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The Grexat fallout
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With the impending Greek default, the future of globalisation—and all the efficiencies and welfare benefits it brings—
IS at stake. Other nascent regional groupings, and above all the G20, are watching with bated breath
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he fear of Grexit and Greek
default continuesto hangby
a solitary hair of a horse’s
tail over global financial
markets like the Sword of
Damocles. Thisis, inessence, abattle be-
tween the past and the future, between
the nation state and globalising forces.
The eurozone question virtually hi-
jackedtheagendaof G20leadersattheir
sixth summit in France in November
2011. Aband-aidwasputonthesore. The
can was kicked down the road through
bailout packages that bought time
ratherthanresolution. Overthreeyears
later, the crisis continues to fester de-
spite the proverbial can being kicked
down theroad several times, effectively
transferring liabilities from private
creditorsandbankstoofficial creditors.
The latter now stand to lose the most
from Greece defaultingon its debt.
Thecontinuingcrisisin Greeceisbut
asymptom of the wider problem, name-
ly birth defects in the design of the Eco-
nomic and Monetary Union (EMU) of
the EU forged alittleoveradecadeanda
half ago. These fatal flaws were well
known, but the union was more a politi-
cal than an economic project.
Amonetaryunionhasseveral advan-
tages, just like any large integrated
economy, such as the US or the Indian
federation. However, as Robert Mundell
pointed out over five decades ago, it
needs at least four essential features to
be optimal—capital mobility; economic
integration that makes for synchro-
nised business cycles so that there can
be a single monetary policy; labour mo-
bility; and automatic fiscal transfers
ring-fenced by hard budget constraints.
With constitutional restrictions on the
constituent state’s borrowing powers,
theUSandIndiaby andlargefulfilthese
requirements. The eurozone does not.
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With the benefit of hindsight, one
could perhaps add two more essential
ingredients. One, a banking union that
cuts the umbilical cord between banks
and constituent countries. With opera-
tions across multiple countries in the
union, the assets of several European
banks exceed the gross domestic prod-
uct of their sovereigns, making them
toobigtobebailed out.

Two, convergent productivity that
makesforanequitableexchangerate.In
terms of the Mundell-Fleming Frame-
work, each country or state in a mone-
tary union is subject to a common ex-
change rate and capital mobility, but
does not have monetary independence.
The European Central Bank (ECB) sets
monetary policy in the eurozone. In
such a situation, nominal rather than
real wage adjustments are necessary to
improve competitiveness. This is al-
ways politically difficult.

Greece joined the EMU in 2001. Its
borrowing costs fell sharply as the
drachmagave way tothemuch stronger
euro, areserve currency, allowing it to
increase consumption. Its current ac-
count deficit shot up from 3-4% of GDP
to over 5% almost immediately. Its ex-
ternal deficits keptrising and exceeded
10% by the eve of the global financial
crisis, peaking at around 15%. The sto-
ry was repeated in Spain, Portugal, Ire-
land, other members of the PIGS club.
Meanwhile, Germany went from a
deficit to a surplus that consis-
tently exceeded 5% of GDP. The
same exchange rate led to vastly
different outcomes in the two
countries because of productivity
differentials and poor labour mo-
bility. The euro did not depre-
ciate because the eurozone
as a whole was balanced. ;/
PIGS deficits were coun-
tervailed by northern
surpluses.

What happens when
a country persis-
tently runs
large current
account
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deficits? One is tempted to conclude
that as external liabilities accumulate
as a consequence of the need tofinance
these deficits, a point would be reached
when the confidence of thosefinancing
thedeficitswould disappear. Atfirstthe
cost of financing would rise through
credit downgrades, further exacerbat-
ing the deficit; then, when the Minsky
moment comes, external confidence
crashes altogether and the currency
collapses as market access is lost. This
isexactly whathappenedtotheclutch of
eurozone countries described by the
colourful acronym PIGS. Greece is the
most extreme example, but Grexit can
be expected to spillover to other vulner-
able countries in the eurozone.
Textbook Macroeconomics 101, one
might say? Except that the outcome de-
pends very much on where
you are coming from. The
above sequence of events
would surely happen if
you were a developing
country, resulting in a
localised, or at worst a
regional crisis like the
East Asian Crisis of
1997. But the
global economy
and financial
markets would car-
ry onasusual. How-
ever, if you are the
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issuer of the global reserve currency,
the large external demand for the cur-
rency mightensurethatthe Minsky mo-
ment never arrives, despite any credit
downgrade that rating agencies might
make. This is what happened to the US
and the dollar during the global finan-
cial crisis. The IMF had long warned of
a global financial crisis stemming from
a disorderly unwinding of US current
accountimbalancesandresultinginthe
collapse of the dollar. The financial cri-
sisdid occur, but not in the manner fore-
cast. When global financial markets
went into a tailspin, the ensuing flight
across the board actually strengthened
thedollardespitethesourceof thecrisis
emanating from the US.
Even if there wereaMinsky moment
for the US, and the dollar were to col-
lapse and borrowing costs torise,
it can always avoid a technical
defaultbecausethedebtitowes
to non-residents is denominat-
ed in its own currency. There is
no difference between its ex-
ternal and domestic debt. Sov-
ereigns can always print their
way outof domesticdebt. This
might cause macro-economic
instability, but a default can be
avoided.
Greece’s debt is also denomi-
nated in its domestic currency.
However, since it does not
have monetary auton-
omy, it cannot
print its way out
of default, or de-
preciate its cur-
rency to match its
productivity. Only
the ECB can print
theeuro.Insucha
situation, fiscal
transfers are re-
quired to avoid
default. The ab-
sence of such a
mechanism is
the biggest birth
defectof theeu-
rozone.
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Chasing scandals and TRPs

