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EXECUTIVE SUMMARY
This project is primarily divided into 3 broad parts. The first segment aims at analysing the root causes of the Greek debt crisis, both internal and external.

Secondly, we move into a detailed description of the measures being taken to fight this crisis and also the financial support provided at present by the European Union and the IMF. Here, a few suggestions have been made with regard to the areas Greece can focus on in order to improve their situation.

Lastly, a set of Do’s and Dont’s in the form of lessons learnt from the Greek crisis are determined along with a few subjective points with regard to other countries with similar debt problems which show their economic characteristics, each being unique from the other.
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Literature Review
The topic on which this project has been made is quite huge and on an ongoing world event due to which materials in the form of literary work are not available at large. This project aims at analysing the root causes associated with the Greek debt crisis along with the various measures being taken by the Greek government and the European Monetary Union. It is then that a set of Do’s and Dont’s are targeted to accomplish for other countries to keep in mind in similar future scenarios. Apart from news reports and economic statistics, there are some publications and writings made by eminent analysts with regard to the European debt crisis which have proved to be reasonably helpful in my research.
Rebecca M. Nelson, Paul Belkin and Derek E. Mix’s CRS Report for the members and committees of Congress on April 27, 2010 analyses the background of the Greek debt crisis along with the causes of the crisis taking into account the progress made till that date and other broader implications. This study gives us an overview of how Greece engaged in the activity of heavy borrowing over the past decade and what other international and domestic factors fuelled the demise of the Greek economy. The study then shows us the present condition of Greece with the various reforms and spending cuts introduced by the Greek government to battle this period along with the assistances received from the Euro zone and the IMF. It also raises questions with regard to the imbalance between the common monetary policy and the diverse fiscal policies inside the Euro zone. The spill over effects to countries such as US and China are also evaluated at the end of the study. Similar studies have been conducted by the Cardiff Business School through their working papers in “The Greek Debt Crisis: Likely Causes, Mechanics and Outcomes” by Michael G. Arghyrou and John D. Tsoukalas. Vanessa Rossi and Rodrigo Delgado Aguilera’s Programme Paper “No Painless Solution to Greece’s Debt Crisis” in February 2010 at Chatham House, London has also been in the same line of analysis.
The European Commission’s publication in 2009 by the Directorate General for the Economic and Financial Affairs has made important findings and insights with regard to analysing the overall economic crisis in Europe thereby looking at their causes, consequences and responses. This study provides us with the factors leading up to the present European crisis and draws an important comparison with the crises occurred in the past and how they have induced the present scenario. It then goes on to say how the crisis has diminished Europe’s economic growth, increased unemployment, adversely affected fiscal positions and other global imbalances. Along with giving a detailed description of the current situation of the European Union as a whole, it addresses opinions which question the effectiveness of the European integration judging by the present magnitude of problems befalling it.
Other relevant studies such as “Predicting Sovereign Debt Crises” by Paola Manasse, Nouriel Roubini and Axel Schimmelfennig in the IMF Working Paper have taken into account macroeconomic variables using logic and binary recursive tree analysis in order to predict the nature of one-year advance debt situations of countries in the world. 
In addition to the above, detailed analysis have been made of news reports from the Financial Times, Economic Times, IMF surveys, OECD reviews etc details of which have been extensively listed in the References section at the end.
Introduction
Greece, today, has ended up with the highest set of external debt and budget deficit in comparison with its fellow member-states of the Euro zone. The EU’s external debt ceiling is 60% of GDP for each member-state whereas Greece has external debts worth 115% of GDP in 2009
. Also, the EU’s budget deficit ceiling is 3% of GDP where Greece’s budget deficit amounts to 13% of GDP as of 2009 statistics. There have been many discussions on this topic to determine the root causes of such a monumental crisis being faced today. The domestic causes can be explained as:

1. Misreporting of statistics by the Greek authorities

With the election of the new government under George Papandreou, markets were rattled by the corrected budget deficit figures of 12.7% of GDP which were actually four times the limit allowed by the European Union
. It was then discovered that the Greek debt figures had long been understated in order that Greece became a member of the European Monetary Union.

