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EDITORIAL NOTE 
 
 
 
By the time this volume met the press, Cyprus agreed with the Eurogroup 
on the basic terms to receive financial assistance (see Eurogroup statement 
on Cyprus issued on 25/03/2013 at http://www.consilium.europa.eu/ 
uedocs/cms_Data/docs/pressdata/en/ecofin/136487.pdf). The progression 
of the negotiations and the agreement reached for managing the Cypriot 
crisis are indicative of the differentiated management of the crisis across 
the euro-area. The bailout deal will have severe consequences for the 
Cypriot economy and alters further the perception of risk-free investment 
(i.e. risk in the euro-area, which has been rising at previously unmet levels 
for low-risk government bonds, has been also associated with bank 
deposits, which were considered risk-free). Thus, two pillars of fundraising 
for economic growth in advanced capitalism (i.e. sovereign bonds and 
bank deposits) have been dealt a severe blow by the management of the 
euro area systemic crisis. Although it is not possible to address and 
analyze here the arguments for and against the management of the Cypriot 
crisis, the efficiency of debt crisis mechanisms and their aftermath are two 
of the main topics of this volume. 
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CHAPTER ONE 

THE EURO-AREA SOVEREIGN DEBT CRISIS 
AND THE NEGLECTED FACTOR  

OF THE SHADOW ECONOMY 

ARISTIDIS BITZENIS, IOANNIS PAPADOPOULOS 
AND VASILEIOS A. VLACHOS 

 
 
 

1. How Did We Get Here?  

How did the sovereign debt crisis that started in Greece develop into a 
crisis of the euro-area? The Greek governments mismanaged the Greek 
economy and deceived all stakeholders about the size and nature of their 
budgetary problems. However, this mismanagement regards only the 
outburst and development of the Greek sovereign debt crisis. Financial 
market institutions and euro-area authorities carry the full responsibility of 
letting the Greek crisis advance into a systemic crisis of the entire 
European Economic and Monetary Union (EMU). 

The aftermath of the overconfidence in the self-adjusting ability of the 
financial system to manage crises has led from booming credit and assets 
prices to an underestimation of the consequences of accumulating debt and 
leverage (see inter alia Bianchi and Mendoza, 2011; Galati and Moessner, 
2011). The dramatically destabilizing role of financial markets – that 
always seem to be shaped a posteriori and solely by overreacting 
expectations for trend progression – is accompanied by the failure of 
rating agencies to be proactive instead of “overreactive”.1 The rating 

                                                            
1 The rating agencies were not only caught off-guard by the credit crisis that 
erupted in the United States (US), but also by the sovereign debt crisis that hit the 
emirate of Dubai. Since then, they started the downgrading of peripheral euro-area 
member states, even if the repayment of bonds has never been postponed like in 
the case of Dubai. The shortcomings in the current rating process are discussed in a 
paper – published recently by the European Central Bank (ECB) – that examines 
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agencies failed to forecast the financial crisis that hit the global economy 
in the summer of 2007 and has since developed into a global economic 
crisis unprecedented in post-war economic history. This economic crisis 
has now become a sovereign debt crisis that spreads across euro-area 
member states. 

The sovereign debt crisis emerged so drastically due to the hesitation 
of the governments of euro-area member states to deliver an unambiguous 
and concise plan announcing their intentions and promptness to support 
Greece.2 This hesitation did not manifest a solution. The default of a 
member of the EMU entails the risk of contagion that would automatically 
lead to an increase of the government bond yields of other members 
because of a generalized lack of confidence in the EMU stabilization 
mechanisms.3 This contagion would affect the continuity of access to 
financial markets and that would, in turn, require governments of euro-
area member states to adopt contractionary measures leading to, or 
sustaining, recession. Moreover, this contagion has also triggered a 
banking crisis that is spreading in the euro-area periphery, as the declining 
bond prices have led to large losses on banks’ balance sheets. 

The members of the EMU face a dilemma. On the one hand, it is 
tempting to resist a bailout4 to signal that irresponsible governments will 
                                                                                                                         

the quality of credit ratings assigned to banks in Europe and the US by the three 
largest rating agencies over the past two decades and indicates that rating agencies 
assign more positive ratings to large banks and to those institutions more likely to 
provide the rating agency with additional securities rating business (Hau et al., 
2012). In view of these facts, the European Parliament has put forward stricter 
rules on 16 January 2013 that will allow rating agencies to issue unsolicited 
sovereign debt ratings only on set dates, and enable private investors to sue them 
for negligence (see announcements of the European Commission at  
http://ec.europa.eu/internal_market/securities/agencies/index_en.htm. 
2 The contribution of the ECB to the expansion of the sovereign debt crisis 
concerns – within the existing institutional framework – only the eligibility of 
government debt that can be used as collateral in liquidity provision. Nevertheless, 
the failure of euro-area institutions to contain the expansion and halt the 
aggravation of the sovereign debt crisis generates the argument that the 
contribution of the ECB to this expansion concerns also its statutory incapacity of 
serving as fiscal backstop (“lender of last resort”) to over-indebted euro-area 
member states. 
3 There already has been contagion, though its degree is not uniform. Strong 
contagion has been observed in Portugal, Spain and Ireland, and to a lesser extent 
Italy (Arghyrou and Kontonikas 2011). 
4 The no-bail-out clause of the Treaty leads legal skeptics to argue that financial 
assistance between member states is forbidden. However, as it is stated in Article 
122 – ex article 100 of the Treaty of European Community – in Chapter 1 
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not be rescued.5 On the other hand, a bailout may seem the lesser of two 
evils because of the contagious effects discussed above. However, this 
dilemma regards only an immediate response, as bailing out is nothing 
more than a resolution for the short-term. The long-term issues lie in the 
structural problems of the EMU, which the sovereign debt crisis has 
unveiled: an imbalance between the full centralization of monetary policy 
and the sovereignty of each member on matters of fiscal policy. This 
sovereignty cannot be restrained by the SGP – the appropriateness of 
which is largely criticized – and leads to budgetary divergences that affect 
both competitiveness and the size of sovereign debt. 

