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Highlights

Countries can make a clean exit from financial assistance, or enter a new programme
or a precautionary programme, depending on the sustainability of their public debt
and their vulnerability to shocks.

Ireland made a clean exit in December 2013, supported by significant budgetary and
current-account adjustment and signs of economic recovery. But Irish debt sustaina-
bility is not guaranteed and prudence will be needed to avoid future difficulties.

A clean exit for Portugal is not recommended when its programme ends in May 2014,
because compared to Ireland it faces higher interest rates, has poorer growth pros-
pects and has probably less ability to generate a consistently high primary surplus. A
precautionary arrangement would be advisable. In case debt sustainability proves dif-
ficult to achieve later, some form of debt restructuring may prove necessary.

Itis unlikely that Greece will be able to exit its programme in December 2014. A third
programme should be putin place to take Greece out of the market until 2030, accom-
panied by enhanced budgetary and structural reform commitments by Greece, a Euro-
pean boost to economic growth in the euro-area periphery and willingness on the part
of lenders to reduce loan charges below their borrowing costs, should public debt levels
prove unsustainable despite Greece meeting the loan conditions.

Even assuming all goes well, the three countries will be subject to enhanced post-pro-
gramme surveillance. Managing such decades-long relationships will be a key challenge.

Zsolt Darvas (zsolt.darvas@bruegel.org) is a Senior Fellow at Bruegel. André Sapir
(andre.sapir@bruegel.org) is a Senior Fellow at Bruegel and Professor of Economics at
Université Libre de Bruxelles. Guntram B. Wolff (guntram wolff@bruegel.org) is the Direc-
tor of Bruegel. The authors thank Pia Huettl for her excellent research assistance.
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1. Spain also entered a
financial assistance pro-
gramme in summer 2012,
which was specifically
aimed at supporting the
recapitalisation of financial
institutions. Since this is a
special assistance pro-
gramme, we do not cover it.
See:
http://ec.europa.eu/econ-
omy finance/assistance eu_
ms/spain/index en.htm.
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HOW MUCH EUROPE HAS CHANGED: two years ago,
GREXIT, or potential Greek exit from the euro area,
was the main discussion. Today, policymakers are
again discussing exit, but with a decisively posi-
tive meaning: how, when and under what condi-
tions countries will exit from Troika financial
assistance programmes.

Four euro-area countries lost market access and
were forced into full macroeconomic financial
assistance programmes in 2010-13: Greece in
May 2010, Ireland in December 2010, Portugal in
May 2011 and Cyprus in April 2013t Financial
assistance was combined with economic adjust-
ment programmes designed to put countries on a
sustainable debt path by means of a combination
of fiscal policy measures, financial and corporate
sector reforms and growth-enhancing structural
reforms.

All four programmes were scheduled to last three
years, but the initial Greek programme was termi-
nated in March 2012 and replaced by a second
programme that runs until December 2014. At the
end of their programmes, countries face in princi-
ple three options: a full or ‘clean’ exit, a new pro-
gramme or a precautionary credit line.

Ireland reached the end of its programme in
December 2013, and was able to make a clean
exit, which prompted understandable declarations
of victory by the government. The Eurogroup also
declared the Irish exit a victory and proof that
Troika programmes work. However, critics have
pointed to the continuous risks to Ireland from lin-
gering financial problems arising from its high debt
level and the significant adjustments costs.

The Irish success led governments in Portugal and
Greece, which have programmes that are due to
expire in 2014, to announce that they are also
planning for clean exits. The issue of exit for
Cyprus is still remote as the programme will only

expire in May 2016, though hopes of a clean exit
are no less there than elsewhere.

But despite the upbeat mood, all four countries
face public debt levels of more than 120 percent
of GDP and uncertain growth conditions (linked in
part to their high levels of private debt), which
could jeopardise the sustainability of their public
debt. If so, the current positive market sentiment
towards these countries could easily turn nega-
tive.

A defining feature for all countries will be that,
even after the end of a programme, the financial
relationship between them and their creditors will
persist for along time. In fact, the maturities of the
European Financial Stability Facility/European
Stability Mechanism (EFSF/ESM) loans have been
extended to around 20 years average for Ireland
and Portugal, or even in excess of 30 years for
Greece. Cyprus has a current average maturity of
about 15 years.

The first and most fundamental issue is if a coun-
try can return to, and remain in, the market at an
affordable rate. This is, above all, a question of the
sustainability of public debt. The sustainability of
debt depends on the debt and deficit levels and
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been repaid. The European Commission expects
the PPS of Ireland to last until 2031, given the cur-
rent repayment schedules, PPS is integrated with
European surveillance but goes beyond it, with
more frequent missions. Similar surveillance
mechanisms have been implemented for non-
euro area EU countries that have left financial
assistance. Their experience suggests that the
surveillance is somewhat tighter than standard
European surveillance in the European Semester,
but that, de facto, there is only limited leverage
over national policy.

