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The Euro

In Danger of Collapse?

I N T E R N A T I O N A L   F I N A N C E

The problems of budget deficits and
debt levels throughout the Eurozone are
so severe that this crisis will rumble on
regardless of what eventual package
might come to help bailout Greece. I think
the pay-off in all of this is for further
weakness in the euro.

– Neil Mackinnon
A Global Strategist at VTB Capital

The global financial crisis that
originated with the collapse of
several US investment banks in

2008 got to do with the European
Union’s common currency area. Al-
though there is no direct linkage, the
same kind of risky borrowing practices
that triggered the former crisis, are also
at the core of the debt crisis in Greece.
Virtually, all European nations are fac-
ing a terrible debt and deficit problem.

Amidst the reckless fiscal behavior of not only Greece, but also other
countries, the future of the euro, whose viability is now being tested,
appears to be bleak.

The situation is crucial indeed for the
euro and Europe because there are no
collective structures to deal with. It
could spell disaster not only for the con-
tinent, but also for the rest of the world.
Europe is entering into a serious unpre-
pared economic crisis and the nascent
global recovery could easily collapse go-
ing by unsustainable government in
weaker countries.

When the euro was created in 1999,
proponents claimed that it would nar-
row the economic differences between
member countries of the monetary
union. They thought that unemploy-
ment rates would converge as would
other macroeconomic variables like fis-
cal deficits, government debt, unit labor
costs and productivity. After the euro’s
first decade, however, there was in-
creased divergence rather than rapid

convergence. The difference between
member countries have become larger
during the euro’s first decade. This has
become the norm in eurozone today as
tensions on economic policy are causing
growing rifts within member countries.
Therefore, the euro became the common
currency of very wealthy economies like
Germany and the Netherlands and
poorer countries like Greece and Portu-
gal. These differences have become a
complicated issue for the newly formed
European Central Bank (ECB) as it has
to determine the desirable interest rate
for members; the so-called one-size-
fits-all policy. However, the size of each
country’s fiscal deficit, results from the
spending and taxation decisions of its
own sovereign government.

Of late, the financial media has
been dominated by reports about the
swelling public deficits in Portugal,
Italy, Ireland, Greece and Spain
(PIIGS). Greek, a relatively small
economy, is running a budget deficit of
12.7% of GDP. The immediate problem
is that default dangers in Greece,
where euro 20 bn of debt falls due in
April and May this year, are making
creditors think twice about lending to
other cash-strapped governments.
This contagion could spread to Spain,
Portugal, Italy or Ireland—all of whom
suffer the same ballooning budget defi-
cits and overburdened consumers. Rat-
ings agencies have downgraded these
nations credit rating because of a huge
burden of public debt and a large bud-
get deficit. The eurozone is now envel-
oped in its first, full-blown crisis since
its birth on January 1, 1999. The debt
crisis plaguing Greece is an acid test
for the eurozone members to stick to-
gether and solve their problems as it is
facing the prospect of bankruptcy
which could threaten the euro. Critics
argue that the worst is yet to come and
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Could the Greek crisis be the beginning of the end for the European
Union’s common currency, the euro?
The euro countries have too much at stake in ensuring that
Greece does get through the crisis. While in many ways, it
might be better for Greece to simply leave the euro and strike
out on its own (this would allow for a currency adjustment to
bring its labor costs in line rather than relying on a process of
domestic wage deflation) the key eurozone countries will be
too worried about the precedent. For this reason, they are
likely to cough up just enough money to limit the pain, so that
Greece decides to remain in the eurozone. The end result is
likely to be a stronger union since it will most likely mean
more coordination of budget policy on an ongoing basis and an
explicit commitment to help out countries that face a crisis
similar to the one facing Greece now.
Do you subscribe to the notion that any help given to Greece merely
delays the inevitable breakup of the eurozone, and bailing out Greece
would be a major blow to the currency?
There is no way that Greece will stay in the currency without a
bailout. The bailout should, and almost certainly will, be ac-

companied by increased international coordination. This will
mean that no eurozone country will be allowed to run the same
sort of deficits as Greece did in the last decade. Hopefully, it
will also include a commitment to prevent the sort of housing
bubbles the collapse of which have devastated the economies
of Spain and Ireland. It was incredibly irresponsible for the
ECB to allow these bubbles to grow unchecked. The devasta-
tion hitting these economies today was totally predictable. It
was enormous ineptitude by the ECB to look the other way.
As the euro has no precedent and there has never been a monetary
union, putting out a fiat currency, composed of independent states.
Against this backdrop, is the euro going to be a big source of problems
and not a source of help?
The euro is not a hugely different story than the dollar in the
US. The US has very diverse regions with economies that fol-
low quite different patterns. The differences are that in the US
there is more redistribution across regions done by the central
government and there is greater labor mobility.

