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1. The headlines of many outstanding newspapers refer to Chinese and Greek markets as pacing global declines. To what extent can these claims be substantiated? Can these two countries be considered as being an obstacle to global recovery of credit markets and real economy?

It is true that a number of analysts claim that China, the engine of growth, has been tightening lending and land sales to combat the perceived property bubble. Markets in China began to cool during the current year, when the Stock Exchange indices posted some of the worst performances.

On the other hand, Greece has been the symbol for European fiscal woes. Concern over the weak fiscal position of Greece ─ but, also, of Spain and Portugal ─ ratched up in April and May. That resulted in credit-market upheaval, as the prices for sovereign debt of Greece plunged and yields spiked. The credit market tumult spilled into stock markets in these countries. Clearly, the biggest concern to many economists, over the first semester of 2010, has been Southern Europe, and especially Greece, and their sovereign debt. The poor performance of stock markets in these countries was mimicked in the U.S., as unemployment and housing data prompted skepticism from investors in the durability of the economic recovery.

In summary, the combination of South European debt troubles, a possible Chinese slowdown and the specter of faltering growth in the U.S. was a recipe for stock market stagnation.

2.This is the pessimistic way of viewing economic developments. Are there any opposing views to these gloomy scenarios?

Of course, there are. Other analysts see reason for cautious optimism on the world economy. They believe that China is not likely to clamp down too tightly on its economy, but it is just tapped on its brakes a little bit. Thus, we are not going to see a deep decline there. Moreover, whether investors have over-reacted to the strained finances of some European countries remains an open question. In contrast to the first quarter, when the stock indices in larger European economies managed to stay in positive territory, major European markets suffered during the second quarter, but the prospects for the rest of the year are encouraging. In the real economy, some European markets go forward because of the euro, which tumbled versus the dollar during the second quarter. Euro devaluation is a boon to Germany’s massive export sector but, of course, it is a bane to American competitors. This is why some analysts see Germany outperforming.
Coming again to the Greek case, the debt crisis came to the fore suddenly. The euro zone members were not ready to deal with such a complicate issue, because it was the first time that a member country ran the danger of going into bankruptcy and because there was not any institutional framework to cope with the problem. The lack of coordination between the European governments and the resulting uncertainty lead to euro devaluation and raised questions over the viability of the euro zone itself. 

These are the short run consequences of the Greek debt crisis. In the long run, the prospects are quite encouraging. It is not only that euro devaluation is a boon to the export sector of the euro zone. Of greater importance is that the euro zone members realized that a monetary union is difficult to survive without centrally designed and implemented fiscal rules, without careful surveillance of the fiscal and monetary developments and without an efficient system of penalties for the cheating members. They also realized that a strong euro depends, among others, on the trade-balance performance, so that rules for increasing productivity and competitiveness should be initiated in the euro zone. Discussions on establishing a federal system of governance are considered to be premature. 

The creation of the Support Mechanism has resolved, to a significant degree, the indebtedness problem of Greece, at least up to 2013. Similarly, the adoption of strained fiscal-policy rules for the euro zone countries has paved the way for normalization in credit, stock and foreign-exchange markets and has minimized the danger of hard landing. Without disregarding the problems, there is a cautious optimism between analysts that the euro zone will exit from the current debt crisis stronger.    
3. What about the performance of the U.S. economy in this uncertain global environment?

While there are a few bright spots in the news concerning the growth rate in the U.S., they tend to be overshadowed by a raft of disappointing data out of other sectors. The U.S. economy grows at a pace that is three times as high as the growth rate of the EU countries. In late June, however, the Federal Reserve held rates steady at near zero and offered a wary assessment of the U.S. economy. The employment data show that private sector employers still are slow to hire, the number of workers filling new claims for unemployment benefits rises, pending home sales decline as does construction spending and reports show sagging consumer confidence. In addition, exports tend to slow and prices for treasuries rise, sending the 10-year yield to its lowest since 2009.

