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AS WE MOURN

It must be possible for Americans to
guestion one another’ ideas without
guestioning their love of country.

Itis a president’s responsibility to salve a national wound.
President Obama did that on Wednesday evening at the me-
morial service in Tucson for the six people who died in last
weekend’s terrible shooting. It was one of his most powerful
and uplifting speeches.

Mr. Obama called onideological campaigners to stop vilify-
ing their opponents. The only way to move forward, he said,
is to cast aside “point-scoring and pettiness.” He rightly fo-
cused primarily on the lives of those who died and the hero-
ism ofthose who tried to stop the shooter and save the vic-
tims. He urged prayers for the 14wounded, including Repre-
sentative Gabrielle Giffords, the target ofthe rampage.

It was important that Mr. Obama transcend the debate
about whose partisanship has been excessive and whose
words have sown the most division and dread. This page and
many others have identified those voices and called on them
to stop demonizing their political opponents. The president’s
role in Tucson was to comfort and honor, and instill hope.

This horrific event, he said, should be a turning point for
everyone — ‘notbecause a simple lack of civility caused this
tragedy, but rather because only a more civil and honest pub-
licdiscourse can help us face up to our challenges as a nation.”

He also said that after a senseless tragedy it is natural to try
to impose some meaning. Wisely, he did not try. But he was
right to warn that any proposals to reduce this kind ofblood-
shed will remain out of reach if political discourse remains
deeply polarized. Two ofthose essential proposals, we believe,
are gun safety laws and improvement to the mental health sys-
tem, and it was heartening to hear the president bring them up.

Mr. Obamanoted that several of Saturday’s victims were
struck down as they performed public service. Ms. Giffords
was engaging in the most fundamental act of a representative:
meeting with her constituents to hear their concerns. Gabriel
Zimmerman, her murdered aide, had set up the “Congress on
Your Comer” event.

The president’s words were an important contrast to the
ugliness that continues to swirl in some parts of the country.
The accusation by Sarah Palin that “journalists and pundits”
had committed a “blood libel” when they raised questions
about overheated rhetoric was especially disturbing, given
the meaning ofthat phrase in the history of the Jewish people.

Earlier in the day, the speaker ofthe House, John Boehner,
and the minority leader, Nancy Pelosi, issued their own, very
welcome, calls to rise above partisanship. Itis inthatarena
where Wednesday’s high-minded pledges will be tested most.

Mr. Obama said that it must be possible for Americans to
question each other’s ideas without questioning their love of
country. We hope all Americans, will take that to heart.

TUNISIA SEETHES

Clamping down even harder on political
expression will only mean more unrest.

For 23 years, President Zine el-Abidine Ben Ali of Tunisia has
kept a tight clamp on his country’s political life, marketing
Tunisia as a tourist oasis while dangerous tensions built up
beneath the surface. Now deadly riots have erupted over the
bleak economic prospects facing the country’s young people.
Mr. Ben All’s response has been to clamp down even harder,
a course sure to lead to more unrest and bloodshed.

The protests began lastmonth after an unemployed uni-
versity graduate set himself on fire after police prevented
him from eking out a living selling fruits and vegetables on
the street because he lacked a permit. Word of his suicide and
subsequent protests spread rapidly by new social media,
end-running Mr. Ben All’s heavy censorship. The govern-
ment then reportedly hacked into the accounts of Tunisian
users of Facebook, Yahoo and Google. The unrest has spread
to Tunis, the capital.

With as many as 30 people dead and the country in an up-
roar, criticism has been pouring in from Washington, the

ijropean Union and the United Nations. France, Mr. Ben Ali’s
.aost influential ally, has so far remained shamefully silent.

Mr. Ben Ali is now, predictably, blaming unnamed foreign
instigators for the riots. And even as he tries to quiet things
with promises of new jobs for young Tunisians, he has
ordered every school and university in the country to be shut
down indefinitely. That will generate more anger and further
damage the country’s economic future.

Not so long ago, the United States and other Western coun-
tries considered Mr. Ben Ali, and other secular tyrants, indis-
pensable allies in the fight against extremists. Washington now
appears to recognize that Mr. Ben Ali’s repression only adds to
the anger. The challenge is to make Mr. Ben Ali see that truth.
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The triumph and tragedy of the euro

Europe is
in deep
crisis be-
cause its
proudest
achieve-
ment, the
euro, is
nowin
danger.
W hat next?

Hezbollah’ latest suicide

Why the
militants
may de-
stroy Leba-
non just to
guash a
murder
inquiry.

Paul
Krugman

There’s something peculiarly apt about
the fact that the current European crisis
began in Greece. For Europe’s woes
have all the aspects of a classical Greek
tragedy, in which a man of noble charac-
ter is undone by the fatal flaw of hubris.

Not long ago Europeans could, with
considerable justification, say that the
current economic crisis was actually
demonstrating the advantages of their
economic and social model. Like the
United States, Europe suffered a severe
slump in the wake of the global finan-
cial meltdown; but the human costs of
that slump seemed far less in Europe
than in America. In much of Europe,
rules governing worker firing helped
limitjob loss, while strong social-wel-
fare programs ensured that even the
jobless retained their health care and
received a basic income.