However, these are differences of degrees. The basic story
is similar as the people of California will attest. (The state of

“A single currency for a diverse set of economies is problematic.”

International Finance

    Dean Baker*

there will be more unemployment and
inflation down the road and that when
they come the eurozone will collapse.
With 16 nations using the euro as the
common currency, the problems are re-
verberating across the euro area.
George Soros, hedge fund billionaire
says that the euro’s collapse is a per-
fect example of ‘overshooting’ where
markets move irrationally in the ab-
sence of direction by governments. He
claims that the euro may not survive
and is in danger of total collapse, given
the sovereign risk threat from Greece
and the growing debt burden of other
member states.

Cracks in euro
The launch of the euro was a major
milestone in the process of European
Federalization. In a short span of time,
it has become one of the world’s stron-
gest currencies since its introduction
over a decade ago and the second most
traded currency after the US dollar and
has been proposed as the new primary
reserve currency after the dollar. How-
ever, critics say the launch of a pan-Eu-
ropean fiat currency and central bank

without a unified political set-up has
always been considered a risky proposi-
tion. The euro has largely succeeded in
creating the will for a federal Europe
among the member states, but citizens
have voted repeatedly to maintain their
countries independence since 2005.
Since hitting its 2009 peak versus dol-
lar on November 26, 2009, the euro has
weakened by about 10% since the begin-
ning of 2010. Europe was already on the
wrong track when the latest global fi-
nancial crisis struck, which did not
cause the continent crisis, but simply
brought it forward.

Strategists at the Paris-based
Société Générale claim that the euro is
headed for total collapse. They say that
any bailout of the stricken Greek
economy would only provide ‘sticking
plasters’ to cover the deep-seated flaws
in the eurozone bloc. The dwindling euro
in the currency markets along with dire
growth figures, have raised the prospect
of a ‘double-dip’ recession in the em-
battled zone. Experts say even if Greece
receives a one-off bailout package, it
would not solve the real problem as
huge differences in competitiveness ex-

ist between eurozone’s richest and poor-
est nations. To even out these differ-
ences, the EU would need a single bud-
get and common taxes to redistribute
resources. Critics say the single cur-
rency is not working because member
governments have no incentive to keep
their public debt under control while
there is too much incentive for countries
to run up big deficits as there is no feed-
back until a crisis.

Beginning of the end?
Could the Greek crisis be the beginning
of the end for the common currency?
Bob Hancke, an expert on European
political economies at London School
of Economics says, “I think it is quite
possible we could see the euro gone in
several years—or at least to a cur-
rency only used by France, Germany
and a few small nations keeping it
alive.” Reports indicate that there
would be difficult times ahead follow-
ing the collapse of the Greece economy
and serious problems over debt would
plague Spain, Italy and Portugal.
Even a Greece bailout will not prevent
a collapse of the euro. However, sup-
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California is faced with enormous budget deficits and is hav-
ing increasing difficulty selling its debt.) It is likely that the
euro countries will respond to the crisis in a way that pre-
serves the euro. They have too much at stake not to.
How do you view the role of European Central Bank which had enough
reserves to stabilize the euro, but lacked the political will to intervene?
Will the overvalued euro cause the currency to collapse?
The ECB acted incredibly irresponsibly in allowing the growth
of imbalances associated with housing bubbles in many coun-
tries. This is its greatest failing in the crisis. It is understand-
able that it has not provided more aid to the crisis countries
since it has no mandate to do so. The governments of Germany
and France will have to take the lead in directing the ECB to
support Greece and the other crisis countries.

