide to the very edge, at the risk
of going right over the cliff. Furthermore, this solidarity
could plunge Cyprus into misery. The lessons of the past three
years  do  not  seem  to  have  been  fully  drawn  by  Europe’s
leaders.

[1] The over 50% reduction of the face value of Greek bonds
held by private agents in February 2012 already went in this
direction.
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The Cypri-hot case!
By Jérôme Creel

In advance of a more in-depth study of the crisis in Cyprus
and its impact on the euro zone, here are a few thoughts on
the draft agreement reached last Monday morning, 25 March,
between the Cypriot Presidency and some of the donors.

This proposal provides for the winding up of a private bank,
Laiki, and shifting of its insured deposits (under 100,000
euros) to another private bank, the Bank of Cyprus, as part of
its recapitalization. Deposits in the Bank of Cyprus in excess
of 100,000 euros will be frozen and converted into shares.
Ultimately, the Bank of Cyprus should be able to achieve a
capital ratio of 9%, complying with applicable EU banking
legislation.  In  exchange  for  these  provisions  and  for  an
increase in taxes on capital gains and corporate profits, the
European  institutions  will  contribute  10  billion  euros  to
Cyprus. Bank deposits guaranteed under the rules in force in
the EU will still be insured, while the increase in capital
gains  taxes  will  reduce  the  remuneration  of  deposits  in
Cyprus, which have been above the European average.

In one week, the negotiations between the Cypriot authorities,
the  IMF  and  Europe’s  institutions  have  led  to  radically
different results. For the part of the rescue plan needed for
the viability of the banking system, the Cypriot President was
apparently  faced  with  a  choice  between  a  levy  on  all
depositors, including “small savers”, and a bank failure that
would  entail  financial  losses  only  for  shareholders,
bondholders and “big savers” (those with deposits of over
100,000 euros). It thus took a week for the democratically
elected representative of a Member State of the European Union
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to give in and uphold the interests of the many (the general
interest?)  over  the  interests  of  the  few,  a  handful  of
bankers.

The March 25th draft agreement also included a very interesting
reference to the issue of money laundering. Cypriot banks will
undergo audits to better understand the origin of the funds
they collect. This time it did not take a week, but rather
years for members of the Eurogroup to deal formally with a
basic question about the operation of the Cypriot economy.
Beyond Cyprus itself, there is reason to wonder whether there
isn’t funny money in the EU too.

One final thought about the International Monetary Fund, the
donor partner that together with the European Central Bank and
the European Commission makes up the Troika. It seems that it
set many of the requirements: should we conclude that the IMF
has much more bargaining power than the ECB and the European
Commission, that it is the leader of this Troika? If this is
so, it would raise some problems: first, the ECB and the
Commission are supposed to defend the interests of Europe,
which would not be the case if these two institutions were
under the thumb of the IMF. Second, we should not forget that
during the recapitalization of April 2009, the IMF received
additional  funds  from  the  EU  countries,  which  was  a  wise
decision on their part if their representatives anticipated
that soon they would need recourse to bailout funds, with the
funds allocated to the IMF returning back to the EU in the
form  of  loans.  That  said,  having  the  IMF  dictate  drastic
conditions for qualifying for bailout funds that have largely
been contributed by from the EU itself is questionable, and
would undermine the process of European integration.


