
© 2012 areppim AG, Bern, Switzerland 1

areppim : information, pure and simple

1 9 Apri l 201 2

http: //stats.areppim.cominsight
A country's solvency, in other words the abil ity

to meet its contractual obl igations towards

creditors, may be assessed in a quick and

rough way by the ratio of external debt over

GDP (gross domestic product). By the end of

201 0, debt ascended

to 2.3 times GDP in

Portugal, 1 0.9 in

Ireland (not charted,

because it is out of

scale), 1 .2 in I taly, 1 .8

in Greece, 1 .6 in

Spain and, as a

comparison baseline,

1 .2 for the Euro zone.

Trends are alarming.

The average annual

growth rate of debt for

the period in analysis goes from 6% (doubling

time 1 2 years) in Portugal, up to 11 %

(doubling time 7 years) in Greece, 1 2%

(doubling time 6 years) in Spain and 1 6%

(doubling time 5 years) in Ireland.

A high debt to GDP ratio indicates that the

nation's solvency is at risk. The higher the

debt, the heavier the burden of

reimbursements of principal and payment of

interests. This is bad for growth. Resources

that could otherwise be channeled to

investment or consumption wil l be taken away

from the economic agents, mainly by means of

tax increases, reduction of social contributions

and curtai lment of credit, and reallocated to

the debt service. There is evidence that when

public debt is in a range of 85% of GDP, a

further 1 0 percentage point increase reduces

trend growth by more than one tenth of 1

percentage point. For corporate debt, the

threshold is close to 90%, and the impact is

roughly half as big.

This worrying situation may be rendered worse

by the interplay of other factors. I f the debtor

country is expected to

experience difficulties

to meet its

obligations, interest

rates, which grow

with the perceived

risk, wil l tend to rise.

At the turning point

where interest rates

become higher than

the economic growth

rate, debt

sustainabil ity is

seriously undermined,

and the spiral of rising debt and fal l ing growth

becomes a real threat to the country's

standing.

In this respect, the PI IGS are at a spot. Their

economies have slowed down considerably

since 2008, at a negative annual change rate

of -6% in Portugal and Italy, -7% in Greece

and Spain, and -11 % in Ireland. At the same

time, interests went dramatical ly up. Currently,

1 0-year government bond rates reach 5.6% for

I taly, 5.92% for Spain, 1 2.65% for Portugal and

21 .25% for Greece

(http: //markets.ft.com/RESEARCH/Markets/Go

vernment-Bond-Spreads, retrieved 1 9 Apri l

201 2). Short of a miracle, there is no practical

recipe to enable an economy that recedes at a

rate of -6% or -7% yearly, to honor long-term

debt at interest rates of 1 3% or 21%, and

recover its health in a foreseeable future.
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The aging population in the European

countries wil l make it worse. On one hand, the

numbers of pensionable people wil l increase.

This wil l strain public finances that currently

use pension fund contributions as assets to

balance their accounts, whereas they are a

liabi l ity to be repaid in due course. On the

other hand, aging wil l reduce the workforce,

thus reducing future growth and enlarging the

chasm between debt service obligations and

economic growth. A high debt to GDP ratio

also suggests that the country does not have

much potential left to service external debt by

shifting resources from production of domestic

goods and services to the production of

exports. An economy with a largely

autonomous internal market, where

exportables represent a small proportion of

GDP can do it. However, economies such as

Portugal or Ireland, heavily dependent of

foreign trade do not benefit from much slack.