Yet Europe is now in deep crisis —
because its proudest achievement, the
single currency adopted by most Euro-
pean nations, is now in danger. More
than that, it’s looking increasingly like
atrap. Ireland, hailed as the Celtic Ti-
ger not so long ago, is now struggling to
avoid bankruptcy. Spain, a booming
economy until recentyears, now has 20
percent unemployment and faces the
prospect of years of painful, grinding
deflation.

The tragedy of the Euromess is that
the creation ofthe euro was supposed to
be the finestmomentin a grand and
noble undertaking: the generations-
long effort to bring peace, democracy
and shared prosperity to a once and fre-
quently war-torn continent. Butthe ar-
chitects of the euro, caught up in then-
project’s sweep and romance, chose to
ignore the mundane difficulties a shared
currency would predictably encounter
—to ignore warnings, which were is-
sued right from the beginning, that
Europe lacked the institutions needed to
make a common currency workable. In-
stead, they engaged in magical think-
ing, acting as ifthe nobility of their mis-
sion transcended such concerns.

The resultis a tragedy not only for
Europe but also for the world, for which
Europe is a crucial role model. The
Europeans have shown us that peace
and unity can be broughtto a region
with a history of violence, and in the
process they have created perhaps the
most decent societies in human history,
combining democracy and human
rights with a level of individual eco-
nomic security that America comes
nowhere close to matching. These
achievements are now in the process of
being tarnished, as the European
dream turns into a nightmare for all too
many people. How did that happen?

Road to the euro

It all began with coal and steel. On May
9,1950 —a date whose anniversary is
now celebrated as Europe Day —
Robert Schuman, the French foreign
minister, proposed that his nation and
West Germany pool their coal and steel
production. That may sound prosaic,
but Schuman declared that it was much

Thanassis Cambanis

The collapse of Lebanon’s government
on Tuesday signaled the final stage in
Hezbollah’s rise from resistance group
to ruling power. While Hezbollah re-
mains the head ofthe political opposition
in Beirut, make no mistake: the Party of
God has consolidated its control in Leba-
non, and will stop at nothing —including
civilwar —to protect its position.

The crisis was precipitated by Hezbol-
lah’s opposition to a United Nations-
backed tribunal investigating the 2005
assassination ofa former prime minis-
ter, Rafik Hariri. Some analysts specu-
late that the current Lebanese govern-
ment —Iled by Prime Minister Saad
Hariri, the assassinated man’s son —
could stabilize the political situation by
rejecting the legitimacy of the tribunal.

Mr. Hariri really has no choice but to
stand firm in Hezbollah’s game of chick-
en:evenifhe could stymie Hezbollah in
the shortterm by giving in, he would
eventually have no authority at all were
he to abandon the rule of law. He will
have to insist on accountability for his fa-
ther’s assassins, even ifhe loses his posi-
tion in the process. His coalition remains
aviable alternative to Hezbollah only as
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ATHENS Protests against austerity measures brought international travel and public services to a standstill on Dec. 15.

Eurotrashed
From The New York Times Magazine

more than just a business deal.

For one thing, the new Coal and Steel
Community would make any future war
between Germany and France “not
merely unthinkable, but materially im-
possible.” And it would be a first step
onthe road to a “federation of Europe,”
to be achieved step by step via “con-
crete achievements which first create a
de facto solidarity.” That is, economic
measures would both serve mundane
ends and promote political unity.

The Coal and Steel Community even-
tually evolved into a customs union
within which all goods were freely
traded. Then, as democracy spread
within Europe, so did Europe’s unifying
economic institutions. Greece, Spain
and Portugal were brought in after the
fall oftheir dictatorships; Eastern
Europe after the fall of Communism.

In the 1980s and "90s this “widening”
was accompanied by “deepening,” as
Europe set about removing many of the
remaining obstacles to full economic in-
tegration. (Eurospeak is a distinctive
dialect, sometimes hard to understand
without subtitles.) Borders were
opened; freedom of personal movement
was guaranteed; and product, safety
and food regulations were harmonized.

The creation ofthe euro was pro-
claimed the logical next step in this pro-
cess. Once again, economic growth
would be fostered with actions that also
reinforced European unity.

The advantages of a single European
currency were obvious. Nomore need
to change money when you arrived in
another country; no more uncertainty
onthe part ofimporters about what a
contract would actually end up costing
or onthe part ofexporters aboutwhat
promised payment would actually be
worth. Meanwhile, the shared currency
would strengthen the sense of Euro-
pean unity. What could go wrong?

The answer, alas, was that currency
unions have costs as well as benefits.
And the case for a single European cur-
rency was much weaker than the case
for a single European market —a fact
that European leaders chose to ignore.

long as it sticks to the pluralistic and
law-based values that distinguish it from
its theocratic and belligerent enemies.

