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Abstract

Scotland will soon decide whether to remain part of the U.K. or become an independent nation. Should Scotland
choose independence, it may try to join a formal currency union with the U.K. or the E.U. This article focuses on the risks
small nations can face in a currency union, as told through the prism of Greece’s experience in the Eurozone. Since the
world financial crisis hit Europe, Greece has become the worst case scenario for small countries in a currency union.
The austerity conditions the Troika requires in exchange for hundreds of billions in loans have caused a depression and
unemployment crisis of historic magnitude in Greece, without reducing its debt. Greece would almost certainly be better
off defaulting on its debt, but cannot do so in an orderly fashion because default would certainly mean a calamitous
expulsion from the E.U. Greece is also something akin to a zombie democracy. All of the important decisions are
effectively made by the Troika who have no electoral accountability to the Greek people. Joining a currency union
always entails some loss of sovereignty and the benefits can certainly outweigh the risks. However, Greece shows
that important aspects of national self-determination like tax policy, spending, interest rates, unemployment targets,
pensions, work rules, etc., can be compromised if a country gives up its currency and is hit by financial calamity. These
types of risks—ones that go to a newly independent country’s ability to function as a democratic state-are important risks

to consider if Scotland chooses independence and chooses to join a currency union.
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Introduction

Scotland will vote on September 18, 2014, to either remain part of
the United Kingdom or be an independent nation. If Scotland chooses
independence it will have to make many important decisions about
its new government that will have enormous consequences for the
type of nation an independent Scotland will become. One of the most
important decisions Scotland will make is what currency to adopt. Will
Scotland try to keep sterling, adopt the euro or adopt its own currency?
Each decision carries with it serious risks and rewards.

The rewards of retaining the pound or adopting the euro are fairly
obvious. The pound has been Scotland’s currency for centuries. It is also
one of the strongest, stable currencies in the world. If Scotland takes the
historic step of breaking with the UK, keeping the pound, a currency
that has existed for over a thousand years, would make that break less
jarring [1]. All of its contracts would stay in the same currency, there
would be no risk of rapid, uncontrolled depreciation or appreciation
that would undermine the economy of a new, independent Scotland,
and currency speculators could not create instability in the currency
for profit. Retaining the pound would also make leaving the UK less
problematic in a sociological sense because the Scots have used sterling
for so long, over 300 years, it is part of the Scottish national identity [2].

Although the euro is a new currency, it is also appealing because
it is stable and used by many powerful European economies that
would also be major trading partners of an independent Scotland. If
Scotland were to use the euro, it would make travel and trade easier
with many European nations and, like the pound, the euro is not prone
to unpredictable fluctuations in value that could undermine a newly
independent Scotland’s economy [3].

Although it is far from clear whether an independent Scotland
could keep the pound in light of recent statements to the contrary
from conservative and liberal leaders of the UK [4], or even want to
adopt the euro in light of the ongoing political and economic crisis in
the Eurozone [5], the virtues of retaining the pound or adopting the

euro are apparent, but the risks for Scotland are many and not well-
understood.

In order for Scotland to officially retain the pound or adopt the
euro [6], Scotland would have to cede monetary sovereignty and enter
into a currency union with the UK or the European Union. When a
sovereign nation enters a currency union it gives up critical powers
such as the power to print its own money, the power to set its own
target interest and inflation rates, and the power to devalue its currency
[7]. If the country is much smaller than other members of the currency
union, as Scotland would be in either a pound-based or euro-based
currency union, the risks are more pronounced.

In a pound-based currency union, for example, the Bank of
England would make all of the key monetary decisions (setting interest
rates to achieve target inflation and unemployment rates, determining
how much money to keep in circulation, etc.) in the best interests of the
union as a whole. These decisions directly impact economic growth,
employment, the ability to pay debts, the strength of the currency relative
to other countries’ currencies, which affects export competitiveness,
among other things. Since England’s economy dominates the UK, the
Bank of England would make monetary decisions that favor England,
because what is best for England is best for the union, even if those
same decisions were at the expense of Scotland’s economy.

For example, if the UK unemployment rate as a whole were 6.5
percent, but the Scottish unemployment rate were 8.5 percent, the
Bank of England, all else being equal, would not lower interest rates to
stimulate employment in Scotland because the unemployment target
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of below 7 percent would be met for the whole of the currency union.
This would make it harder for Scotland economy to create jobs because
the interest rates would be higher than what would be desirable for
Scotland to stimulate investment and therefore jobs. But this would not
matter to the Bank of England, because the target rate for the union as
a whole would be met and there would be nothing Scotland could do
about that.

As worrisome as it would be for a newly sovereign Scotland to
cede such important sovereign powers at its nation’s rebirth, there is a
more troubling concern. What would happen to a newly independent
Scotland in a currency union if Scotland were to experience a financial
shock that led to its inability to pay its debts to foreign or domestic
creditors and be unable to borrow or tax to cover those debts?