2. Disregard towards maintaining fiscal discipline over the years

[image: image2.emf]
As we can clearly see from the figure above, Greece has almost always had a history of not adhering to the criteria imposed on the monetary union by the Maastricht Treaty with a continued negative fiscal balance in its economy. In fact, since the year 1997, Greece has met the minimum fiscal deficit of 3% only once (in 2006).
3. Largely inefficient public administration

The OECD declared in 2004 that the spending on public administration as a percentage of total public expenditure of a country is highest in Greece in comparison to the other Euro zone countries. With time, successive measures were taken by the Greek government to modernize public administration whereas revenues were nowhere close to that amount. In 2009, Greek government expenditures accounted for 50% of GDP
.
4. High wages

Figure 2: Unit labour costs in Greece and Germany (1998 = 100)
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Source: Peterson Institute for International Economics research

One of the primary reasons for the low international competitiveness of Greece can be determined as higher relative wages. As seen from the above Figure 2, Greek wages have been somewhat consistent till the adoption of Euro in 2001 from when the wage rate has shot higher than before reaching at an alarming 33% more than the German wage rates in 2008. However, Greek exports to its major trading partners grew at a rate of 3.8% per year, which is only half the rate of those countries’ imports from other trading partners
. 

5. Tax evasion

This has developed as a major cause of weaker revenues of the Greek government over years as the informal economy of Greece represents around 25%-30% of the overall GDP
. Complications such as a complex tax code, excessive regulation and high tax levels have led to such a condition of the economy today.

[image: image1.jpg]



Now, by analysing the above figure, we see that the percentage of Greek tax revenue earned to the gross expenditure and revenue is much lower in Greece than compared to the other countries in the Euro zone. So, it can be said that it is essential for the recovery of the Greek economy that social benefits and wages be curbed so that the net government income over expenditure reaches a commendable point. 

6. Costly pension and healthcare systems

According to OECD, Greece’s “replacement rate of 70%-80% of wages (plus any benefits from supplementary schemes) is high, and entitlement to a full pension requires only 35 years of contributions, compared to 40 in many other countries.”
 These extensive pension policies along with absent reforms are expected to climb from 11.5% of GDP in 2005 to about 24% of GDP in 2050. 

GREECE , A MEMBER OF THE EURO ZONE – A BOON OR A CURSE?

Let us now examine whether the membership of Greece in the European Monetary Union has been beneficial or detrimental to it and how has it influenced the present financial crisis. 
After making an examination of Greece’s membership in the Euro zone, I can deduce three definite facts which have proved to have an adverse effect on the current state of crisis in the Greek economy. They are as follows:

1. Artificial cheap credit allowance

The European Central Bank (ECB) had kept lower interest rates at the beginning of the millennium to foster the growth especially of the stronger export-driven industrial members of the European economy, namely Germany, France and Netherlands. Due to the common monetary policy exercised by the ECB, Greece and other members of the European southern tier exploited the heightened degree of confidence of investors in the Euro to continually borrow at low interest rates which made it easier for them to finance their state budgets and also service their existing debts.

2. Lack of enforcement of the Stability and Growth Pact

The European Union members had adopted the Stability and Growth Pact in 1997 which was basically a tool to improve the surveillance and enforcement of the public finance rules stated in the 1992 Maastricht Treaty’s “convergence criteria” for EMU. According to this pact, if a member state is deemed to have insufficiently complied with the corrective measures recommended by the European Commission and the Council of the EU during the excessive deficit procedure, the process may ultimately result in a fine of as much as 0.5% of GDP
. Since 2003, more than 30 excessive deficit procedures were undertaken, but the EU never imposed a financial sanction against any member state for violating the deficit limit. This can be seen as a fuel which induced economies such as Greece to continue to grow their deficit unabated causing such a horrendous situation.

