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Alexis Tsipras, the new prime minister of Greece, was elected because he and the
Greeks who voted for him oppose the austerity imposed by Greece's creditors.
Apparently, markets were shocked by this turn of events: Greek bond yields spiked
and bank stock prices plunged as Euros began flowing out of the country. But should
this scene have been a surprise?

The alarm displayed by financial markets at the most recent act in this Greek drama
suggests that reviewing the cause of the euro crisis may be helpful. (Looking beyond
the current cyclical weakness, European growth and employment are inhibited by
structural rigidities in labor and product markets. Over the long term, structural
reform may be more important than solving today's euro crisis, but that is the subject
for another day.)! In this article, | explain that the root of the euro crisis is the default
risk created by a self-imposed monetary union across a region that is not an optimal
currency area.

The Eurozone's labor immobility across countries and its lack of fiscal risk sharing
make it a suboptimal currency area (De Grauwe, 2011). This problem has two
solutions. The obvious solution (and the very point of monetary union) is greater
political and economic integration: fiscal and banking union with common deposit
insurance. The impediment to this solution is that such further pooling of
sovereignty is contrary to the wishes of the majority of Europe's voters.

The alternative solution is dissolution of the European monetary union. This
“solution” is also contrary to the wishes of the majority of Europe’s voters, and for
good reason. The cost of dissolution in terms of financial instability may be greater
than the benefits; the cure may be worse than the disease. Those living within the
Eurozone have chosen to live with the problems created by monetary union in a
suboptimal currency area. Choices have consequences.

Monetary union sacrifices sovereignty of monetary policy and limits fiscal policy
options. A country that controls its own currency has the flexibility to respond to
economic shocks, like the recent global financial crisis, through countercyclical
policy. As unemployment rises following the shock, the reduction in consumption is
cushioned by increased transfer payments to the unemployed. Additional temporary
stimulus may be provided by increased government spending despite the temporary
decline in tax revenues. The Economic and Monetary Union (EMU) precludes
monetization of the new debt required for such countercyclical fiscal stimulus.
Europe as a whole might pursue countercyclical policy, but Greece (or ltaly) cannot
choose to do so independently. This lack of policy flexibility is, arguably, why Europe
has recovered so much more slowly from the financial crisis than the United
Kingdom and the United States.
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Beyond the loss of economic policy flexibility, monetary union creates default risk. Government debts in the United States, United
Kingdom, and Japan have minimal default risk because they are denominated in currencies that the issuing countries can freely create
in unlimited quantities. Debt monetization is no panacea, and managing a currency has its own challenges of ensuring price and
exchange rate stability. Nonetheless, borrowing in another sovereign entities’ currency poses the risk of default, whereas borrowing in a
countries’ own currency does not. Countries in the Eurozone, including but not limited to Greece, may default on their debt.2 With the
yields of European countries’ government bonds trading well below U.S. yields, the market does not seem to be pricing this default
risk.

10-Year Government Bond Yields

France 0.60%
Germany 0.36%
Italy 1.60%
Japan 0.29%
Spain 1.45%
United Kingdom 1.42%
United States 1.75%

Note: As of January 29, 2015.
Source: Research Affiliates, LLC, based on data from Bloomberg.

At the moment Greece is seeking to renegotiate rather than renounce its debt. Should these negotiations fail, the next political
question for the Greeks is whether to leave the European Union and/or the EMU. Greece could then immediately repudiate its
unpayable debt. The exchange rate of the new drachma would undoubtedly plummet. The costs of Greek goods abroad would regain
competitiveness, and exports and cheap tourism could drive job growth. Currency devaluation has long been the salve for declining
competitiveness in the southern European periphery. In the short run, all hell would break loose. Banks would fail, capital controls
would be imposed, and the cost of imports would soar. Greek unemployment would jump far above today’s already appalling 25%
rate. In the long run, Greece would recover, but the Eurozone would be severely damaged. If Greece exits, repudiating its debts in the
process, who is next?

Endnotes

1. Rattner (2015).

2. Argentina’s continuing problems following its peg to the U.S. dollar from 1991 to 2001 provide an obvious example of this default
risk.
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,
commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e.,
a simulation) and not to actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.
No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have
under-or-over compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have had
on the advisor's decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight. Simulated
returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will perform in
the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns represent
backtested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment. Indexes are
not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC (“RA") and
its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied, regarding the
accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omissions or for results obtained from the use of this information.

Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The
information contained in this material should not be acted upon without obtaining advice from a licensed professional. RA is an investment adviser registered under the Investment
Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training. RA is not a
broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.
Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information
provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;
however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user's full release of Research Affiliates
from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the
exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index methodology, including
an accounting data-based non-capitalization data processing system and method for creating and weighting an index of securities, are protected by various patents of RA. (See
applicable US Patents, Patent Publications and protected trademarks located at https.//www.researchaffiliates.com/legal/disclosuresttpatent-trademarks-and-copyrights, which
are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right
to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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