Lebanon’s predicament mirrors that
of much ofthe Arab world, where stabil-
ity often comes at the price ofjustice.
Furthermore, it highlights America’s
limited influence. Washington lent
strong rhetorical supportto the Hariri
coalition when it came first to power in
2005, but was unable to stop Hezbollah
from taking over the streets of Beirut
and acquiring veto power over the gov-
ernment by gaining “the blocking third”
—100ofthe cabinet’s 30 ministerial seats.

It was Hezbollah’s exercising ofthat
power, with the resignation of the 100p-
position ministers along with one inde-
pendent, that toppled the government
justwhen Mr. Hariri was meeting with
President Obama in Washington.

The crisis might appear baffling. More
than five years after the car-bomb
murder of Rafik Hariri, the international
tribunal is still meandering its way to-
ward indicting suspects. Hezbollah, re-
armed after the war with Israel in the
summer of 2006, has had a string of polit-
ical and popular victories. The influence
of its sponsors, Syriaand Iran, has only
grown. And talks between Syria and
Saudi Arabiathat might have stabilized
the government fell apart this week.

Why, then, would Hezbollah change

For what it was worth, before the in-
troduction of the euro, statistical anal-
ysis suggested that adopting a common
currency had big effects on trade,
which suggested in turn large economic
gains. Unfortunately, this optimistic as-
sessmenthasn’t held up very well since
the euro was created: the best esti-
mates now indicate that trade among
euro nations is only 10or 15percent lar-
ger than it would have been otherwise.
That’s not a trivial number, but neither
is ittransformative.

Still, there are obviously benefits
froma currency union. It’sjust that
there’s a downside, too: by giving up its
own currency, a country also gives up
economic flexibility.

The pros and cons

Imagine that you’re a country that, like
Spain today, recently saw wages and
prices driven up by a housing boom,
which then wentbust. Now you need to
get those costs back down. But getting
wages and prices to fall is tough: nobody
wants to be the first to take a pay cut, es-
pecially without some assurance that
prices will come down, too. 1\vo years of
intense suffering have brought Irish
wages down to some extent, although
Spain and Greece have barely begun the
process. It’s anasty affair and, as we’ll
see later, cutting wages when you’re
awash in debt creates new problems.

If you still have your own currency,
however, you wouldn’t have to go
through the protracted pain of cutting
wages: you could just devalue your cur-
rency —reduce its value in terms of
other currencies —and you would ef-
fect a de facto wage cut.

Won’t workers reject de facto wage
cuts via devaluation just as much as ex-
plicit cuts in their paychecks? Historic-
al experience says no. Inthe current
crisis, it took Ireland two years of
severe unemployment to achieve about
a 5percent reduction in average wages.
But in 1993 a devaluation ofthe Irish
puntbrought an instant 10 percent re-
duction in Irish wages measured in
German currency.

Why the difference? Back in 1953,

mission

the political dynamic now?

Simply put, Hezbollah cannot afford
the blow to its popular legitimacy that
would occur ifitis pinned with the Hari-
rikilling. The group’s power depends on
the unconditional backing ofits roughly
Imillion supporters. Its constituents
are the only audience that matters to
Hezbollah, which styles itself as sole
protector of Arab dignity from humili-
ation by Israel and the United States.

These supporters will be hard-
pressed to understand, much less for-
give, their party ifitis proved to have
killed a leader who was loved by the na-
tion’s Sunni Muslims and also respec-
ted by Christians, Druze and even many
Shiites, who form Hezbollah’s core sup-
port. That is why Hezbollah denies any
role in the assassination even though it
has unabashedly taken responsibility
for destabilizing moves like setting off
the 2006 war with Israel or pushing Leb-
anon to the brink of civil war in 2008.

Butits excuses are wearing thin.
Leaked evidence based on cellphone re-
cords has placed a Hezbollah team at the
scene ofthe assassination. Hezbollah’s
leaders insist that its men were trying to
protect Rafik Hariri, and that Israel was
behind the killing. Butiifitis proved to
have taken partin the Hariri hitand as-
sassination campaigns against other
moderate Lebanese figures, Hezbollah

Milton Friedman offered an analogy:
daylight saving time. It makes a lot of
sense for businesses to open later dur-
ing the winter months, yetit’ hard for
any individual business to change its
hours: ifyou operate from 10to 6 when
everyone else is operating 9to 5, you’ll
be out of sync. By requiring that every-
one shift clocks back in the fall and for-
ward in the spring, daylight saving
time obviates this coordination prob-
lem. Similarly, Friedman argued, ad-
justing your currency’s value solves
the coordination problem when wages
and prices are out of line, sidestepping
the unwillingness of workers to be the
first to take pay cuts.

Sowhilethere are benefits ofa com-
mon currency, there are also important
potential advantages to keeping your
own currency. And the terms ofthis
trade-off depend on underlying condi-
tions.

On ene side, the benefits.of a.shared
currency depend on how much busi-
ness would be affected.

I think of this as the Iceland-Brooklyn

issue. Iceland, with only 320,000 people,
has its own currency — and that fact

has given it valuable room for maneu-
ver. Sowhy isn’t Brooklyn, with roughly
eighttimes Iceland’s population, an
even better candidate for an independ-
entcurrency? The answer is that
Brooklyn, located as it is in the middle of
metro New York rather than the middle
of the Atlantic, has an economy deeply
enmeshed with those of neighboring
boroughs. And Brooklyn residents
would pay a large price ifthey had to
change currencies every time they did
business in Manhattan or Queens.