3. No scope for devaluation of currency

In such times of crisis, countries such as Greece, Spain and Portugal are locked up in the European Monetary Union which does not allow them to devalue their currency- a policy which is adopted quite often to boost the net trade of a country with price sensitive export sectors as in UK. Italy, before joining the EMU, had adopted the policy of currency devaluation multiple times between 1991 and 1995. Greece, being bound by the unified monetary union of euro is unable to take such measures.
Alternatively, there are several reasons which make Greece’s membership of EU advantageous, not only at the present moment of crisis but also in general. They are as follows:

1. Financial support

At the end of March 2010, the member states of the euro zone pledged to provide Greece with financial assistance if they so need it and on April 23, 2010, Greece formally requested help from the European member-states. This was delivered in the form of a financial package of €30 billion at a rate of 5% which is above the rate at which other Southern European countries borrow but definitely below the rate currently paid to private investors on Greek bonds
. Also, financial help is expected from the IMF in the form of standard loans of the value of €15 billion preceding any assistance received from fellow European member-states. Again, on May 10, 2010, an audacious package of measures to battle rising financial market tensions was launched consisting of government backed loans worth €440 billion by the Euro zone members, further €60 billion from EU members through an expansion of existing balance of payments facility and up to €220 billion from the IMF. These would not have been so easy had Greece not been under the umbrella of reputation and credibility of the euro. 
2. Euro economic stabilisation

[image: image4.emf]
As we observe from the table above, after joining the European Union in 2001, Greece has definitely been able to achieve some economic stability compared to the 1980s and 1990s when interest payments accounted for the bulk of Greek government deficits. Benefits such as lower interest rates, rising living standards and appreciation of assets have been well enjoyed by the Greek economy along with the high credibility of euro. 
3. Greece’s currency devaluation effects are questionable

[image: image5.emf]
As we can see above, Greek exports tend to gravitate mostly around the Euro region with Italy and Germany accounting for 1/5th of the total exports. Demand in such regions is expected to be quite low and sluggish for the next few years making these sectors quite unresponsive to competitive factors that can be affected by devaluation. Again, the presence of export giants like Germany would make it even tougher for Greece to attain market share through devaluation of their own currency. Another factor which would play a negative role in the boosting of trade by devaluation of currency is the fact that the goods which have largest positive trade balances in Greece are commodities such as agricultural goods, minerals and cotton, which are fairly immune to providing any impetus arising out of currency devaluation. Also, before devaluation, the costs of addressing a new currency can be pretty high and does not appear to be a feasible option at the moment for Greece when all the government efforts are directed towards minimizing expenditure.

4. EMU national security

Greece needs membership in the European Union as a matter of national security as it continues to have an aggressive Turkey at its border. This proves to be an important political reason for Greece to remain in the Euro zone.
So, as we can clearly see above, it is beneficial for Greece to remain in the Euro zone for more reasons than one as accounted for above.

Measures to battle the crisis situation

The fact that Greece has been living beyond its means has become evident now as it has reached a do or die situation. It is almost impossible to doubt whether the country needs to have a clear set of fiscal and structural reforms judging by its present state of affairs. In order to restore the confidence of investors and bring about a certain stability in the Greek economy, Prime Minister George Papandreou has established a set of short term and long term measures to be implemented. 
Short-Term Fiscal Measures
Three different austerity packages for fiscal measures have been unveiled by the Papandreou government which are in total worth €16 billion or 6.4% of GDP
 and are aimed at bringing down the deficit from 13.6% of GDP in 2009 
to below 3% of GDP in 2012. These packages consist of tools to cut public expenditure, raise special taxes and VAT, and, increase taxes for high income earners. 
Along with a 10% cut in civil service salary allowances and a civil servant hiring freeze in 2010, measures such as a 5:1 retirement/recruitment ratio for new public sector hires from 2011, state pension freezes and a 30% drop in public sector supplementary pay have also been established
. Other means to cut down expenditure comprise of the elimination of two bonus payments for state-sector workers earning more than €2500 a month and the reduction of these payments to a total of €1000 in all other cases. Along with real estate, personal and corporate tax reforms, the various other means to increase government revenue implemented are VAT rate increase from 19% to 21%, tax increases on fuel, tobacco and luxury products and a 1% increase in tax of high income earners (above €100,000).  

