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1. Introduction 

The 2010s have been dramatic for Greece Ȯ far more so than for any other 

European country. GDP declined by 26% in 2008-2013, then stagnated (+0.1% 

in 2013-2016). 1  Compared to the west European average, relative living 

standards in Greece, having risen from 74% in 2000 to 85% in 2009, fell to 62% 

in 2016 (below their 1961 level). 2  
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austerity programme in July 2015 just a week after the voters had rejected a 

version of it in the July 2015 referendum. It transpired that a quick fix to the 

Greek crisis was not possible. 

The view that Greece might be better off outside the Euro area gained some 

���������¢ǯȱ�������ȱ ����������ȱ�����ȱ	�����ȱ ��ȱ����ȱ ȁ��Ȃȱ��ȱ ���ȱ ���¢ȱŘŖŗśȱ

referendum Ȯ on the grounds that uncertainty and dwindling living standards 

were st
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greater dose of austerity), or prepare for exiting the Euro area and returning to 

a national currency. 

��¢���ȱ 	�����ǰȱ �����ȱ ������ȱ ��ȱ ���Ȃ�ȱ ���ȱ ���ȱ ���ȱ ������ȱ ���������¢ȱ  ��ȱ

frustrated in May 2017, attention has shifted to Italy, where a disparate 

���������ȱ ������������ȱ �����ȱ 	�����Ȃ�ȱ Movimento Cinque Stelle as well as 

������ȱ�������Ȃ�ȱLega Nord, has called for a referendum on exiting the Euro. In 

view of that, our argument that Grexit cannot save Greece may be of some 

relevance to national debates elsewhere in Europe. 

The paper examines the case for Grexit by offering a detailed account of its 

likely effects. Its structure is as follows: section 2 analyses the transition, with 

the two currencies (old and new) coexisting. Section 3 charts the challenges 

facing the Greek economy in the short term, after the new national currency 

has become legal tender. Section 4 assesses prospects in the medium term, with 

Grexit 
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(introducing the Euro in physical form took about two years).4
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caused by the conversion into Drachmas would prolong the duration of the 

required bank holiday and possibly that of the transition period itself.7 Third, 

during the transition Greece would be in effect without a functioning currency 

and virtually without cash. This would cause serious disruption. True, most 

business transactions are conducted by non-cash means, while the use of card 

payments for retail purchases increased after the imposition of capital controls.8 
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The change in currency would terminally disrupt the respective flows. Second, 

the exposure of Greek banks to government debt, though smaller than in 2010, 

remains non-negligible.11 ���ȱ��������ȱ��ȱ���ȱ�������ȱ ����ȱ�����ȱ���ȱ�����Ȃȱ

capital. Third, the already crippling weight of non-performing loans would 

certainly become bigger.12 The public would stop servicing their debts in Euros. 

However, even repayments in electronic Drachmas would be uncertain. They 

might be deferred in the expectation that the value of the Drachma might 

decline further. Thus, credit would dry-up completely. 

The impact of the transition on the real economy is also likely to be severe. 

Foreign trade would be a big casualty. Imports would freeze, as foreign 

exporters would require payment in hard currency, while Greek importers 

would be reluctant to part with their Euros. Widespread shortages would arise; 

rationing of fuel, medicines and essential foodstuffs might become necessary. 

Exports are unlikely to perform better. As most Greek exports of goods have a 

high import content, their production would be disrupted. According to the 

Federation of Greek Industries, ȃŝŖƖȱ ��ȱ 	����ȱ �������ȱ ��ȱ �����ȱ ���������ȱ

inputs to production processes, while 25% of Greek imports are re-�¡������Ȅǯ13 

Furthermore, export receipts in hard currency would be largely kept abroad. 

Finally, shortages, limited access to cash, and civil unrest would be unlikely to 

make Greece an attractive tourist destination. 
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production on a permanent or temporary basis. Others would scale down 

operations 
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A lot would depend on whether the decline in domestic demand would be 

counterbalanced by export growth and import substitution reasonably quickly 

after the initial shock. At present, both the current account and the trade deficits 

are small (0.6-0.8% of GDP).20 A large devaluation would wipe these out and 

turn them into surpluses. At least initially, this would be the result of a further 

compression of imports. Domestic output and employment, however, depend 

on exports and import substitution. Some import substitution cannot be ruled 

out, but it is unlikely to be extensive in the short run. The Greek economy is 

dominated by non-tradables, while the productive base of tradable goods is 

heavily dependent on imported inputs. 

