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Is Europe’s Shadow Lifting from the United States?

Jacob Funk Kirkegaard argues that the latest progress in solving the euro debt crisis is easing the threat of damage to
the fragile US recovery.
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European leaders have agreed to yet another set of steps to stabilize the sovereign debt crisis.
Jacob Kirkegaard, research fellow at the Peterson Institute is here with me, Steve Weisman,
to review what was accomplished. Jacob, what did the European leaders summit do at the
end of January?

I think what was most important is that it began to finally put concrete progress on the
institutional answer of the euro area to the crisis. Because, in fact, two separate treaties were
agreed among the euro area, and a number of other countries as well.

One was the treaty, or the fiscal compact, which is essentially this new set of rules for fiscal
policy in the euro area. The European Central Bank, and of course the German government
and other mostly northern European governments have been pushing for [it].

The other treaty negotiated is the treaty on the European Stability Mechanism, or the ESM,
which is this permanent bailout vehicle that the euro area is going to have going forward.
On that issue, true to the form of European brinkmanship and games of chicken with the
rest of the world, they agreed on everything on the ESM except the most important aspect,
namely how big it needs to be.

Let’s talk about that. The firewall to prevent the spread of contagion from Greece and the
other troubled countries in the euro area would have a number of players, including the
IME. And there’s been a standoff in which the United States and others want the Europeans
to do more before the IMF comes in. Was that resolved?

It wasn’t directly resolved, and I think a lot of people mistakenly said that, for that reason,
the summit was a failure. But it was essentially kicked down the road. But it wasn't kicked
down the road very far. The leaders explicitly said, “Were going to look at this issue about
the size of the ESM at the next summit,” which is in early March.

In one month.

One month from now. But the reason they avoided putting a number on it today, is that between
now and March, we will have an agreement, I believe, between the Greek government and its pri-
vate sector creditors as well as the Greek government and the Troika [the European Central Bank,
the International Monetary Fund, and the European Commission] about the next IMF program.

The new U.S. unemployment rate today showed jobs being added. What’s the level of
concern that the European crisis could undercut the American economic recovery? Is that
less of a danger now?
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I think that risk is considerably diminished. The main thing is that the big and immediate
fear of contagion from Europe to the United States -- the one most on the minds of the
Obama Administration in this election year -- was the issue of the financial sector. Basically,
the fear that one day, we're going to wake up and a large European bank will have collapsed.

That would set in motion a freeze of European credit markets, not dissimilar to what we
saw after Lehman Brothers. As a result, US banks, some of which are not in particularly
good economic health at the moment either, would then need a rescue, so that the
contagion would be through the financial system.

That risk has significantly been reduced because of the forceful actions of the European
Central Bank, with the three-year liquidity injection in late December, which the European
Central Bank itself basically only agreed to do because of the political quid pro quo that
European leaders agreed, finally, at the summit earlier this week.

'The United States has been quietly lecturing the Europeans to do more. Should the US feel
that its pressure paid off?

I think the United States, first and foremost, but also the other major G20 countries, should
feel quite vindicated. As I said, ultimately the euro area countries will agree to increase the
size of the ESM, their own bailout mechanism, at the summit in early March. And that is
essentially what the United States and other G20 countries have called for before they—not
the United States, but other G20 countries—might contribute more money to the IME. So
again, this quid pro quo aspect is very visible in this sequence of events.

The one concern is Greece. I take it you feel that although Greece’s performance has been
disappointing, the firewall and other protective mechanisms erected could even protect the
rest of Europe if Greece were to default or exit the euro zone? That wouldn't be ideal.

That certainly wouldn’t be ideal, but there are two aspects here. One is that the real danger
from Greece was never really what happened in Greece. Greece is 2 percent of the euro area
GDP. It’s basically a small economy. The danger was always what kind of contagion and
what kind of precedent would Greece set for other euro area countries -- in particular of
course, the larger ones, and particularly, of course, Italy.

On that issue, I think we are beginning to see that Greece is indeed, increasingly, a unique
case, as euro area leaders have called it. As you mentioned, the other euro area countries
in trouble, in the periphery, are actually moving quite briskly along with their structural
reform programs.