Instead of a clean exit, countries can opt to exit
financial assistance programmes with a precau-
tionary arrangement from the European Stability
Mechanism (ESM), which might be provided via a
Precautionary Conditioned Credit Line (PCCL) or
via an Enhanced Conditions Credit Line (ECCL).
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5. See
http://ec.europa.eu/econ-
omy finance/articles/gover-
nance/2012-03-14 six pack
en.htm.

6. The last task force report
on Greece:
http://ec.europa.eu/com-
mission 2010-2014/presi-
dent/pdf/qr5 en.pdf.

programme exit will be crucial, because it would
be anillusion to assume that countries have been
able to address all their long-standing structural
problems during the three-year period of the pro-
gramme. Many of the problems, such as inefficient
state sectors, that resulted in low productivity
growth before the crisis in some of the programme
countries will take years to correct. Surveillance,
including by the EU, can play animportant role by
pointing to the necessary reforms and encourag-
ing and influencing national discussions. The
weakest level of surveillance is the post-pro-
gramme surveillance, while under a precautionary
credit line, surveillance would be more intrusive,
and a new programme would come with a full set
of conditions.

Beyond surveillance, there are also ‘task forces’
for Greece and Portugal. These aim to provide tech-
nical assistance for the implementation of reforms
in combination with EU support mechanisms such
as Structural Funds. The Greek task force also pro-
vides support to the national anti-corruption strat-
egy and the sound functioning of tax
administration and government reforms. Such
forms of technical assistance could be available
also after programme exit, and could be combined
with assistance from the EU budget and the Euro-
pean Investment Bank.

COUNTRY ANALYSES

When they lost affordable market access and in
the face of sizable bond repayments, the
governments of the four countries were forced to
make formal requests to the IMF and to European
authorities for financial assistance. All four
programmes cover three separate areas with
different emphases according to the country: (1)
deficit reduction and structural fiscal reform; (2)
financial sector reform; and (3) structural and
competitiveness reform. Substantial financial
assistance has already been granted (€215 billion
to Greece, €70.6 billion to Portugal and €66.7
billion to Ireland).

The four countries have a number of fragilities that
make exit and post-exit challenging: (a) high
public debtlevels; (b) high private debt levels; (c)
high external debts; (d) socio-political issues
linked to high unemployment and inequitable
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income and tax-burden distribution, which imply
that the public debt burden is not equitably dis-
tributed. In each of these areas, the situation has
significantly deteriorated since the end of the
unsustainable booms (see Table 1). The deterio-
ration is a result of a combination of a collapse in
GDP levels and the continued accumulation of new
liabilities, now mostly from the government sector.
Financial sector reform has progressed yet non-
performing loans in all countries have increased
and are now at record highs, foreshadowing fur-
ther potential stress (Figure 1).

However, much has been achieved. The countries
have reduced deficits to more sustainable levels,
current-account deficits have been corrected, the
public sector has in some cases been reformed
and structural reforms have been implemented.
Consequently, the return to markets might be
more feasible now, notwithstanding questions
about debt sustainability.

Figure 1: Non-performing loans to total gross
loans in Greece, Ireland and Portugal
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Source: Bruegel based on IMF Financial Soundness Indicators.

We perform a debt sustainability analysis to iden-
tify which countries face the greatest challenges,
and what measures would help deal with them.
Box 1 details the key assumptions. In addition to
a baseline scenario, we simulated the sensitivity
of the public debt-to-GDP ratio trajectory to four
adverse scenarios, singly and in combination: (1)
GDP growth is 1 percentage point slower than in
the baseline scenario in each year from 2014-30;
(2) the primary surplus is 1 percentage point of
GDP lower than in the baseline scenario in each
year from 2014-30; (3) interest rates for the float-
ing-rate liabilities are 100 basis points greater
than in the baseline scenario in each year from
2014-30; (4) at the end of 2014, governments
have to provide an additional 5 percent of GDP for
bank recapitalisation (which would amount to
between €8-€9 billion in the three countries); (5)
these four adverse scenarios in combination.

Ireland

Ireland was the first euro-area country to leave a
financial assistance programme and has been
under post-programme surveillance since Janu-
ary 20147. The key aim of the programme, namely
areturn to the market, has been achieved. Figure
2 shows the results of our debt sustainability
analysis for Ireland. It highlights that in the base-
line scenario, debt-to-GDP levels will fall to 80 per-
cent of GDP by 2030, while in the four adverse
scenarios, the debt ratio would still fall well below
100 percent by 2030. However, when we combine
anumber of negative shocks, the debt to GDP level
would stabilise and increase slightly by 2030.

