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French banks are
on the front line
A Greek default would spread contagion across Europe
French banks are hardly alone in
Europe in having suffered steep
share price falls since the start of
this year. But the apparent inability of European policymakers to
control the sovereign debt crisis is
making investors increasingly
fearful that some of France’s bestknown banks may be sucked into
the centre of the storm.
Wednesday’s
decision
by
Moody’s, the credit rating agency,
to downgrade Société Générale and
Crédit Agricole and to put BNP
Paribas on review was driven by
concern about their exposure to
Greek debt. But it also reflected
nervousness about how a sudden
intensification of the debt crisis
might affect the ability of France’s
three biggest banks to fund themselves on capital markets.
By the standards of their European peers, French banks have a
high exposure to Greek public and
private debt. Société Générale and
Crédit Agricole both own Greek
bank subsidiaries. True, there are
no liquidity or solvency threats
requiring immediate action to
shore up France’s banking system,
as there were in 2008. In any case,
the European Central Bank has
promised to provide as much
liquidity as eurozone banks need.
But to observe that French
banks seem strong enough to ride
out a Greek sovereign debt default

without requiring emergency state
support is to miss the point. A
Greek default would not be a selfcontained event. It would spread
instability across the European
banking sector. French banks
would be no more immune to contagion than banks elsewhere.
Société Générale and BNP Paribas have acted intelligently this
week in showing that banks can
take the initiative and raise extra
cash before they call on government help. Banks could do even
more – for example, by suspending
dividend payments and curbing
bonuses. But even if the markets
have responded positively to the
French banks’ actions, the sector
is a still a long way from safe harbour. An eventual appeal for government aid cannot be ruled out.
The root of the problem is not
that some French banks have
weaker capital ratios or greater
exposure to Greece than the European average. It is that the markets do not believe Europe’s leaders have the will to prevent a
Greek default. This is not just an
issue for French banks, though
they are in the front line. If a
Greek default were to cause turmoil in Portugal, Italy and Spain,
the tremors would go beyond the
Paris bourse and Europe would
need a far more effective response
than anything so far contemplated.

No free lunch
Bric states want stability in eurozone but won’t bail it out
The Bric quartet – Brazil, China,
India and Russia – own the equivalent of about €3,000bn in foreign
exchange reserves. Combine this
immense sum with the resources
of European governments and the
European Central Bank, and there
emerges the seductive vision of a
swift and painless end to the eurozone’s sovereign debt and banking
crisis. This vision is a mirage.
The Bric countries undoubtedly
fear that Europe’s troubles may
soon spread across the oceans and
destabilise their economies and
financial systems. Such apprehensions may spur the quartet, especially China, to extend some support to the eurozone – at a price, of
course. Nevertheless the fundamental responsibility for overcoming the crisis must and will rest
with the Europeans themselves.
The Bric label disguises the fact
that the four countries, with which
South Africa is sometimes associated, do not really speak with one
voice on the world economic stage,
let alone co-ordinate their actions
in advance. Indian officials were
surprised when Brazil proposed on
Tuesday that Bric finance ministers and central bank governors
should use a meeting in Washington next week to discuss joint
action in support of the eurozone.
Yet the potential political benefits
of such an initiative are obvious. It

is a pertinent reminder that the
Bric nations are aware not only of
the importance of financial market
stability, but of the redistribution
of global economic power from the
west to the east and south.
China, as the holder of the
world’s largest foreign reserves,
has a clear interest in preserving
the eurozone’s stability. From its
launch in 1999, the euro has been
viewed in Beijing as a potential
long-term counterweight to the
dollar. China is heavily invested in
US government debt, alarmed at
what it sees as fiscal debauchery
in Washington, and frustrated at
the party political rancour that has
impeded efforts to return the public finances to order. All this
makes it conceivable that China
will buy limited amounts of European sovereign debt in a bid to lift
market sentiment in favour of the
euro and earn international political credit for itself.
But China does not hand out free
lunches, and Europe has no right
to expect any. Beijing is already
linking support for the eurozone to
official European recognition of
China as a market economy. China
is also making the point that the
Europeans need urgently to get
their act together by mastering the
debt crisis and reforming their
economies. It is a message that is
hard to disagree with.