‘Lalitgate’ is an act of monumental political indiscretion. But the media appears
to have mistaken vigilantism for responsible investigation

VIKRAM
S MEHTA

eral days at my home in Binsar—a

remote forest and wildlife sanctu-
ary in the Kumaon hills. It is almost to-
tally cut off. There isno electricity, and
although some of us who can afford the
upfront capital costs of solar have
brought lighting into our homes, the
modern accoutrements of connectivi-
ty—internet and TV—are generally
unreliable. The roads are pitted and
narrow and there is no delivery of
newspaper or other print information.
I'have to walk the last half kilometre to
my place.Ihave, inshort, beenshielded
from the cacophony of the plains.

So maybe you can imagine my sink-
ing feeling of deja vu when I switched
on the TV and came face to virtual face
with ‘Lalitgate’. The same anchors, the
same profile of panelists, the same
noisy and often incomprehensible ex-
change, and the same subject of politi-
cal impropriety and corruption that
had been the fare for so much of the
UPA regime. I could not help but won-
der: What has changed since then? Are
we now about to experience another
bout of paralytic government? Will
Parliament once again becomeavenue
for sloganeering?

I am stuck on the horns of a dilem-
ma.Isupportmedia’seffortstobringto
the surface political impropriety and
corruption. YetI worry that theline di-
viding responsible investigation from
vigilantism has got blurred, and that,
in its single-minded and at times al-
most maniacal pursuit of TRP ratings,
it crosses this line without even realis-
ingit. Andthatwhenitdoes, itsubverts
rather than enhances public interest.

Lalitgate is undoubtedly an act of
monumental political indiscretionand
hubris. I cannot understand why the
chief minister of Rajasthan signed an
affidavit that is so self-incriminating.
Orwhytheforeignministerriskedcon-
troversy by putting her weight behind

Irecently returnedtoDelhiaftersev-

Lalit Modi’s application for travel doc-
uments. But equally, I cannot fathom
why the personal shenanigans of this
man have warranted prime-time TV
coverage for over three weeks now. Is
this a subject of such unremitting na-
tional significance? When Arnab
Goswami pronounces that the “nation
wants to know,” I wonder what the ge-
ography of his ‘nation’ is. It certainly
does not cover the villagers in the Hi-
malayan fastness of Uttarakhand.
They donot give a whit about Lalit Mo-
di. What they want to know is whether
the government they elected to power
will deliver on its promises. What they
want is for Goswami and his ilk to use
their investigative powers to keep the
governmenton track for such delivery:.

I understand the importance of in-
vestigative journalism. I am glad the
news of Lalitgate was broken andI am
alsogladthat, becauseof intensivecov-
erage, there is no way it can be swept
under the carpet. But I do believe that
by continuing to provide Lalit Modi a
public conduit to tweet his personal
vendettas, themediaisdistractingpub-
lic attention from matters of far

greater significance.

We need to remind ourselves that
barely 15 months ago the economy was
on the skids. Growth had slipped to 5%
and inflation wasrunning at 10 %-plus.
Although the then finance minister, P
Chidambaram, had successfully
clamped the brakes and the fiscal and
current account deficit numbers were
trending in the right direction, the fi-
nances of the government were not ro-
bust. The corporate sector was also
moribund. Public and private invest-
ment had slowed from around 36% of
the GDP in 2010 to below 30%, and the
incremental capital output ratio (a
measure of efficiency) had increased
from 4:5 to over 6. The latter was be-
cause of poor infrastructure, rising in-
put costs, bureaucratic paralysis and
the disconnect between political and
economic governance. The national
mood was despondent.

