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Why Do Markets Disdain Euro Summit Accords?

Nicolas Véron says the markets doubt the strength of Europe’s economic prospects, its banking system, its fiscal
discipline accords, and its bailout mechanisms.
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The market reaction following the European Summit and the agreements reached in
Brussels has been negative. Nicolas Véron, visiting fellow at the Peterson Institute for
International Economics, is with me, Steve Weisman, to give a prognosis. The factors
driving market unhappiness include skepticism about the fiscal pact, worries about the
banking system, doubts about future economic growth in Europe, and of course the health
of the financial system itself. Which are the factors most responsible?

All these factors are combined and it’s difficult to disentangle them because actually they’re
linked with one another. Typically, for example, the sorry state of the banking system is one
of the things that drives the European economy down and that results in many people now
expecting a deeper recession than was envisaged even a few weeks ago. But I think the most
important thing in a way is a feeling among investors in the marketplace that the European
leaders really are not able to make strong steps. Theyre not able to make big decisions even
in this summit that had been extremely dramatized. There is actually little that has been
concretely decided for all the grand declarations. The undecided details are so important
and actually far from details that the outcome of the summit itself is a matter of question.

So my view is that this crisis is, to a large extent, the crisis of decision-making in the EU,
of executive decision-making, and you can see this summit as a new episode of this. So
markets [are] increasingly concerned that the European decision-making machine—if you
want to put it that way—doesn’t deliver actual decisions and actions.

First let’s start with the economic growth prospect. Why do you say that prospects are even
dimmer than they were a few weeks ago?

The bank’s deleveraging and credit rationing or problems of credit allocation are probably
a part of that. There is international context also. Clearly [there are] lots of concerns
among investors about what will be happening in China. Is the real estate bubble in

China bursting? These sorts of questions are not directly linked with Europe. But in the
European situation itself, the banking system was deleveraging and problems with credit
allocation and of course the fiscal issues in the periphery countries but with an increasingly
large periphery in the way that you have this spiral of fiscal contractions that really could
have recessionary effects. None of this is entirely new. But I think there is an increased
perception of the negative impact it could have on economy growth in the year ahead.

Let me ask a deliberately naive question. If the banks were undercapitalized, why is
deleveraging a bad thing?

I personally believe deleveraging is not entirely a bad thing because we have banks with
balance sheets which are extremely large in Europe. There’s a lot of risk concentration in
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the banking system. So in a way, the fact that the banks would become leaner has positives.
But at this point you just don’t get credit in Europe including for valuable projects, be they
of households or of companies, and our capital market system in continental Europe is not
well enough developed to replace the lack of credit provision by the banking system in this
deleveraging trend.

So in the medium term, there is a good case to be made that we need less bloated banks,
smaller banks, and more activity perhaps disintermediated on the capital market. There
have been cases, certainly in Ireland, in Spain, in real estate, of excessive credit provision
and credit bubbles in Europe. But what is clear is that deleveraging by the banks will have

a negative impact on growth and there will also be problems of bad credit allocation. As
happened in Japan, credit continuing being provided to projects and debtors which have no
future—so zombie borrowers—and therefore, not being allocated to the good projects by
zombie banks. We probably will have more of this going forward in Europe.

Before we leave the subject of banks, do you know anything more today, which is
December 14, about what the British were demanding in Brussels regarding the protection
of financial practices in the City of London?

I think there is no mystery about this. The British demands have been reported on. There
were a number of demands that were addressed about the single market, about policy
autonomy in financial regulation. Also there is basically a lenient light-touch attitude to
especially foreign financial participants to safeguard non-European, non-British, financial
participants to safeguard the city of London as an attractive global financial center. You can
discuss the merits of these demands. What is clear is that they weren’t formulated in a way
that could be felt as constructive in the very dramatic historical context of the summit. I
mean, there was a perception that the UK wanted to hijack the discussion process for the
benefit of financial market participants and in this political context the euro zone was a
non-starter.

I don’t suppose this is a factor in the market reaction though, is it?

I think it is a factor to the extent that it increases institutional uncertainty. I mean at

this point, the legal construct of what will be adopted in terms of fiscal policy is very
unclear, because it’s not even clear to which extent it will take place inside the frame of

EU institutions as we know them. So there will probably be ways to answer this question
positively and to give the Commission and Court of Justice and perhaps also the European
Parliament a role in the new mechanisms. But this has all been thrown into question by the
UK position and therefore, this is an additional factor of uncertainty about the institutional
set-up on top of all the others.

Aren’t markets being unrealistic as to what a political system and a set of democratic leaders
can deliver and how fast they can deliver it?

I don’t know whether they’re unrealistic, because markets are not formulating a specific
demand about this. They’re just coming to the conclusion that decisions are not being
made in the timeframe that would reduce risk or uncertainty. So investors are not, you
know, pushing policy proposals like think-tanks or politicians would do. They’re just
hedging their bets, and at this point the level of uncertainty is very high. So the fact that



Steve Weisman:

Nicolas Véron:

Steve Wesiman:

Nicolas Verson:

the democratic process that you say and also political process takes time is a fact of life. I
don’t think markets are questioning that. But that means that in their judgment, they have
to demand higher yields, and that’s exactly what we see.

What are the latest assessments on growth prospects in Europe? How deep will the coming
recession be?

I haven’t looked at all the analysis and I don’t have numbers to provide you, but I think
there is a general sense from different sources -- anecdotal sources, surveys of companies
and a more top-down macro assessment -- that the current official forecast may be on the
optimistic side, and that we should brace ourselves for a more difficult growth environment
in Europe, even more than the sort of lackluster forecast that was the consensus until now.
Again this is a combination of internal and external factors, but it will certainly create
additional hurdles in the European crisis resolution.

Thank you, Nicolas.

Thanks to you, Steve.