The bailouts6 delivered to date are in the form of a joint euro-
area/International Monetary Fund (IMF) financing package by the joint 
European Community/IMF/ECB rescue mission. These packages are 
accompanied with severe austerity measures and structural reform 
programs aiming to generate surpluses on future government budgets. By 
lowering the current and future levels of debt, it is the hope that the 
budgets will be considered sustainable. The receivers of these packages 
are – in chronological order – Greece, Ireland and Portugal.7 But are these 

                                                                                                                         

(Economic Policy) of Title VIII (Economic and Monetary Policy), part three 
(Union Policies and Internal Actions) of the Consolidated versions of the Treaty on 
European Union (EU) and the Treaty on the Functioning of the European Union 
(Official Journal of the EU, 2010: 98): “Where a Member State is in difficulties or 
is seriously threatened with severe difficulties caused by natural disasters or 
exceptional occurrences beyond its control, the Council, on a proposal from the 
Commission, may grant, under certain conditions, Union financial assistance to the 
Member State concerned.” 
5 The morality of bailing out primarily concerns the “rewarding” of breaking out 
the Stability and Growth Pact (SGP) rules – which has been a common practice 
since the introduction of the euro – and transferring this cost to taxpayers of EU 
member states. Moreover, the second concern is about the belief that it is morally 
better to bailout a systemic part (state economy, financial intermediary, etc.) of an 
economic/financial system in order to avoid a financial meltdown that would 
eventually lead to economic depression. Nevertheless, the fiscal austerity 
programmes (and tax increases) that accompany these bailouts seem only to delay 
the inevitable – i.e. severe recessions which contract government revenue and fuel 
fiscal imbalances. As a result, both of these concerns reveal that this course of 
action is neither moral nor economically sound. 
6 The commonly used term of “bailout” is an alternate expression to “debt 
restructuring”. This process postpones and/or extends the schedule of debt 
repayments without reducing the total level of the debt by providing the borrower 
with the funds needed to repay amounts falling due. 
7 Other member states – namely Spain, Italy and Belgium – have been indirectly 
financed through purchases of their bonds by the ECB on secondary debt markets. 
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the countries mostly affected by the euro-area debt crisis? Are the causes 
of their deteriorating public finances similar? 

Judging by the level of interest-rate spreads between long-term 
government bonds issued by euro-area member states and the respective 
issued by the German government, the peripheral member states of the 
euro-area mostly affected by the sovereign debt crisis to date are (in 
alphabetical order) Cyprus, Greece, Ireland, Italy, Portugal, Slovenia and 
Spain.8 Although these countries have accumulated on the whole – see 
Table 1 for specific figures that differentiate them – considerable amounts 
of debt, run large excess account deficits, and it is believed in general that 
their level of nominal wages has been outpacing productivity gains,9 the 
causes leading to the outbreaks of the sovereign debts crises are not 
similar. The cases of Greece, Italy and Portugal are different from Cyprus, 
Ireland and Spain (for an early discussion see Stein, 2011). In Cyprus, 
Ireland and Spain the private banking sector was the origin of the 
sovereign debt crisis, whereas in Greece, Italy and Portugal continuous 
problems of competitiveness and fiscal deficits were the origins. In brief: 

a) Cyprus is the fifth euro-area member to ask for financial assistance 
from the rescue mission, as a loan from Russia is not enough for 
the recapitalization of the country’s banking system that is heavily 

                                                                                                                         

Spain also received financial assistance for the recapitalisation and restructuring of 
its banking sector. 
8 Central government bond yields on the secondary market, gross of tax, with a 
residual maturity of around 10 years (see Eurostat country profiles at  
http://epp.eurostat.ec.europa.eu/portal/page/portal/user_interfaces/introduction/cou
ntry_profiles) were over the German respective yield at the end of December 2012 
by 5.7% for Cyprus, 12.03% for Greece, 3.37% for Ireland, 3.24% for Italy, 5.95% 
for Portugal, 4.03% for Slovenia, and 4.04% for Spain.  
9 Austerity measures accompany bailouts not only for the reduction of budgetary 
deficits and the level of government debt, but also for the improvement of 
competitiveness – via the renowned internal devaluation process – required for 
attracting FDI (or making exports less costly). The generation of a surplus may be 
difficult for a country grappling with excessive debt repayment obligations and 
limited or extremely expensive access to finance, but it gets even more difficult 
when that country is unable to use the exchange rate as a policy tool of external 
devaluation and, as a result, has to undergo a painful process of internal 
devaluation to restore competitiveness. Nevertheless, Cyprus, Greece, Portugal and 
Spain are among the seven euro-area member states that have improved their real 
unit labor cost position since 2005 (see Eurostat statistics database at  
http://epp.eurostat.ec.europa.eu/portal/page/portal/statistics/search_database, as 
accessed on 10 July 2012), and yet they still are facing major difficulties to exit 
from the crisis and attract considerable amounts of FDI. 



Aristidis Bitzenis, Ioannis Papadopoulos and Vasileios A. Vlachos 
 

 

5

exposed to the Greek treasury bonds. Cyprus’ request follows a 
downgrade of the country’s bonds by Fitch in late June 2012, 
which disqualified them from being accepted as collateral by the 
ECB. 

b) The Greek sovereign debt crisis is the outcome of public finance 
mismanagement and diachronic generation of budget deficits. The 
main problem of the Greek banking sector is its exposure to Greek 
sovereign debt.10  

c) Although before the financial crisis Ireland indicated budget 
surpluses, this picture changed dramatically after 2007. The collapse 
of the construction sector and the fall in real estate prices led to the 
insolvency of Irish banks. The Irish government was forced to 
bailout banking institutions after the eruption of the financial crisis 
and the continuous decrease of public debt was terminated in 2006. 
Even though Ireland has been praised for progress in its overall 
fiscal and competitiveness trends, growth perspectives remain low 
because of low levels of domestic consumer spending and falling 
external demand for its products. The country is still suffering from 
a high unemployment rate and the government remains burdened 
with the debt it took on to recapitalize its banks. 

d) Like Spain, Italy has most of its debt controlled internally. Debt 
and deficits have sharply increased following the crisis that started 
in 2007 and the sustainability of the Italian fiscal policy has turned 
into a critical issue. With a rather conservative financial sector, a 
high savings rate and much smaller foreign imbalances, it is 
believed that somehow Italy will weather the storm. However, 
given the high level of public debt, avoiding deterioration of its 
saving position is crucial. 