A year into the government, no one
can claim that all is well but most will
admit the damage has been substan-
tially repaired. Food inflation has been
brought under control; quality of ex-
penditure has improved; coal produc-
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tion is showing double-digit growth;
several projects have been unclogged
from the maze of bureaucracy; and
thereisrenewed vigour inpublicsector
investment, especially for therailways.
Also, many good ideas conceptualised
by the previous governmentbutnotim-
plemented, like the goods and services
tax and the direct benefit transfer, re-
main firmly on the policy anvil.

The question is whether the govern-
ment will be able to continue with this
repair job and place the economy back
onthehigh-growth trajectory. Willitbe
able to garner the political support to
take the next steps? This question
needstobeaskedbecausetheeconomic
imperatives to keep moving are huge.
There arethe systemic problems of un-
employment, poor quality education,
mismatched skills, inadequate health
facilities and crummy infrastructure.
But over and above that there is the is-
sue of under-capitalised public sector
banks, tepid credit offtake and a still
cautious private sector. Credit rating
agency Moody’s has once again raised
a flag of forewarning. A policy stall at
thisstage could reverse the gainsmade
in the past year and foreclose an early
returntosustained growth.

Againstthiseconomicbackdrop, the
media should reflect on whether;, in its
single-minded drive to maximise
TRPs, it is in fact subserving the hopes
of the millions who voted for a change
of government last year. This is not to
suggest that the media ignore its com-
mercial interests. It must chase news
thatdrawspublicattention,anditisun-
derstandable why itfocuses on politics.
Itoffersrichpickings. Thisistosuggest
simply that it stay on this side of the
lineandnotarrogatetoitself theroleof
judge and jury of proper political con-
duct. We have courts of law and the
electoral commission. It is for them to
determine if an elected leader has
crossed the bounds of legality and, if
so, what the sanction ought to be. This
istosuggest that the medianot become
an accomplice of those who want to
hold public governance hostage tonar-
row private agendas.

The author is executive chairman,
Brookings India, and senior fellow,
the Brookings Institution

Technically speaking, Greece hasnot
voted for Grexit in the recent referen-
dum.Ithasvotedtorejectacompromise
withinternational creditors. Grexitand
international pariah status, and possi-
bleexpulsionfrom the wider 27member
EU, is nevertheless likely. The vote will
be interpreted as wilful default, espe-
cially since it has already defaulted on
IMF repayment, and because the
biggest creditors of Greece are now offi-
cial,theIME, the ECBandthesovereigns
of thebigger eurozone countriessuchas
Germany, France,Italy and Spain. Their
politicians, and in particular Angela
Merkel, are likely to suffer politically
from the fallout of the Greek crisis.

What the eurozone politicians were
tryingtodowasshutthestablesafterthe
horses had bolted by denying debt re-
structuring or/and further assistance
to Greece.Itistheirtaxpayers whostand
tolose most from a Greek default. Euro-
peanpoliticiansare complicitinbailing
outprivatecreditorsand banks wholent
recklessly and transferring their liabil-
ities to taxpayers without being forced
totake haircuts. Now the taxpayers will
be forced to take the haircuts because
Greece cannotrepay its debt in full.

At current growth rates, Greece had
little option but to default on its liabili-
ties without harsh and painful reforms.
Merkel, the most influential European
leader, recognises this and is willing to
consider debt restructuring provided
this results in effective fiscal and bank-
ingunion. This would mean a hard bud-
get constraint on constituent states
through curtailing of sovereignty. It
would, at the same time, once and for all
correctthe birth defect of the eurozone.

With euro funding ending, Greece
haslittle option but to exit the eurozone
and restore the drachma. This would
mean a great deal of front-loaded pain
for the Greek population, but will itlead
to another international financial cri-
sis? Ironically, despite all the post-crisis
attention on financial institutions too
bigtobeallowed tofail, neither the glob-
al financial crisis nor the eurozone cri-
sisemanatedfromtoobigtofailentities.
TheUSsub-primehousingmarketwasa
relatively small segment of the very

deep US financial markets. Greece is
less than 0.5% of the global economy.
The greater dangerlies in contagion.

In the case of the global financial cri-
sis, opaque, complex structured finan-
cial products distributed through shad-
ow banks made it impossible to
determine on whose balance sheets the
defaults would show up. This led to a
generalised risk aversion in global fi-
nancial markets and a credit freeze.

In the case of Greece, itis quite clear
wheretheriskslie. Theearlier bailouts
transferred major Greek exposures to
official creditors—Germany, France,
Italy, Spain, the IMF and the ECB. But
there are several slow-growing euro-
zone economies with highlevels of sov-
ereigndebtthatcanbeserviced only as
long as interest rates remain low. A
Minsky momentcanchangeallthat. As
borrowing costs increase, existing lev-
els of debt would look increasingly un-
sustainable. Any contagion from the
Greece crisis can snowball beyond the
PIGS to expose Italy and even France.
The only way this can be prevented is
by the ECB stepping up its QE pro-
gramme and buying bonds of weaker
eurozone countries.

