
3/07/2015 9:26 pmRichard Holden says we should be worried about Greece | afr.com

Page 1 of 4http://www.afr.com/opinion/columns/richard-holden-says-we-should-be-worried-about-greece-20150702-gi399s

Home /  Opinion /  Columns

RELATED ARTICLES

Include migrant communities in the
same-sex debate

National conversation aims to cut off

OPINION  |  Jul 2 2015 at 12:12 PM  |  Updated Jul 2 2015 at 12:12 PM 
  

Richard Holden says we should be worried about Greece

If the GFC is any guide, we should expect after-shocks from Grexit to
rumble far from the epicentre.
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Demonstrators in Athens rally in support of the yes vote for the referendum. Getty Images

by Richard Holden

 

As Greece moves from sovereign default earlier this week to a referendum this

weekend on Europe's proposed austerity measures, a lot of pundits seem quite

relaxed. The story being peddled is that Greece is small, this has all been in the works

for a long time now, and the European Central Bank and International Monetary Fund

know everything they need to know. Who cares if Greece defaults, drops the euro, and

exits the European Union?

I'm not so sure.

There are, of course, high politics involved. In some sense the whole European

experiment is at stake. This explains why so much eleventh-hour scrambling is going

on, including from French President François Hollande who has proposed a

compromise deal.
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But it is the economics of the situation that are at least as consequential, and

worrying.

The financial world has always been a somewhat complicated place, but the amount

of financial innovation that has taken place in the last two decades is truly

remarkable. There is room to debate whether such innovation has been positive or

destructive, but the fact is that it has happened. And the relatively minor regulatory

interventions in response to the financial crisis of 2008 have done little to change that.

COMPLEX REPERCUSSIONS

And thus when Greece fails to repay the IMF, as it did earlier this week, it is not as

simple as: "Oh well, IMF members need to pass around the collection hat for a special

levy." Not even close. IMF default can trigger cross-default provisions in other loans.

Some of these loans may well have been packaged with other products,

securitised and sold to investors. Those investors have who knows what

arrangements with other counterparties. And so on.

 

In the modern financial world, no country is an island entire and of itself. Countries

and investors are radically interconnected. Moreover, the bets that investors make do

not have simple, quantifiable and limited downsides. When a hedge fund is betting on

the fourth derivative of volatility of a stock or bond index, and that fund has large

obligations to other funds, even small events can have large consequences. Let alone a

seismic event like Grexit.

 

Perhaps everything will be fine for the global financial system, even if a deal with

Greece is not reached. But we would all do well to be modest about our understanding

of the very complex financial system that surrounds us. To put it simply: we don't

know what we don't know.

PREVIOUS COLLAPSES 

It is worth casting our minds back to 1998 and the discussions, public and private, of a

rinky-dink little hedge fund called Long Term Capital Management. When trouble

loomed with LTCM there were all manner of pronouncements that some $2 billion

outfit couldn't have much of an impact. In the end it took a great deal of energy, co-

operation and luck to prevent the collapse of the financial system as a result of LTCM

needing to rapidly unwind its positions.

And then there's Lehman. Remember that at this point in the financial crisis Bear

Stearns had already gone under, markets were incredibly volatile and extremely

nervous. There is some dispute about whether the Federal Reserve had the legal

authority to save Lehman – Ben Bernanke, the then Fed chair, has claimed it did not –

 but a lot of knowledgeable people disagree. After all, Bear Stearns and AIG were

rescued. In any case, Mr Bernanke (whom I consider one of the smartest people ever