Long term structural reforms
 The Greek government has established some wide-ranging structural reforms as well in order to maintain economic stability. Firstly, the highly generous pension system has been subjected to reform and measures to stop evasion of social security contributions have also been planned. The average retirement age has been suggested to increase from 61 to 63 years and the pension calculations have been changed to be made on a lifetime contribution basis as opposed to the last five years of service
. On account of the widely known inefficient Greek health care system, measures to tighten rules and regulations in order to strengthen accountability have been proposed. The government has implemented public administrative changes such as reducing the number of Greek municipalities from 1034 to 370, the number of local administrative heads from five to three and the legal public local entities from 6000 to 2000. 
But it is important for Greeks to allow implementation of these measures adopted by the government to recover. Lately there have been many riots, strikes and protest rallies showing the discontentment of the general public. This is mainly because a group of people feel that the mix of tax increases and deep spending cuts could result in further unemployment thereby pushing the country into deeper recession. 
We can try using Okun’s Law 
to forecast the unemployment rate of Greece for 2010 and 2011. 

Going by Okun’s Law, 

             Ut – Ut-1 = -Gyt                                         .... (Eqn 1)

As per the National Statistical Service of Greece, the GDP of Greece is expected to contract by 3.9% in 2010 and unemployment rate of 2009 was 10.3%.

Now, let U2010 be the predicted unemployment rate of 2010, U2009 be the unemployment rate of 2009 and Gy2010 be the predicted GDP growth of Greece in 2010.

Now, 

              U2009 = 10.3% = 0.103,

              Gy2010 = -3.9% = -0.039

So, from Eqn (1),

              U2010 – U2009 = -Gy2010

        or, U2010 – 0.103 = -(-0.039)