So countries that do a lot ofbusiness
with one another may have a lotto gain
from a currency union.

Onthe other hand, as Friedman poin-
ted out, forming a currency union
means sacrificing flexibility. How seri-
ous is this loss? That depends. Let’s
consider what may at first seem like an
odd comparison between two small,
troubled economies.

Climate, scenery and history aside,
the nation of Ireland and the state of
Nevadahave much in common. Both are
small economies of a few million people
KRUGMAN, PAGE 8

will look to many civilians like just an-
other power-drunk militant movement.

What options remain for the younger
Mr. Hariri? He leads a fractious and
shrinking coalition that in 2009 won a
majority of seats in Parliament but got
fewer votes than Hezbollah and its al-
lies. Yethis best strategy is simple, ifhe
has the stomach for it: stick with the
tribunal and let it air its evidence at trial.

It will be up to the international pros-
ecutors to furnish compelling evidence
that Hezbollah (or its Syrian backers)
killed Rafik Hariri. For now, the prime
minister must insist more convincingly
that he trusts the process to be fair: If
Hezbollah is innocent, it will be exoner-
ated at trial; ifitis guilty, then why
should it escape?

The odds ofthis strategy succeedii.®
are notgreat: Hezbollah is likely to
emerge the end winner because it is
willing to sacrifice the Lebanese state to
maintain its standing in the Middle East
and its perpetual war against Israel. But
Lebanon’s lonely prime minister has no
better choice than to play the long shot
forajust resolution; otherwise, he’ll be-
come a steward of Hezbollah’s impunity.

thanassis cambanis is the author of “A
Privilege to Die: Inside Hezbollah’s Le-
gions and Their Endless War Against Is-
rael.”
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Dealing with the Euromess

KRUGMAN, FROM PAGE 6

highly dependent on selling goods and
services to their neighbors. (Nevada’s
neighbors are other U.S. states, Ire-

' s other European nations, but the
t  jomicimplications are much the
same.) Both were boom economies for
most ofthe past decade. Both had huge
housing bubbles, which burst painfully.
Both are now suffering roughly 14per-
centunemployment. And both are mem-
bers of larger currency unions: Ireland
is part ofthe euro zone, Nevada part of
the dollar zone, otherwise known as the
United States of America.

But Nevada’s situation is much less
desperate them Ireland’s.

First ofall, the fiscal side ofthe crisis
is less serious in Nevada. It true that
budgets in both Ireland and Nevada
have been hit extremely hard by the
slump. But much ofthe spending
Nevada residents depend on comes
from federal, not state, programs. In
particular, retirees who moved to
Nevada for the sunshine don’t have to
worry that the state’s reduced tax take
will endanger their Social Security
checks or their Medicare coverage. In

and, by contrast, both pensions and
Health spending are on the cutting block.

Also, Nevada, unlike Ireland, doesn’t
have to worry about the cost of bank
bailouts, not because the state has
avoided large loan losses, but because
those losses, for the most part, aren’t
Nevada’s problem. Thus Nevada ac-
counts for a disproportionate share of
the losses incurred by Fannie Mae and
Freddie Mac, the government-
sponsored mortgage companies —
losses that, like Social Security and
Medicare payments, will be covered by
Washington, not Carson City.

And there’s one more advantage to
being a U.S. state: it’s likely that
Nevada’s unemployment problem will
be greatly alleviated over the next few
years by out-migration, so that even if
the lost jobs don’t come back, there will
be fewer workers chasing the jobs that
remain. Ireland will, to some extent,
avail itself of the same safety valve, as
Irish citizens leave in search of work
elsewhere and workers who came to
Ireland during the boom years depart.
But Americans are extremely mobile; if
historical patterns are any guide, emig-
ration will bring Nevada’s unemploy-
ment rate back in line with the U.S. av-
erage within a few years, even ifjob
growth in Nevada continues to lag be-
hind growth in the nation as a whole.

Over all, then, even as both Ireland
and Nevada have been especially hard-
luck cases within their respective cur-
rency zones, Nevada’s medium-term
prospects look much better.

What does this have to do with the
case for or against the euro? Well,
when the single European currency
was first proposed, an obvious question
was whether it would work as well as
the dollar does in America. And the an-
swer, clearly, was no —for exactly the
reasons the Ireland-Nevada comparis-
on illustrate. Europe isn’t fiscally inte-
grated: German taxpayers don’t auto-
matically pick up part of the tab for
Greek pensions or Irish bank bailouts.
And while Europeans have the legal
right to move freely in search ofjobs, in
practice imperfect cultural integration
—above all, the lack of a common lan-
guage —makes workers less geograph-
ically mobile than their American coun-
terparts.