In terms of the overvaluation of the euro, the key issue is
its value against the yuan. The eurozone countries should be
putting more pressure on China to raise the value of the yuan.
If this fails, the ECB should be prepared to take extraordinary
measures, such as announcing an official exchange rate of the
yuan against the euro that prices the yuan much higher than
the levels at which China has pegged it.
Can the ECB’s policy of “one size fits all” be described as “one size fits
none” given the situation of PIIGS States?
As noted above, a single currency for a diverse set of economies

is problematic. It can best be addressed by increased mobility
of labor and temporary income flows across national bound-
aries to deal with temporary imbalances. Again, the biggest
problem was the ECB’s mistake in allowing housing bubbles
in several countries to grow unchecked. It should have taken
steps to limit the growth in these bubbles.
As differences between member countries are accumulating, do you
think that the eurozone could collapse in the next few years and could be
replaced with the old national currencies?
There is too much at stake politically and economically for the
countries of the eurozone. I believe that they will take the steps
necessary to keep the eurozone in tack.
Do you think that the budget crisis in Greece may escalate in the way the
Asian currency meltdown of 1997 paved the way for the Russian default
and the collapse of Long-Term Capital Management LP in 1998?
There is a real risk that there will be speculative runs on Spain
and Portugal and possibly even Italy. However, my expecta-
tion is that the ECB and the strongest governments (France
and Germany) will be prepared to support these countries’
debts to stop any major runs from developing. It would be very
risky for a speculator to bet against the ECB.

*Co-Director, Center for Economic and Policy Research, Washington, US
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The Euro

porters of single currency maintain
that such an outcome is mere conjec-
ture. They say Greece accounts for only
3% of the 16 member states’ combined
GDP and has lower debts than some of
the banks bailed-out during
subprime. A loan of euro 20 bn (£17.5
bn) would do the trick. That’s less
than what the British government in-
jected into either Lloyds or the Royal
Bank of Scotland. Though such analy-
sis sounds vaguely plausible, it is
naïve and politically dishonest. The
single currency was built on political
dishonesty. There was always a fun-
damental disagreement, one that the
architects of monetary union never
dared to address. Bob Hancke ex-
plains: “The problem is that monetary
union was never followed up by politi-
cal union to coordinate budget and
taxation practices and create
eurozone institutions and capacities
to help member economies adapt to
changes and turmoil. The result is
member governments are left very few
ways to deal with the current attack
on Greek debt and the severe pressure
that it is putting on the euro.”

The dark side
The founders of Europe’s single currency
blessed a currency union that contained
the seeds of its own destruction. Unlike
other big monetary unions like the US,
the euro is not an economic union and
still less a political union. Euro has no
standard and has never been a mon-
etary union, putting out a fiat currency,
composed of independent states.
Against this backdrop, critics say the
euro is going to be a big source of prob-
lem, not a source of help. Fiat currencies
are simply paper. They exist because of

the other paper—law. Like paper cur-
rency, law is just some words on paper.
The strength of the paper depends on
the strength of the institutions and
their ability to change. In the case of
euro, what is most often overlooked is
the importance of the rules of the game.

Moreover, eurozone is not an opti-
mal currency area. For example, if New
York was in recession, it is argued that
people in New York could move to New
England and get a job. However, it is
difficult to move within a diverse region
like Europe. Moreover, there are more
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Viewpoint

A small country in southern Europe has caused a
crisis. Greece is a country with a population of
only 11 million and its GDP makes up less than
2% of the EU economy, but the potential default
of Greek sovereign debt has caused stock mar-
kets to fall along with the euro. Its budgetary prob-
lems are supposed to be a portent of a greater
disaster. The financial problems of Greece are pre-
dicted to infect countries faster than swine flu.
Commentators have assured us that the sovereign
debt of countries around the world will collapse like
dominoes. The sovereign debts of other EU coun-
tries are also supposed to be at risk. Starting with
the eurozone, the bonds of Portugal, Ireland, and
Spain will be next. After they default, Eastern Eu-
rope will follow and finally, the UK, Japan and even
the US. Should investors take these warnings seri-
ously? If you look at just the numbers, there is
certainly cause for concern. But you have to con-
sider something else beside the numbers to really
determine the risk. You have to look at the institu-
tions of the sovereign.

There is no question that the finances of
Greece are daunting, but they are nothing new.
Greek government debt is the highest in Europe at
over 124%. However, it has been over 100% since
they entered the EU in 2001. If you look at their
history, the country had been in a state of default
for about 50% of the time since its recognition as
an independent country in 1832. Greece was
bailed out in 1987 and threatened with expulsion
from the EU in 1991.