        or, U2010 = 0.039 + 0.103

        or, U2010 = 0.142 = 14.2%

This means that holding other factors constant such as public attitudes, inflation rate etc, with a further decrease in real GDP of Greece in 2010, the unemployment rate would increase to 14.2%. Also, the National Statistical Service of Greece forecasts the GDP of Greece to shrink by another 1.9% in 2011. As per this data, the expected level of unemployment should rise to 16.1% in 2011. This theory supports the argument of the group of people who believe that such severe austerity measures would lead to recession resulting from further increase in unemployment paving the path to deep recession.
However, in my opinion, even though the fact that the country is moving towards deep recession is a valid point, Greece has been living far beyond its means for too long now. People who have engaged in tax evasion, bribery etc need to realise that there comes a time when such unbridled actions need to be curtailed and hard measures are inevitable. 
EU Financial Aid
On April 23, 2010, the Papandreou government officially requested financial aid which was formerly discussed and formulated by the Euro zone leaders. This financial package contained around €30 billion in the form of bilateral loans from the Euro zone member-states in 2010 at 5% interest rate and also an amount of €15 billion from the IMF to cover the deficits. Overall, the parties discussed a three year package of around €90 billion in loans. In order for this to be actually implemented, the ECB in accordance with the European Commission needed to provide a formal acceptance of this request after obtaining the approval of each Euro zone country. Germany, being the largest and arguably the strongest influence on the European Union was initially hesitant at providing Greece with any financial aid and together with France, pressurized Greece to lay out detailed deficit reduction measures for 2011 and 2012, indicating that their willingness to lend money was conditional on Greece adhering to a severe austerity plan
. 
However, even after strong reluctance shown by the Germans, on May 6, 2010, the German government approved loans as much as €22.4 billion in favour of the Greek bailout package. Other major players like Italy and France also pledged full support to Greece, in its hour of crisis.
Around 61% of the German public (as per a Financial Times poll) feel that allowing Greece to default rather than provide them with a rescue package is the optimum solution here. They are of the opinion that Greece lacks credibility and has not managed its finances well and the resultant burden should be borne by the nation. They feel that Greeks should adhere to the European Union’s “no bailout-clause”. 
However, most economists agree that not helping Greece at this crucial juncture would result in serious future problems for the Euro zone. I agree with these people as this crisis has already caused a major drop in the foreign exchange value of the euro and if it is not contained, this can spread across European bond markets pulling down fellow Euro members such as Italy, Spain, Portugal etc. So, it seems to be pretty clear that a Greek default could trigger a process of contagion and panic similar to what happened on Wall Street in 2008 after the collapse of Lehman Brothers. This would lead to every weak European country becoming a suspect and would drive the investors away. Hence, providing Greece with a rescue package was clearly the obvious and only choice.
IMF support
After the formal requests made by Greece on April 23, 2010 of financial assistance worth €15 billion in 2010 from IMF, many EU officials were displeased as they believed that an internal affair of the Euro zone should be dealt by the EU alone. “Outside” intervention from the IMF has been viewed by many as a potential “humiliation” for the Euro zone, with officials at the ECB, among others, strongly opposed to the prospect
. This however changed with time as economists realized that the amount of assistance IMF can provide would be too small and so, it should be part of a broader package of financial assistance provided by other Euro zone countries
.
 On May 9, 2010, the IMF sanctioned a €30 billion three year loan in the form of a Stand-By Agreement as part of a joint EU-IMF financial package worth €110 billion to help Greece survive the debt crisis, attain stability and modernize its economy. The IMF has also extended technical support to help Greece address this crisis, restructure public administration and bring about financial stability of the economy.
Suggestive measures

The concept of comparative advantage 
is important as it is the only way Greece can increase its productivity and boost international trade at this crucial juncture. Tourism is the industry which has always managed to make a steady and consistent contribution to the GDP of Greece. As we can see from the table below, although the gross exports of travel services of Greece has been lower than most other countries, tourism receipts as a percentage of GDP have been high, giving it the highest RCA (relative comparative advantage) in travel services in the world, as of 2003. 

[image: image6.emf]
One aspect by which Greece can exploit its comparative advantage is by introducing cheaper prices in the hotel industry. Even though the government has been engaging in measures to increase taxes and revenue, in my opinion, reducing hotel industry prices at this point could be advantageous for the economy, by making Greece an even more attractive tourist location, producing higher sales, albeit even with a lower per unit profit margin, to boost the revenues of the economy. The government can restore the original prices and tax schemes after a certain period to regain stability.
A very big option that Greece is unable to exploit today is that of currency devaluation. Countries often boost their global trade volumes by devaluing their currencies, and this plays an important role in the tourism industry too. But, as Greece remains a member of the Euro zone, it does not have the luxury to adopt such a measure, which could have also helped to make its tourism industry more attractive.
Another aspect in which Greece can look towards improving their financial and economic condition is by attracting more FDIs
. 
Now, in order to understand the present levels of FDI in Greece and try to find ways to boost it, we must understand how the situation has been until now and what have been the factors which have affected this.

Direct Investment (FDI Inward)
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Source:.UNCTAD Globstat FDI Database.
The above figure shows that FDI into Greece has more or less followed a downward trend but has also been inconsistent, fluctuating in the years from 1996 to 2007. 
The main factors of the Greek economy which have influenced its inward FDI may be listed as follows:
1) When the Olympics were held at Athens, everyone expected Greece to gain massively but, sadly, this was not the case. The high costs incurred burdened Greece with considerable budget deficits and shook the confidence of world investors. This proved that the macroeconomic condition of Greece is not very attractive to foreigners due to inherent instabilities.