One possible answer can be found in a country that is, like
Scotland, famous for its literary tragedies. The real life tragedy that
has befallen Greece since it experienced such a sovereign debt crisis
while in the Eurozone is a cautionary tale for Scotland. Although most
of the commentary about Greece’s economic hardship focuses on
Greece’s well-known dysfunction (widespread tax avoidance, pervasive
government corruption, a remarkably anti-competitive regulatory
environment, anti-growth protectionist policies, arguably profligate
spending on social welfare programs, etc.) the principle reason
Greece is now a “failed state” suffering through a prolonged, historic
depression is because Greece gave up its currency to join the E.U.. [8]

When, in the aftermath of the world financial crisis Greece became
unable to pay its debts, Greece was forced to borrow money from its
currency union partners or be thrown out of the union. Greece chose
to stay in the union, and accept the austerity measures the Troika (the
European Commission, the European Central Bank (ECB) and the
International Monetary Fund (IMF)) demanded-massive tax increases
and crippling spending cuts - in exchange for the billions it received
[9]. The result has been ruinous for Greece. Unemployment in Greece
at the start of austerity was 12.6%, now it is now over 25% [10]. Youth
unemployment is close to a staggering 60% [11]. Greece’s youth is
commonly referred to as a lost generation (this is also true in other
so-called peripheral countries like Spain). Businesses have failed at
astronomical rates; soup kitchen lines snake through Athens; George
Soros is giving millions in heating oil aid and opening “solidarity
centres” to help desperate Greeks in need of health care; some of the
most desperate parents are leaving children at orphanages because
they cannot feed them [12]. Suicide rates have doubled [13]. If Greece’s
debts had shrunk as a result of the economic pain its citizens have
endured, perhaps it would have been worth it. The debt load has not
shrunk as a result of austerity, but its economy has. Greece’s economy
has contracted by almost 25% since 2008 [14].

One might reasonably ask how the Greek government could
continue to implement policies that have resulted in an explosion
of joblessness, homelessness, increased suicide, and decimated its
economy without making a dent in its debt. Greece has done this
because not having its own currency has left it with something akin to a
zombie democracy. The country has freely elected leaders, but the only
real choice its elected officials have is to go along with the punishing
austerity program or risk the social, economic and political calamity of
losing the euro and being forced out of the Eurozone.

Unwilling to risk the consequences of leaving the Eurozone,
Greece has ceded power to its Eurozone partners who are incapable of
seeing austerity as anything but a moral and economic good, despite
the historic amount of social and economic destruction austerity has

caused the people of Greece. Because they are unelected, the Troika
focuses only on budgets to the exclusion of every other indicator
of social and economic health in Greece and they see success in the
fact that Greece reached a budget surplus in 2014, while ignoring the
suffering of historic proportion that was inflicted to meet these budget
goals [15].

Should Scotland choose to enter a currency union with the UK or
the E.U., it is not outside the realm of possibility that Scotland could
find itself, as a small member of a large pound or euro-based currency
union, in a position similar to what Greece has found itself in. This
is particularly so when the Conservative party has long championed
austerity policies and the Labour party appears to have capitulated and
dropped its opposition to austerity. The E.U. is the prime proponent of
austerity, even as E.U. unemployment has been at or above 12 percent
for years and growth has been sluggish in the best of times since the
financial collapse in 2008 [16].

The purpose of this article is to use the example of Greece to
explain, in stark terms, the risks that Scotland faces should it become
an independent nation without its own currency. In one sense, Cyprus,
which had to borrow money from the Troika in 2012 to keep its banks
from collapsing, would be a better object lesson for Scotland than
Greece [17]. Cyprus, like Scotland, has two very large banks whose
holdings dwarf the annual economic output of their home nation.
When countries like Scotland and Cyprus have banks that are much
larger than their economies it makes it very difficult for those nations
to save their banking systems if a crisis were to befall them.

While there is no doubt that the experiences of Cyprus are relevant
to Scotland, this article will focus on Greece, because the enormity of the
tragedy in Greece reveals the true depth of the danger and independent
Scotland could face if it joins a currency union with the UK or with the
E.U.. This is not an argument against Scotland’s independence; it is an
argument against an independent Scotland in a formal currency union.

This article is born out of a belief that the Greek experience
under the euro holds important lessons for Scotland. It is also born
of a conviction that neither the magnitude of the suffering in Greece
or the primary cause of that suffering, Greece’s giving up of its own
currency, are captured in scholarly literature or public discourse. Many
who are interested in writing about the humanitarian disaster that has
befallen Greece don’t analyze the role the euro has played in creating
that suffering. On the other side, and with a few notable exceptions
such as the Guardian’s coverage of Greece and the Eurozone crisis,
the people who do understand the finance and currency aspects of the
crisis don’t engage very much with the humanitarian side of things.
This article hopes to help fill that gap by exploring the crisis in Greece
and explaining in lay terms how sharing a currency is at the root of that
crisis for the benefit of an independent Scotland, should one exist in
the near future.

While this article advocates that Scotland not join a currency
union, there are, of course, risks to adopting its own currency. Famous
currency speculator, financier and philanthropist, George Soros,
recently weighed in against Scotland adopting its own currency,
explaining that would be “very inefficient and potentially dangerous
because markets, currencies can be attacked and you can speculate
against currencies [18].” An in-depth analysis of different currency
options is beyond the scope of this article, but it is worth noting, even if
only for history’s sake, that the currency brought to its knees by George
Soros in 1992 was not a new currency, but was, in fact, the pound
sterling [19].
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This article begins its explanation of the dangers of a currency
union by reviewing some of the historical factors that led to the creation
of the euro, then explores the ways in which the euro takes important
sovereign powers away from Greece, such as the ability to print money,
the ability to deflate its currency to restore competitiveness, and the
ability to set interest rates. The article then discusses how Greece’s
democracy is impaired by austerity and its inability to dictate its own
monetary policy because it adopted the euro. The article concludes with
a discussion of the lessons Greece’s experiment with the euro could
teach an independent Scotland.