 

                                                           
10 The unrealistic expectations for the reduction of Greek sovereign debt – 
designated in the “Memorandums of Economic and Financial Policies” between 
the Greek government and the rescue mission – are exposed by a study indicating 
that an annual primary surplus of 8.4% of GDP is required on an average basis in 
order to reduce the debt ratio within the SGP limits of 60 percent of GDP 
eventually, at the year of 2034 (Darvas et al., 2011). 
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Table 1 – Government debt and deficit/surplus (percentage of GDP), 
GDP (billions PPS) and unemployment of member states hit by the 
sovereign debt crisis. 
 

State/Indicator/Time 2002 2007 2008 2009 2010 2011 2012 
Q2 

Gross debt - - - 80.0 85.4 87.2 91.6 

Net lending/borrowing - - - -6.4 -6.2 -4.1 -2.9 

Primary balance - - - -3.5 -3.4 -1.1 - 

GDP (annual change) 3.2 6.6 0.8 -4.9 3.8 3.3 0.4 

Unemployment 8.3 7.6 7.6 9.6 10.1 10.1 11.1 

E
u

ro
zo

ne
 

Long-term unemployment 3.6 3.3 2.9 3.4 4.3 4.6 5.2 

Gross debt 65.1 58.8 48.9 58.5 61.5 71.6 84.3 

Net lending/borrowing -4.4 3.5 0.9 -6.1 -5.3 -6.3 -9.1 

Primary balance -1.2 6.5 3.8 -3.6 -3.1 -3.8 - 

GDP (annual change) 2.9 9.2 8.3 -4.1 3.6 1.9 -1.1 
Unemployment 3.6 4.1 3.8 5.5 6.4 7.9 11.4 

C
yp

ru
s 

Long-term unemployment 0.8 0.8 0.5 0.6 1.3 1.6 3.2 

Gross debt 101.7 107.4 113.0 129.4 145.0 165.3 144.3 

Net lending/ 
borrowing 

-4.8 -6.5 -9.8 -15.6 -10.3 -9.1 -8.1 

Primary balance 0.7 -2.0 -4.8 -10.4 -4.7 -2.2 - 

GDP (annual change) 8.2 3.5 3.2 -3.8 -0.9 -5.6 -7.2 

Unemployment 10.3 8.3 7.7 9.5 12.6 17.7 23.6 

G
re

e
ce

 

Long-term unemployment 5.3 4.1 3.6 3.9 5.7 8.8 13.2 

Gross debt 31.9 24.8 44.2 65.1 92.5 108.2 111.5 

Net lending/borrowing -0.4 0.1 -7.3 -14.0 -31.2 -13.1 -7.4 

Primary balance 1.0 1.1 -6.0 -12.0 -28.0 -9.7 - 

GDP (annual change) 9.5 9.1 -8.1 -9.5 4.1 2.6 2.2 

Unemployment 4.5 4.6 6.3 11.9 13.7 14.4 15.0 

Ir
e

la
n

d
 

Long-term unemployment 1.3 1.3 1.7 3.5 6.7 8.6 9.4 
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Gross debt 105.1 103.1 105.7 116.0 118.6 120.1 126.1 

Net lending/borrowing -3.1 -1.6 -2.7 -5.4 -4.6 -3.9 -2.8 

Primary balance 2.5 3.4 2.5 -0.8 0.0 1.0 - 

GDP (annual change) -1.4 5.9 1.1 -6.3 1.5 3.4 -1.6 

Unemployment 8.5 6.1 6.7 7.8 8.4 8.4 10.5 

Ita
ly

 

Long-term unemployment 5.0 2.9 3.1 3.5 4.1 4.4 5.6 

Gross debt 56.6 68.3 71.6 83.1 93.3 107.8 117.5 

Net lending/borrowing -3.4 -3.1 -3.6 -10.2 -9.8 -4.2 -5.9 

Primary balance -0.6 -0.2 -0.6 -7.3 -7.0 -0.4 - 

GDP (annual change) 3.7 5.3 -0.6 -3.5 4.1 -0.4 -4.5 

Unemployment 5.7 8.9 8.5 10.6 12.0 12.9 15.2 

P
o

rt
u

ga
l 

Long-term unemployment 2.0 4.2 4.0 4.7 6.3 6.2 7.3 

Gross debt 27.8 23.1 21.9 35.3 38.8 47.6 48.1 

Net lending/borrowing -2.4 0.0 -1.9 -6.1 -6.0 -6.4 -4.7 

Primary balance -0.3 1.2 -0.7 -4.7 -4.4 -4.5 - 

GDP (annual change) 3.8 7.0 3.4 -7.8 1.2 0.6 -3.1 

Unemployment 6.3 4.9 4.4 5.9 7.3 8.2 8.2 

S
lo

ve
n

ia
 

Long-term unemployment 3.5 2.2 1.9 1.8 3.2 3.6 3.9 

Gross debt 52.6 36.3 40.2 53.9 61.2 68.5 76.0 

Net lending/borrowing -0.2 1.9 -4.5 -11.2 -9.3 -8.5 -11.0 

Primary balance 2.5 3.5 -2.9 -9.4 -7.4 -6.1 - 

GDP (annual change) 7.6 7.6 0.6 -5.8 1.3 2.0 -1.4 

Unemployment 11.4 8.3 11.3 18.0 20.1 21.7 24.7 

S
p

a
in

 

Long-term unemployment 3.8 1.7 2.0 4.3 7.3 9.0 10.9 

Source: Eurostat  
(http://epp.eurostat.ec.europa.eu/portal/page/portal/statistics/search_database,  
as accessed 14 January 2013).  
 