That leaves exports. Again, in the short run no impressive results can be 

expected on that front either. Before the crisis, the export base of the Greek 

economy was the narrowest in the EU. During the crisis, in the context of large 

internal devaluation, unit labour costs decreased, so export prices fell (though 

later, and by less).21 
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Figure 1a 
Nominal unit labour costs (2010-2016) 

 
Note: Unit labour cost defined as the ratio of labour costs to labour productivity. Compensation of 

employees: all industries. Total employment: all industries, in persons (domestic concept). 
Index 2010=100. Source: Eurostat data (tipslm20). 

 
Figure 1b 

Nominal unit labour costs (1995-2016) 

 
Note: Unit labour cost defined as the ratio of labour costs to labour productivity. Compensation of 

employees: all industries. Total employment: all industries, in persons (domestic concept). 
Index 1995=100. Source: Eurostat data (tipslm20). 

Yet, export growth was anaemic (with occasional false dawns).22 

                                                 
 
22 In 2009-2016, the share of exports of goods and services 
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Figure 2a 
Exports of goods and services (2009-2016) 

 
Note: Exports of goods and services, in billion euros, in constant prices. Index 2009=100.  

Source: Ameco data (National accounts). 
 

Figure 2b 
Exports of goods and services (2000-2016) 

 
Note: Exports of goods and services, in billion euros, in constant prices. Index 2000=100. 

Source: Ameco data (National accounts). 
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The lacklustre performance of Greek exports, despite the fall in prices, point to 

a structural element behind the slow reflexes of the Greek growth model and 

its limited capacity to adapt. If this is the case, a change in relative prices 

between imports and exports would not address structural problems, nor 

would it have immediate effect: export orientation is neither instantaneous nor 

costless. Grexit and devaluation would result in a current account surplus but 

this would be due to the compression of imports rather than a surge in exports 

or extensive import substitution. As for the surplus, it would be unlikely to 

convince markets sufficiently to stabilize the Drachma. 

To sum up: in the first, say, couple of years post-Grexit, the contraction of 
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�������ȱ��ȱ�����������ȱ������ȱ������ǯȱ��ȱ���������������ȱ�������ȱ���ǱȱȃGrexit 

 ����ȱ��ȱ���ȱ��������ȱ�������Ȃȱ�� ���Ȅǯ24 The damage due to the distortion of 

incentives would linger on for years. 

 

4. 
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should add the perennial disincentives (bureaucratic obstacles and hostile 

attitude to private investment at all levels of government) that led to low rates 

of foreign direct investment in the past. Most foreign corporations would avoid 

the minefield. Greek businesses with capital parked abroad would have every 

reason to wait until the situation cleared up. 

Our conclusion is that Grexit would be a disastrous mistake that should be 

ruled out decisively. The first couple of years would be worse than anything 

experienced under extreme austerity.27 Medium term benefits would at best be 

uncertain, dependent on a miraculous transformation of Greek society and 

politics. As for the economy, it would face the risk of disintegration. 

It is therefore hardly surprising that economists better acquainted with Greece 

are adamantly opposed to Grexit. Buiter and Rahbari (2010) put the argument 
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	�����Ȃ�ȱ ��� ��ȱ ������ȱ ���ȱ ���ȱ ����������ȱ ���ȱ �������������ȱ ���������ȱ

underpinning it. For almost two decades before the crisis, Greece enjoyed a 

certain prosperity, spread unequally but widely. A broad coalition of political, 

social and economic actors coalesced in support of that growth model 28 : 

business interests lobbying politicians for access to public contracts; labour 

unions in state-owned enterprises 29 ; and middle-class professionals accus-

tomed to evading taxes.30 The most important of those blockages are briefly 

reviewed below. 

Weak structural competitiveness 

Greek exports of goods and services as a share of GDP is (and was) well below 

the EU-28 average, while Greek exports of goods alone are by far the lowest 

among all EU countries. Furthermore, most Greek exports involve low income-

elasticity products, mostly of indifferent quality, and of rather low 

technological content.31 These competitive disadvantages stem from structural 

and institutional factors, including product market rigidities and small firm 

size. 

Product market rigidities. On entering the EU, Greece opened up its exposed 

sectors to foreign competition but increased the protection of sheltered sectors. 

As a result, the latter flourished while the former withered.32 Product market 

                                                 
 
28 As Pontusson and Baccaro (2016, p. 200) have put it, “growth models rest on and are supported 
by clearly identifiable ‘social blocs’, that is, coalitions of social forces, typically straddling the class 
divide, that can legitimately claim to represent the ‘national interest’”. See also Hall (2017).
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rigidities are endemic in non-tradeable industries (mostly services), where 

incumbents benefit from barriers to entry, administratively set prices, fees or 

profit margins, and protected public monopolies. In contrast, firms producing 

tradeable goods Ȯ being open to competition Ȯ have nowhere to hide. They face 

artificially high production costs (from inflated energy bills to pay awards 

tailored to conditions in non-tradeable industries), as well as those arising from 

compliance to regulations (or, more generally, from dealing with state 

agencies). Such costs squeeze the profit margins of firms producing tradeable 

goods, and dilute the incentives of prospective entrepreneurs to enter the 

respective industries. 