The Path to the Euro: An Overview of Historical Reasons
for Mid-Twentieth Century European Integration

In his speech accepting the 2012 Nobel Peace Prize, European
Parliament President Herman Von Rumpuy addressed the audience
with this reminder:

War is as old as Europe. Our continent bears the scars of spears and
swords, canons and guns, trenches and tanks, and more. The tragedy
of it all resonates in the words of Herodotus, 25 centuries ago: “In
peace, sons bury their fathers. In war, fathers bury their sons.” Yet, after
two terrible wars engulfed the continent and the world with it, finally
lasting peace came to Europe [20].

Although Europe has been awash in bloody conflict for centuries,
World War II was catastrophic for the continent. World War II is the
most deadly war in history. More than 55 million people lost their lives
over the course of that war; most of them died in Europe. Many of
Europe’s great cities lay in ruins. Warsaw in 1945 was “a field of rubble
[21].” The aftermath of this historic war, coming so soon after WWI,
set the stage for a real determination on the part of Europe for real and
peaceful integration for the first time in the continent’s history.

At the same time that Europe was dealing with the fallout of the
war, another threat to European unity was building. Stalin and the
other leaders of the Soviet Union believed that a socialist revolution
would sweep Eastern Europe and then eventually take over the entire
continent, so Stalin began making plans for a Soviet takeover well
before the war ended [22].

He had for example prepared . . . secret police forces for each of the
countries before he arrived in those countries. Most notably in Poland
he (began) recruiting policemen from the year 1939. Of course we’ve
always known that he prepared and recruited organized communist
parties from the time of the Bolshevik Revolution onwards. You also
see which kind of institutions the Soviet Union was most interested in.
For example, everywhere that the Red Army went, one of the first things
they did was take over the radio station. They believed very much in
propaganda, in the power of propaganda and they believed that if they
just could reach the masses by what was then the most efficient means
possible, namely the radio, then they would be able to convince them
and then they would be able to take and hold power [23].

Churchill and Truman, though allied with Stalin against the
Germans, were deeply suspicious of him and his motives. Telegrams
sent by Churchill just before the end of the war and just after the war
ended indicate concerns about the vacuum that would be left when
American troops left and non-Soviet troops drew down. Just four days
after the official end of the war, Churchill noted an “Iron Curtain” was
coming down across Europe [24]. He would repeat that phrase in his
famous speech a year later in Missouri [25]. The Soviet threat created
an urgency for European unity that helped propel Europe into finally
taking concrete steps toward integration [26].

The post-war period was also a time of unprecedented multinational
political and economic cooperation across the world. The most
important multinational body to date, the United Nations, was formed
in 1945. The Council of Europe was formed in 1949. The postwar
period also marked the beginning of extraordinary cooperation in
international trade. The Bretton Woods system, developed from
a meeting of delegates from 44 countries in New Hampshire in
the summer of 1944, created a three-tier framework to advance
international trade and monetary stability. “The meeting was born
out of the determination by US President Franklin D Roosevelt and
UK Prime Minister Winston Churchill to ensure post-war prosperity
through economic co-operation, avoiding the economic conflicts
between countries in the 1930s that they believed contributed to the
drift to war.”

The Bretton Woods system established the International Monetary
Fund to enforce fixed exchange rates that were linked to the dollar and
to provide short-term loans to countries in need [27]. It also established
the World Bank (officially the International Bank for Reconstruction
and Development) to make long-term loans that would create
sustainable investments in economies that had been harmed by the war
[28]. A third organisation, the International Trade Organization, was
rejected by the US Congress in 1947 [29]. In its stead, Bretton Woods
created the General Agreement on Tariffs and Trade (GATT). GATT,
established in 1948, was a provisional system that involved rounds of
negotiations to agree on trade rules and to reduce tariffs and it resulted
in tremendous increases in international trade. GATT was replaced by
the World Trade Organization (WTO) in 1995.

Most importantly for Europe, the Marshall Plan resulted in aid
of over 13 billion dollars ($130 billion in 2012 dollars) being given to
European countries to stave off famine and to rebuild decimated parts
of Europe [30]. The Marshall Plan helped stabilize the continent and
also resulted in the creation of the Organization of European Economic
Co-operation (OEEC). The OEEC was founded in 1948 by 16 countries
and two European territories to supervise the rebuilding of Europe and
to promote coordinated economic development and trade between
countries. The OEEC was superseded by a world-wide body, the
Organization for Economic Co-operation and Development (OECD)
in 1961.

The Marshall Plan is widely regarded as a great humanitarian
effort [31]. As George Marshall stated in his famous speech at Harvard
University:

Our policy is directed not against any country or doctrine but
against hunger, poverty, desperation, and chaos. Its purpose should
be the revival of a working economy in the world so as to permit the
emergence of political and social conditions in which free institutions
can exist. Such assistance, I am convinced, must not be on a piecemeal
basis as various crises develop. Any assistance that this government
may render in the future should provide a cure rather than a mere
palliative.

The benefits of the Marshall Plan accrued to the US as well in the
form of increased power in the region, developing a market for US
goods and helping to isolate the USSR [32]. The Marshall plan set
the stage for European revival by providing mostly grant money to
European nations that did not have to be repaid, including Western
Germany [33]. In 1953, the United States forgave $2 billion dollars out
of a total of $3 billion lent to West Germany, which put West Germany
on the same loan terms as other Western European countries [34].
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The European Union and its Euro-Driven Crisis

The post-war period was one of continued focus on integrating
Europe around a common market and neo-liberal economic principles.
The precursor to the European Union, the European Economic
Community (EEC) was created by the Treaty of Rome in 1957. The
Treaty on Rome helped create a common market by restricting the
protectionist economic policies, forcing countries to coordinate
exchange rate policies and to work together regarding matters that
affected the common market as a whole [35,36]. The European Union
was officially created in 1992, by the Treaty on the European Union
(TEU), signed in Dutch city of Maastricht [37]. The TEU was big
step toward further economic integration and political integration
of Europe. It introduced the notion of European citizenship and the
creation of the single currency, the Euro, which was created in 1999
and introduced in 2002.

