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Greece’s insolvency has been ‘kicked down the road’ for eighteen months, with each palliative buying a 
bit more time but worsening the underlying situation. Accounting for only 3 per cent of Euro-area GDP, 
Greece began as a manageable problem, but contagion has spread to the whole of the Southern Euro 
area, too big to save. Even the French banks have been caught up in the negativity. 

Almost every day, financial markets find another reason to panic. Now investment banks are running the 
numbers on what Greece’s departure from the Euro would cost, and even the costs of a wider Euro 
breakdown. 

The answer is that it would be universally and disastrously costly.  

To see how much has been lost through prevarication, it is worth noting what might have been feasible 
early last year. If Greece had defaulted (in the form of a heavy haircut on its official debt), the biggest 
creditors – French and German banks – would have needed official help, but the taxpayers of those 
countries would have seen this as help for their own nationals, not the feckless Greeks. Other private-
sector creditors would have paid the penalty for their misjudgment, which is as it should be.  

The debt load on the Greek budget would have been lightened. Inability to issue new debt would have 
enforced a balanced budget. Instead of Greek workers striking against austerity, public servants and 
pensioners would have been on the streets calling for new taxes so that they could be paid. Times would 
have been tough but if Iceland is any precedent, Greece would have been back in the market, able to 
borrow again within a year or two. 

Instead of the current downward spiral where greater enforced austerity begets lower economic activity 
which in turn worsens the budget, growth would have been feasible.  

The default would have alarmed creditors of other debt-laden Euro countries, but the Euro authorities 
could have provided effective support, as their credibility would not have been damaged by the futile 
rescue of Greece, self-evidently insolvent.  

How much of this strategy is still viable? A controlled unilateral default is still better than accidental 
default, which might also involve a departure from the Euro and threaten a wider implosion.  

Suppose Greece declared that it could not service its debts, and would resume making payments of 
interest and principal at a specified date some decades away. Unable to issue new debt, domestic 
pressures would be working in the right direction for rapid fiscal improvement. The primary balance (i.e. 
the budget without interest payments), currently 1.3 per cent of GDP, would have to be swiftly brought 
into balance. Greece would still have a hard slog to improve its international competitiveness, but at least 
there would be potential to grow. 

Meanwhile, in Germany and France, the bank regulators would have to either allow the Greek debt to be 
carried at face value (despite its greatly diminished NPV) or would have to call on the bank shareholders 



and taxpayers to bail out the banks. Painful, but manageable. Certainly cheaper than allowing the Euro to 
collapse. 

The European Central Bank is holding Greek debt purchased in the market and has provided liquidity to 
Greek banks. The Euro payments system is also a creditor. Somehow all this has to be held in place. The 
ECB will certainly not like it. They will be on the receiving end of righteous lectures on how they have 
damaged the reputation of central banks everywhere, debased the currency and threatened civilisation as 
we know it. They will just have to bite their lip. They understand the far-less-palatable alternatives.  

European finance ministries, if they think about this deeply, will make no objection. The alternative is that 
the problem will revert to them: better to leave the can of worms with the ECB rather than open it in 
public. 

As for the residual private-sector debts, the creditors are realistic and know that most of their money is 
lost. Some may find it feasible and convenient to carry the debt on their books at face value. Miracles 
happen, and they might even get their money back later. If not, no-one should weep too many tears for 
them. They will try the old tactic of threatening to bring down Italy and Spain if they are not paid out in full, 
but they can be reminded that they were ‘consenting adults’ and that moral hazard would arise if they are 
protected.  

One more element is needed. The key to quarantining Greece’s problems is to demonstrate why Greece 
is different from the other heavily-indebted countries. Greece will have to wear the opprobrium of default 
while at the same time the Euro system shows its unstinting backing for all others, lauding their prospects 
and assuring them of full support if these prospects turn less rosy. 

There might be one silver lining in this strategy. The rescue package agreed in 2010 is not yet fully 
disbursed, and the additional package put together in July is not yet implemented. This saving could be 
used to rebuild the long-suffering ECB balance sheet at some later stage. 

The strategy would require huge changes of opinion and bargaining position among all the players 
(officials and voters), all of whom have deeply entrenched positions.  

This strategy has just one thing going for it: the alternatives are all so awful. Greece may yet depart from 
the Euro, and the Euro might break down. But no-one would consciously embark on a deliberate course 
which led to these outcomes. Alternatives requiring the issue of Euro-bonds are years (and many 
negotiations) away. This problem can’t wait. 

Accidents happen, even to policy. They happen when ‘muddle through’ strategies run into a dead end, as 
has happened. The current turmoil might make the unpalatable strategy suggested here acceptable. 
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