Notes    
1. Dash implies that data is not available.   
2. Gross debt refers to "government consolidated gross debt" (“Maastricht debt”), 
which is the sum of government liabilities as defined in ESA95 in: a) currency and 
deposits, b) securities other than shares, excluding financial derivatives and c) 
loans outstanding at the end of the year, measured at nominal value and 
consolidated. 
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3. Net lending/ borrowing refers to "government surplus/deficit under Excessive 
Deficit Procedure", which is net lending (+)/net borrowing (-) of "general 
government" (as defined in ESA95), plus net streams of interest payments 
resulting from swaps arrangements and forward rate agreements. 
4. Primary balance is government net borrowing or net lending, excluding interest 
payments on consolidated government liabilities. 
5. GDP for 2012Q2 is expressed at market prices. 
 

e) Similarly to the case of Greece, Portugal sustained 
fiscal/government budgetary policies with a diachronic contribution 
to the generation of budget deficits and an over-bureaucratized civil 
service. The civil service encouraged over-expenditure and 
undermined competitiveness, which led to large debt burdens. 
Despite austerity measures taken by the government, the country is 
currently facing difficulties in its fiscal adjustment path and a 
continually rising unemployment rate. 

f) Slovenia is threatened by a debt crisis due to the fiscal burden of 
covering the liabilities of the undercapitalized Slovenian financial 
industry. Continuous downgrades of the country’s government 
bonds, the requirement by the country’s largest financial institutions 
for capital injections and the negative economic outlook indicate 
that the government will eventually require a bailout.   

g) The Spanish banks were unable to repay their loans to international 
lenders after the collapse of housing prices caused by the financial 
crisis. Although Spain generated a budget surplus until the eruption 
of the financial crisis in 2007, fiscal expansion and bailouts to 
banks altered this picture. The country has been in recession in two 
out of the last three years because of the steep contraction brought 
by four consecutive austerity programmes. Many autonomous 
regions are in a dire fiscal situation, local banks and savings 
institutions are severely undercapitalized and have been deleveraging 
at a speedy pace, and the – especially youth – unemployment rate is 
the highest among Western countries, and still escalating. 

In relation to the preceding discussion, Table 1 depicts the level of 
general government consolidated gross debt, the government surplus/deficit 
under excessive deficit procedure, and the primary balance. As for some 
countries some of these indicators are not worse than the euro-area 
average, it is noted that debt ratios are considered in conjunction with key 
economic and financial variables, such as growth, interest rates and the 
maturity profile of the debt in order to determine their trend in medium-
term scenarios. In addition, further information on the composition of 
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external debt – such as external income, external assets, financial 
derivatives, and the economy’s creditors – contribute to the analysis of 
debt sustainability (IMF, 2003: 171-183). Furthermore, Table 1 also 
indicates the negative impact of austerity measures adopted by the member 
states hit by the sovereign debt crisis, on their economic prosperity – i.e. 
on economic growth or unemployment or both.11 

In summary, the eruption of the financial crisis and the subsequent 
recession led to sharp rises in government debt not only due to the rising 
expenditures for the re-ignition of economic growth and the support 
packages to financial institutions, but also to the abrupt fall in tax 
revenues. Government debt surges fueled the subsequent “flight to 
quality”,12 which in turn caused the eruption of the sovereign debt crisis in 
Greece and its transmission to other peripheral member states. However, 
the treatment for both the prevention of its transmission and the cure has 
been responsible for the domino effect of the debt crisis within the euro-
area. Even though this treatment was aiming at the restoration of market 
confidence, it nevertheless sustains three interlocked – banking, sovereign 
debt, and growth – crises that fuel a deflationary spiral of economic 
recession and sovereign debt expansion. More specifically, undercapitalized 
banks facing liquidity problems are financed through government debt 
expansion, which in turn is contained through fiscal austerity that contracts 
output, disposable income and domestic demand. Ultimately, the latter 
reduces tax receipts and leads to government deficits that require for 
further debt expansion or austerity measures and hence, the vicious 
downward spiral continues.13

  

                                                           
11 As structural unemployment increases significantly in economic downturns 
(Michaillat, 2012), fiscal austerity (Bagaria et al., 2012) and disinflation (Ball, 
2009) during recession become the worst policy options with regard to 
employment levels. 
12 During times of turbulence and perceived risk increases, investors are attracted 
by assets where they are least likely to experience a loss of principal. 
13 The deflationary spiral that emerged as a consequence of the current 
inappropriate treatment for the sovereign debt crisis should have been 
predicted/anticipated, as it is closely related to the theory of debt-deflation (Fisher, 
1933), and the models (see Keen, 1995) that relate it with the financial instability 
hypothesis (Minsky, 1994). Although at a glance the sovereign debt crisis does not 
seem to be supported by debt-deflation theory since it has not entailed significant 
deflation yet, the deflationary pressures from decreasing domestic demand are 
countered by inflationary pressures from tax increases and increases in energy 
products fostered by the oil crisis that followed the subprime mortgage crisis. For 
example, Greece’s inflation rate is still positive amid depression due to the 
increase of taxation – despite the fact that Greek enterprises absorbed part of this 
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2. The Way Out 

The sovereign debt crisis that erupted in Greece in late 2009 and 
spread across the euro-area periphery ever since has not been efficiently 
confronted to date. Fiscal consolidation – associated with austerity 
measures – has led euro-area economies to a deflationary spiral and to 
appeal for financial assistance. The failure of euro-area institutions to 
contain the expansion and halt the aggravation of the sovereign debt crisis 
has put in question the ability of current policies and raised concerns over 
the future of the euro. The threats of a recession, and even worse, of an 
emergence of a deflationary spiral, along with the growing consensus that 
Greece was a pretext for the outbreak of the crisis and not its real cause, 
have highlighted the appeal for measures, which are currently rejected due 
to concerns about moral hazard or because they are not ratified by any EU 
treaty to date. These measures entail a monetary expansion by the ECB via 
the purchase of bonds issued by states requiring financial assistance or via 
a future issuance and purchase of Eurobonds. Such measures have not 
materialized to date, as the ECB main refinancing operations fixed rate 
remains well above the respective rates of central banks from other 
advanced economies (e.g. the US), and as “Outright Monetary 
Transactions”14 do not entail quantitative easing due to sterilization and 
moreover, presuppose an approved programme of fiscal austerity. 