Undoubtedly, one of the most significant achievements of the
E.U. was the adoption of the Euro. As of January 2014, there are 18
countries that use the euro as their currency. The euro is probably the
single-most important symbol of European unity [38]. In addition to
being the most powerful symbol of European integration, the euro
is also very important economically [39]. The single currency makes
travel and trade between member states much easier [40]. It also makes
borrowing easier, because banks are not limited to local markets [41].
These factors facilitate more trade, investment and development within
the union. The single currency bloc also stimulates international trade
because the economic strength and stability of the union countries is
enhanced and therefore attractive to foreign investors.

The advantages of the single currency are well-known and are
understood by the European public. Less well-known are the risks of
a single currency. The adoption of the euro by the member states that
use it involved the transfer of monetary powers and policy from those
sovereign nations to the European Central Bank. Although, for the first
decade of the euro, this was a net positive for the “peripheral economies”
because they could borrow money so cheaply, and inflation was kept in
check [42], the financial crisis has revealed the dangers of giving up the
right of each country to construct a monetary policy that is in the best
interest of its citizens. The critical powers lost by giving up monetary
sovereignty include the power to print and create money, the power to
devalue your currency to restore competitiveness and the power to set
interest rates. In a non-crisis environment, these lost powers may not
appear meaningful, particularly in relation to the benefits of a single
currency. However, in a financial crisis, the loss of these powers takes
some of the most important powers democratically elected officials
normally exercise for their citizens and transfers them to unelected,
foreign officials whose interests lie with other constituents.

The power to create and print money

The power to create and print your own money is one of the
hallmarks of national sovereignty [43]. Governments that have the
exclusive and unlimited power to create a sovereign currency are
monetary sovereigns [44]. Governments such as the state of North
Carolina or the city of Toronto do not create or print currencies and
are not monetary sovereigns. The United States was not a monetary
sovereign for its entire history [45]. “Prior to 1971, the US was on a gold
standard. It had a sovereign currency, but did not have the unlimited
ability to create that currency, since every dollar needed to be backed
by a fixed amount of gold. No gold; no dollars.” Monetary sovereigns
can adjust how much money they print according to current economic
conditions.

When monetary sovereign nations do not have enough money to
pay for government operations and obligations (debt payments, social
welfare payments, etc.) they typically tax, borrow and/or print more
money. If Greece were a monetary sovereign, it could print money and
then lend that money to itself (in the form of buying its own bonds).
The money it lent itself could be used to pay its creditors and finance its
operations. This might result in inflation, but inflation could actually
helpful in this situation, because it will allow countries to inflate their
way out of debt. Inflation causes the value of goods and services to
increase, but the debt does not increase with inflation, it stays stagnate.
The sale of assets held over time in an inflationary environment results
in more money at the sale, which can then be used to pay off the debt
amount which is fixed and therefore didn’t rise with inflation.

Of course it is impossible over the long run for a country with
an unsound economy to print money to solve its problems because
eventually hyperinflation would result if the money supply rose
significantly, and its currency would become worthless and its economy
would be in tatters. This is exactly what happened to Germany in the
Weimar Republic. But, as a short-term response to a cataclysmic
economic event like the financial crisis of 2008, the ability to freely
print money, means the country will not have an acute liquidity crisis.
Indeed, printing money has been one of the preferred methods of
dealing with the recent economic crisis [46].

Because Greece cannot print its own money it was faced with two
choices after its debt became untenable and it could not borrow because
it was shut out of the bond markets [47]. Those choices were to default
or take a loan package from the Troika (the IMF, ECB and European
Commission) Figure 1. Although there is no legal mechanism by which
countries can leave the European Union [48], a substantial default
would almost certainly have meant expulsion from the European Union
for Greece [49]. Technically, Greece has already defaulted on some of
its debt [50]. In 2012, the Troika allowed Greece to impose losses on
private bond investors (banks, insurance companies, investment funds,
individuals) to take losses of 73-74%. The deal, known as a haircut in
finance parlance, had private Greek bondholders exchange the bonds
they purchased for new ones offering lower interest rates and longer
maturities. The default did not include any loans made by the E.U.
or IMF. If Greece were to refuse to pay back loans funded by E.U.
taxpayers, it would be difficult to see a path in which the other member
nations in the E.U. would allow Greece to remain part of the E.U.

There was and is almost no support within Greece for leaving
the E.U. or dropping the euro as its currency. There are significant
sociological and economic reasons the Greek people do not want to the
leave the E.U. or the euro. On the sociological side, Greece is acutely
aware that “the concept of a European identity originates from Ancient
Greek and Roman civilizations where the ideals of free thought,
humanism and democracy were first developed [51].” In that sense,
Greece is at the very core of the European identity, since Greece is the
birthplace of the core European values. On the other hand, as much
as Ancient Greece is at the core of European ideals, modern Greece’s
relationship to Europe, or European ideals is much more complicated.

Aside from the existential question of the Eurozone’s survival, what
is at stake in the debt crisis is nothing less than the European identity
of contemporary Greek society. This would be put to a severe test if
Greece were to tumble out of the Eurozone and suffer the mother of all
economic and social implosions.

