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Abstract 

 

Membership in EMU keeps Greece locked in deflationary debt 

and cost reduction, with which it cannot cope, despite all well-

intended structural reform. 

 

 

Zusammenfassung 

 

Die Mitgliedschaft in der WWU hält Griechenland an deflationä-

ren Schulden und Kostensenkungen gebunden, mit denen es 

trotz aller gut gemeinten Strukturreformen nicht fertig wird. 
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After he had defeated the Roman army in two battles in 280 and 279 BC King 

Pyrrhus of the Greek state of Epirus “replied to one that gave him joy of his 

victory that one other such victory would utterly undo him. For he had lost a 

great part of the forces he brought with him, and almost all his particular 

friends and principal commanders.”1  

Greek Prime Minister Alexis Tsipras could have said the same when EU offi-

cials celebrated Greece’s exit from its eight year adjustment program last Au-

gust. The devastation of the Greek economy after the completion of “adjust-

ment” would have justified it. Instead, he joined in the celebration. Yet, there 

is very little hope that the Greek economy will ever recover from this victory 

as long as it remains trapped in European Monetary and Economic Union. 

For membership in EMU keeps Greece locked in deflationary debt and cost 

reduction with which it cannot cope, despite all well-intended structural re-

form. 

Phase 1: A Mountain of Debt 

When Greece joined EMU in 2001 interest rates for private and public bor-

rowers fell to levels never seen before by any living Greek citizen. As a result, 

private households, companies and the government went on a borrowing 

binge. Total credit to the non-financial sector more than doubled in 2001-

2008, increasing by a lot more than nominal GDP (Chart 1). Interest rates in-

creased a little in 2006, but this was regarded as a normal reaction to the 

cyclical upswing. However, conditions began to change in 2007 with the be-

ginning of the financial crisis in the US. Risk premia edged up on weaker bor-

rowers, and Greek borrowers certainly belonged to this category. 

 
Phase 2: Deflationary deleveraging in the EMU trap 

                                                           
1 Plutarch, The Life of Pyrrhus (quoted from https://en.wikipedia.org/wiki/Pyrrhic_victory). 
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The increase in new private borrowing (calculated as the year-on-year 

change in private sector credit stocks) by more than 150% had helped to 

boost nominal GDP by 60% between the first quarter of 2001 and the third 

quarter of 2008 (Chart 2). However, following the intensification of the Great 

Financial Crisis after the failure of Lehman Brothers in September 2008, new 

private borrowing began to fall, dragging down nominal GDP in its wake. To-

wards the end of 2009 the newly elected socialist Greek government shocked 

EU officials and markets by disclosing a much larger than earlier reported 

government budget deficit. This, and subsequent admissions that govern-

ment budget deficit statistics had been forged for years to gain admission to 

EMU, triggered a government debt crisis, which quickly mutated into a bank-

ing crisis.  

 

 
 

The decline in new private borrowing was briefly interrupted in the first half 

of 2010, when Greece received financial assistance from other euro area 

countries and the newly created European Financial Stability Facility (later 

merged into the European Stability Mechanism), but it continued thereafter. 

By the third quarter of 2012, new private borrowing had dropped by 167% 

below its peak. Although it recovered somewhat in the wake of ECB President 

Draghi’s famous assurance to do “whatever it takes” to save the euro, nom-

inal GDP continued to decline until the fourth quarter of 2013 to a level 27% 

below its peak. The continuing recovery of new borrowing helped to stabilize 
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GDP, but it was not strong enough to return the economy to healthy growth. 

Hence, Greece experienced cost and price deflation (Charts 3-4). 
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Debt, cost, and price deflation took a heavy toll on the economy. Greece did 

not participate in the economic recovery of other EMU countries after the 

Great Financial Crisis and the Euro Crisis of 2011-12 (Chart 5). Instead, 

trapped in EMU, Greece experienced one of the worst deflationary delever-

aging crises in history. Compared to the Greek depression, the US depression 

of the early 1930s appears transitory (Chart 6). While it took the US eight 

years to get real GDP back to its pre-depression peak, Greek real GDP has 

remained way below its 2008 peak now for a decade. Against the background 

of a weakening euro area economy, prospects for the Greek economy to ever 

make up the losses of the past decade do not look good.  
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Phase 3: The illusion of “structural reform” 

Few countries have been able to escape deflationary deleveraging and cost 

reduction without money printing and currency devaluation. Latvia is one ex-

ample. Radical and front-loaded cost and debt deflation combined with a 

high degree of economic flexibility set the state for the subsequent recovery 

of the economy.2 Greece followed a different script. Policy makers neither 

allowed it to escape the monetary straightjacket of the currency union nor 

did they accept radical debt reduction. Instead, they pressed for “structural 

reforms”. The idea was to build a new economic environment able to attract 

investors creating new jobs and incomes so that the economy could grow out 

of its debt burden and overcome its cost disadvantages. With the benefit of 

hindsight, it is clear that they overestimated the ability of the Greek people 

to reinvent itself. 

Charts 7-10 show a number of indicators comparing the attractiveness of 

Greece for new investments to Germany. With numerous countries in EMU 

and the world more attractive than Germany as a business location, the 

benchmark is not very high. Yet, Greece falls even short of that. Businesses 

in general and investors in particular enjoy less freedom; property rights are 

weaker; and judicial effectiveness is lower than in Germany. To overcome its 

severe handicaps in the form of excessive debt and high costs, Greece would 

need to offer big advantages for business investors. In reality, however, it is 

still disadvantaged. 

 

                                                           
2 See Michael Biggs and Thomas Mayer, „Latvia and Greece: Less is more“, Centre for Euro-
pean Policy Studies (Brussels) 12 February 2014. 
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Locked in depression 

Despite huge external financial assistance and many years of efforts of re-

form Greece has not escaped depressionary debt and cost deflation. The 

meagre growth of 2017-18 will probably peter out in the looming euro area 

recession. The conclusion is both inevitable and sad: as long as Greece re-

mains locked in EMU its economic future looks bleak. 
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