Weak U.S. economic data underline doubts about the global economic recovery. Manufacturing lost momentum both, in the U.S. and around the world, adding to worries that global economies are poised for slower growth in the months ahead. Japan is one of the few places where the factory sector gained steam. Even though growth in the global factory sector is slowing from a very strong pace, the above depressing signals weigh on investors.

4. Given the conditions described above for Asia, Europe and the U.S., what are the prospects for an exit from the global recession?

As Asia’s economic growth remains generally strong and the data presented above is not consistent with a hard landing, the prevailing view among economists is that world economy is now running the phase of normalization and not the phase of a double-dip recession. The support that Asia lends to world economy is expected to be present for the foreseeable future. This support is deemed to be quite strong to offset, at least in part, the fact that the U.S. continues to face severe headwinds from a weak job market and Europe continues to experience very slow growth as a result of the restrictive fiscal policy measures to restore budget balance and reduce public debt.

5. The discussion, so far, has covered the developments and the prospects of the three major economic areas in the world: China, EU and the U.S. However, as already referred to in the first question to you, analysts around the world have focused their interest on the debt crisis in Greece, with some of them predicting large scale disturbances in global credit markets as a result of a possible bankruptcy of this country or a possible restructuring of its public debt. What is your opinion about all these gloomy scenarios?

The problem of the debt crisis in Greece is double sided: it can be approached from an internal perspective, by examining the extent to which the Greek government is in a position to drastically improve its fiscal performance and restore the competitiveness of the real economy. It can, also, be approached from an international point of view, by examining the extent to which the Greek debt problem can actually affect the global credit markets. Let us start by discussing the internal aspect. The international aspect will follow.

As Greece moves to reduce deficit to below 3% of GDP by 2013 from over 14% in 2009, the government has opted for a series of spending cuts and tax increases so severe that they can hardly escape the public’s attention. The multitude of the different measures the government has announced come nowhere near 12% of GDP; this means that the Greek government has to save about € 30 billion by 2013 and this amount is enough to occasion national strikes and social turmoil. However, the prime minister’s popularity has not plummeted so far, as his approval rating is well above 50%. The proportion of people who trust him is nearly as good, with some 35% telling polisters they distrust Mr. Papandreou.

In general, the Greek government appears to have received a relatively gentle public reaction to its much more drastic deficit reduction plan. But that is, in part, because it is still not clear exactly what form the threatened cuts are going to take. What is really meant by a declaration that the public spending and the size of the public sector should be reduced has yet to become clear. What is inescapable is that most of these budget savings will eventually have to be found by means of job losses.

Efficiencies will be found through transparency, lower levels of corruption and tax evasion, higher productivity and institutional improvements in the performance of public and private sectors. However, these are not novel ideas and successive governments have claimed that they have already made strides in that direction. A tougher approach to welfare programs, health, education, wages and so on will bring budget savings but, in the end, a state that does less requires fewer employees. Moreover, it is not clear where new employment opportunities will arise, as many private sector businesses have become fully dependent on public sector work. Thus, the risk is that the coming cutbacks will hit the private sector hard, too. The same fear prevailed a few months ago, when the opposition was the government. A government programme to back green energy projects, announced a few months ago, could be a start in the direction of creating new jobs in the private sector, given that the global slowdown could be further endangering jobs.

If Greek manufacturers are to flourish and create jobs, they must become more competitive and look beyond their traditional markets. This is not, however, an easy task.   

6. These are the domestic side effects of the Greek debt problem. I suspect that the same problem, viewed in a global perspective, is likely to have far reaching repercussions.

The analysis of the Greek debt crisis, in its global dimension, is a more than expected complicate issue, because it gives rise to two, closely interwoven, effects: the primary effect and the multiplier effect. Let us examine each of them separately.
The primary effect springs out of the large size of the Greek public debt per se (the private debt lags behind the European average). The public debt in Greece amounts to €330 billions in 2010 and continues to rise; it represents roughly 130% of the GDP and it is expected to climb up to 150% by the end of 2013, as debt in absolute term increases and GDP is expected to fall in the coming periods of recession. Other reasons for concern are that about 80% of the Greek public debt is held by foreign investors and that the repayment of a large portion of this debt (above 50%) must take place within the next few years.