Considering the Six-pack’s debt-reduction rule, the
baseline scenario will comfortably satisfy the

Table 1: Main macroeconomic indicators, 2009 and 2013 (% of GDP), Greece, Ireland and Portugal

Greece Ireland Portugal

2009 2013* 2009 2013* 2009  2013*
General government gross debt 129.7 176.2 64.4 124.4 83.7 127.8
Net international investment position (NIIP) -89.6 -108.8 -924 -112.0 -110.3 -115.4
Private debt 1225 129.1 3092 3318 250.7 254.6
General government balance** -15.4 -4.9 -11.7 7.2 99 -5.8
Current account balance -14.4 2.3 23 41 -10.8 09
Unemployment rate 95 270 12.0 133 10.6 174
Ease of doing business ranking 96 72 7 15 48 31

Source: Bruegel based on Eurostat, AMECO, World Bank. Note: * Figures only up to 2012 for NIIP and private debt. ** Cleaned of the impact
of one-time items. Unemployment rate is in percent of labour force; Ease of doing business rank is among 181 countries in 2009 and 189

countries in 2013.
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7.0n 14 November 2013,
the Eurogroup concluded
that the Irish economic
adjustment programme had
been successful and that
Ireland would be able to
exit. Statement by the
Eurogroup on Ireland,
November 14 2013.
http://www.consilium.europ
a.eu/uedocs/cms Data/docs
/pressdata/en/ecofin/1395
79.pdf
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8. For Greece, the Commis-
sion expects €21 billion pri-
vatisation revenue between

2014-20. The stock-flow
adjustment is sizable in all

three countries from 2014-

17:-6.4 percent of GDP for

Greece, -7.1 percent of GDP
for Ireland and -4.5 percent
of GDP for Portugal. For Ire-
land, most of this adjust-
ment is due to the expected
reduction of the govern-
ment's cash balances from

13 percent of GDP to 6 per-

cent of GDP.

9. Consensus Economics
(2014).

10. Some of the loans are
indexed to the three-month
EURIBOR, which is expected
to increase from its current
0.3 percent per year value
to 2.7 percent by 2019. For
2020-30, we linked EURI-
BOR to the expected short
term German yields. The
new Irish government
bonds, which replaced the
earlier Promissory Notes,
are linked to the six-month
EURIBOR, while the bilateral
loan from the United King-
dom to Ireland is linked to
UK borrowing costs. We will
report full details about our
assumptions in a forthcom-
ing Bruegel working paper.
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BOX 1: DEBT SUSTAINABILITY ANALYSIS

We take the European Commission’s November 2013 forecast for 2013 as the starting point for the
main economic indicators, and use the IMF's October 2013 forecast for the primary balance and
nominal GDP growth for 2014-18 (the Commission’s forecast runs only until 2015). We consider the
privatisation schedule reported in the Commission’s country reports and also the so-called stock-
flow adjustment of debts,

For the longer term, it is difficult to set baseline scenarios for growth and primary balance. For Greece,
the Commission expects a 4.0 percent of GDP persistent primary surplus during the 2020s and 3.9
percent nominal GDP growth. For Portugal, the Commission's baseline is 2.6 percent primary sur-
plus and growth between 3.5 and 4.0 percent. For Ireland, the expected primary surplus is 4.6 per-
cent of GDP in 2020, but we have no information on the Commission's longer-term expectations.

Such differences in assumptions make it difficult to compare the debt trajectories for the three
countries. For example, Portugal might have a higher than a 2.6 percent primary surplus should debt
sustainability be in danger, and for Ireland it might prove difficult to sustain a 4.6 percent primary
surplus throughout the 2020s. We therefore chose to assume the same long-run values for all three
countries.

There are few examples of advanced countries (except oil-rich Norway) being able to sustain high
levels of primary surpluses over long periods of time. As Abbas et al (2013) show, the average pri-
mary surplus for successful consolidations in advanced economies is 3.1 percent of GDP. We there-

requirement and instead of our 3.1 percent of GDP
long-run primary surplus assumption (Box 1), a
2.2 percent primary surplus (and an even lower
surplus later) would be sufficient during 2020-25
to meet the debt rule. But if the primary surplus
has to react to the combination of the other three
adverse scenarios (lower growth, higher interest

rates and additional bank recapitalisation), then a
4.9 percent of GDP primary surplus would be
needed on average in 2020-25 to achieve the
debt-reduction rule. This would be challenging. Ire-
land previously (from 1988-2000) had a 4.6 per-
cent of GDP average primary surplus, but during
that time, the primary surplus was supported by
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serious external imbalances were significant.
Greece underwent a significant adjustment of both
its current account and its public deficit, yetin the
process, GDP fell very significantly and unem-
ployment increased very substantially. It is diffi-
cult to envisage an exit from financial assistance
at the end of the current programme.