Yes, there are certainly problems, and the short-term growth outlook in these countries is
not great for 2012. But if you look at it in a longer-term perspective, I think everybody
will have to say that the politics of reform in these countries have never been better. And
secondly, as I said, I think the prospects for a sizable euro area firewall have also improved
dramatically in the last couple of months.

Of what magnitude?

I believe that by March, we're likely to see an increase of the ESM to about 750 billion
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euros, which is about a trillion dollars. And I think the IMF is probably also going to be
successful in raising a total of about 500 billion euros in extra funding, so that you have a
new firewall in place of about $1.5 trillion.

And interestingly enough, with the same rough cost breakdown, with two-thirds of
European money and one-third IMF money, that we have seen throughout this crisis so far.
I think that is the kind of magnitude which -- combined with the domestic reform progress
— will begin to inspire some confidence in financial markets. Actually, the euro area is
getting, finally, its act together. And this is of course something that will, in my opinion,
have received the blessing of both the IMF and the rest of the G20.

But the irony here is that this is actually going to be a potentially double-edged sword

for Greece itself. I think we have to be honest here. The new Greek government under
Lucas Papademos has not done anything in terms of actually implementing its current
commitments under the IMF program. They've essentially just continued the lack of reform
implementation that the previous government had.

Now, that doesn’t mean that there won't be a deal between Greece and the private sector
creditors. I believe there will be one very shortly, quite likely as soon as next week, which
will see the net present value of the private debt of Greece probably written down by about
75 percent. That, in essence, means that the private sector is out. They have taken their
losses on Greece, and they will move on.

From now on, Greece becomes essentially a problem for the official sector, meaning the
euro area and the IME, which means that it’s essentially a political problem. Because the
IMEF is always the senior creditor, in financial terms, after the private sector involvement
deal goes through, Greece becomes financially a problem for the euro area. They are the
ones who will be taking the losses, going forward, because the IMF always gets paid.

In that scenario, even if I also believed that there will also be a deal on a new IMF program be-
tween the Greek government and the Troika -- the IME, the ECB, and the European Commis-
sion -- that program will basically consist of the IMF and the Europeans promising to continue to
fund Greece, and the Greek government continuing to promise to implement reforms.

The question as we go forward is: what happens if the new Greek government that

will come into power after Greek elections in April, is unable to perform and actually
implement these promises to the IMF and the other European partners? In that situation,
the world will change quite dramatically after a credible firewall is in place, which I think
we will see start to fall into line over the summer.

If we move to later in the fall of 2012, and Greece does not perform on its IMF program,
then I fear—or I suspect—that both the IMF as well as the euro area is going to really begin
to play hardball with the Greek government, and for the first time, because of the firewall,
credibly tell Athens: “Look, we're walking away. You're not going to get any more money, and
whatever contagion that creates, we'll just deal with that. Its your problem, end of story.”

So Greece ironically faces a situation where its leverage, vis-a-vis the euro area and the IME,
will be very dramatically reduced in the coming months.

I have more questions, but let’s stop there.



Jacob Kirkegaard: If I can just say one more thing. The key political question facing the euro area towards
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the end of 2012, is in my opinion: how will Greece domestically respond to a credible
ultimatum of no more money from the euro area? Will they decide: “OK, we’re going to
tough it out inside the euro area. Yes, we will default again, and we’ll become a pariah, but
we don’t want to leave. We want to remain member of the euro area.”

If you believe the polls, right now 60 to 70 percent of Greeks want that. I continue to
believe that this is probably the most likely outcome. But I don’t think we can entirely
rule out that in this situation where the Greek economy, following a second default and
the termination of the IMF program, will see renewed further economic contraction,

that Greece, in a fit of nationalist pride and populism, decides: “We've had enough, we're
going to leave. We want to leave the euro area hoping that we'll find growth with our own
currency.”

If that happens, then I fear that the euro area countries will say, “Thank you very much.
We'll take you up on that offer, because you've proven to be such an obstacle for the euro
area as a whole.” And therefore we could get into a situation where, towards the end of
2012, Greece, of its own volition, actually initiates a negotiated exit from the euro area.

Thank you, Jacob.

Jacob Kirkegaard: My pleasure.