To be honest, the blame for the primary effect should fall on the Greek governments of the previous three decades. The political leadership has driven Greece to the state of an over-indebted country for vote-collecting purposes and under the pressure of strong, unionized groups of the population: They have been asking for social policy- and incomes policy- measures far in excess of the financing constraints of the government budget and the productive capacity of the Greek economy.

7. It is evident that the primary effect is, broadly speaking, a symptom of the weak domestic institutional framework of Greece. How is it interconnected with the multiplier effect and its global repercussions?

The multiplier effect comes directly out of the primary effect and its main feature is that it magnifies or multiplies the importance of the primary effect. The multiplier effect acts like a set of microphones and amplifiers which reinforces the normally low-key human voice up to the point which may lead one to deafness. It does not take a genius to figure out who bear the responsibility for the creation of the multiplier effects. We will assign the coherent label “global financial intermediaries” to all of them.

It should be stressed at the outset that the definition of financial intermediaries in the present discussion does not encompass the capital owners who wish to invest their money in profitable and safe assets. It includes, however, all these concerns (and a number of academic teachers), whose reports influence and, to some extent, formulate the decision making process of investors (not to say that they “guide” them), along with the media that reproduce these reports.

As is widely accepted, there is lack of transparency in the goals and the means which are used by financial intermediaries in achieving their targets. The lack of transparency in means refers to the complex “web” of derivatives which are negotiated outside the official platforms (over the counter) and transactions on them are conducted beyond any governmental control. The encouraging point in the story is that the above means can be subjected to a revised regulatory worldwide institutional framework which will set the rules of the game and will take control of the situation, in order to minimize the dangers of extreme speculation movements.

8. If you allow me to unfold the line of your thinking, you are close to hinting that the goals of international intermediaries are not so clear.

Exactly. The goals of global intermediaries are not clear and cannot easily be traced out. It is true that their headquarters are in two of the top economic – financial powers, whose public opinion has been properly “guided” to believe that the euro experiment is doomed to fail in the long run. This will occur, because a monetary union without a centrally designed and implemented fiscal system and without a federal government has an expiration date. Since the euro zone emerges as a respectable, strong competitor in world markets and is capable of reducing the economic weight of some of the top economic powers, financial intermediaries are desperately looking for “weak links” which will allow them to break the chain of the euro zone countries. It is unfortunate that Greece offered them the opportunity they were looking for.    

9. Your line of reasoning sounds reasonable, but such a widespread conspiracy against the euro zone cannot be proved.

Obviously, this argumentation cannot lean against solid ground. It is like Galileo who argued that the earth is round, but he could not prove it; and this was a good reason for being condemned to death. 
Coming back to the Greek debt crisis, there are some serious indications-footprints, which lead to the preliminary conclusion that the “Greek default campaign” of the financial intermediaries during the first semester of 2010 was based on a rather deliberate misinterpretation of the economic data. The resulting false conclusions were then used to obscure reality and to spread rumors that Greece is or will be unable to honor its debt obligations, thus creating fear and panic among international investors. The most important cases of data misinterpretation are listed below:

(i) “Debt restructuring or bankruptcy of Greece will result in an unprecedented upheaval in global credit and stock markets, a world recession, a drastic devaluation of euro and a possible dismantling of the euro zone”.

A simple examination of National Accounts would show that the GDP of Greece stands for less than half of a percentage unit of the world GDP and the Greek public debt represents less than one per cent of the global public debt. In addition, the exposure of all European banks to Greek government bonds amounts to less than 3 per cent of their assets. Such data is inconsistent with any claim that the turmoil in global credit markets could ever be attributed to the primary effect of the Greek public debt. It would be advisable to look for the multiplier effect.

