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Some prophetic wordsSome prophetic words

“ i ff f l f f l• “… History offers few examples of successful 
[fiscal] adjustments on the scale necessary in 
certain European countries today. What it 
does offer are several examples of monetary 
unions disintegrating when fiscal strains 
became incompatible with the unpleasant 
arithmetic of a single currency. … EMU could 
degenerate—not overnight, but within the 
next decade.”—Foreign Affairs, March/April 
2000



The illusion of fiscal convergenceThe illusion of fiscal convergence

Source: IMF



The limits of fiscal convergenceThe limits of fiscal convergence

Source: Eurostat



The impact of the (political) crisisThe impact of the (political) crisis



The ECB’s secret bailout (1)The ECB s secret bailout (1)

Source: Bridgewater



The ECB’s secret bailout (2)The ECB s secret bailout (2)

Source: Bridgewater



The attack of the bond vigilantesThe attack of the bond vigilantes



Papandreou’s lamentPapandreou s lament

• “Because of the 2008 crisis, all the market players have 
become much more risk‐averse, so they are on a hair 
t i ” T d ’ k t l “lik i l th ttrigger” … Today’s market players are “like an animal that 
has been wounded, and so it recoils at the slightest 
motion So any rumor about you can become a selfmotion. So any rumor about you can become a self‐
fulfilling prophecy.” These markets “are not even human 
anymore Some of these things are computerized andanymore. Some of these things are computerized, and 
they just go into automatic mode” when they see a hint 
of trouble. … Today “every Greek from age 3 to 93 knows y y g
what a ‘bond spread’ means. ‘What’s the spread today? 
Are they widening?’ People had never heard about this 
before …”—New York Times, May 11, 2010



Rumors or projections?Rumors … or projections?

Source: BIS





Not to mention lessons of historyNot to mention lessons of history



The Greek bailout and its conditionsThe Greek bailout and its conditions

b ( / f ’ di d b )• €110bn (c. 1/3 of Greece’s outstanding debt), 
€30bn from  IMF, rest from Eurozone

• Greece promises a fiscal consolidation of 11% 
of GDP over 3 years, to reach a 3% deficit by y , y
2014, down from 13.6% in 2009

• Cuts of 5¼% of GDP over three yearsCuts of 5¼% of GDP over three years
– Public sector incomes down 20% this year
R ti t f 58 t 65– Retirement age from 58 to 65

– Pension from 90% to 70% of final salary

• Tax hikes to yield 4% of GDP 



Is this really do able?Is this really do‐able?

• Debt is forecast to peak at 150% of GDP

• GDP is set to shrink ‐4% this year and ‐2.6%GDP is set to shrink  4% this year and  2.6% 
next year

21 5% f l d i• 21.5% of government revenuesalready going 
on interest payments

• Unemployment is 11.7%



Who really got bailed out?Who really got bailed out?



And who bails out the bailers?And who bails out … the bailers?



Greece in perspective: The “PIGS”Greece in perspective: The  PIGS

Source: BIS



Source:NYT



Hence the need for “Euro TARP”Hence the need for  Euro TARP  

• “PIGS” and others can borrow up to €750bn
– EU emergency balance of payments facility fund g y p y y
(+€60bn to €110bn)

– Contributions from the individual EurozoneContributions from the individual Eurozone
countries (€440bn) – from off‐balance‐sheet 
vehiclevehicle

– The IMF (€200bn)

• ECB  to buy bonds in the secondary market “to 
ensure depth and liquidity” but plans to 
sterilize



The obvious implicationsThe obvious implications



Now let me make you feel betterNow let me make you feel better



Beyond the “PIGS”Beyond the  PIGS  …

Source: BIS
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The metrics of doom (1)The metrics of doom (1)

Source: BIS



The metrics of doom (2)The metrics of doom (2)

Source: IMFNB Japan’s target: 80%



The metrics of doom (3)The metrics of doom (3)

Memo: CBO extended baseline for total 

Source: BIS
federal revenues in 2040: 22.3% of GDP



A crisis of Western public financeA crisis of Western public finance

D hi d E i l i• Demographic trends 
(ageing) +
O lf

• Excessive leverage in 
the household and 
financial sector +• Over‐generous welfare 

states +
I ffi i i

financial sector +
• Excessively loose 
monetary policy• Insufficient taxation +

• Democratic gridlock

monetary policy
=
A fi i l i i=

• Structural deficits

• A financial crisis
=>

• Big bailouts and lower 
tax revenues



In theory 7 ways outIn theory, 7 ways out

1 Higher growth

2 Lower interest rate on the public debt2 Lower interest rate on the public debt

3 Bailout

4 Austerity

5 Inflation5 Inflation

6 Default

7 Asset sales



In practice Greece has chosen 2In practice, Greece has chosen 2

1 Higher growth

2 Lower interest rate on the public debt2 Lower interest rate on the public debt

3 Bailout

4 Austerity

5 Inflation5 Inflation

6 Default

7 Asset sales



The U S is hoping for another 2The U.S. is hoping for another 2

1 Higher growth

2 Lower interest rate on the public debt2 Lower interest rate on the public debt

3 Bailout

4 Austerity

5 Inflation5 Inflation

6 Default

7 Asset sales



Lessons of history (1)Lessons of history (1)

• What Greece and other South European states 
need to do next
– Reduce marginal tax rates on income and 
corporate profits to stimulate growthcorporate profits to stimulate growth

– Incentivize investment and job creation in the 
private sectorprivate sector

– Strengthen rule of law 

– Clamp down on public sector waste and 
corruption



What the Greek economy needsWhat the Greek economy needs

• Not just

LITOTISLITOTIS
(AUSTERITY)(AUSTERITY)



What the Greek economy needsWhat the Greek economy needs

• Not just • Also 

LITOTIS ELPIDALITOTIS
(AUSTERITY)

ELPIDA
(HOPE)(AUSTERITY) (HOPE)



Lessons of history (2)Lessons of history (2)

h h d f• What the U.S. needs to fear
– With relatively short debt term‐structures and 
bond vigilantes, nominal yields may well rise 
ahead of inflation

– That could mean rising real long rates
– Which would be seriously negative for growth in 
highly leveraged economies

– Leading to intense domestic political conflicts
– And the liquidation of overseas military 
commitments



The rollover risk is real for the U SThe rollover risk is real for the U.S.

Source: White House



Look who’s living in borrowed timeLook who s living in borrowed time



Inflation can’t helpInflation can t help

Source: Bridgewater



It’s a monetarist contractionIt s a monetarist contraction



The big crossover is approachingThe big crossover is approaching



It’s quite a short ride from hereIt s quite a short ride from here …



to here… to here



Or from hereOr from here …



to here… to here
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