Like people in other countries that lie on Europe’s fringes, such
as Britain, Russia, Spain and Turkey, Greeks traditionally used to talk
about “going to Europe” as if their country did not really belong to the
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Figure 1: Central Banks Printing Money In Response To The Crisis.

continent. This world view was rooted in centuries of dark historical
experiences.

From the Middle Ages until the 1821-1832 war of independence,
Greece languished under Ottoman overlordship. No sooner was the
nation reborn than Europe’s great powers imposed a teenaged Bavarian
prince on Greece as its first head of state and demanded the repayment
of onerous debts incurred during the fight for freedom.

But political and military disasters contributed to Greece’s sense
of detachment from Europe, too. Ravaged under Nazi occupation in
the Second World War, Greece then endured a civil war from 1946 to
1949 whose outcome - the crushing of a communist insurgency-was
determined largely by British and US intervention.

After the collapse of a seven-year military dictatorship in 1974,
Greece was welcomed into the old European Economic Community
in 1981 partly because of the well-intentioned desire of older EEC
countries to incorporate Greece once and for all as a member of a
prosperous, democratic European club. As Valéry Giscard d’Estaing,
the then French president, remembers, it was all about paying a
historical debt to Greece as the foundation stone of European culture.

Now a generation of better-educated and, to some extent, better-
travelled Greeks has grown up, the first who are truly accustomed to
thinking of themselves as Europeans [52].

Given this history, the near universal desire to stay in the Eurozone,
at almost all cost, makes sense. There is also a significant economic
case to be made for Greece staying in the Eurozone [53]. Economists
have identified numerous negative impacts of Greece abandoning
the euro and returning to the Drachma, including a lack of drachmas
for months due to the time it takes to print them, confusion as to the
status of millions of euros in contracts given there is no method for
leaving the E.U. in the law, devastating real wage declines, deflation,
hyperinflation and a run on the banks that would necessitate strict
currency controls on how much money could be taken out of the banks
and transferred out of the country [54]. Ironically, although currency
controls are prohibited by Article 63 of the E.U. Lisbon Treaty [55],
currency controls went into effect in Cyprus in March of 2013 as a
consequence of its financial crisis and an E.U. bail out that imposed
significant losses on bank depositors that held sums in Cypriot banks
in excess of the insured amount [56].

Whatever the costs of leaving the E.U. and returning to the
Drachma, the cost of staying in the E.U. has been devastating to Greece,
and other countries, due to the Troika’s imposition of harsh austerity
conditions in exchange for the bailouts. By any reasonable measure,
austerity has not worked. It has not reduced Greece’s debt burden
Figures 2-4.

Financial crises are invariably painful. The question is how the pain
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Figure 3: Economic Crisis in Greece.
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is distributed. Private investors lost substantial sums of money in the
haircut on Greek bonds. The E.U. members and IMF contributors who
are loaning Greece the bailout money in exchange for austerity face a
risk of default, but so far, they insist on being paid back. So far, half of
the bailout money provided has gone to pay off their debt [57].

The Greek people, however, have paid dearly. “Since 2009, salaries
in the public sector have been cut up to over 50 percent, wages in the
private sector have been reduced by 40 percent, and pensions have been
cut up to 45 percent. From 2010 to 2013 (income taxes have) increased
by 25 percent . . . real estate (taxes have) increased by 552 percent.
The value added tax was raised from 19 to 23 percent, and numerous
other indirect taxes have been added or gone up. In 2014, revenue
from tax increases imposed on businesses is expected to increase by
137.2 percent [58].” There has been a 40% cut in hospital funding and
alarming increases in incidents of HIV, TB and other communicable
diseases, and the reemergence of malaria [59]. Poverty, suicide and
homelessness have increased dramatically [60]. Golden Dawn, a far-
right, xenophobic, neo-Nazi party has emerged to win seats in the
Greek parliament. It is not an overstatement to say that Greece’s society
has been torn apart by austerity.

The power to devalue the currency

Another important power given up in exchange for the euro is the
power to devalue currency. When a country controls its own currency, it
can give itself competitive advantages over other countries by devaluing
its currency Figure 5. A country with a devalued currency relative to its
competitors can sell its goods abroad cheaper than another country.
Just by virtue of the devaluation, it retains a competitive advantage and
attracts more foreign money into its country.

For example, Greece and Italy and Spain all attract tourists because

of their abundant natural beauty. If Greece had a weaker currency like
the Drachma and Italy and Spain kept the euro, Greece would become
an even more desirable vacation destination because it would be so
much cheaper than Italy and Spain.

Also, Greece, Italy and Spain are exporters of olive oil. If Greece
could price its olive oil in Drachmas and if Italy and Spain priced their
olive oil in euros, the Greek olive oil would be much cheaper for the
US consumer to buy because the Drachma would be much lower in
value. So, if a bottle of Italian olive oil cost 5 euros that would cost
the US consumer approximately $6.75 in US dollars because the dollar
is weaker than the euro. In contrast, if Greece adopted the Drachma
and sold a bottle of olive oil to a US consumer, that bottle of olive oil
might hypothetically cost $2.50 US dollars because the dollar would
likely be much stronger than the Drachma. Clearly there would be an
incentive to buy more Greek olive oil and less Italian olive oil given
those significant price differences and this would help Greece recover
financially.

Greece cannot do this, of course, because it currently uses the
same currency as Italy and Spain. So, the only way for Greece to get
a competitive advantage over Italy and Spain in selling olive oil is
for Greece to make the same olive oil cheaper. Greece can do this by
becoming more efficient or by having its labour and manufacturing
costs to shrink. While greater efficiency would be ideal, that is not what
is happening in Greece. What is happening there is a long, slow and
incredibly painful process of shrinking labour and manufacturing costs
by lowering wages and the standard of living of the Greek people.