The policy mix adopted to date does not only ignore economic theory, 
but also lacks a sense of realism. Firstly, it ignores the deterioration of 
national savings and their consequent impact on capital stock by fostering 
a deflationary spiral – via fiscal austerity – that sustains the budget deficits 
and reduces disposable income and thus private savings. Moreover, the 
substitution of domestic investment with FDI is ruled out, as international 

                                                                                                                         

increase – and the upward price movements of energy products (oil, electricity) 
and imported goods (see report published in Greek; Τράπεζα της Ελλάδος, 2011: 
98-101). 
14 Hereinafter, the reader should be aware that the authors acknowledge the 
potential of these transactions, and for that reason do not consider them as a tool of 
monetary expansion. These transactions, which are ECB’s latest intervention tool 
(see ECB press release, “Technical features of Outright Monetary Transactions”, 6 
September 2012, at  
http://www.ecb.int/press/pr/date/2012/html/pr120906_1.en.html), replace the 
Securities Markets Programme and focus on sovereign bonds with a maturity of 
between one and three years. The start, continuation and suspension of these 
transactions are at ECB’s discretion and require for the adoption of an adjustment 
programme that has to be approved and monitored by the IMF. Moreover, the 
liquidity created through these transactions will be fully sterilised.  
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investors shy away from heavily indebted states because deleveraging of 
sovereign debts generally results in an output rate lower than an economy’s 
structural capacities for economic growth, financial repression, and weak 
foreign exchange values (see Crescenzi, 2011: 229-231). Secondly, the 
effect of a low policy rate diminishes due to the deterrents to lending 
activity, i.e. balance sheet capacity of financial intermediaries is lowered 
due both to continuous deleveraging and to increased levels of perceived 
risk attributable to rising default rates and gloomy prospects. 

To sum up, bailouts and austerity measures are evidently not working. 
The financial fragility of the economy grew rapidly and favoured the 
emergence of debt-deflation when mortgage lending moved to asset-based 
lending, instead of income-based lending (Tymoigne, 2012). The 
deleveraging shock that followed is reflected in the “Minsky moment” and 
the “balance sheet recession", which indicate that a temporary rise in 
government spending is required in order to increase the spending of 
liquidity-constrained debtors (Eggertsson and Krugman, 2012).15 Hence, 
decreasing demand levels, recession, and gloomy prospects for economic 
growth due to the unstoppable transmission of the sovereign debt crisis 
indicate the ineffectiveness of strictly relying on monetary policy – that 
will possibly lead to a liquidity trap – and the requirement for quantitative 
easing. The main question is about the form(s) that this quantitative easing 
will take. 

The trend toward debt-deflation could be subsided, or even inversed, if 
the EU financed, or at least co-financed to an important degree, 
infrastructure investments to obtain Trans-European economies of scale in 
the development of “network economy” sectors (such as information and 
communication technologies, transportation, and energy) and in large 
training, research and development, and innovation projects. Such a 
development would give a decisive push to capital spending in a 
conjuncture of slumping demand, private capitals’ flight to quality, and 
industrial disinvestment. Consequently, an initial public investment at 
European level would be able to stimulate the economy of the euro-area 
periphery by leveraging private capitals in public-private partnerships and 
by restoring confidence via publicly-guaranteed securities.16 

                                                           
15 The Minsky moment occurs when an asset bubble bursts, and overpriced assets 
are sold in a mass, causing sharp declines in financial markets. The balance sheet 
recession that follows forces asset owners to fly to quality and the economy loses 
demand equal to the savings and debt repayments. 
16 An account of public investments as engines of growth and a proposal for 
European Project Bonds is made in Haug et al. (2011: 58-64). 
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Infrastructure projects have a definite multiplier effect by attracting 
additional private financing, boosting employment, creating new demand, 
and strengthening social and economic cohesion through the territorial 
diffusion of productive capital that generates long-term revenue. Yet, risk-
aversion for these projects is high for private investors because, even if 
they are financially viable in the medium to long term, they face short-
term risks, particularly in the construction phase and during the early years 
of operation.17  

Risk aversion, especially in times of disinvestment crisis, is the main 
reason for a fiscal union to intervene in bridging the initial infrastructure 
financing gap via its financial arm, which is able to raise large amounts of 
capital through access to the debt capital market. The “Europe 2020 
Project Bond” Joint Initiative by the European Commission and the EIB – 
the financial arm of the Union that will manage the initiative – is meant to 
be such a risk-sharing mechanism.18 Project Bonds will be funded, on the 
EU side, by the EU’s own resources committed in its Multiannual 
Financial Framework (MAFF).19 Such long-term involvement of the EIB, 
with its widely acknowledged expertise in the management of innovative 
financial instruments and its AAA credit rating,20 could be of vital 

                                                           
17 See European Commission MEMO/11/121, “The Europe 2020 Project Bond 
Initiative: the consultation by the Commission”, Brussels, 28 February 2011: 1. 
18 Project bonds were first announced by President Barroso at his State of the 
Union Address in September 2010, and highlighted one year later in his State of 
the Union Address 2011; see José Manuel Durão Barroso SPEECH/11/607, 
“European renewal – State of the Union Address 2011”, Strasbourg, 28 September 
2011. The legal basis for this new financial instrument is to be found in article 309 
of TFEU that states in relevant part: “The task of the European Investment Bank 
shall be to contribute, by having recourse to the capital market and utilising its own 
resources, to the balanced and steady development of the internal market in the 
interest of the Union. For this purpose the Bank shall, operating on a non-profit-
making basis, grant loans and give guarantees which facilitate the financing of the 
following projects in all sectors of the economy”, implemented by article 16 par. 4 
of the Protocol No 5 on the statute of the European Investment Bank: “The Bank 
may guarantee loans contracted by public or private undertakings or other bodies 
for the purpose of carrying out projects provided for in Article 309 of the Treaty on 
the Functioning of the European Union.” 
19 As these lines were written, the EU was entering a phase of intense deliberations 
over its next MAFF (the so-called “Financial Perspectives 2014-2020”), after a 
first extraordinary European Council on 22-23 November 2012 that failed to reach 
an agreement and soon before a second one on 7-8 February 2013 dedicated to this 
highly controversial issue. 
20 Even though the EIB has the capacity to deliver subordinated (i.e. not 
necessarily its rating) loans and is not targeting an AAA rating for the projects it 
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importance for institutional investors such as pension funds and insurance 
companies, i.e. investors with a long-term liability structure and regulated 
rating requirements for their investments.21 

