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The Euro Crisis is intensifying

1. Over the past few months, there has been a marked intensification of
the Eurozone debt crisis that could have major implications for the
United States economy in 2012. Among the signs of intensification
are the following:

a. The Greek economy now appears to be in virtual freefall as
indicated by a 12 percent contraction in real GDP over the past
two years and an increase in the unemployment rate to over 15
percent. This makes a substantial write down of Greece’s
US$450 billion sovereign debt highly probable within the next
few months. Such a default would constitute the largest
sovereign debt default on record.

b. Contagion from the Greek debt crisis is affecting not simply the
smaller economies of Ireland and Portugal, which too have
solvency problems. It is now also impacting Italy and Spain,
Europe’s third and fourth largest economies, respectively. This
poses a real threat to the Euro’s survival in its present form.

c. The Euro-zone debt crisis is having a material impact on the
European banking system. This is being reflected in an
approximate halving in European bank share prices and an
increase in European banks’ funding costs. French banks in
particular are having trouble funding themselves in the
wholesale bank market.



d. There are very clear indications of an appreciable slowing in
German and French economic growth. It is all too likely that
the overall European economy could soon be tipped into a
meaningful economic recession should there be a worsening in
Europe’s banking crisis. A worsening in the growth prospects
of Europe’s core countries reduces the chances that the
countries in the European periphery can grow themselves out of
their present debt crisis.

2. The IMF now acknowledges that Greece’s economic and budget
performance has been very much worse than anticipated and that the
Greek economy is basically insolvent. The IMF estimates that
Greece’s public debt to GDP ratio will rise to at least 180 percent or to
a level that is clearly unsustainable. The IMF is proposing that the
European banks accept a 50-60 cent on the dollar write-down on their
Greek sovereign debt holding. This would have a material impact on
the European banks’ capital reserve positions.

3. The European Central Bank (ECB) is correctly warning that a hard
Greek default would have a devastating effect on the Greek banking
system, which has very large holdings of Greek sovereign debt. This
could necessitate the imposition of capital controls or the
nationalization of the Greek banking system. The ECB is also rightly
fearful that a Greek default will soon trigger similar debt defaults
in Portugal and Ireland since depositors in those countries might
take fright following a Greek default. This has to be a matter of major
concern since the combined sovereign debt of Greece, Portugal, and
Ireland is around US$1 trillion

4. Since July 2011, the Italian and Spanish bond markets have been
under substantial market pressure. This has necessitated more than
EUR 75 billion in ECB purchases of these countries’ bonds in the
secondary market. An intensification of contagion to Italy and Spain
would pose an existential threat to the Euro in its present form given
that the combined public debt of these two countries currently around
US$4 trillion.

5. While to a large degree European policymakers are right in portraying
Italy and Spain as innocent bystanders to the Greek debt crisis, Italy



and Spain both have pronounced economic vulnerabilities. Italy’s
public debt to GDP is presently at an uncomfortably high 120 percent,
while it suffers from both very sclerotic economic growth and a
dysfunctional political system. For its part, Spain is presently saddled
with a net external debt of around 100 percent of GDP, it still has a
sizeable external current account deficit, and it is still in the process of
adjusting to the bursting of a housing market bubble that was a
multiple the size of that in the United States.

6. Sovereign debt defaults in the European periphery would have a major
impact on the balance sheet position of the European banking system.
The IMF estimates that the European banks are presently
undercapitalized by around EUR200 billion, while some private
estimates consider that the banks are undercapitalized by more than
EUR300 bhillion. It is of concern to the European economic outlook
that there are already signs of the European banks selling assets and
constraining their lending to improve their capital ratios.

Implications for the United States Economy

7. Considering that the European economy accounts for over 30 percent
of global economic output, a deepening of the European crisis
could very well derail the US economic recovery. In principle, a
deepening in the European economic crisis could impact the US
economy through three distinct channels:

a. A renewed European economic recession would diminish US
export prospects to an important market for US goods.

b. A weakening in the Euro against the dollar, which would very
likely flow from a European banking crisis and from questions
about the Euro’s survival in its present form, would put United
States companies at a marked disadvantage with respect to
European companies in third markets.

c. In much the same way as the US Lehman crisis of 2008-2009
severely impacted the European economy through financial
market dislocation, a European banking crisis would materially
Impact the US economy both through the financial market



channel and through a generalized increase in global economic
risk aversion.