2) The legal framework of the government in the handling of foreign capital is far from desirable mainly due to the inadequacies of bureaucracy. Greece lacks political stability as their population is prone to engaging in riots, strikes and protest rallies. Hence, governance remains worrisome and needs to be improved to attract FDI.

3) The present situation of the Greek economy compels the government to increase taxes, which is detrimental to FDI. 

4) Other European countries have better FDI inflows mainly because of better public governance and infrastructural facilities. After the Athens Olympics, the Greek infrastructure has improved but a lot still needs to be done in this direction.

5) Greece has always been able to provide efficiency via labour productivity given its attractive labour pool. This is one aspect which can be exploited in encouraging foreign investors to take advantage of the high quality and relatively cheap workforce.
Greece was identified by Conway, de Rosa, Nicoletti and Steiner in 2006 as the OECD country which has the most to gain from increasing competition in product markets through private sector productivity. It is my recommendation that Greece should try to reduce its public debts, control inflation and enhance deregulation in order to increase competition in the private sector. This will undoubtedly bring substantial gains to the economy as a whole.

GOING IN TO THE FUTURE

LESSONS LEARNT FROM GREECE:

1) Prevention is better than cure

As we have seen in our analysis, Greece has been living far beyond its means following a misguided growth model for years now. Using this growth model and exploiting the credibility of the Euro, Greece has been able to enjoy higher standards of living but this has resulted in an unsustainable condition today where Greece lies overloaded with debts higher than its GDP. What lies ahead are severe austerity measures including long term structural reforms in order to convince the EU to provide them with financial assistance and restore stability in the economy.  This however is questionable as even though the government has established strong stabilisation policies and excessive austerity measures, the effects are yet to be proven convincing.

[image: image8.emf]
As seen from the above chart, the IMF and the European Commission forecasts do not seem to be tallying with the goals established by the Greek government with already a drop of 3% in GDP in 2010. It is thus advisable to any country within or outside the Euro zone to adhere to the spending limits in order to avoid such a condition which leads to nothing but recession and severe forms of contagion. 
2) Better government administrative system

We see from this Greek fiasco that it took its government 3 months to just identify the necessary fiscal measures which consisted of reducing government spending and increasing taxes. This sluggish nature of its government reflects decades of unbridled spending, bribery and falsifying of the true economic condition. It is imperative for the economic stability and credibility of a country to have a sound and honest government with which problems such as over-spending and tax evasion can be effectively handled.
3) Financing of debts at lower rates

As Felix Salmon says, banking crisis often becomes sovereign debt crisis, and vice versa. The Euro zone countries along with their commercial banks have always been engaged in the activity of borrowing excessive amounts at low interest rates offered by the ECB in order to prevent a banking crisis. It should be understood that this can cause severe damage and lead a country to contagion if such an activity is not curtailed. Hence, it is advisable for a country to improve its fiscal structures and undergo internal reforms in order to raise revenue to battle existing debts rather than finance existing debts and state budgets by borrowing largely, even at low interest rates as it ultimately aggravates the overall debt levels of the economy. 

4) Honesty and reliable statistics

This factor is majorly important to the Euro member-states. This is because they belong to the highly reputed body of European Monetary Union and are hence accountable to them for any sort of falsification of statistics of their economies. We have seen how the reliability of the “Greek statistics” have become a laughing matter today as they have been engaging in the activity of lying to the EMU about their debt figures for years now. Such activities make the credibility of the Euro zone questionable to foreign investors not to mention the lack of trust created between the Euro members and also the European Commission. So, it is imperative for a Euro zone member to present reliable and honest reports to the EMU regularly without any exception.
5) Adhering to rules and regulations 

This aspect again caters to the Euro zone members in particular as they are governed by one monetary body. An important rule of the EMU is that the budget deficit of a country should not exceed 3% of GDP. Many countries of the Euro zone have been engaged in violating this rule for quite some time now, Greece being one of the major players in this regard. It is necessary that these member-states realise the significance of this rule and take strict measures to try and keep their debt levels below this ceiling as by not doing so, they will follow the footsteps of Greece and be left with nothing but contagion. These member-states should realise that it is important for them to pay heed to the rules established by the ECB as it is only by doing so that the ECB can alter its monetary policies from time to time for the betterment of the Euro zone members.
6) Concentrating on means to exploit comparative advantage and attract FDIs.