The question is why these problems keep
reoccurring. One answer might be found in Game
Theory. Game theory divides systems into two
types, relationship-based systems and rule-
based systems. No country has one system or
the other. It is more of a spectrum. Relationship-
based systems are sort of a pre-law system based
on networks and relationships. Rule-based sys-
tems are based on rules.

How can you tell? One of the easiest ways is
to look at political dynasties. In Greece, the names
really have not changed for the past 40 years. In
the 1960s, the country was dominated by politi-
cians named Constantine Karamanlis, George
Papandreou, and Constantine Mitsotakis. Today,
the country is dominated by Constantine
Karamanlis, a nephew of the elder Karamanlis,
George Papandreou, grandson of the elder
Papandreou, and Dora Mitsotakis Bakoyianni, the
daughter of the elder Mitsotakis.

Like politicians everywhere, politicians in
Greece like to maintain power. One easy way for
politicians to establish and maintain power is
through a patronage system by expanding the
public sector. For example, Greece has four times
as many state schoolteachers per student as in
Finland which is widely regarded as a model for
public education. Greece also has one of the most
generous and most expensive state pension sys-
tems. Public sector workers get 96% of pre-retire-
ment pensions, far better than the average of
50-75%, but less than Brazil where they get 100%.

A large inefficient government bureaucracy
riddled by patronage has other nasty effects.
Since it encourages corruption with little transpar-
ency and irregular or unenforced rules, it is hardly
surprising that there is a large underground
economy estimated to be about 30% of gross
domestic product. Greece is notorious for its tax
evasion. An estimated 30% of VAT is uncollected.

Relationship systems are exceptionally hard
to change. The reason is simple. For certain
vested interests, the system works very well. If
you have the proper relationships, you have ac-
cess to opportunities and information not avail-
able to the rest of the market. With enormous
economic advantages at stake, those groups
with this relationship capital are going to do every-
thing possible to protect it.

There is one thing that can stop them. The

rules. The law. The reason why the risks of Greek
sovereign debt will be contained is that Greece is
subject to the EU rules. These rules provide hard
incentives that force reform. The proposed deal
for Greece will require supervision of pensions,
healthcare policies, public administration, labor
markets, and financial sector regulation. The
most important is supervision of official statistics
to provide accuracy and transparency. This type
of supervision has already been successful in re-
storing order to some financial basket cases like
Hungary and Latvia.

Latvia is especially instructive. For two years,
financial analysts and bankers have been guaran-
teeing that the devaluation of the Lat from its euro
peg was inevitable and investors bet millions on
this advice. Yet the institutions held. Latvia has
undergone a severe internal devaluation. It has
regained its competitiveness by deep cuts in
wages and public spending rather than a fall in its
currency. No doubt the punters lost money. In
contrast, hedge funds have made millions from
buying Greek debt. In contrast, many developing
countries are believed to be in a stronger position
or so it seems. Without the institutions, transpar-
ency is even more of an issue than it is in Greece
and reform is viewed as unnecessary. This will
simply delay and exacerbate the issues. So there
will be sovereign defaults, but not where the mar-
kets presently predict.

So contrary to the present hysteria, the prob-
ability is that when the rules are finally applied to
various EU economies, their credit will become
stronger not weaker. The crisis will be impetus for
reform not the cause of default. So the present
situation will test the euro, but it will not be its final
countdown. Those investors who bet on prema-
ture demise will be the ones who will suffer.

– William Gamble
President, Emerging Market Strategies, US
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barriers to the movement of labor and
capital in eurozone. The member coun-
tries require a common monetary policy
and more importantly, they should have
similar levels of national debt, or else
they may struggle to attract enough
buyers of national debt. This is a grow-
ing phenomenon in Mediterranean
countries like Italy, Greece and Spain
who have large national debts. In the
absence of an integrated European fis-
cal policy, member countries find loop-
holes to avoid proper scrutiny by EU in-
stitutions. This may weaken the single
European monetary policy over time. Fi-
nancial analysts argue that smaller
economies in Europe would be better off
without the euro, as they would then
have the flexibility to depreciate their
own currencies and increase their com-
petitiveness internationally.