If Greece had kept its own currency, it might not still be in this
historic depression. It might have been more like Iceland. Iceland was
in the process of applying for E.U. membership when the 2008 financial
crisis hit, so it still had its own currency, the Icelandic Krona. Iceland
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Figure 5: Unemployment in Greece and Iceland 2007 — 2013.

chose to default on its debt, not bail out the banks and it devalued its
currency-all against the vehement opposition and political firestorm
of its neighboring countries who stood to lost their investments [61].
Although Iceland went into economic depression for a time, it has
since recovered and has an unemployment rate of 5.5% compared to
Greece’s unemployment rate of 26.3%.

The power to set interest rates

Another important power countries that have their own currencies
have is the power to set central bank interest rates that fit the needs
of the economy as those needs change. For E.U. countries, there is
only one central bank, the ECB, and the mandate of the ECB is to
set interest rates that protect against excessive inflation and deflation
(called price stability) in the Eurozone as a whole. Studies show that
the ECB has achieved this aim [62]. However, setting rates that meet
inflation targets for the whole Eurozone has not meant that the rates
set are ideal for each member nation. In fact, economic analysis shows
that the ECB’s interest rate moves have largely been in line with what
economic conditions in Germany and France warrant, the two largest
countries in the Eurozone, but not for other countries [63].

When interest rates do not fit the needs of an economy they can
cause economic problems. Rates that are too high for the economic
conditions, depress needed growth in the economy, because the cost
of borrowing is too high. Rates that are too low for the economic
conditions may cause the economy to overheat because low rates fuel
excessive investment and then asset bubbles develop and then burst.
For much of the time preceding the crisis, the ECB’s interest rates for
Greece’s economy were almost certainly too low, while they are too
high for Greece in the post-crisis economy.

Zombie Democracy

“The problem in Europe is that there is a government headed by
one person (Angela Merkel, Chancellor of Germany), . . . That’s the
issue and how to deal with it. All decisions are taken by one leader. This
is what is happening now [64].”

At the heart of democracy lies the ideal that the power to govern
comes from the people and those who govern are accountable to the
people. “Voters must have the right to terminate the agency if the
agent does not represent the voters to their satisfaction. Without
accountability, there is no real consent of the governed and thus no real
democracy [65].”

Since the financial crisis, the most important decisions affecting
the Greek people have not been made by their elected representatives;
they’'ve been made by EC, ECB and IMF officials that have no
accountability what-so-ever to the Greek people. Greece cannot print
its own money, so it must go hat-in-hand and beg the Troika or risk
default. Greece has a long history of defaulting on its debts, but now
default is almost too risky to contemplate because of the unknown
risks of being kicked out the E.U. and adopting another currency.
Greece can’t devalue its own currency because it doesn’t control the
euro. This means the only realistic way to restore Greece’s economic
competitiveness is to impoverish the Greek people. Greece can’t set its
own interest rates, it has to live with ECB interest rates set with other
countries’ economies in mind. This makes Greece susceptible to both
growth that is both too high and too low.

Because Greece gave up its monetary right of self-determination
and adopted the euro, the pain suffered by the Greek people continues
unabated, even as unemployment hits an astounding almost 30% and
an entire generation’s hope of prosperity has been lost [66]. The Greek
people can, of course, elect officials who could theoretically negotiate a
better deal. However, this power is really illusory because Greece does
not have exit leverage. A Greek threat to exit has too little meaning
because Greece is arguably too economically small and too politically
powerless to be perceived a real existential threat to the Eurozone. So
the Greek people have two options: elect a government that does what
it is told by the Troika or one that risks the chaos of abandoning the
euro and departing the Eurozone [67].

To much of the world, Greece’s fate is a result of its own
dysfunction. While Greece is fairly criticized for these things, they miss
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the mark in explaining what matters about this situation. What matters
for Greece is that it is no longer truly democratic and no longer truly a
sovereign state. Greece stopped functioning as a truly democratic state
when the financial crisis of 2008 resulted in the need for a bailout of
Greece’s government and that bailout required agreeing to the brutal
austerity provisions that have crippled Greece and been met with
indifference by the people who functionally run the country from
Brussels and Frankfurt (home of the ECB). In an interview in January
2014, about the fact that George Soros had opened up charity centres
in the hardest hit parts of Greece, sociologist Aliki Moriki said “Greece,
to a great degree, has become a failed state. . . . It is unable to provide
basic facilities for its citizens because of budget cuts. . . . In the absence
of public welfare, and with around one and a half million officially
unemployed, growing numbers are looking for substitutes (for social
services) elsewhere [68].”

Lessons for Scotland From the Greek Experiment with
the Euro

It might be tempting to conclude that because Scotland is so much
wealthier than Greece, comparisons to Greece don’t really offer much
relevant information for an independent Scotland. After all, according
to the Scottish Government, counting its share of North Sea oil output,
Scotland would be the 14™ wealthiest nation among OECD nations and
Greece is near the bottom at 29 [69]. This criticism is appealing on a
superficial level, but fails because it assumes that relative wealth alone
is sufficient to guard against insolvency in the face of a financial crisis.

An independent Scotland would be a relatively wealthy country,
but its banking sector is so large relative to the size of its economy that
a financial crisis could create a real solvency concerns. In fact, it would
have been very difficult, if not impossible, for Scotland to have bailed
out the Royal Bank of Scotland and Halifax Bank of Scotland in 20xx if
it had been an independent country [70].