A
dvertisem

ent

http://www.afr.com/opinion/columns/national-conversation-aims-to-cut-off-terror-recruits-20150701-gi2b70
http://www.afr.com/opinion/columns/football-federation-australia-program-kicks-goals-in-understanding-refugees-20150630-gi1bgm
http://www.afr.com/opinion/columns/bca-lost-plot-on-green-energy-20150629-gi0ndw
http://www.afr.com/opinion/columns/leadership-needed-as-opportunity-knocks-in-farming-20150628-ghzrqi
http://www.afr.com/markets/currencies/the-australian-dollar-is-now-seen-trading-at-fair-value-economists-say-20150702-gi3k43
http://www.afr.com/markets/currencies/the-australian-dollar-is-now-seen-trading-at-fair-value-economists-say-20150702-gi3k43
http://www.afr.com/news/politics/gay-marriage-causes-coalition-civil-war-20150702-gi33uh
http://www.afr.com/news/politics/gay-marriage-causes-coalition-civil-war-20150702-gi33uh
http://www.afr.com/news/world/north-america/us-jobless-rate-falls-to-7year-low-but-perplexes-fed-watchers-20150702-gi43oi
http://www.afr.com/news/world/north-america/us-jobless-rate-falls-to-7year-low-but-perplexes-fed-watchers-20150702-gi43oi
http://googleads.g.doubleclick.net/aclk?sa=L&ai=BleBGHrWVVeeGA4-Y9gX-45nACNGw-sYGAAAAEAEgoaeAIDgAWPnWjMLXAWCl-JGAkAGyAQt3d3cuYWZyLmNvbboBCWdmcF9pbWFnZcgBAtoBaGh0dHA6Ly93d3cuYWZyLmNvbS9vcGluaW9uL2NvbHVtbnMvcmljaGFyZC1ob2xkZW4tc2F5cy13ZS1zaG91bGQtYmUtd29ycmllZC1hYm91dC1ncmVlY2UtMjAxNTA3MDItZ2kzOTlzqQKEr3Sl-pqpPsACAuACAOoCGS82NDExL2Fmci9vcGluaW9uL2NvbHVtbnP4AvLRHpADqAqYA6gKqAMByAOZBNAEkE7gBAGQBgGgBhTYBwE&num=0&cid=5GhKpAJuuhjtH8YJIodAdWfh&sig=AOD64_1O7n33m5FkiwWmvYVij6AZkG4YRg&client=ca-pub-5672713535746418&adurl=http://www.smhshop.com.au/gifts%3Futm_source%3Dfd%26utm_medium%3Dmrec%26utm_campaign%3Dgifts


3/07/2015 9:26 pmRichard Holden says we should be worried about Greece | afr.com

Page 3 of 4http://www.afr.com/opinion/columns/richard-holden-says-we-should-be-worried-about-greece-20150702-gi399s

RECOMMENDED

Abbott rolls out the red carpet for Shorten

Greek portents of disaster

Childcare subsidy: middle-class perk

Slow growing economy could seal Abbott's fate

FROM AROUND THE WEB

How is electricity measured? Find out more and
save on your bill.
Origin Energy

Comparing the Lives of the Greatest Investors of
All Time
Investment Advice and Share Market Tips (ASX) - Elite
Wealth

Cheap night out ? Beware the taxman
FIX MY TAX

Losing Sales? The Importance of Safety Stock
Unleashed Software Blog

to hold public office and who will go down in history as one of if not the greatest Fed

chair) said repeatedly than sub-prime wasn't a big deal and couldn't have much of an

impact on the US economy. Oops.

Hindsight's 20-20, but that's the whole point. Nobody knew that AIG was writing

massive credit default swaps on sub-prime loans for Goldman Sachs and others.

Goldman nearly blew up because Lehman failed and AIG couldn't pay without a

bailout.

And so it is with Greece.

LESSON FOR EUROPE

Whatever happens there is also a broader lesson for Europe in the Greek disaster. As

former US Treasury Secretary Larry Summers has pointed out, Grexit means Greece

will become a "failed state" and the austerity measures Germany is currently asking

for will look like a party. Unable to borrow (much) in their own currency, which will

be worth very little, with a broken taxation system, a bloated and inefficient public

sector, and little hope of significant foreign investment, they will find out what really

harsh austerity looks like.

Europe might not be able to fix Greece, but it can't let this happen again. Germany

needs to be less moralistic and more pragmatic. In recent times Greece has, in fact,

gone along with pretty harsh measures. For instance, they have cut public sector

employment by 30 per cent. But all this, and more, needed to happen before they got

to the precipice. Debt restructuring is almost always better for all parties than

default – it just needs to happen before it's too late.

Richard Holden is professor of economics at UNSW Australia Business School.

Twitter: @profholden.
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