(ii) In the months preceding the adoption of the European Support  Mechanism for the euro zone countries, which face debt-recycling problems, the financial intermediaries  used to argue that the bankruptcy of Greece was imminent, despite the official statements of the EU leadership that this would not be allowed to occur. Upon the introduction of the Support Mechanism, financial intermediaries had to update their prophesies about the “end of the world”: it will take place in the next 3 to 5 years.
(iii) “The cumulative borrowing requirements of the Greek government for the next three years are estimated at €200 billions. The total amount that Greece is expected to receive from the Support Mechanism of the EU in the coming three-year period has been fixed at €110 billions. Thus, Greece will have to re-structure its debt in 2013.”

The underlying reasoning of the Support Mechanism is that the proceeds of the €110 billions-loan will be used by Greece to pay off the outstanding (medium- and long-run) government bonds which have to be settled in the period 2010-2013. The outstanding (short-run) treasury bills must be funded through auctions in the credit markets. As time passes by and the confidence of world investors in the ability of the Greek government to restore its fiscal and real economy disequilibria is increased, well-received Greek bond auctions are expected to gain momentum.

10. Regardless of the validity of your arguments, the worldwide feeling today is that Greece will have to restructure its debt in 2013. How can such an attitude be explained?

What seems not to have crossed the mind of financial intermediaries is that the restructure of the Greek public debt has already taken place, but not in the way they had hoped. The long-run loans of the euro zone and IMF, which are being used by Greece to repay pending loan obligations to third parties is a mild, indirect form of restructuring; and the EU member countries are reluctant to see their rescuing effort getting lost in the middle of the way. A second Support Mechanism in 2013 is likely to be activated, if a worse-than-expected decline occurs, provided that Greece respects its commitments arising out of the stabilization programme.

Of greater importance is, however, the examination of the methods employed by the financial intermediaries in order to reach their conclusions. Their reports are, mainly, based on two empirical methods: projections into the future on the basis of historical data and surveys. Undermining  the credibility  of methodologies, usually, takes on the following forms:

(i) Given the parameter values, the financial intermediaries change the expected values of the variables of the models in the direction of deriving results which are supportive of their desired scenarios. For example, they say that, if the growth rate of the Greek economy is half of a percentage unit lower than expected by IMF and EU, then,  the ratio of public debt to GDP will be far in excess of 150% in 2013. As expected, it does not seem to have crossed their mind that the growth rate might by higher than expected. Still, the results of the “if” scenario are then “baptized” as the prevailing view and are presented as such to the global investors.

(ii) In notifying the results of their surveys, the financial intermediaries do not usually disclose the questionnaire they address to the managers, businessmen, bankers and so on. On the basis of the answers given, however, it is easily understood that the agents  surveyed are called upon to express their opinion on whether, for example, Greece runs the danger of restructuring its debt and not on the possibility that such an event can eventually take place. This is, of course, a tricky question because all countries in the world run the danger of default, but the possibility is, for example, 1% for the U.S. and 70% for Argentina,

11. All these arguments sound reasonable. However, the financial intermediaries contend that their conclusions simply reflect the attitudes of the investors and that their reports just follow expressed investors’ movements in global credit markets.

You will allow me to note that the investors – financial intermediaries interconnection does not resemble the familiar “hen or egg” dilemma. Investors do not make up their decisions in the vacuum. Their preferences rest on rumors or reports, all of them originating in the financial-intermediaries region. Consider, for instance, the case of Greece a few hours before the announcement of the Support Program by the officials of IMF, ECB, EU in the beginning of May 2010. As financial intermediaries perceived that no time limits for further speculation existed any more, the most reliable Credit Rating House rushed to downgrade the creditworthiness of the Greek government bonds in the category of “junks”. This was their unique hope to overshadow the decision of the three distinguished international organizations; the prices of the sovereign Greek debt plunged, the yields spiked and Greece could not utilize the long-term credit-market facilities. The mechanism of “self-fulfilled expectations” was, at last, fully fledged.