As discussed before, a country always gains by concentrating on its niche areas and making them more attractive. On doing so, it can have a relatively high amount of gains contributing to its GDP in a consistent manner. Another aspect important here is to attract more and more FDIs into the country in order to make economic conditions more superior and bringing in foreign capital. Economic policies have always taught us that the growth of a country’s national debt should be much lower than the growth of its economy. So, a country should try and exploit its most advantageous sectors to boost revenue and attract inward FDIs before resorting to measures of increased borrowing to battle economic hardships.
7) Sound tax system

A major criticism of the Greek economy has been in the aspects of tax policies and also tax evasion. High levels of taxation and complex tax codes have resulted in the high degree of tax evasion prevalent in Greece. It is important for a country to implement proper tax policies so that these do not seem burdensome to the public and a strict regulatory body should be created to ensure that tax evasion tactics are identifiable and hence, stopped. 
RISK OF CONTAGION
Just as the Asian financial crisis in 1997-1998, where it was believed that investor herding behaviour helped spread the crisis throughout the region
, the Greek crisis has already made movements in the bond yields of Portugal, Italy, Ireland and Spain 
as seen below in Figure 2.
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Now, along with Greece, these 5 countries have been given the unflattering acronym PIIGS who seem to be all leading towards the same form of contagion. 

In this regard, there are some common pitfalls and opportunities which are specific to each of these countries such as:

Italy

The public debt of Italy at present is a massive 115.8% of GDP
 but as seen from Figure 2 above, the bond yields are much better compared to Greece. With a 5.3% deficit of GDP
, it does not look to be in such a mess as other countries and another major difference with regard to Greece is that they have maintained a more or less constant fiscal deficit level throughout the years unlike that of Greece which has jumped up suddenly at such a massive 12.7%. The main reasons for this is the high liquidity of the Italian debt market and the fact that 15% of their after-tax income goes into savings directly which leaves foreigners very little scope to stretch the Italian public debt. However, Italy has problems similar to Greece such as high public debts and tax evasion. In my opinion, this arises from the economic differences in Italy whereby the northern sector has to pay for the many failures that are committed by the south. But it is a fact that Italy is not in such a dire straits position as is the rest of the PIIGS. They should concentrate more on their tax collection system and try to exploit the falling value of euro to increase their overall economic productivity. 

Portugal

One of the biggest similarities between Portugal and Greece is that they both have extremely low national savings. Portugal is known to maintain a dubious credential of the lowest Euro zone GDP during the boom periods. But, the main focus is now on its fiscal deficit of 9.4% of GDP which makes it harder for the country due to its low economic growth potential. Table 4 below shows us that the net external debt position of Portugal is almost similar to Greece. 

Table 4. Net external debt ratios in 2009 (q3)

	 
	Greece
	Portugal
	Spain
	Italy
	Argentina
(1999)

	Net External debt
(cumulated CA 1990-2009) as % of GDP
	103
	122
	65
	8
	6

	Total Net External debt as % of Exports
	512
	441
	274
	-54*
	64

	Government & MA % of Tax revenue
	329
	189
	100
	124
	na


Source: Idem
Note: *The negative number means that Italy is net lender
However, the Portuguese government has already started implementing deficit busting austerity including a “crisis tax” on wages and big companies and expects to cut its budget to less than half its current value in 2 years. This, however, has not resulted in public protests in the Portuguese economy which is a good sign compared to the huge political imbalances faced in the Greek economy. 