And now you see why many Ameri-
can (and some British) economists
have always been skeptical about the
euro project. U.S.-based economists
had long emphasized the importance of
certain preconditions for currency un-
ion —most famously, Robert Mundell

Columbia stressed the importance of
>or mobility, while Peter Kenen, my
colleague at Princeton, emphasized the
importance of fiscal integration. Amer-
ica, we know, has a currency union that
works, and we know why it works: be-
cause itcoincides with a nation —a na-

tion with a big central government, a
common language and a shared cul-
ture. Europe has none ofthese things,
which from the beginning made the
prospects of a single currency dubious.

These observations aren’t new: ev-
erything I’ve just said was well known
by 1992, when the Maastricht Treaty set
the euro project in motion. Sowhy did
the project proceed? Because the idea
of the euro had gripped the imagination
of European elites. Except in Britain,
where Gordon Brown persuaded Tony
Blair not to join, political leaders
throughout Europe were caught up in
the romance ofthe project, to such an
extent that anyone who expressed
skenticism was considered outside the

.stream.

Euphoria, Eurocrisis

The euro officially came into existence
onJan. 1,1999. At firstit was a virtual
currency: bank accounts and electronic
transfers were denominated in euros,
but people still had francs, marks and
lira (now considered denominations of
the euro) in their wallets. Three years
later, the final transition was made, and
the euro became Europe’s money.

The transition was smooth: A T.M.s
and cash registers were converted
swiftly and with few glitches. The euro
quickly became a major international
currency: the euro bond market soon
came to rival the dollar bond market;

euro bank notes began circulating
around the world. And the creation ofthe
euro instilled a new sense of confidence,
especially inthose European countries
that had historically been considered in-
vestment risks. Only later did it become
apparentthatthis surge of confidence
was bait for a dangerous trap.

Greece, with its long history of debt
defaults and bouts ofhigh inflation, was
the most striking example. Until the late
1990s, Greece’s fiscal history was reflec-
ted inits bond yields: investors would
buy bonds issued by the Greek govern-
ment only ifthey paid much higher in-
terest than bonds issued by govern-
ments perceived as safe bets, like those
by Germany. Asthe euro’s debut ap-
proached, however, the risk premium on
Greek bonds melted away. After all, the
thinking went, Greek debt would soon be
immune from the dangers of inflation:
the European Central Bank would see to
that. And itwasn’t possible to imagine
any member of the newly minted mone-
tary union going bankrupt, was it?

Indeed, by the middle of the 2000s
just about all fear of country-specific
fiscal woes had vanished from the
European scene. Greek bonds, Irish

Lisbon

ing prices kept rising, borrowers could
always pay back previous loans with
more money borrowed against their
properties. Sooner or later, however, the
music would stop. Both sides of the At-
lantic were accidents waiting to happen.

In Europe, the first round of damage
came from the collapse of those real es-
tate bubbles, which devastated employ-
ment in the peripheral economies. In
2007, construction accounted for 13per-
cent of total employment in both Spain
and Ireland, more than twice as much
asin the United States. So when the
building booms came to a screeching
halt, employment crashed. Overall em-
ployment fell 10percent in Spainand 14
percentin Ireland; the Irish situation
would be the equivalent of losing almost
20 millionjobs in the United States.

Butthat was only the beginning. In
late 2009, as much of the world was
emerging from financial crisis, the
European crisis entered a new phase.
First Greece, then Ireland, then Spain
and Portugal suffered drastic losses in
investor confidence and hence a signifi-
cantrise in borrowing costs. Why?

In Greece the story is straightfor-
ward: the government behaved irre-

On Nov. 24, the first general strike in more than two decades followed government cuts.

The tragedy of the Euromess is that the creation of the
euro was supposed to be the finest moment in a grand
and noble undertaking: to bring peace, democracy and
prosperity to a historically war-torn continent.

bonds, Spanish bonds, Portuguese
bonds —they all traded as ifthey were
as safe as German bonds. The aura of
confidence extended even to countries
that weren’t on the euro yet but were
expected tojoin in the near future: by
2005, Latvia, which at that point-hoped
to adopt the euro by 2008, was able to
borrow almost as cheaply as Ireland.
(Latvia’s switch to the euro has been
put off for now, although neighboring
Estoniajoined on Jan. 1)

As interest rates converged across
Europe, the formerly high-interest-rate
countries went, predictably, on a bor-
rowing spree. (This borrowing spree
was, it’s worth noting, largely financed
by banks in Germany and other tradi-
tionally low-interest-rate countries;
that’s why the current debt problems of
the European periphery are also a big
problem for the European banking sys-
tem as awhole.)

In Greece it was largely the govern-
ment that ran up big debts. But else-
where, private players were the big
borrowers. Ireland, as I've already
noted, had a huge real estate boom:
home prices rose 180 percent from 1998,
just before the euro was introduced, to
2007. Prices in Spain rose almost as
much. There were booms in those not-
yet-euro nations, too: money flooded
into Estonia, Latvia, Lithuania, Bul-
garia and Romania.

Itwas a heady time, and not only for
the borrowers. In the late 1990s, Ger-
many’s economy was depressed, as a
result of low demand from domestic
consumers. But it recovered in the de-
cade that followed, thanks to an export
boom driven by its European neigh-
bors’spending spree.