Structural reform as practised in Greece under the terms of the austerity 

programmes provided a (at best) partial response to the problem. Product 

market liberalization, although potentially more promising than labour market 

deregulation 33 , was pursued with less determination, failing to break the 

stranglehold of business interests over large parts of the Greek economy.34 

Small firm size. Optimum firm size varies across industries. Therefore, the size 

������������ȱ  ���ȱ ������ȱ ��ȱ ���ȱ �����������ȱ ��ȱ �ȱ ������¢Ȃ�ȱ �������������ȱ

sector. Nevertheless, the persistent preponderance of very small firms in Greece 

goes beyond composition effects. The average size of Greek firms in terms of 

                                                 
 
33 Barnes et al. (2011) have estimated that moving to the OECD average in terms of labour market 
regulation could raise real GDP per person in Greece by 6%, while a similar move in terms of 
product market regulation could add as much as 22%. As argued in a recent IMF report (2016, 
p.121), “Product market reforms should be implemented forcefully, as they boost output even 
under weak macroeconomic conditions. In contrast, lowering unemployment benefits and easing 
job protection should be accompanied by other policies to offset their short-term cost; 
alternatively, they might even be grandfathered or be enacted with their implementation deferred 
until a (suitably defined) better time arrives.” 
34 On the trials and tribulations of attempts to reform product markets in Greece, see Katsoulakos 
et al. (2017). As argued by Ioannides and Pissarides (2015): “Labor market reforms have been 
given greater priority in Greece than product market reforms, mistakenly in our view. Whether 
this was because successive Greek governments found it easier to reform labor markets than 
product markets or because the troika insisted on them is a moot point” (p. 364). 
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number of employees is the smallest in the EU: 3.2 employees in 2014. Firms 

employing fewer than 10 workers represented 95% of all Greek manufacturing 

�����ȱ���ȱ���������ȱ���ȱŚŘƖȱ��ȱ���ȱ������Ȃ�ȱ�����¢����ȱ���ȱŘŚƖȱ��ȱ its value 

added. At the other end of the spectrum, larger firms (those employing over 

250 persons) represented a miniscule proportion of all firms in manufacturing 

ǻŖǯŘƖǼǰȱ���ȱ���������ȱ���ȱŘŗƖȱ��ȱ���ȱ������Ȃ�ȱ�����¢����ȱ���ȱřŝƖȱ��ȱ���ȱ�����ȱ

added. These shares are too low by European standards: only in Italy and 

Portugal did larger firms account for such low proportions of manufacturing 

employment and value added. Labour productivity in firms employing more 

than 250 workers was three times as large as labour productivity in those 

employing up to 10 workers.35 

Figure 3a 
Employment share of small firms in manufacture (2014) 

 
Note: Number of workers in manufacturing firms with fewer than 10 employees as a proportion of 

all manufacturing employment. Source: Eurostat data (sbs_sc_sca_r2). 
 

                                                 
 
35 Data Source: Eurostat, Structural Business Statistics. 
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The disadvantages of small firm size are well documented. Very small firms 

miss the advantages of scale. Apart from poor labour productivity, firms 
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bigger firms are at the receiving end of high social security contributions and 

strict labour market regulations. 

Structurally low competitiveness stemming from product market rigidities and 

small firm size cannot be fixed by changing the nominal exchange rate, and will 

have to be dealt with no matter what cur
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Narrow tax base and poor tax administration 

Before 
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area (if the past is any guide) is likely to eliminate the pressure for reform, and 

leave Greece more insulated than ever. 

 

6. Recovery within the Euro area  
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The fundamental blockages of the Greek economy are structural and 

institutional in nature. Adopting another currency would address none of 

them; investment-centred reforms might. Would reforms be more likely to be 

adopted post-Grexit? Once again, the answer ���ȱ���¢ȱ��ȱ��ȱ��������ȱȁ��Ȃǯȱ���ȱ

vincolo esterno50 remains indispensable. In the past 30 years the important shifts 

in policy and the major reforms (such as the stabilisation policy of the ȁşŖs and 

the reforms of the banking and telecommunications sectors) came about 

because of EU influence. Leaving the Euro area (or, worse, the EU) would take 
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