So the question remains, what lessons can Scotland learn from
Greece’s experience in the Eurozone. The major lesson, in a broad sense,
is that being a small country in a currency union with much larger
partners carries significant risks. In non-emergency circumstances,
Scotland would give up important powers that would directly impact
its economic future. Scotland would not be able to set its own interest
rates, which would impact its economic development. Scotland could
not depreciate its currency to give itself an advantage in pricing its
exports lower than its competitors it or make itself a more attractive
tourist destination.

In a currency union with the UK., the Bank of England would set
interest rates and take measures that impact the value of the pound in
ways that help England, because England is by far the largest economy
in the union, even if those same decisions hurt Scotland. This is
happening to Greece and several other Eurozone countries right now
(Ireland and Spain) [71]. The ECB’s policies help keep the euro too
strong for struggling economies, like Greece, Ireland and even France,
but at healthy levels for Germany and other stronger economies
within the Eurozone [72]. Certainly the current strength in the euro
is due in part to confidence in the European economy since it came
out of recession, but it is also due to the ECB rejecting quantitative
easing (unlike Japan, England and the U.S.) out of concern it would
cause inflation to exceed ECB goals, among other reasons [73]. The
strong euro hurts Greece because almost 60 percent of its exports
are to countries outside the Eurozone, so the price these consumers
pay for Greek goods is higher when the euro is stronger [74]. This
makes Greece’s exports less competitive and makes Greece weaker at

a time when its economy desperately needs growth. Germany is less
impacted by the strong euro because, although it is a leading exporter
to non-Eurozone countries, its exports are higher-end and its products’
consumers are less price-sensitive [75].

These concerns are important, but probably the most important
lesson from Greece comes from how it has ceased to function as
anything but a zombie democracy since it came under the supervision
of the Troika. Since being bailed out by the Troika, Greece’s essential
democratic function-the Parliamentary system of law making-has
been reduced to something akin to a caricature of democratic law
making. Laws that relate to every aspect of Greek economic life are
now made with virtually no input from the Greek Parliament-they are
made by the Samaras government and the Troika. Procedurally, the
Troika negotiates with the ruling coalition government and arrives at
an agreement that will satisfy the Troika so that they will be willing
to release tranches of bailout money to the Greek government so it
can pay its bills [76]. Although the ruling government has extensive
negotiations with the Troika, the Parliament is sometimes given just
a few days to review, debate and then vote on the agreement. As one
opposition party member put it, “How is it possible that the government
was in negotiations with the troika for seven months and MPs will only
be informed (about the bill) a few hours before the debate begins?”

When the government presents these bills to Parliament, it does
so in large take it or leave it pieces, so as to minimize the chance for
modification, which would have to be approved by the Troika, or
rejection which could lead to Greece being kicked out the Eurozone
[77]. The ruling government does not even try to hide that the fact that
Greek MPs really have no choice but to accept the terms offered if they
want Greece to keep the euro. Greece’s Health Minister issued a blunt
warning in March of 2014, that “Anyone who votes against (the multi-
bill) in Parliament will be held accountable for the country’s euro exit.”

In addition to process concerns, the Troika’s demands are
breathtaking in their scope. According to the Financial Times:

European creditor countries are demanding . . . changes in Greek
tax, spending and wage policies by the end of this month and have
laid out extra reforms that amount to micromanaging the country’s
government for two years. . . Changes demanded by the Troika] range
from the sweeping-overhauling judicial procedures, centralizing health
insurance, completing an accurate land registry-to the mundane-
buying a new computer system for tax collectors, changing the way
drugs are prescribed and setting minimum crude oil stocks [78].”

Other Troika demands include that “bread will be no longer sold by
piece but it will be weighed in front of the consumer [79].” “Milk will
be sold in three categories and respectively price ranges. “Fresh milk”
tag will be scrapped and new tags . . . introduced.” Caps on prices for
books will be scrapped except for books of literature. Pharmacies may
open in other stores like supermarkets and will have to open six days
per week.” According to Mutjtaba Rahman, Euro Analyst at the Eurasia
Group, the Troika’s “programme is much, much more ambitious than
economic reform, this is state building, as typically understood in
traditional low-income contexts.”

The Troika has, for all intents and purposes, taken over Greece. One
view is that Greece is lucky to have the Troika’s support. It has loaned
Greece over $200 billion euros and without it Greece most certainly
would have gone bankrupt. Another view is that the Troika is acting
in the best economic interest of the Eurozone in general and Greece’s
creditors in particular. That view suggests that it is more cost-effective
for Germany and other Eurozone nations to loan Greece money,
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than absorb the costs associated with a Greek exit and the Eurozone
instability that would create.

A very credible case can be made that Greece would have been
better off defaulting and formally exiting the euro. The positive
experience, relative to Greece and Ireland, that Iceland had with default
is the best evidence for that argument. Greece also has a long history of
default. According to noted Harvard economists Reinhart and Rogoff,
Greece has been in default about half of the time that it has been an
independent nation [80].

The reason Greece did not default was likely due to their presence
in a currency union, given their long history of sovereign defaults.
As odd as it may seem to the 21% century reader, if currency unions
inhibit sovereign defaults in heavily indebted countries, that is actually
another reason to be wary of joining a currency union. Reinhart and
Rogoft published a working paper in January 2014 arguing that the
extremely high debt cannot be managed through austerity; defaults
were necessary to restore growth, even though the thought is anathema
to policy-makers [81].