Greek public debt cannot be financed under the
current programme assumptions. As highlighted
in the media, there is a short-term financing gap
in the next few years amounting to about €12 bil-
lion. For this reason, the possibility of a third pro-
gramme has been raised along with extending the
maturity of the Greek loan facility to 50 years and
reducing its spread over the three-month EURIBOR
to zero. In our scenarios we have already taken
into account this maturity extension and spread
reduction, and we also take into account a further
extension of EFSF loans to Greece so that Greece
does not have to repay any principal to European
lenders until 2030. To indicate a change in the cur-
rent financing conditions, we talk about a ‘revised
baseline’ instead of ‘baseline’ as we did in the
cases of Ireland and Portugal.

According to this revised baseline scenario, Greek
public debt will be reduced to 124 percent of GDP
by 2020, 120 percent by 2021 and 95 percent by
2030. By 2030, Greece would need to accumulate
€74 billion of newly issued debt, partly to pay
back maturing debt to the IMF, the ECB, national
central banks and private creditors.

Revisedbaseling
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If borrowing such an amount at a rate of 200 basis
points above the Bund (as we assumed, Box 1) is
feasible is an open issue. But what is even more
important is that there is a more fundamental
problem with the financing of the debt: the base-
line debt trajectory is exposed to risks, which can
easily jeopardise a more significant reduction in
the debt ratio and may even put it on an escalating
path (Figure 4). Such risks make it is difficult to
imagine how Greece can borrow at an affordable
rate from the market after the expiry of the second
financial assistance programme in late 2014.

Scenario (4) would push up the level of debt by 5
percentage points of GDP in 2014 (and slightly
more in later years due to interest payments on
this new debt), while the first three scenarios each
would lead to an approximately 120 percent of
GDP debt ratio by 2030, with accumulated new
market borrowing at about €145 billion. Under the
four scenarios in combination, it would not be pos-
sible to stabilise even the debt ratio after 2020,
when nominal GDP growth rate is assumed to slow
down and the primary surplus is reduced. In this
combined scenario, the debt ratio is expected to
climb back above 170 percent of GDP by 2030
with an accumulated stock of new private borrow-
ing of €253 hillion. One can say with great confi-
dence that markets would not lend to Greece with
a 200 basis points spread over the Bund (our
maintained assumption) in such a scenario.

Therefore, while the revised baseline scenario
could lead to a major reduction of debt, it would be
very sensitive to adverse shocks. The uncertainty
concerning the financing of public debt would
have a negative impact on the economy and
would likely hinder investment.

The preferred option would be to take Greece out of
the market until 2030 under a third programme,
and develop a contingency plan in case the debt
trajectory worsens beyond the control of the gov-
ernment. Such a plan should consist of:

1 Greece should be required to reach a balanced
budget by 2018 and to avoid any subsequent
deficit. According to our calculations, if the pri-
mary-surplus plans and the full amount of €21
billion privatisation revenue during 2014-20
are realised, this would necessitate a primary
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16. The New Greek bonds,
which resulted from the
March 2012 debt restructur-
ing, are safeguarded by a
cofinancing clause with the
EFSF, ie any Greek govern-
ment debt service arrears
have to be distributed pro
rata by the New Greek
bonds and the service of
the EFSF loans which were
granted to finance the PSI
Payment Notes and
Accrued Interest Notes. See
Zettelmeyer et al (2013).

17. Darvas (2012) also pro-
posed zero-interest lending,
but not conditionally, and
he also proposed indexing
the notional amount of all
official loans to Greek GDP,
which would help to avoid a
rise in the debt ratio if GDP
diasppoints, but would also
benefit European lenders if
growth turns out to be faster
than expected. Such an
indexing countinues make
sence, but there does not
seem to be political support
forit.

18. The recent plan of Péris
and Wyplosz (2014), which
would involve borrowing
from the market €4.5 tril-
lion, acquiring at face value
a large share of existing
public debts of all euro-area
countries in a neutral coun-
try-composition, and swap-
ping them into zero-interest
perpetuities whereby the
losses made on these oper-
ations (borrowing has a
cost, while zero interest is
earned) would be financed
by ECB losses and future
profits, would likely reach
resistance, because several
policymakers would view
these operations as quasi-
fiscal operations contami-
nating the balance sheet of
the ECB.

surplus of about 4 percent of GDP from 2022
onwards. Under this scenario, the Greek budget
would reach an overall surplus of about half a
percent of GDP by 2030.

In such a scenario, a third financial assistance
programme amounting to about €40 billion up
to 2030 would fill the financing gap, ie Greece
would not need to borrow from the market. Main-
taining the 4 percent primary surplus would not
necessitate borrowing in the 2030s either, since
the overall budget surplus would increase and
would cover the maturing private debt.
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