
THE SOVEREIGN DEBT BUBBLE 
 
The biggest bubble in history is the bubble of government debt. It is a bubble 
in a world full of pins. It will take a great deal of luck and crisis management to 
keep it afloat, without wreaking havoc on the financial system and markets of 
the world. 
 
The fundamental problem for Greece is that there is no sign of economic 
recovery, with GDP at -4.5% in 2010 and still likely to be -3.0% in 2011 (IMF). 
If your economy slows down by 10%, then your debt-to-GDP ratio rises by 
11% without any new debt.  
 
And Greece is being asked to further reduce its deficit by what is in effect 15% 
of GDP, while taking on no more debt. Within two years Greece will have a 
debt-to-GDP ratio of 160% that can only come down under very optimistic 
(unrealistic) growth scenarios. 
 

This is an extract from an article by Michael Lewis in Vanity Fair in October 
referring to the massive corruption in Greece: 

“The scale of Greek tax cheating is at least as incredible as its scope: an 
estimated two-thirds of Greek doctors reported incomes under 12,000 euros a 
year—which meant, because incomes below that amount weren’t taxable, that 
even plastic surgeons making millions a year paid no tax at all.  

The problem wasn’t the law—there was a law on the books that made it a 
jailable offense to cheat the government out of more than 150,000 euros—but 
its enforcement. ‘If the law was enforced,’ the tax collector said, ‘every doctor 
in Greece would be in jail.’ I laughed, and he gave me a stare. ‘I am 
completely serious.’  

One reason no one is ever prosecuted—apart from the fact that prosecution 
would seem arbitrary, as everyone is doing it—is that the Greek courts take 
up to 15 years to resolve tax cases. ‘The one who gets caught, just goes to 
court, and waits nearly forever for a judgement against him’ he says.  

Somewhere between 30 and 40 percent of the activity in the Greek economy 
that might be subject to the income tax goes officially unrecorded, he says, 
compared with average of about 18 percent in the rest of Europe. 

The rumours that Greece will go back to the drachma are not without reason. 

But, if they did, the drachma will quickly fall 50%. The cost of a German, 
French, or Italian car, simply doubles. For businesses any non-Greek 
equipment also becomes decidedly more expensive after leaving the euro.  

Worst of all, the country’s extensive Euro-denominated debt costs twice as 
many drachma to repay.  So massive defaults are inevitable. And that 
threatens the entire European banking system . . . 

 

 



The next two charts come from the Bank of International Settlements. They 
outline for 12 countries what happens, in terms of the debt-to-GDP ratio, if 
current spending and tax rates remain unchanged (the top dotted line), what 
happens if there are efforts to rein in spending with small gradual spending 
cuts and tax increases (middle line), and what would happen with serious 
spending cuts and significant tax increases (the lowest line).  

Some countries, even with measures that could be considered draconian, 
simply do not recover. While the chart shows what would happen if age-
related spending were held constant, most seniors would think that getting 
ever-smaller real pensions and health care would be drastic measures 
indeed. These countries are in an unsustainable spiral, which means drastic 
(the word used by the BIS) measures will be needed. 

Note that there is only one example of a country that ever saw its debt-to-
GDP rise over 150% and did not default, and that is Britain at the height of its 
empire and power, with long-term rates at a very low level and a completely 
different investment and bond climate. But notice how many of the countries 
are now on a path to twice that level in the very near future. 

 

 

 


