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Preface

Is it too late to save the European Union? In January 1999, when the euro was created, the single currency project looked like the most decisive step toward Europe’s “ever closer union,” a process that began with the Treaty of Rome in the aftermath of the Second World War. The euro was supposed to create a unified continental economy that would rival the United States in its economic dynamism and financial stability. It was designed to eradicate the economic divergences that contributed to what Winston Churchill described as Europe’s “Thirty-Year Civil War” from 1914 to 1945. And it was supposed to make the EU an even more inspiring model, at the point in history when the Soviet empire was collapsing and the time seemed ripe for new geopolitical arrangements based on mutual economic benefit and democratic cooperation, instead of coercion by imperial powers.

Fifteen years later, it is obvious that this project has gone badly wrong. Xenophobic and neo-fascist movements have gained unprecedented support in the run up to the 2014 European elections. Britain is planning an EU exit referendum. And all over Europe national interests are perceived to be in conflict as governments respond to anti-EU sentiment among their voters. This reversal of European integration is clearly linked to the euro and the global financial crisis. But what exactly went wrong and can it be put right?

If anyone can offer an authoritative answer, it is George Soros. The Tragedy of the European Union is deftly organized in a series of in-depth interviews conducted over several months in 2013 by Gregor Peter Schmitz, Europe Correspondent for Der Spiegel, one of Europe’s leading news-magazines. Soros’s insights, not just on Europe but also on global economic politics and financial markets, are uniquely valuable for three mutually reinforcing reasons: Firstly, because the disintegration of once-great nations and empires is often triggered by financial crises. And nobody understands crises better than Soros. As the world’s pre-eminent currency speculator, Soros has shown repeatedly that he understands the interaction of markets and politics better than the people who run finance ministries and central banks. Bolstered by Schmitz’s introduction, which astutely frames the major themes and offers context, the interviews in this book present Soros’s insights—mainly about Europe, but also about the US, China, the Middle East, and elsewhere—with unprecedented clarity by focusing on specific personal experiences and historical events. Because of his astonishing investment record, his views on finance and economics are always in demand around the world.

But there are two other reasons why Soros’s comments in this book could have a greater effect than usual, especially on European policy debates. While Soros has achieved fame as the world’s most successful financial speculator, if he is remembered by history it will not be just for making his $20 billion fortune, but for spending it. By creating his Open Society foundations, Soros helped to tear down the Iron Curtain, demolish the Berlin Wall, and overthrow the communist dictatorships of Eastern Europe and the Soviet Union. Because of his decades of direct engagement in both politics and finance, he brings a personal insight to his analysis that few other commentators, or even politicians, can match.

Soros explains that his faith in the EU goal of “ever-closer union” was inspired by his father, who insisted, even in the midst of the Nazi holocaust, that they should bear no personal grudge against the German people as a whole. Unlike the British euro-sceptics or German conservative economists, who always believed that the single currency was doomed to failure, Soros expected the euro to succeed. For him, the euro crisis was not an inevitable consequence of over-ambitious integration, but a result of avoidable blunders and misunderstandings in politics, economics, and finance.

This emphasis on flawed understanding points to a third feature of Soros’s thinking that makes his analysis unique. Soros presents both the euro crisis and the financial collapse related to Lehman Brothers as classic examples of “reflexivity”—a process by which flawed economic or political theories become so powerful that they alter the social realities they are supposed to describe. This interference between perceptions and realities creates waves of instability in markets and political systems that few economists or politicians properly understand. Soros attributes his financial success mainly to focusing on reflexivity, and he uses this concept to diagnose the flaws of the euro project as well as to explain the US banking collapse.

In both cases, a misguided economic theory—the excessive faith in the self-regulating financial markets that Soros calls market fundamentalism—inspired flawed institutional structures. In Europe, the key institutional flaw was the Maastricht Treaty; in the US it was the excessive reliance on badly designed synthetic financial instruments like collateralized debt obligations and credit default swaps. The false economic theories embodied in these structures changed economic and financial conditions, setting up boom-bust cycles of initial over-performance and over-confidence, followed by self-reinforcing collapse. Because reflexivity is so central to Soros’s perspective, this book includes an article from the latest issue of the Journal of Economic Methodology in which Soros offers the most detailed and definitive account of his conceptual framework and its implications for economics, politics, and the philosophy of science. Comments from excerpts on Soros’s theory can be found in the Winter 2014 issue of JEM at www.tandfonline.com/action/aboutThisJournal?journalCode=rjec20.

Nowhere have the reflexive misunderstandings of politicians and financial markets been more widespread and damaging than in Germany. Soros shows with detailed examples why Chancellor Angela Merkel’s approach to the euro is widening the divergences between creditor and debtor nations, leaving the subservient debtors resentful and disempowered. As a result, the European ideal of a voluntary community of open societies, linked by mutual economic interests, is beginning to resemble an old-fashioned empire ruled by a domineering German hegemon.

While hegemonic oppression is certainly not the intention either of Germany or the European leadership, the fact is that misguided responses to the euro crisis have turned the EU into a foreign oppressor in the eyes of many of its citizens—and not only in the peripheral states. Even in Britain, the euro crisis has intensified opposition to the entire European project and strengthened demands for total withdrawal from the EU. Many of the arguments Soros presents here could prove very influential both in the upcoming European Parliamentary elections, and in Britain’s planned referendum on EU membership, since the evident failure of Europe’s most important project is having a profound effect on British views. Soros argues that Britain currently enjoys the best available position, being part of the European Union but not part of the euro. Changing it would be detrimental both for Britain and for Europe as a whole. For Britain, EU withdrawal would undermine London’s position as Europe’s financial center and threaten foreign investment directed at the European single market. The European Union, in turn, would be diminished by Britain’s departure. Britain would cease to play its historic role of maintaining a balance between hostile blocks on the continent. Its departure would powerfully reinforce a process of economic and political disintegration that is already under way.

Yet a British vote to withdraw will become increasingly likely if the eurozone becomes a region of permanent economic stagnation and political alienation. Such an outcome seems almost inevitable to Soros if Germany maintains its present policy of preserving the euro by always offering the smallest possible concessions at the last possible moment.

This is what Soros calls Europe’s recurring nightmare. But a nightmare is a horror from which we can wake up. To awaken Europe Soros proposed a revolutionary notion: that Germany should “lead or leave the euro.” Either Germany should lead Europe toward some form of mutual debt and bank guarantees, or it should leave the euro and allow other countries to solve the currency’s systemic problems on their own, which according to Soros they would be quite capable of doing. A euro without Germany may sound like a shocking concept, but Soros spells out in detail how a “southern euro,” probably led by France, could become a viable currency.

Following the German elections Soros ceased to advocate that Germany should “lead or leave the euro.” The German electorate has decisively rejected the idea by keeping the party advocating it below the threshold of parliamentary representation; and no debtor country can afford to advocate it because it would be immediately punished both by the markets and by the European authorities.

For Soros, such a euro break-up was never an optimal solution. Far better would be for Germany to become a “benign hegemon,” accepting its responsibility to support the reconstruction of peripheral Europe, as the US supported post-war German reconstruction with the Marshall Plan. Perhaps this could even happen, now that Angela Merkel can contemplate her place in history, instead of her next election campaign. Let us hope Mrs. Merkel reads this book.

ANATOLE KALETSKY

Chairman of the Institute for New Economic Thinking and author of Capitalism 4.0
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