Before the sovereign debt crisis, specialized institutions called 
“monoliners” used to provide insurance for the financing of large 
infrastructure projects via the capital markets, thus guaranteeing the full 
credit risk of senior lenders and raising their rating. However, due to losses 
on subprime-related guarantees and to pressure on banks’ balance sheets 
because of the Basel III regulatory requirements, the monoliners have 
largely exited the financial insurance market generally. The Project Bonds 
intend to replace them by providing partial credit enhancement of 
infrastructure projects to project companies raising senior debt under the 
form of bonds sold to institutional investors.22 The statutory rules of the 
EIB, i.e. its strict prudential requirements designed to preserve the optimal 
credit rating for the EIB23 and the conditionality of every EIB loan “either 
on a guarantee from the Member State in whose territory the investment 
will be carried out or on other adequate guarantees, or on the financial 
strength of the debtor”,24 do not allow for a high leverage ratio. The 
Project Bond mechanism is designed to overcome this obstacle to 
sufficient capital concentration by providing the subordinated tranche of 
project companies’ debt for infrastructures, increasing thus the credit 
quality of the senior tranche to a level where most institutional investors 
are comfortable holding the bond for a long period.25 

The only problem is that, even though plans to introduce European 
project bonds to fund infrastructures have been tabled by the European 
Commission and supported by the European Parliament since 2010, the 

                                                                                                                         

will fund through Project Bonds, its strong and long-lasting track record as a 
financially secure institution will certainly attract hesitant private investors. 
21 European Commission memo, “The Europe 2020 Project Bond Initiative”: 3. 
22 See the EIB webpage “The Europe 2020 Project Bond Initiative – Innovative 
infrastructure financing” at http://www.eib.org/about/news/the-europe-2020-
project-bond-initiative.htm, as accessed on 23 October 2012. 
23 See article 16 par. 5 of the Protocol No 5 on the statute of the European 
Investment Bank. 
24 Article 16 par. 3 of the Protocol No 5 on the statute of the European Investment 
Bank. 
25 The mechanism is explained in the EIB webpage “The Europe 2020 Project 
Bond Initiative – Innovative infrastructure financing” at  
http://www.eib.org/about/news/the-europe-2020-project-bond-initiative.htm, and 
more analytically in the European Commission Communication “A pilot for the 
Europe 2020 Project Bond Initiative”, COM(2011) 660 final, Brussels, 19.10.2011: 
5-6, and its Staff Working Paper, SEC(2011) 1239 final, Brussels, 19.10.2011: 4-5. 
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mechanism is still not fully operational, despite the urgent need for 
counter-cyclical measures in the midst of a protracted balance-sheet 
recession and the beginnings of a liquidity trap in Greece. The pilot phase 
of the “Europe 2020 Project Bond Initiative,” whose impact assessment 
has been completed since October 2011, will be launched for the period 
2012-2013, still within the current Multiannual Financial Framework 
2007-2013. It is clear by now that only a limited number of projects 
(approximately 5-10) could probably be funded during the pilot phase, as 
the budgetary resources available are limited and the remaining time 
horizon for implementation would be very short.26 Once again, the rigidity 
of EU rules – budgetary rules in this case – blocks substantive and, above 
all, rapid progress in the containment of the unprecedented crisis that is 
sweeping the European Continent. 

3. The Neglected Factor of the Shadow Economy 

The chapter of professor Schneider included in this volume and several 
previous studies (see inter alia Schneider et al., 2010) indicate that the size 
of the shadow economy in southern euro-area periphery countries hit by 
the crisis is approximately 20% of GDP or over, at the same time as it is 
less than 15% in Germany (an assumed accepted level by rule of thumb). 
In 2011, the shadow economy in terms of GDP was 26% in Cyprus, 24.3% 
in Greece, 21.2% in Italy, 19.4% in Portugal, 19.2% in Spain, and 13.7% 
in Germany.27 For the same year, Table 1 indicates that the government 
deficit under the Excessive Deficit Procedure was 3.4% in Cyprus, 9.9% in 
Greece, 8% in Italy, 7.9% in Portugal, and 5.6% in Spain.  

A straightforward conclusion arising from the simple comparison 
between the sizes of these figures is the pragmatic expectation for a relief 
from the sovereign debt crisis that climaxes across the southern euro-area 
periphery. A successful transfer of a part of the shadow economy to the 
formal economy – ideally minimizing its levels to the respective of 
Germany – could have a multiple positive impact, i.e. an increase of GDP, 
government revenue, and tax morale, an opportunity to circumvent fiscal 
austerity and/or raise taxes, and ultimately, a decrease of government 
deficit. 

                                                           
26 See European Commission MEMO/11/370, “The pilot phase of Europe 2020 
Project Bond Initiative (reissue)”, Brussels, 23 May 2012: 2. 
27 Work in progress by Aristidis Bitzenis, Friedrich Schneider and Vasileios A. 
Vlachos. 
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The neglected factor of the shadow economy arises from the fact that 
no proper measures have been adopted to date, in the sense that there has 
not been any progress to transfer part of the shadow economy to the 
formal economy. Deterrence and control have to be at the core of the 
policy mix in order to be able to achieve such a transfer.28 For example, 
the formulation of an electronic platform that would be monitored by the 
state and would record all business transactions in real time, target bonuses 
for companies that are willing to operate their VAT, social security and tax 
payments transactions through the official financial channels, along with 
the formation of a highly specialized tax evasion police force, would 
suppress, or at least strongly discourage, financial transactions in cash. 
Nevertheless, the measures have to be distinctive, as for example, the 
shadow economy in Greece is also systemic (bureaucratic) and has been 
nurtured by clientelism and rent-seeking behaviours.   

Furthermore, the critical importance of the neglected factor of the 
shadow economy is identified through the failure of the economic policy 
mix adopted to date to manage and contain the sovereign debt crisis that 
climaxes across the southern euro-area periphery. Table 1 depicts a 
significant slowdown/recession/depression – depending on the member 
state – and a tremendous rise in unemployment levels. For example – with 
regard to Greece – a recent report by the European Economic and Social 
Committee (see Lanara-Tzotze, 2012) implies that it is the failure to 
address tax evasion that requires for measures whose impact has been 
unevenly and severely felt by workers, pensioners and honest tax-paying 
citizens. An effective policy mix is required for an interlocked three-
battling front: a reduction in the levels of corruption implies a reduction in 
the levels of tax evasion and the successful transfer of the shadow to the 
formal economy. This policy mix will contribute significantly to the 
relentless efforts of successive Greek governments to achieve a primary 
balance amid the sovereign debt crisis and during the country’s worst and 
longest recession ever. 

