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European Turmoil: How Big a Threat to the United States?

Edwin M. Truman explains why the US recovery is endangered by Europe and what Treasury Secretary Geithner
and the Europeans might do about it.
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Steve Weisman: Treasury Secretary Timothy Geithner is in Europe working with officials of the European
Union, the euro zone, the European Central Bank, to encourage them to reach a solution to
the sovereign debt crisis in Europe. Ted Truman, senior fellow at the Peterson Institute for
International Economics, why is it so important for the United States to have a stable Europe?

Ted Truman:  It’s important from the United States’ point of view because a stable Europe means a stable
global economy and financial system. And for a year and a half to two years, the European
economy has been in a downturn and is now going into recession. And it’s largely because
the European authorities have been unable to get their hands around this problem. That
has adversely affected economic activity in the United States through export channels. lit’s
adversely affected equity markets and reduced the wealth of US residents. And therefore,
their consumption.

And it has increased financial uncertainty and volatility, which adds to the already high risk
aversion in financial markets and investment decisions. So we're all in this together. The
Europeans have the major cards to play, and we can only encourage them to put the cards
together in a way that is finally a comprehensive plan and stops the rot.

Steve Weisman: What specifically do you think Secretary Geithner is urging the Europeans to do this week?

Ted Truman:  There are three elements to this problem. One is the individual countries: Greece, Ireland,
Portugal, now Italy and Spain. And they have no choice but to put together and implement
adjustment programs. The second element is the need to restore the banking system and
make sure it doesn’t collapse in face of the downturn of the European economy, and the
weakened state of some of the sovereigns in Europe. And lastly and most importantly, is the
question of providing a financial safety net under the entire apparatus.

At one point, that was described as a firewall, so that what was going on in Greece would not
affect the rest of Europe. But now we see that actually it’s already affected the rest of Europe.
So it’s more of a safety net, and the principal element thats needed for that is the European
Central Bank, combined with the European Financial Stability Facility [EFSF], and ultimately,
the European Stability Mechanism [ESM], which they're also putting in place. So some
combination of those elements, have to provide a financial plank to the program. One would
hope that the European Central Bank will be convinced enough on planks 1 and 2, so they
will participate more than it already has in plank 3. And if it does, then there can be a case for
bringing in additional international support through the International Monetary Fund.

Steve Weisman: The Europeans do seem set to implement reforms on plank 1. The banking system remains
weak. I'm not sure how much is being done there. But let’s talk about plank 3, which is
this financial safety net issue. How much—if you don’t mind using that term—firepower
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do the entities that you mentioned need to stem the spikes in interest rates in not only the
peripheral countries, but now even Spain, Italy, and maybe even France?

The answer probably is the trillion-dollar range. With the EFSF, they have maybe five
hundred billion. There has been in effect a couple hundred billion, three hundred billion
probably that’s already provided through the ECB, through their bond purchase program.
Augmenting that through additional contributions from the European countries may be
through putting in place, sooner rather than later, this European Stability Mechanism, of
approximately $500 billion. Maybe a little bit more than that.

I thought that the European Stability Mechanism doesn’t take effect until—

They’re planning on accelerating so it will come into place by the middle of next year, six
months from now. The [International Monetary] Fund has stepped in and provided several
hundred billion dollars (if not more) to European countries. As long as that is partially
financed by the Europeans themselves—lending additional money to the Fund, committing
to lend additional money to the Fund. So that your funds helping Europe do not drain funds
from being able to help other countries outside of Europe.

The IMF was not especially a welcome partner when this thing began a year or so ago with
Greece. Why have the Europeans changed their attitude toward the Fund?

That’s what desperation does for you.
Explain.

They've exhausted all other options, right? They felt that initially they thought that they could do it
on their own. They thought they could solve Latvia on its own; they thought that they could solve
Hungary on its own; then they thought they could solve Greece on its own. But they had to bring
in the Fund. And now they thought they could solve Italy on its own, and they have to bring the
Fund. And they have leaders in countries like Germany, who [were] initially very unhappy about
bringing in the Fund. Europe is no different than Korea or any other country.

In some sense, bringing in the Fund is an admission that your policies have failed. And
European policies have failed, and they have had to admit that they need help from outside
of Europe. And for a proud set of countries like the Europeans, admitting that is not easy.

But have they admitted it?
I think so.
Not explicitly, apparently—

Well, pretty much. I mean, some have said as much. They've certainly already inviting them
to [help with] Greece and Ireland and Portugal. And now essentially they said, “Well, gee, we
were prepared to lend (at least if you believe what’s in the press) a triple digit number to the
International Monetary Fund—a hundred billion SDRs [Special Drawing Rights], or euros,
or dollars—to replenish the funds, as it lends more to Europe.” That is a big climb-down for
them. They’re even considering agreeing to a new round of SDR allocations.
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Special Drawing Rights.
Special Drawing Rights. They've had to eat a lot of crow.
What's the US’ position on expanding the Fund’s operations?

My sense of the position of the United States and most of the non-European countries is that
we will help Europe, as long as Europe demonstrates convincingly that it’s prepared to help
itself, not only with economic policies, but with adequate levels of financing. So, if the ECB
and EFSF and so forth are not being rolled in to be more robust, I think itll be difficult to
sell to the political leaders, to say nothing of the citizens of the United States, and Japan, and
Malaysia, and India, and Brazil, and Ghana, that they should step up and help Europe.

Where more precisely is the Obama administration on this particular issue? Does it have to
ask Congress for approval?

No, it doesn’t have to ask Congress for this, because we directly will not participate in

an agreement to mobilize more resources for the Fund to Europe. But it would require a
separate piece of legislation for the United States to lend to the Fund in this context. On

the other hand, we already have 17 percent of quotas in the Fund and 20 percent of the

New Arrangements to Borrow. So the American taxpayers are already paying because not
everybody participates in all the lending operations. They’re paying probably 25 or 30 cents
on the dollar to all lending that goes to the Fund. That would be diluted somewhat, if you
brought more money in from Europe, invited more money in from China or other countries.

But we would still be contributing a substantial amount. And not irrelevantly, the Federal
Reserve has an open swap line with the ECB. They lowered the cost of that credit last week.
We don’t know exactly how much has been taken up in the latest auctions that will go on for
the next several weeks. But even before the action, two and a half billion dollars had been
drawn on the Federal Reserve swap line. So the United States is already in there helping
Europe. And as [ say, I think we should help, but it’s understandable that the Lord helps
those who help themselves.

There’s a summit later in the week [Dec. 9]. Can the US avert a stalling of its fragile recovery?

I think so. In some sense the difference between success and failure in Europe—in the worst
case would be growth over the next four quarters at the 1 percent to 1.5 percent range. And
if the corner gets turned and things get looking a little better; maybe we could be closer to
2.5 percent to 3 percent range. And you have to be in the 2.5 percent to 3 percent range in
order to continue to reduce, even gradually, our unemployment rate. So I think the broader,
global ramifications of Europe getting it right are probably 1 percent to 1.5 percent of US
growth over the next four quarters.

Thank you, Ted.






