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Has Europe resolved its sovereign debt crisis or has it only dug itself deeper into the
potential for one? Jacob Kirkegaard at the Peterson Institute is here with me, Steve
Weisman, to talk about this. Thank you, Jacob.

My pleasure.

What happened this week, the third week of March?

This week we basically got the official confirmation of the deal struck a couple of weeks
ago at the special Euro Zone Summit on March 11. As you said in the introduction,
it’s not a complete solution of the European debt crisis in one fell swoop or one
comprehensive solution.

But it does provide a framework of unstable equilibrium. You have a period of instability
in Europe. And then gradually you move yourself towards a point in time when you can
finally bring this crisis to an end, so to speak. And maybe I should just explain what I mean.

We saw on March 11th essentially a political deal struck first and foremost between France,
Germany and Greece. Greece on its side agreed to privatize 50 billion euros of Greek govern-
ment assets. In return they got longer maturities and lower interest rates. So this was essential-
ly a completely political conditionality in return for what is in effect a restructuring of Greece’s
debt and a fiscal transfer to Greece of around 60 billion euros -- but in another name.

Is that going to stabilize the situation with Greece?

Well, this is why the precedent for the deal that I just talked about is so important.
Certainly this deal alone is nowhere near enough to put Greece on a sustainable path.
That’s absolutely clear. The level of gross debt that Greece has is still far too big. The

deal does provide a precedent. That is important [because] according to the EU/IMF
[European Union/International Monetary Fund] program, in 2012 Greece has got to place
around $20 to $25 billion in debts in the private markets.

Obviously they have to be able to do that at manageable interest rates, which is another
way of saying that interests rates for Greek debt have to come down a lot from where
they are today if that is going to be feasible. There’s another thing that I have to say here.
One of the other things that the euro zone agreed on March 11th, verified this week, is
that the EFSF [European Financial Stability Fund] or the ESM [European Stabilization
Mechanism] are capable of buying debts in the primary markets, which essentially means
that these euro zone facilities -- or bailout mechanisms if you like -- can actually buy
government debt directly from governments.

Including Greece?
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Including Greece, exactly. So that basically it provides the euro zone a political vehicle, if
you like, in the event that in 2012 Greece cannot go to the private markets and refinance
itself. Then Greece, just as it did ahead of the last euro zone summit -- in which it basically
went to the euro zone and said, look, we cannot afford the interests rates and the maturity
structure that you're charging us. We would like to change the deal.

And in return we're willing to provide you political concessions of some kind. Well, that’s
going to be the same model, if need, be in 2012, in which Greece will be able to borrow
more money from the European EFSE basically expanding the program. But they will
do so in return for various purely political concessions. As I said, essentially Greece has
political capital, in a way, that they can exchange, but in the form of political concessions
with its euro zone creditor nations.

So the end result of the meeting this week is another year or so of breathing space for
Greece to take actions, and try and impress both the IMF and in theory, the markets?

Yes, absolutely. I mean, what this provides is a sort of muddling through mechanism that
allows the periphery--not just Greece but also Ireland and soon also Portugal--the time to
basically muddle through and avoid an outright debt default against the private holders
of their debt. That’s essentially the outcome that both Greece as well as the euro zone
countries -- France and Germany -- are trying to avoid.

What about Portugal?

I take the view that for Portugal, it’s not about if: it's when. And we're talking days here,
maybe a couple of weeks, perhaps as much as three months because they need to have
an election, etc. But it’s a matter of time before they also get a package or a bailout deal,
which will be roughly structured in the same ways as we saw in Greece and Ireland with,
you know, full IMF participation.

What do they have to do to get it?

They basically have to take the political decision to apply for one, which is a domestic politi-
cal problem in Portugal because none of the current politicians in Portugal want to be seen as
calling in the IME Because Portugal going back to the time after its 1974 revolution and up
until the early 80s, actually had an IMF program and, therefore, it has a lot of political and
historical stigma attached to it. And nobody wanted to take the decision to call them in.

So it’s a purely domestic timing issue in Portugal. The key thing is that even though it
eventually became unavoidable this week, when the government failed to get its austerity
measures through, this has happened without any contagion in the financial markets.
Essentially unlike the case when Greece and Ireland became clearly unsustainable, Portugal
hasn’t spilled over to Spain and it hasn't spilled over to any other country.

But the government of Portugal has fallen?
It is in suspended animation basically. Theyve handed in their resignation to the

Portuguese president. He hasn’t accepted it yet. I guess they’re a de facto caretaker
government right now.
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What's the toughest step that Portugal would have to take?