The IMF working paper said debt burdens in developed nations
have become extreme by any historical measure and will require a wave
of haircuts, either negotiated 1930s-style write-offs or the standard mix
of measures used by the IMF in its “toolkit” for emerging market blow-
ups. “The size of the problem suggests that restructurings (defaults)
will be needed, for example, in the periphery of Europe, far beyond
anything discussed in public to this point,” . . . The paper said policy
elites in the West are still clinging to the illusion that rich countries are
different from poorer regions and can therefore chip away at their debts
with a blend of austerity cuts, growth, and tinkering (“forbearance”).
The presumption is that advanced economies “do not resort to such
gimmicks” such as debt restructuring and repression, which would
“give up hard-earned credibility” and throw the economy into a
“vicious circle”. But the paper says this mantra borders on “collective
amnesia” of European and U.S. history, and is built on “overly
optimistic” assumptions that risk doing far more damage to credibility
in the end. It is causing the crisis to drag on, blocking a lasting solution.
“This denial has led to policies that in some cases risk exacerbating the
final costs,” it said [82].

Greece seems to be case in point for the Reinhart and Rogoff
analysis. Years of punishing austerity have not resulted in growth, but
in economic collapse. Because the Greek economy has been free-fall,
debt has not been reduced and remains at debilitating levels for Greece.
If all of the trappings of being in the euro currency union resulted in
Greece not defaulting when it arguably should, this is a risk of entering
a currency union that Scotland should consider before joining such a
union.

Another risk of joining a currency union is that the union’s rules
on budget deficits can hinder the ability of member nations to combat
unemployment. Indeed, certain E.U. rules are likely exacerbating
unemployment problems in the Eurozone [83]. In currency unions
like the E.U., countries can lose the ability to effectively set a target
unemployment rate. This is because of a combination of (1) members
being required to keep adhere to budget deficit guidelines and (2) the
way the EC determines whether a given countries budget deficit is
structural or cyclical. Budget deficits are caused by natural dips in the
economic cycle (cyclical) or by fiscal policies that result in too much
state spending, too little taxation or both (structural). If a country
is running an unacceptably high budget deficit, and that deficit is
structural, then austerity-tax increases and government spending

cuts—are the appropriate response. If the budget deficit is cyclical, then
it is assumed that it will be temporary and austerity measures are not
needed.

The key to determining how much of a countries’ budget deficit
is structural or cyclical lies in calculating the country’s “natural
unemployment rate” and comparing it to the country’s actual
unemployment rate. If a country’s actual employment rate is at or
close to its natural unemployment rate, then that economy is humming
along at close to full capacity, so any deficits must be a function of too
much spending, too little taxing or a mixture of both.

This seems reasonable, but the problem lies in the way the E.U.
calculates natural unemployment. In essence, the E.U. calculates a
country’s natural unemployment rate by extrapolating it from recent
past performance of the labor market. In countries that have endured
massive job losses in a short period of time, like Greece and Spain,
the EC views these countries’ historically high unemployment rate
as normal, which creates a bias for continued high unemployment in
countries hit hardest by the financial crisis.

Take Spain as an example. Using the method of calculating natural
unemployment by looking at recent years’ unemployment rates, the EC
considers 23% to be Spain’s “natural unemployment rate” in spite of the
fact that from 1987-2013, Spain’s unemployment rate was much, much
lower-17% [84]. Spain’s actual unemployment rate as of May 2013 was
26.90%. If Spain’s actual employment rate (26.9%) is very close to its
natural employment rate (23%), then it is close to full employment
and most of its budget deficit is a function of spending too much and
taxing too little, rather than output gaps that occur in normal cyclical
economic variation. If that is the case, unemployment is not a problem
in Spain, but the budget deficit is, and more tax increases and spending
cuts are needed to close the budget deficit.

If this seems like an absurd way to evaluate structural deficits,
natural unemployment and the need for austerity, many nations agree,
as did a technical panel advising E.U. finance ministers [85].

A group of countries led by Spain argued this made little sense and
should be changed. The new methodology will lower estimates of the
“natural” unemployment rate for crisis-hit countries, meaning that it
will need to drop sharply for the economy to be considered operating
at full potential. “Everything being equal, this will increase potential
growth estimates for these countries, especially for Spain, and therefore
reduce the structural deficit,” Mr. Lebrun said, who chairs the Output
Gaps Working Group. The new methodology proposed by Spain could
halve its estimated structural deficit this year and cut it by two-thirds
next year, according to the Spanish finance ministry. That could mean
a significant reduction in the amount of austerity that the beleaguered
Spanish public would have to endure.

It was expected that the EC would adopt the technical panel’s
recommendation as a matter of course, but, in a surprise decision,
senior finance officials refused to adopt it, possibly for political reasons.

The importance of this concern for a newly independent Scotland
cannot be overstated. Joining a currency union could mean that, in
addition to all of the other losses of freedoms described in this article,
Scotland could be prevented from doing what governments around the
world have done since the beginning of modern economic systems.
Scotland could be prevented from making employment and economic
growth their primary concerns, even if Scotland were experiencing an
employment and growth crisis of historic proportion.
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Conclusion

Should Scotland choose independence, the decisions it makes
about what currency to use will have lasting impacts on the new nation.
For much of the run up to the independence vote it was assumed by
many that Scotland would keep the pound and enter into a currency
union with the U.K. if the yes vote prevailed. That belief was shattered
when the entire political establishment in London - David Cameron
(Conservative), Nick Clegg (Labour) and Ed Miliband (New Democrat)
- announced they were all opposed to sharing the pound with Scotland.
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