                                                           
28 An EU study indicates that a boost on tax morale and the benefits (i.e. audits and 
direct control) from electronic means of payments are more effective than 
punishment and monetary incentives for tackling the shadow economy (Jensen and 
Wohlbier, 2012). Low tax morale – mainly due to the systemic (political) part of 
the crisis – will probably be the major obstacle that Greek authorities will face in 
the formulation of an accommodating policy for transferring part of the shadow 
economy to the formal economy.  
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4. The Structure of this Book 

This brief chapter is in lieu of introduction to the notions organized in 
three main themes/parts throughout this volume. The first part discusses 
the actions taken by the euro-area in the effort to quell the negativities and 
transmission of the sovereign debt crisis that spreads across its member 
states. The second part discusses the causes, effects and measures taken so 
far to quell the effects of the Greek sovereign debt crisis and moreover, 
puts forwards some pragmatic policy directions for the Greek economy to 
grow out of the crisis. The third section looks upon critical subjects of the 
euro-area sovereign debt crisis from a historical perspective. More 
specifically, it discusses the development and the arguments on the 
appropriateness of SGP, Greek budgetary discipline, and the reliability of 
Greek statistics. A brief summary of the chapters comprising each part 
follows. 

The opening chapter of the first part is by Ioannis Papadopoulos, who 
analyzes the structural deficiencies of the Common Economic and 
Monetary Policies of the EU, starting from the Treaty itself and then 
proceeding to secondary European law (notably the preventive and 
corrective arms of the SGP), as well as EU macroeconomic practices. 
Papadopoulos thinks that the EU has fallen prey to a quintuple systemic 
crisis (sovereign and private debt, bank undercapitalisation, disinvestment, 
political/institutional, and social crisis) and has been mired in a self-
inflicted deflationary tendency ever since the Greek crisis broke out. 
Through a comparison with the US federalist political and economic 
philosophy and institutional mechanisms, the author shows that the 
European political system has been largely improvising ad hoc, after-the-
fact and costly ways of toughening up budgetary discipline, whereas 
coordinated solutions, not only to deficit and debt, but most importantly to 
competitiveness and growth problems, would have been a more rational 
way out of the crisis. Papadopoulos argues that the principles and 
macroeconomic presuppositions of the EMU’s Economic and Monetary 
Policy have been woefully inadequate to counteract the competitiveness 
imbalances between its member states. The SGP’s “one-size-fits-all” aim 
is overbroad, overly rigid and procyclical instead of countercyclical; at the 
same time, the monetarist objections to an enlargement of the European 
Central Bank’s mandate to the protection of a possible implosion of the 
euro-area itself and to the effective promotion of maximum employment, 
as is the case with the US Federal Reserve, are self-defeating because they 
do not allow for a decisive solution to the European crisis. 
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Papadopoulos takes a hard look at the overall architecture and 
philosophy of economic governance in the EMU and insists on the 
problem of the lack of secondary rules to ascertain the possible spill-over 
effects of a national budgetary derailment and the nature of the crisis at 
hand (borrowing, liquidity, or solvency crisis). He analytically presents 
and assesses the new EU legislative framework (commonly called “six 
pack”) that seeks not only to strengthen the preventive and corrective arms 
of the SGP, but also to widen its scope of enquiry and action also to the 
fundamental problem of macroeconomic imbalances inside the EMU. The 
author presents a typology of fiscal unions, following which he assesses 
whether the new EU Fiscal Compact29 can be considered as a viable path 
towards a European Fiscal Union. Finally, he pursues the theoretical task 
of evaluating whether both the so-called “Lisbon Strategy,”30 i.e. structural 
measures to stimulate growth and employment, and the EU budget, are 
inchoate. Papadopoulos pulls the threads together in his conclusion by 
linking the concept of “legitimation crisis” with the rationalisation process 
of the EMU’s economic governance, federalisation, and the future of 
European integration. 

Dimitrios V. Skiadas argues in the next chapter that the EU budgetary 
reaction to the global financial crisis indicated that there is scope, room 
and potential for improvement. The unprecedented economic and financial 
crisis experienced throughout the globe has created the need for integrated 
actions to meet the short-term and long-term challenges for the national 
financial, economic, social and political structures and systems. Within the 
EU framework, the most promising option, given the nature and 
characteristics of the EU legal order, has been the restructuring of the 
budgetary architecture of the Union, thus allowing for the modification of 
the overall cohesion policy developed and financed by the Union’s 
member states. The author discusses the various parameters of this 
reaction and its importance for the EU budgetary architecture. 

In the opening chapter of the second part, Vasileios A. Vlachos 
assembles a coherent presentation of the literature on the development of 
the financial predicament and its climax into a sovereign debt crisis, and 
the effect of the latter on the business environment of the Greek economy. 

                                                           
29 Formally, part of the new “Treaty on Stability, Coordination and Governance in 
the Economic and Monetary Union”,that was signed by all EU member states 
except the Czech Republic and the United Kingdom on March 2, 2012. 
30 The Lisbon Strategy has been renamed “Europe 2020 Strategy” and extended for 
ten more years, until 2020.  See notably Communication from the Commission, 
“EUROPE 2020.  A strategy for smart, sustainable and inclusive growth,” 
COM(2010) 2020 final, Brussels, 3 March 2010.  
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The author explores the fundamentals of the Greek business environment 
by concentrating on issues such as competitiveness, openness and direct 
investment (domestic and foreign). The analysis finally turns to the 
appropriateness of the economic policies adopted so far in order to 
indicate how these have contributed to the generation of a deflationary 
spiral that deepens depression and to identify the nature of policy 
orientations that are able to put forward pragmatic plans for Greece’s 
prolonged recovery. 