8. Secretary of the Treasury Geithner has correctly asserted that the
United States financial system has relatively limited direct exposure to
the Greek, Irish, Portuguese, or Spanish economies. However, this
assertion overlooks the fact that the US financial system is hugely
exposed to the European banking system, which in turn is directly
exposed to the European periphery. Among the indicators of this
heavy exposure are the following:

a. According to the Fitch rating agency, short term loans by US
money market funds to the European banking system still total
over US$ 1 trillion or more than 40 percent of their total overall
assets.

b. According to the Bank for International Settlements, the US
banks have exposure to the German and French economies in
excess of US$1.2 trillion.

c. According to BIS estimates, US banks have written derivative
contracts on the sovereign debt of the European periphery in
excess of US$400 billion.

d. The recent Dexia bank failure in Belgium has revealed close
interconnections between European and US banks.

What is to be done?

9. European policymakers are presently engaged in an effort to put
forward a comprehensive plan to address the crisis ahead of the
forthcoming G-20 Summit on November 3-4, 2011. After many
months of denial, they now recognize the severity of Greece’s
solvency problem and the serious risks that a disorderly Greek default
would pose to the European economy. The plan that the Europeans
now plan to finalize by Wednesday October 26 is to comprise the
following three pillars:

a. A revision to the IMF-EU program aimed at putting Greece’s
public finances on a sustainable path. The proposed revision



would include the requirement that Greece’s bank creditors
accept a very much larger write down on their Greek loans than
the 21 percent haircut that was earlier agreed upon in July 2011.

The erection of a credible firewall around Italy and Spain by
substantially leveraging up the European Financial Stability
Facility (EFSF). Many market analysts believe that the
Europeans will need to have a financial bazooka of at least
EUR 2 trillion if they are to prevent the Greek crisis from
engulfing Italy and Spain

The recapitalization of the European banking system with a
view to creating an adequate cushion for the European banks to
absorb the losses from a Greek default.

10. Over the past eighteen months, the European policymakers’ response
to the Eurozone debt crisis has been one of “too little too late” to get
ahead of that crisis. There is the real risk that the efforts presently
underway will also fall short of what is needed to finally defuse this
crisis. Among the areas of concern are the following:

a.

It remains to be seen whether Greece’s bank creditors will
voluntarily accept the large debt write downs that are now being
proposed by European policymakers.

It is not clear whether European policymakers will succeed in
leveraging up the EFSF to the required EUR 2 trillion. Nor is it
clear whether they will be able to do so in a manner that allows
those resources to be readily used to effectively prop up the
Italian and Spanish bond markets without excessive
interference by the German Bundestag or without IMF
conditionality.

There is the danger that leaving it up to the banks to improve
their capital over the next 6 to 9 months will result in increased
bank asset sales and credit restrictions. This could result in an
intensification of Europe’s incipient credit crunch that would
increase the odds that the European economy experiences a
meaningful double dip recession.



The US Role in resolving the Crisis

11.To date, the US has supported the Europeans through the IMF, in
which the US has a 17 percent stake, and the through the Federal
Reserve. Over the past eighteen months, in each of the massive IMF-
EU bailout programs for Greece, Ireland, and Portugal, the IMF has
provided around one third of the total funding. Meanwhile, the US
Federal Reserve has made amply available to the European Central
Bank large amounts of US dollar funding through enhanced US dollar
swap lines.

12. A number of considerations would suggest that beyond exhorting
European policymakers to be more decisive of their handling of the
crisis there is little more that the United States should be doing to
support the Europeans in resolving their crisis. Among these
considerations are the following:

a. The essence of the problem confronting Greece, Ireland, and
Portugal is one of solvency rather than one of liquidity.
Providing additional funding to these countries to essentially
help them kick the can down the road does little to resolve these
countries’ solvency problems.

b. Providing funding to help prop up the Italian and Spanish
sovereign bond markets would be putting US taxpayers’ money
at risk given the troubled economic fundamentals of these two
countries.

c. In light of the United States own budgetary problems, it is not
clear why additional US taxpayers’ money should be used to
either bailout countries in the European periphery or to support
European banks. It would seem that much in the same way as
the US did not seek European support to help it resolve the
2009 US banking sector crisis, the Europeans should now use
their own budget resources to resolve their own sovereign debt
and banking crises.
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