Everything, in short, seemed to be
going swimmingly: the euro was pro-
nounced a great success.

Then the bubble burst.

Youstill hear people talking about
the global economic crisis of 2008 as if it
were something made in America. But
Europe deserves equal billing. This
was, ifyou like, a North Atlantic crisis,
with not much to choose between the
messes of the Old World and the New.

We Americans had our subprime bor-
rowers, who either chose to take on or
were misled into taking on mortgages
too big for their incomes; the Europeans
had their peripheral economies, which
similarly borrowed much more than
they could really afford to pay back. In
both cases, real estate bubbles tempo-
rarily masked the underlying unsustain-
ability of the borrowing: as long as hous-

sponsibly, lied about it and got caught.
During the years of easy borrowing,
Greece’s conservative government ran
up a lot of debt —more than it admit-
ted. When the government changed
hands in 2009, the accounting fictions
came to light; suddenly it was revealed
that Greece had both a much bigger
deficit and substantially more debt
than anyone had realized. Investors,
understandably, took flight.

But Greece is actually an unrepres-
entative case. Just a few years ago
Spain, by far the largest of the crisis
economies, was a model European cit-
izen, with a balanced budget and public
debt only about half as large, as a per-
centage of G.D.P., as that of Germany.
The same was true for Ireland. Sowhat
wentwrong?

First, there was a large direct fiscal
hit from the slump. Revenue plunged in
both Spain and Ireland, in part because
tax receipts depended heavily on real
estate transactions. Meanwhile, as un-
employment soared, so did the cost of
unemployment benefits. As a result,
both Spain and Ireland went from
budget surpluses on the eve of the
crisis to huge budget deficits by 2009.

Then there were the costs of financial
clean-up. These have been especially
crippling in Ireland, where banks ran
wild in the boom years (and were al-
lowed to do so thanks to close personal
and financial ties with government offi-
cials). When the bubble burst, the
solvency of Irish banks was immediately
suspect. In an attempt to avert a massive
run on the financial system, Ireland’s
government guaranteed all bank debts
—saddling the government itself with
those debts, bringing its own solvency
into question. Big Spanish banks were
well regulated by comparison, but there
was and is a great deal of nervousness
about the status of smaller savings
banks, and concern about how much the
Spanish governmentwill have to spend
to keep these banks from collapsing.

Al of this helps explain why lenders
have lost faith in peripheral European
economies. Still, there are other nations
—in particular, the United States and
Britain —that have been running defi-
cits that, as a percentage of G.D.R, are
comparable to the deficits in Spainand
Ireland. Yetthey haven't suffered a com-
parable loss of lender confidence. What
is different about the euro countries?

One possible answer is “nothing”:
maybe one of these days we’ll wake up
and find that the markets are shunning
America, just as they’re shunning

Greece. Butthe real answer is probably
more systemic: it’s the euro itself that
makes Spain and Ireland so vulnerable.
For membership in the euro means that
these countries have to deflate their
way back to competitiveness, with all
the pain that implies.

The trouble with deflation isn’t just
the coordination problem Milton Fried-
man highlighted, in which it’s hard to
getwages and prices down when
everyone wants someone else to move
first. Even when countries successfully
drive down wages, which is now hap-
pening in all the euro-crisis countries,
they run into another problem: in-
comes are falling, but debt is not.

Asthe American economist Irving
Fisher pointed out almost 80years ago,
the collision between deflating incomes
and unchanged debt can greatly worsen
economic downturns. Suppose the econ-
omy slumps, for whatever reason:
spending falls and so do prices and
wages. But debts do not, so debtors
have to meet the same obligations with
asmaller income; to dothis, they have
to cut spending even more, further de-
pressing the economy. The way to avoid
this vicious circle, Fisher said, was mon-
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etary expansion that heads off deflation.
And in America and Britain, the Federal
Reserve and the Bank of England, re-
spectively, are trying to dojust that. But
Greece, Spain and Ireland don’t have
that option —they don’t even have then-
own monies, and in any case they need
deflation to get their costs in line.

And so there’s a crisis. Over the
course ofthe past year or so, first
Greece, then Ireland, became caught
up in avicious financial circle: as po-
tential lenders lost confidence, the in-
terest rates that they had to pay on the
debt rose, undermining future pros-
pects, leading to a further loss of confi-
dence and even higher interest rates.
Stronger European nations averted an
immediate implosion only by providing
Greece and Ireland with emergency
credit fines, letting them bypass private
markets for the time being. But how is
this all going to work out?

Four plot lines

Some economists, myselfincluded, look
at Europe’s woes and have the feeling
that we’ve seen this movie before, a de-
cade ago on another continent —specif-
ically, in Argentina.

Unlike Spain or Greece, Argentina
never gave up its own currency, butin
1991 it did the next best thing: it rigidly
pegged its currency to the U.S. dollar,
establishing a “currency board” in
which each peso in circulation was
backed by a dollar in reserves. This was
supposed to prevent any return to Ar-
gentina’s old habit of covering its defi-
cits by printing money. And for much of
the 1990s, Argentina was rewarded
with much lower interest rates and
large inflows of foreign capital.

