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Greece’s Woes: The Virtue of “Kicking the Can Down the Road”

Nicolas Véron and Jacob Funk Kirkegaard explain why playing for time before requiring Greece to restructure its
debts may be the best option for Europe.
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Steve Weisman: The debate over Greece has erupted again, over whether Greece has the resources to avert
a default and insolvency. This is Steve Weisman at the Peterson Institute for International
Economics with Jacob Kirkegaard and Nicolas Véron. Some people say that Europe is just
kicking the can down the road by not addressing the issue of the sustainability of Greece’s
debt repayment. But is kicking the can down the road a bad thing, Jacob Kirkegaard?

Jacob Kirkegaard:  No, I dont think actually that it is, because we have to understand that it’s appropriate
to say that you are postponing the inevitable if we assume that there is going to be some
sort of deal later this month that will avoid a Greek default and will mean that it gets
some more money from the IMF [International Monetary Fund] and the eurozone. But
the idea of kicking down the road misses the point. Yes, you're playing for time. But it’s
not necessarily playing for time to allow Greece to bail itself out and become solvent.
What you're really playing for is to enable other parts of the euro zone to insulate
themselves against the potential effects of a Greek future restructuring. And here I'm
particularly thinking about the European banking system as well as quite possibly the
sovereign finances of Spain. When these two aspects are in better shape, you have more
capital in the banks and you have better macroeconomics in Spain — yes, then I think
you will see a restructuring in Greece. That’s what this process is ultimately about.

Steve Weisman: Are the banks going to use this time to insulate themselves from the prospect of a Greek
default? Nicolas?

Nicolas Véron: 'The banking system in the European Union went through a first round of stress tests in
September 2009 and a second round of stress tests in July 2010. And none of them really
had that effect. I think with hindsight, we're realizing more and more clearly that especial-
ly 2009 was a major lost window of opportunity, when it would have been good to recapi-
talize and restructure, and basically repair the European banking system and make it more
resilient to future crisis. There is a new round of stress tests under way, and the results will
probably be announced sometime in July. There are reasons to be cautiously optimistic
about this third round. I think there are clear signals that it will be more serious than the
second one, which itself was more serious than the first one. So the big question remains:
Will it be enough to have the sort of strengthening that Jacob was alluding to? Here we
still don't have the response. But I think at least we can be again cautiously optimistic that
the amount of free capitalization and extent of restructuring that will be triggered by this
year’s stress test will be vastly superior to what we have seen so far.

Steve Weisman: Are the authorities administering the stress test asking the banks to incorporate into their
stress level the possibility of a Greek debt restructuring?
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This is obviously one of the most difficult issues. The European authorities cannot

with one part of their mind say, “There is no way Greek will restructure”--which is

still the official line of the EU--and with another part of their mind or of their mouths
say, “Well, this is our baseline assumption for assessing the capital.” So in a way it’s an
impossible equation to resolve. The way the authorities are doing it is that they are saying
that banks which are in the near-miss categories, banks which have equity just above the
stress test minimum, will have to take action. But we still don’t know what this will mean
in practice. So it’s too early to give a positive answer to your response, unfortunately.

Jacob, is Spain using this time to prepare?

Yes, I think in some regards the Spanish government has been using the time. Up until
now, starting at the time when Greece got its bailout in May 2010 [in return for] a lot
of severely needed reforms, it did a substantial amount of austerity. It has reformed

its pension system. It raised the retirement age to 67. It has just this week gone ahead
with substantial liberalizations of its collective bargaining system in the labor markets,
something that is obviously urgent when you have a 20 percent plus unemployment rate.
And then it has also gone ahead with quite a sizable restructuring of its troubled caja,

a public savings bank sector, where they have essentially announced that this sector is
going to be more or less fully privatized by the end of this year.

Now the privatizations haven't started yet, partly because I think the Spanish government
mistakenly decided to low ball the potential cost to the Spanish government of preparing
the cajas for privatization. They said it was only going to cost no more than 15 billion
euros. I think the real cost will be substantially higher. And ultimately they will have to
basically offer private investors various degrees of ring fencing of potential losses to buy
into these troubled savings banks. But as I said, by and large, I believe that Spain has
made quite sizable and credible strides towards improving its macroeconomic situation.
And it’s worth remembering that Spain went into this crisis with much lower debt levels
than in the rest of the euro zones. And by and large, I think they are using the time that
they have been given quite sensibly.

How fair is it to criticize Greece for inadequate steps to climb out of this problem?

I think at this point it’s no longer a question of fairness. It’s just a question of finding the
answers to a fairly critical situation. And there is a lot of finger pointing and blaming in
the public discourse of Europe, including in Germany and other Northern European
countries, which are not happy about providing financial assistance to Greece. And also
let’s be fair from this perspective. In Greece vis-a-vis the Germans, there was a lot of
historical materials that many of us thought were deeply buried below the ground and
which is coming back to the surface in terms-

Just clarify that.