I think that the toughest things that they would have to do are not necessarily so much on
the austerity side, because they’re deficit--while its about 8 percent of GDP -- is about half
of what Greece’s was. The toughest measures that they will have to take are the structural
reform measures, which mean labor markets. It means reforming services sector regulation.
It means certainly selling off a lot of state assets.

It means overhauling their education system, which is a huge mess. So unlike Greece,
Portugal’s biggest problem is not the level of the debt, but essentially that Portugal hasn’t
grown for over a decade. So they have a structural growth problem, which they need to
address with structural reform. And that’s politically tough to do.

Who’s opposed? Unions?

Yes, unions. They have a far left party in Portugal opposed to it. It’s essentially a proto
communist party opposed to it. And obviously as you said, yes, labor unions, many public
sector workers, typically these traditional insiders that benefit from the status quo.

Turning to Ireland, will it also have to go through this process?

I think the fact that Ireland refused to sign up for this political deal that Greece took a
couple of weeks ago is perfectly understandable. The political timing was not right. Yu
had the newly elected Irish government that had just campaigned on not changing the
corporate tax laws. On the other side, the Europeans--the French particularly-- are saying,

“The Irish need to do this.”
You think there’s a compromise possible with that?

O, yes. I think that this is essentially political grandstanding. This is important to keep
in mind/ We’re not actually talking about Ireland having to raise massively its corporate
income tax rate. We're talking about the European Union as part of a long drawn out
process trying to harmonize the tax base, the common corporate tax base inside the
European Union. This has now [in] a proposal by the European commission that the rest
of the European Union wants Ireland to sign up to.

But the key thing about this proposal is that it’s not actually forcing Ireland to do anything except not block

Steve Weisman:
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it. This proposal is voluntary. Every single foreign investor in Ireland can voluntarily
choose to either stay on the current Irish national corporate income tax base or switch to
the new common one inside the Euro zone. So it’s essentially sort of a mutual recognition.

Why would anyone do that?

It’s essentially not actually particularly relevant for large multinational investors in

Ireland. This is something that the European Union is trying to do to basically help small
and medium size companies inside the European Union expand to different European
members .You know, if they are a small, or medium sized German company and they want
to set up a subsidiary in, say, France, they can do that. But they can use the same corporate
tax base, which of course saves them a lot ...
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I see, I see.
So the bottom line is that ...
It’s resolvable.

It is resolvable. And, you know, once the Irish government has had a chance to explain
this--which actually the Irish prime minister had when he was in the United States for

St. Patrick’s Day a couple of weeks ago--to its major foreign investors, as well as, as I said,
grandstand towards its own electorate in Ireland. Yes, we have the next Euro Zone Summit
in June. And I'm willing to make a considerable wager that by that time, we will have a deal
in which Ireland basically accepts to not block these proposals. But at the same time, does
it with a political coverage of the fact that it’s voluntary and no foreign investor in Ireland
needs to deal with it. And if T could just say one more thing, this illustrates the purely
political conditionality that we're talking about with respect to getting lower interest rates.

This has nothing to do with what is important for safe guarding the euro. This has
everything to do with that France and Germany needing political capital in return from
its peripheral partners. [Chancellor] Angela Merkel [of Germany] and Nicolas Sarkozy
[of France] can turn around to their national parliaments and say, “Look, I know we gave
them this fiscal transfer in a different name, but this is what we got in return.”

Were Sarkozy and Merkel working on this pretty well together?

No, essentially on almost every major economic issue inside the euro zone, France is following
the German lead. The idea of parity between France and Germany on economic issues inside the
European Union or the euro zone today is a fiction. It really and will and truly is Germany that’s
in the lead. That’s something that obviously the French president would never admit to it. And
there’s no point for the Germans to point it out publically either, but that’s a state of fact.

Do you think France is trying to exhibit leadership on the bombing of Libya to make up
for its obvious deference to Germany on the economic side?

No. I don’t think that those are particularly related. I think it has to do with the French govern-
ment trying to make up for its monumental mishandling of the initial uprising in Tunisia.

In Tunisia.

Which obviously cost --and rightfully so--cost the French foreign minister her job. I think
it's more a matter of trying to paper over those mistakes than actually making up for lack of
leadership on economic issues. And actually I think the most surprising thing to me from
this whole thing, is actually how reluctant Germany has chosen to be in the case of Libya.

It almost takes us back to the 1980s, which means pre- the wars of Yugoslavia and Afghani-
stan, where Germany obviously was very reluctant to participate in any out-of-territory op-
erations. And we almost seem to be back to those days, which is more of a voluntary, almost
isolationist move by Germany. Which I actually found quite surprising whereas I was not
necessarily surprised to have, you know, President Sarkozy, out there leading the charge.

Jacob, thanks.

My pleasure. -1