Grexit might give Greece immediate
fiscal and exchange rate flexibility to
kick-start a recovery, but at the cost of
greatfront-loaded pain. My best guessis
that despite the IMF default and the ref-
erendum, the can will somehow be
kicked down theroad again tobuy more
time. The eurozone is, however, skating
on thin ice. Sooner or later Grexit, and
more, seems inevitable unless all stake-
holders in the eurozone project sum-
mon the political will to fundamentally
redesign it to move towards greater fis-
cal and banking union, which implies a
further curtailment of sovereignty. The
future of globalisation, and all the effi-
cienciesand welfarebenefitsitbringsin
its wake, is at stake. Other nascent re-
gional groupings, and above all the G20,
are watching with bated breath.
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secretary, Planning and Economic
Affairs, Government of Kerala
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Can the postal bank
make a difference?

It must establish presence in the rapidly
developing retail payments market

DHANANJAY BAPAT

ment licence to the postal depart-

ment by August 2015. For years the
postal department is serious about en-
tering universal banking services. In
fact, top management officials of the
ranks of post master general and direc-
tors even underwent training at nation-
al banking institutes in 2006.

The journey towards the entry in-
volved twists and turns. Although the
roadmap was prepared in 2013, the pro-
posal was opposed on the grounds that
the department does not have desired
credit management skills—one of the
essential functions of abank.

The proposal was not cleared even in
2014 at a time when Bandhan and IDFC
bagged licencestosetup abank.Butthe
situation has undergone a change. The
current entry is likely to be as a pay-
mentsbank wherein it will berestricted
to demand deposits subject to a pre-
scribedlimitand willbeallowed toissue
ATM-cum-debit cards and prepaid card
instruments, but not credit cards. The
moot point is, how can it offer sustain-
able value proposition to its customers
and stakeholders and how will its busi-
ness model be distinctive?

Doubts have been raised about its
success since it had a deficit of 35,473
crore by 2013-14. Another concern is
whether its entry as a payments bank
contributes inreducing the deficit?

Postal banks exist in countries such
as Germany, Tanzania, Japan and Sri
Lanka, etc. Infact, they have been major
players in retail banking globally and
are able to leverage the core strength of
distribution and customer portfolio. In
terms of assets for 2014, the Japan Post
Bank is ranked ninth globally, ahead of
JPMorgan Chase and Royal Bank of
Scotland, among others. It has a strong
presence in the savings market and its
creditproductsincludeoverdraft which
is secured majorly by time deposits. In
addition, it offers credit cards.

The postal department is entering at
atime when paymentsbusiness isshow-
ing encouraging prospects—public sec-
torbanks (PSBs)faceshortageof capital

It is likely that RBI will grant pay-

and are severely affected by NPAs, pri-
vate banks are performaning, and non-
banks are knocking the doors of bank-
ingbusiness. Although PSBs could have
leveraged their nationwide presence,
the credit showed favour to the corpo-
rates despitethefact thatretailbanking
in India offered significant prospects.
For example, the contribution of per-
sonal loans for PSBs was 15% and for
private banks it was 27% in 2013. Also,
urbancooperativebanks withafocuson
mobile banking exhibit higher mobile
bankingtransactionsthan some PSBs.

Payments business plays a critical
role in banking and contributes to sta-
bility and lower capital needs. During
difficult times, it acted as a shock ab-
sorber, as seen during the global finan-
cial crisis. A study suggests that a coun-
trywithanoverall paymentefficiencyis
better placed than islands of excellence
by select institutions. Payment business
has implications on macroeconomic
consequences and trade growth. Bank-
ingisundergoingmajor transformation
in which payment business will contin-
uetoplayacrucialrole.

While network and trust continue to
be strengths for the postal bank, there is
astrongneedtofocusonpaymentsbank
success factors. The postal department,
by 2013-14, had a sizeable business of
36,15,021 crore from savings bank
schemes that include National Savings
Certificate, Kisan Vikas Patra, savings
account, recurringdepositaccount, etc.
In a study done by this author, based on
top management employee perceptions
of the department, it obtained low rat-
ings for aggressiveness, innovation and
speed. Trust and convenience emerged
ascriticalsuccessfactorsforitsentryin-
tothe banking business. Given the chal-
lenges faced by the postal department
anditspossibleentryaspaymentsbank,
it is suggested that the postal bank fol-
low an effective digitisation strategy
supported by strong governance and en-
abling environment in order to make a
visible presence in the rapidly develop-
ingretail payments market.

The author is assistant professor,
National Institute of Bank
Management. Views are personal