Eventually, however, Argentina slid
into a persistent recession and lost in-
vestor confidence. Argentina’s govern-
ment tried to restore that confidence
through rigorous fiscal orthodoxy,
slashing spending and raising taxes. To
buy time for austerity to have a positive
effect, Argentina sought and received
large loans from the International Mon-
etary Fund —in much the same way
that Greece and Ireland have sought
emergency loans from their neighbors.
Butthe persistent decline ofthe Argen-
tine economy, combined with deflation,
frustrated the government’s efforts,
even as high unemployment led to
growing unrest.

By early 2002, after angry demon-
strations and a run on the banks, it had
all fallen apart. The link between the
peso and the dollar collapsed, with the
peso plunging; meanwhile, Argentina
defaulted on its debts, eventually pay-
ing only about 35 cents on the dollar.

It’s hard to avoid the suspicion that
something similar may be in the cards
for one or more of Europe’s problem
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economies. After all, the policies now
being undertaken by the crisis coun-
tries are, qualitatively at least, very
similar to those Argentina tried in its
desperate effort to save the peso-dollar
link: harsh fiscal austerity in an effort
to regain the market’s confidence,
backed in Greece and Ireland by official
loans intended to buy time until private
lenders regain confidence. And if an Ar-
gentine-style outcome is the end of the
fine, itwill be a terrible blow to the euro
project. Is that what’s going to happen?

Not necessarily. As | see it, there are
four ways the European crisis could
play out (and it may play out differently
in different countries). Call them:
toughing it out; debt restructuring; full
Argentina; and revived Europeanism.
« Toughing it out: Troubled European
economies could, conceivably, reassure
creditors by showing sufficient willing-
ness to endure pain and thereby avoid
either default or devaluation. The role
models here are the Baltic nations: Es-
tonia, Lithuania and Latvia. These
countries are small and poor by Euro-
pean standards; they want very badly
to gain the long-term advantages they
believe will accrue from joining the
euro and becoming part of agreater
Europe. And so they have been willing
to endure very harsh fiscal austerity
while wages gradually come down in
the hope of restoring competitiveness
—a process known in Eurospeak as
“internal devaluation.”

Have these policies been successful?
It depends on how you define “suc-
cess.” The Baltic nations have, to some
extent, succeeded in reassuring mar-
kets, which now consider them less
risky than Ireland, let alone Greece.
Meanwhile, wages have come down,
declining 15percentin Latvia and more
than 10percentin Lithuaniaand Esto-
nia. All ofthis has, however, come at
immense cost: the Baltics have experi-
enced Depression-level declines in out-
putand employment. It’s true that
they’re now growing again, but all indi-
cations are that it will be many years
before they make up the lost ground.

It says something about the current
state of Europe that many officials re-
gard the Baltics as a success story. |
find myself quoting Tacitus: “They
make a desert and call it peace” —aor,
in this case, adjustment. Still, this is one
way the euro zone could survive intact.
« Debt restructuring: Atthe time of
writing, Irish 10-year bonds were yield-
ing about 9 percent, while Greek 10-
years were yielding 12 percent. At the
same time, German 10-years —which,
like Irish and Greek bonds, are denom-
inated in euros —were yielding less
than 3percent. The message from the
markets was clear: investors don’t ex-
pect Greece and Ireland to pay their
debts infull. They are, in other words,
expecting some kind of debt restructur-
ing, like the restructuring that reduced
Argentina’s debt by two-thirds.

Such a debt restructuring would by
no means end a troubled economy’s
pain. Take Greece: even if the govern-
ment were to repudiate all its debt, it
would still have to slash spending and
raise taxes to balance its budget, and it
would still have to suffer the pain of de-
flation. But a debt restructuring could
bring the vicious circle of falling confi-
dence and rising interest costs to an
end, potentially making internal de-
valuation a workable ifbrutal strategy.

Frankly, I find it hard to see how
Greece can avoid a debt restructuring,
and Ireland isn’t much better. The real
question is whether such restructur-
ings will spread to Spain and —the
truly frightening prospect —to Belgi-
um and Italy, which are heavily in-
debted but have so far managed to
avoid a serious crisis of confidence.

« Full Argentina: Argentina didn’t
simply default on its foreign debt; it
also abandoned its fink to the dollar, al-
lowing the peso’s value to fall by more
than two-thirds. And this devaluation
worked: from2003 onward, Argentina
experienced a rapid export-led eco-
nomic rebound.

The European country that has come
closest to doing an Argentinais Ice-
land, whose bankers had run up foreign
debts that were many times its national
income. Unlike Ireland, which tried to
salvage its banks by guaranteeing their
debts, the Icelandic government forced
its banks’foreign creditors to take
losses, thereby limiting its debt burden.
And by letting its banks default, the
country took a lot of foreign debt off its
national books.

At the same time, Iceland took ad-
vantage ofthe fact that it had notjoined
the euro and still had its own currency.
It quickly became more competitive by
letting its currency drop sharply
against other currencies, including the
euro. Iceland’s wages and prices
quickly fell about 40 percent relative to
those ofits trading partners, sparking a
rise in exports and fall in imports that
helped offset the blow from the banking
collapse.