Basically Greeks painting Germans as Nazis with memories of the 1940s invasion. Its
national stereotypes, but it’s also a lot of things that many Europeans thought were now
deeply buried. And this comes with a vengeance. So I think we are seeing this.

Some of the assets that Greece is selling or privatizing are being purchased by Germans.
Isn’t that going to create a political problem too?
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who the buyers are still. But you're right. I think in this very tense environment, where
nationalistic tensions are more visible than they were in more stable times, there’s a big
question of the extent which countries in distress or countries in financial tension will
accept foreigners buying their assets. And I think this is true for Greece. This is true also
of Spain. Jacob mentioned the privatization of the savings banks. It’s not yet entirely
clear to which extent the Spanish government will accept foreign banks--European banks
but none Spanish--buying these savings banks, especially if the government has to give
money to the buyers instead of extracting a price given the insolvency of some of these
savings banks. So we have a number of uncertainties there.

But coming back to Greece, I think really now the focus has to be and is on finding
common solutions, because everybody’s in a bind. Everybody has to get from the
situation to a workable solution. So I think European leaders in all sorts of countries are
slowly coming to the realization that finger pointing does not help them. They may have
the impression that it helped them in the short term vis-a-vis electorates and parliaments,
but it actually creates more problems than it resolves.

Jacob, you think that European public opinion is surprisingly acquiescent to some of
these austerity steps.

Yes. Just following up on what Nicolas said, we have to realize that these are elected
officials engaged in a zero sum game about who picks up the tab. So I think its entirely
predictable that in the pre-negotiating phase before a deal has to be struck you have a
certain amount of grandstanding. You're protecting your own national interest, whether
it's the Greek national interest or the German national interest. But that doesn’t preclude
the fact that a deal will be struck. But I think it is important to remember--and I think
last week’s Portuguese election illustrated that once again--that in fact the domestic
politics in Europe, not just in Portugal but in Ireland before that and arguably even

in Greece, has held up very much better than what you would have expected. Because
what actually happened in Portugal last week was that, yes, they kicked out the previous
government, but who did they elect instead?

They elected the party that had campaigned on implementing the entire newly
negotiated IMF program and, in fact, promised to go further than the IMF program in
terms of privatizations. This is the new majority government that Portugal is going to
get. In fact, the opposition electoral platform that was espousing, we don’t want the IMF
at all; we're just going to default on our creditors, which was held by some of the far left
parties in Portugal, they actually saw their share of the vote decline in this election. So

in that regard Portugal voted emphatically, in fact, for inviting the IMF in. Just as in fact
the similar situation was what you saw in Ireland in February.

Again, yes, the Irish electorates kicked out the previous government, but who did they
elect instead? They elected a coalition government, which was the electoral offering that
they had that was most closely aligned with the IMF and the types of austerity programs
and economic reforms that that entails. So I think that it is very easy to overdramatize
the extent of political domestic disagreements over these issues in many European
countries. In reality, the anti-incumbent or the anti-IMEF, anti-reform movements have
consistently lost out massively at the ballot box, which suggests to me that at the end of
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the day--notwithstanding that you have recurring street demonstrations against austerity
and the IMF and the ECB and the Euro zone and all that-- that doesn’t mean that these
street protestors are representative of the majorities in the countries in question.

In fact I would contend that there is in almost all European countries in effect a silent
majority that realizes that actually a lot of stuff has to change and that in many ways the
process that the crisis going through in Europe offers a great opportunity to implement a
lot of reforms that perhaps should have been implemented several decades ago.

Nicolas, if some kind of restructuring takes place in the next year or two, when the banks
are perhaps better insulated from the effects, is it inevitable that German and French
taxpayers are going to have to be part of the solution to Greece’s solvency problem?

I think this comes back to your initial question about the value of kicking the can
down the road. I think there are two elements that are crucial to mention in answer to
this question, in addition to the two elements that Jacob initially mentioned, which

is repairing the banking system and strengthening Spain and also to avoid contagion.
The other two elements, one of them is about Greece, the other is about creditor
countries as you mention. Greece has to restore its primary surplus. There is little point
in restructuring the debt if you're not able to propose a new story to investors in terms
of being able to pay them after the past has been liquidated. So the restoration of the
primary surplus on the Greek side is a massive priority.

On the creditor country side--France and Germany—yes, you're right. If the euro is

to survive, they will probably have to make a financial sacrifice that they haven’t really
acknowledged so far. This is the final and perhaps most important reason for kicking the
can down the road. You have to prepare this extraordinarily difficult political transition,
where European member states will have to accept that, yes, there is a form of financial
solidarity embedded in the euro framework and this is going to give rights to a whole
new set of political and policy debates on how to organize this fiscal federalism. How to
set the long-term political conditions for it to be sustainable also in terms of democratic
accountability mechanisms, which frankly at this point, we don’t have in the eurozone.
So this will be in a way the next step, the more political, institutional set of discussions.
And certainly there is time needed to prepare for that. We can only hope that the time to
the Greek restructuring or to the end game of the Greek situation will be used wisely to
prepare for that.

Thank you, both.