12. In your opinion is there an end to the so called “speculative games”?

Insofar as international betting on the bankruptcy of Greece (mainly through short selling and CDS) is profitable to speculators ─ as opposed to investors ─ there will be no end in the attempt of financial intermediaries to “preserve the fire”. Their updated argument, after the successful application of the Support-EU Scheme, is that Greece will not manage to abide by the stabilization programme and a restructuring of its public debt will be inevitable in 3 to 5 years. The advantage of the financial intermediaries is that they earn a lot of money out of their predictions but nobody can claim damages from them if their predictions prove to be wrong. In addition, nobody is likely to remember any of their reports after five years. The drawback of their victims is that they have no weapons to defend themselves. At least, not for the time being.     

       13. Let us now turn to the major problem of world economic recession that, in my opinion, should be considered independently of whether the financial intermediaries have (or have not) played a role in the global debt crisis. Can we talk about a possible exit from the recession and (what is of greater importance) about a lasting recovery in the long-run?

Up to the beginning of 1990’s, economists used to talk a bout a three-polar world: the U.S., Europe and Japan. It took less than two decades for the world economy to turn around. Today we talk about a two-polar global economy: the U.S., Europe and Japan on the one hand (henceforth traditional economic powers) and China with some emerging economies in South-Eastern Asia and India on the other (henceforth emerging economic powers).  
Traditional economic powers appear to have lost much of their “competitive dynamism”. Basic economic indicators, such as the growth rate, the trade balance, the unemployment rate, government deficits and debt, banking sector and so on tend to verify the existence of a “competitiveness deficit” in both their domestic and in their foreign markets. It would not be constructive to attribute this competitiveness hysteresis to the global financial crisis of the last two years. The financial crisis has not caused the world recession. It simply uncovered the weaknesses of the real and financial sectors of the traditional economic powers and expedited the historically unavoidable appearance of the symptoms of their “economic tiredness”. Such symptoms were and continue to be aging population in all these regions, excess demand and low saving rates in the U.S., regulated labor markets and costly health and social security systems in Europe, high debt-to-GDP ratio and an export-oriented economy in Japan.
The absence of a strong economic rival helped the traditional economic powers to keep a high standard of living up to the beginning of the current century. But the stride to welfare gradually slowed after the entrance of the low-cost Chinese economy into world markets. Even the exit of the traditional economic powers from the current financial and debt crises is not likely to make their labor force more competitive than the Chinese one.
However, the current situation in the traditional economic powers is not irreversible. They have highly educated human capital, advanced technological know-how, high-quality products, experienced leadership and a stable institutional framework. Till the time of seeing these comparative advantages being rooted in the emerging economic powers, the traditional ones will have a strong position in the global distribution of wealth.

What is going to happen after that time is an issue to be studied by the economists of the next century.  

14. The last question refers to the ongoing discussion in Europe over the future economic and political orientation of the EU.  Will the EU remain a simple monetary union? Will it be upgraded  to a monetary union with centrally coordinated fiscal policies? Or will it be transformed into a federal system of governance?

It is exactly the absence of a political “cloak” on the euro zone that has given rise to skepticism over the success of the euro “experiment”. A number of analysts argue that the euro zone has an expiration date because there is no a central government to coordinate fiscal policy, to design stabilization, growth and income-distribution programmes, to implement economic policy measures and so on. Each national government has a lot of degrees of freedom to apply economic policies which may improve the performance of its domestic market at the cost of worsening the prospects of the other members. 
It will take a very long time to bridge the ‘governance gap” of the euro zone as trans-national differences in many characteristics (language, traditions, history, political, social and economic priorities etc.) are still too strong.
Nevertheless, the euro zone has proved to be quite flexible and capable of adjusting itself and facing headwinds. The recent upgrade of its fiscal surveillance framework to control the Greek debt crisis has also proved that it can learn out of its errors and this is expected to be repeated in the future till the distant time of forming a political union.