In the fifth chapter of the second part, Aristidis Bitzenis and Vasileios 
A. Vlachos focus on the myths and present some facts about the Greek 
sovereign debt crisis. At first, the authors indicate that the causes of the 
liquidity crisis, the credit crunch, and the current disinvestment crisis are 
the country’s gloomy growth prospects. A significant amount of wealth 
has been generated in Greece during the euro era; hence the unwillingness 
to invest this wealth is due to psychological reasons – i.e. increased 
perception of risk – and the lack of growth prospects imposed by the 
sovereign debt crisis, not to the false notion that generally, funds do not 
exist. Secondly, the authors discuss the perils involved in the eventuality 
that Greece opts for an exit from the euro and the adoption of a national 
currency. Finally, the dead end policy of internal devaluation and other 
hazardous measures that unarguably fuel the deflationary spiral and 
sustain the Greek economy in depression are discussed. The authors 
conclude that instead of blindly reducing the public sector, cutting public 
capital spending – i.e. public investments – and fueling the deflationary 
spiral, there should be attempts in increasing the efficient use of resources, 
reducing the levels of corruption and ultimately, transferring the biggest 
possible part of the shadow economy to the formal economy through a 
well-calibrated set of bonuses, smart sanctions, and reinforcing the 
regulatory and coercive mechanisms of the state. 

In the sixth chapter, Friedrich Schneider discusses the determinants 
and size of the Greek shadow economy and provides comparative 
estimates of the development of the Greek shadow economy and the 
impact of corruption on the Greek formal economy. The focus on the 
interrelation between the size of the shadow economy and levels of 
corruption in Greece is of primary importance. A reduction in the levels of 
corruption implies a reduction in the levels of tax evasion and the size of 
the shadow economy. This will contribute significantly to the relentless 
efforts of successive Greek governments to achieve a primary balance 
amid the sovereign debt crisis and during the country’s worst and longest 
recession ever. 
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In the seventh chapter, Kostas C. Chryssogonos and Georgios D. 
Pavlidis discuss the Greek sovereign debt restructuring as a case study 
from a legal and political point of view. Sovereign debt that cannot be 
serviced has to be restructured in a timely, equitable and orderly manner. 
That implies a suitable bankruptcy framework for a balanced protection of 
both the state’s and the creditors’ interests, which was lacking in the EU at 
the time the Greek crisis erupted during the winter of 2009-10. A full-
fledged legal analysis of the Greek debt restructuring and of the so-called 
“Memoranda” (the institutional mechanism of support devised to fill this 
void31) is pursued by the authors. Chryssogonos and Pavlidis show that 
this mechanism is an asymmetric bankruptcy framework for the repayment 
of Greek government creditors, which embodies a de facto – but not de 
jure – transfer of economic sovereignty to the “troika” outside the scope of 
the Greek Constitution and International Law. An assessment of the 
compatibility of salary and pension cuts with constitutional and 
international law is made. Finally, the legal and practical implications of a 
possible withdrawal of Greece – unilateral, negotiated, or imposed – from 
the EMU are discussed. 

The eighth chapter opening the final part of this book is by Aristidis 
Bitzenis and Ioannis Makedos, who make a vast historical overview and a 
critical assessment of the Maastricht Treaty and the SGP from its original 
form throughout today. The authors describe the Maastricht convergence 
and budgetary discipline criteria as well as the sanctions procedure (the so-
called Excessive Deficit Procedure). They assess the significance and real 
impact of the entire SGP framework on the coordination and surveillance 
of national budgetary policies. According to the authors, the original 
SGP’s unbalanced emphasis on the sole budget deficit criterion, that takes 
into account neither the debt/GDP criterion nor the cross-country 
differences with respect to the potential rate of growth, was very short-
sighted. Bitzenis and Makedos conclude that the original SGP did not 
reach its objectives, since more flexibility was required in its constitutive 
features. They conclude by explaining the two revisions of SGP in 2004 
and 2011 and their importance for the current situation, and also briefly 

                                                           
31 The joint EU/IMF rescue mechanism for Greece, an instrument eventually 
generalized for Ireland and Portugal, contains a Draft Plan consisting of two 
Memoranda: the Memorandum of Economic and Financial Policies and the 
Memorandum of Understanding on Specific Economic Policy Conditionality. 
These texts contain quantitative fiscal objectives for the future, the economic 
reforms that need to be made in order to obtain those targets, and monitoring 
mechanisms. Together they determine the long-term economic, fiscal, and social 
policy of Greece. 
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present the European Financial Stabilisation Mechanism and the European 
Financial Stability Facility, as well as the European Stability Mechanism 
that took their place. 

In the ninth chapter, Pyrros Papadimitriou and Yiannis Hadziyiannakis 
indicate that although the international economic crisis has played its part 
in precipitating the Greek crisis, the underlying roots were firmly implanted 
in successive years of poor fiscal management and unruly public finances. 
The authors focus on two specific dimensions of the Greek crisis. Firstly, 
they unravel some core elements of poor budget management by looking at 
budgetary data and discussing the ineffectiveness of basic processes in 
public financial management. Secondly, they discuss how the architecture of 
the euro-area may have contributed to fiscal unruliness by unwittingly 
creating a framework of perverse incentives. Finally, they focus on the 
proposals made by the European Commission in September 2010 to reform 
the SGP and conclude that Greece would have to consider revisiting certain 
basic principles in its budgetary management. 

In the final chapter, Aristidis Bitzenis and Ioannis Makedos return to 
the hotly debated issue of the manipulation of Greek statistics, which is 
widely considered as one of the basic – if not the basic – reasons for 
Greece’s loss of credibility in the financial markets and its subsequent 
economic downfall. The authors parse through all the ramifications of this 
complex problem by using abundant data and by retracing the interpretative 
conflict between Eurostat and successive Greek governments. Bitzenis and 
Makedos conclude that the highly politicised system in Greece certainly did 
not allow for an independent production and dissemination of economic 
data, but they also point out the responsibility of many other institutional 
players in the outbreak and deepening of the latest European financial crisis. 
At the end of the day, it is always the good-faith investors that are misled 
by the inadequacies of the established system of collection, assessment 
and dissemination of information relevant to the true default risk of 
entities, be they corporate or sovereign. 
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