Spain

Even though Spain is still the fifth largest economy of the Euro zone, this country was severely hit by the busting of its property boom. Apart from this, Spain is recorded to have unemployment of 20% this year which is extremely high and the government has announced a €50 billion austerity package to battle the 11% deficit it currently has of GDP. This is one of the few countries in this debt crisis which I believe would benefit from devaluation on leaving the Euro zone because of its strong internal economy. 
Ireland

Far-reaching austerity measures have already been implemented by the Irish government as of December 2009
. The main reasons for this can be traced back to the collapse of the property boom from which Ireland was one of the biggest success stories even earning the economic nickname “Celtic Tiger” at that time. This has brought fiscal deficit figures of around 14.3% of GDP which is even higher than Greece due to the fact that they needed to bail out the banks immersed in massive debts due to the sub-prime crisis. However, according to the OECD, it has been given the highest forecasted growth rate of 3% of GDP in 2011 which is the maximum in the PIIGS group. 
CONCLUSION

“When the unthinkable suddenly becomes the inevitable, without pausing in the realm of the improbable, then you have contagion.”
 We have seen from our analysis that this statement is of utmost importance with regard to Greece’s debt crisis. Due to several reasons culminating for years, Greece has landed in such a position today.
In my analysis, I have shown how it is immensely important to adhere to the rules and regulations enforced by a monetary policy continually and always concentrate on means by which an economy can be strengthened in order to fight problems such as this internally. ‘Prevention is better than cure’ is no longer a myth anymore because as we can see from the current situation, the cure is too painful and costly to bear for any economy.
Other European countries facing debt crisis situations similar to Greece should keep in mind the various cautions that this catastrophic crisis has shown us. However, judging by the actions being taken presently and the help received by the EMU, one can hope that countries such as Ireland, Portugal, Italy and Spain will not land up in the same situation as Greece did if reforms are implemented sincerely and timely.
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APPENDIX 1

Theory of Comparative Advantage 

The concept of comparative advantage arises from difference in productivities of industries in a country which determines which sector is relatively better off or more attractive than the other, making it a more attractive industry to concentrate upon. This is important because comparative advantage is the crucial thread which leads to providing a competitive advantage thereby minimizing the unit labour costs of that industry in the world market. 
According to the theory of comparative advantage, even if a country is going through the worst economic times and it does not have a strong industry as such to fall back upon, it should focus on the sector in which it is relatively better off and try to boost a competitive edge by fostering that.
APPENDIX 2
Foreign Direct Investment

Foreign Direct Investment (FDI) is basically financing in the forms of new investments, retained earnings of subsidiaries, inter-firm loans and cross-border mergers and acquisitions. These are implemented by multi-national enterprises in order to diversify, acquire or build new investments. From the national viewpoint, FDI can be inward by foreign enterprises or outward by domestic enterprises. 
The various reasons why countries try to attract inward FDI are as follows:
1. The inflow of foreign capital and technology makes a contribution to the host country’s GDP.

2. Knowledge spill-over and competition increases overall productivity and efficiency of domestic firms.

3. It creates new and better job opportunities also because multi-nationals tend to be big companies which provide relatively better work conditions and better employee incentives.
The conditions required to become an attractive host for FDIs include having a FDI friendly government, a relatively large market size for local demand and the availability of cheap and quality labour. Distance plays a crucial role also as investors are often looking to invest in a place which is easily accessible from their home country. 

APPENDIX 3

Okun’s Theory of Unemployment and Growth

Okun’s Law, introduced by renowned economist Arthur Okun, determines that there exists a negative relationship between unemployment and GDP. 
Now, let Ut denote the unemployment rate of year t, Ut-1 denote the unemployment rate of year t-1 and Gyt denote the growth rate of output or GDP from year t-1 to year t. In other words, the change in the unemployment rate should be equal to the negative growth rate of output.
Then, going by Okun’s Law, the following relation should hold:

             Ut – Ut-1 = -Gyt                                         .... (Eqn 1)
Hence, if, say, GDP shrinks by 2% in 1999, then 1999’s unemployment rate would increase by 2% and vice versa.
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