One-size-fits-none
Critics say though the ECB has enough
reserves to stabilize the euro, it lacks
the political will to intervene. Notwith-
standing, William Gamble, President,
Emerging Market Strategies says that
one of the consequences of the Greece
crisis will most likely be a change in the
powers of the ECB. The ECB’s mon-
etary policy of one-size-fits-all is not the
problem. It is the fiscal policies of the
sovereign members. The EU has to
come up with mechanisms for enforcing
fiscal discipline. In a way, they have.
Latvia’s debt has raised its outlook on
Latvia’s debt from negative to stable
and its current account deficit has
turned to a surplus, thanks to supervi-
sion from the EU. It is the same supervi-
sion that will help the situation in the
PIIGS states. European Central Bank
Governing Council Member Axel We-
ber, who is also President of Germany’s
Bundesbank, opines that the debt-
stricken Greece’s difficulties are not the
problems of the eurozone as a whole and
the euro will not become a soft currency.

The ECB took a small step towards
unwinding its extraordinary support for
the eurozone economy recently, but left
much of its cash buffer for banks in
place as it forecast a fragile recovery.
For years, it has set rates low to suit
France and Germany which has made

life difficult, causing dangerous debt
bubbles, in smaller and more inflation-
prone eurozone members. If Greece is to
take the exit route from the union, the
governments of several other single cur-
rency members would come under in-
tense pressure to do the same. There-
fore, eurozone’s vital cohesion would be
seriously undermined. The question
that arises at this juncture is: Is the
union heading towards ultimate
breakup? Or at least shrinkage to a
Franco-German rump would only be a
matter of time. William Gamble ob-
serves: “despite the problems, there is
too much of an economic incentive to
maintain and even expand the
eurozone.”

Euro vis-à-vis dollar
Michael Markowski of bear market
tracker.com warns that the recent in-
creased volatility between the euro and
the dollar is extremely troublesome be-
cause the reasons behind it are differ-

ent from what caused the increase in
volatility for the two currencies in 2008.
The dollar spike in 2008 was caused by
the US subprime crisis, but it rallied
significantly all other currencies during
the second half of 2008 because of the
widespread fear that the problem and
its contagion would be the impetus for
the collapse of the global banking sys-
tem. The current rally in the dollar is
due to a weakening of the euro which
revolves around the sovereign debt of
five of the 27 EU members. Michael
Markowski says, “This time the spike
in the dollar is directly attributable to a
sell off of the euro due to European eco-
nomic woes and not the US. This revela-
tion is significant. It means that the
trend of the euro versus the dollar is not
likely to reverse from a negative one to a
positive one until there is a significant
increase in employment for the Euro-
pean economy.” At this juncture, belt Reference # 01M-2010-04-05-01

– N Janardhan Rao

tightening of the PIIGS is likely to cause
social unrest and a political repercus-
sion in region. In a worst case scenario,
this could threaten the utilization of the
euro as a currency.

Future
As the problems of Greece and other Eu-
ropean countries continue, the future of
the euro currency is in question. Reports
indicate that the troubled eurozone
economies face years of prolonged de-
pression and deflation unless EU lead-
ers fix the fiscal and monetary policy.
George Soros suggests that the Euro-
pean Union needs more intrusive moni-
toring and institutional arrangements
for conditional assistance. More impor-
tantly, a well-organized Eurobond mar-
ket is desirable. Even if fiscal adjust-
ments will help the situation, one part
of the solution is to have more expan-
sionary monetary policy in other mem-
ber nations. Economists suggest that in
order to restore competitiveness,

troubled economies must reduce their
real wages and also need some growth
in nominal GDP in order to deal with
their rising debt burdens. Regardless of
any policy changes, however, they expect
EU will likely see slower growth for sev-
eral years. Against these predictions,
euro could possibly fall to new all-time
lows versus the US dollar by sometime
between now and the end of 2011. John
Browne, Senior Market Strategist,
Euro Pacific Capital envisages that the
future of the EU is being tested se-
verely, which will draw the EU member
states into a covert political struggle
over the future of Europe. As this battle
ebbs and flows, both the euro and the
US dollar likely will suffer great volatil-
ity. Those investors who parked in the
safe harbor of gold may benefit greatly
from this transatlantic turbulence.

As the problems of Greece and other European
countries continue, the future of the euro currency
is in question.

The Euro
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