The combination of default and de-
valuation has helped Iceland limit the
damage from its banking disaster. In
fact, in terms of employment and out-
put, Iceland has done somewhat better
than Ireland and much better than the
Baltic nations.

Sowill one or more troubled European
nations go down the same path? Todo
s0, they would have to overcome a big
obstacle: the fact that, unlike Iceland,
they no longer have their own curren-
cies. As Barry Eichengreen of Berkeley
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pointed out in an influential 2007 anal-
ysis, any euro-zone country that even
hinted at leaving the currency would
trigger a devastating run on its banks,
as depositors rushed to move their funds
to safer locales. And Eichengreen con-
cluded that this “procedural” obstacle
to exitmade the euro irreversible.

But Argentina’s peg to the dollar was
also supposed to be irreversible, and
for much the same reason. What made
devaluation possible, in the end, was
the fact that there was a run on the
banks despite the government’ insist-
ence that one peso would always be
worth one dollar. This run forced the
Argentine government to limit with-
drawals, and once these limits were in
place, it was possible to change the
peso’s value without setting offa
second run. Nothing like that has
happened in Europe —yet. Butit’s cer-
tainly within the realm of possibility, es-
pecially as the pain of austerity and in-
ternal devaluation drags on.

* Revived Europeanism: The preced-
ing three scenarios were grim. Is there
any hope of an outcome less grim? To
the extent that there is, it would have to
involve taking further major steps to-
ward that “European federation”
Robert Schuman wanted 60 years ago.

In early December, Jean-Claude Jun-
cker, the prime minister of Luxem-
bourg, and Giulio Tremonti, Italy’s fi-
nance minister, created a storm with a
proposal to create “E-bonds,” which
would be issued by a European debt
agency at the behest of individual Euro-
pean countries. Since these bonds
would be guaranteed by the European
Union as a whole, they would offer a
way for troubled economies to avoid vi-
cious circles of falling confidence and
rising borrowing costs. On the other
hand, they would potentially put gov-
ernments on the hook for one another’s
debts —a point that furious German of-
ficials were quick to make. The Ger-
mans are adamant that Europe must
notbecome a “transfer union,” in
which stronger governments and na-
tions routinely provide aid to weaker.

Yetas the earlier Ireland-Nevada
comparison shows, the United States
works as a currency union in large part
precisely because it is also a transfer
union, in which states that haven’t gone
bust support those that have. And it’s
hard to see how the euro can work un-
less Europe finds a way to accomplish
something similar.

Nobody is yet proposing that Europe
move to anything resembling U.S. fiscal
integration; the Juncker-Tremonti plan
would be at best a small step in that di-
rection. But Europe doesn’t seem ready
to take even that modest step.

Out of many, one?

For now, the plan in Europe is to have
everyone tough it out —in effect, for
Greece, Ireland, Portugal and Spain to
emulate Latvia and Estonia. That was
the clear verdict ofthe most recent
meeting ofthe European Council, at
which Angela Merkel, the German
chancellor, essentially got everything
she wanted. Governments that can’t
borrow onthe private market will re-
ceive loans from the rest of Europe —
but only on stiffterms: people talk
about Ireland getting a “bailout,” but it
has to pay almost 6 percent interest on
that emergency loan. There will be no E-
bonds; there will be no transfer union.

Even ifthis eventually works in the
sense that internal devaluation has
worked in the Baltics —that is, in the
narrow sense that Europe’s troubled
economies avoid default and devalu-
ation —it will be an ugly process, leav-
ing much of Europe deeply depressed
for years to come. There will be political
repercussions too, as the European
public sees the Continent’s institutions
as being —depending on where they sit
—either in the business of bailing out
deadbeats or acting as agents of heart-
less bill collectors.

Nor can the rest ofthe world look on
smugly at Europe’s woes. Taken as a
whole, the European Union, not the
United States, is the world’s largest
economy; the European Union is fully
coequal with Americainthe running of
the global trading system; Europe is the
world’s mostimportant source of for-
eign aid; and Europe is, whatever some
Americans may think, a crucial partner
in the fight against terrorism. Atrou-
bled Europe is bad for everyone else.

In any case, the odds are that the cur-
rent tough-it-out strategy won’t work
even in the narrow sense of avoiding
default and devaluation —and the fact
that it won’t work will become obvious
sooner rather than later. Atthat point,
Europe’s stronger nations will have to
make a choice.

It has been 60 years since the Schu-
man declaration started Europe on the
road to greater unity. Until now the
journey along that road, however slow,
has always been in the right direction.
But that will no longer be true ifthe
euro project fails. A failed euro
wouldn’t send Europe back to the days
of minefields and barbed wire —but it
would represent a possibly irreversible
blow to hopes oftrue European federa-
tion.

Sowill Europe’s strong nations let
that happen? Orwill they accept the re-
sponsibility, and possibly the cost, of
being their neighbors’keepers? The
whole world is waiting for the answer.