From Mr John Nugée.
Sir, Martin Wolf’s excellent article
(“Time for Germany to make its
fateful choice”, September 14)
identifies that the future of the
eurozone is in Germany’s hands. But
he does not fully explore the
dilemma of Germany’s choice.
The first half of the 20th century
taught Germany to fear two things
above all others: nationalism and

Policymakers have not run out of economic policy tools
The search for ways to get the UK
economy growing again is becoming palpably more febrile as bad
economic news continues to pile
in. This brainstorming within and
outside government, though a
symptom of the sad state we are
in, is itself no bad thing. Recovering from a balance sheet recession
is harder than bouncing back from
normal downturns. It is equally
dangerous to believe that normal
tools will do the trick as to think
there are no policy tools left at all.
Tuesday’s speech by Adam
Posen, a member of the Bank of
England’s monetary policy committee, provided a healthy injection of creative thinking. Mr Posen
is seen as the MPC’s ultra-dove; he
may just as well be described as an
arch-hawk in his willingness to
deploy unconventional weapons to
combat the forces dragging the
economy down.
It is no secret that Mr Posen
wants the Bank to engage in a new
round of quantitative easing and
buy £50–£100bn worth of gilts on
top of the £200bn it already holds.
He may gain support if the economy continues to languish. There
is little reason to expect more QE
to do any harm; but it may not do
much good either. It can drive
down long-term corporate interest
rates somewhat. But it is hard to
believe that the cost of finance is

what stops big companies with
capital market access – which
would reap the benefit of lower
rates – from investments. Their
borrowing costs are already at
record lows and they have more
cash than they need.
Which makes Mr Posen’s other
proposal all the more intriguing.
He wants a state bank set up to
lend to small and medium-sized
enterprises squeezed by the deleverage of big banks. If the Treasury
backed the SME bank with gilts,
the Bank could discount its bonds.
SMEs are clearly bearing the brunt
of the dysfunction in UK credit
markets, so it makes sense to target them.
But if the government wanted to
facilitate SME credit above all else,
it would not need the Bank’s help:
gilt yields are at all-time lows.
Inflating the government’s balance
sheet with SME loans, however, is
incompatible with its debt reduction plan, at least if funny accounting is ruled out, as it should be.
Mr Posen has an answer: a state
agency set up to securitise SME
loans would let the government
take them off its books – something the Bank could help with.
This is an idea worth pursuing. As
are Mr Posen’s bigger points: fiscal
and monetary policymakers can
work together – and it is better to
be unconventional than defeatist.

pan-European policy) threatens
monetary stability, and pursuing
sound money at home (the stability
policy) threatens the pan-European
ideal.
There is no easy answer to this.
The choice is awful. But I agree with
Martin Wolf that it is Germany’s to
make.
John Nugée,
New Malden, Surrey, UK

German ruling should also apply to IMF and ECB
From Dr Patrick Leblond.
Sir, According to Wolfgang
Münchau, the German constitutional
court’s ruling would in effect render
the European stability mechanism
and eurobonds unconstitutional
(“Stop rejoicing. This was no victory
for the eurozone”, September 12). If
Mr Münchau’s reading of the court’s
decision is correct, then Germany’s
participation in the International
Monetary Fund and the European
Central Bank is also
unconstitutional.
After all, the IMF and the ECB are
permanent supranational
mechanisms holding in a permanent
fashion foreign sovereign liabilities,
which the court has apparently

decided violate the German
constitution. If the ESM is deemed
unacceptable for the court, then so
should be the IMF since the ESM is
ultimately nothing else than a
European version of the IMF. As for
the ECB, it holds foreign sovereign
liabilities on its balance sheet and
accepts them as collateral against
loans that it makes to European
banks, more so now than ever
before.
Furthermore, one could argue that
money is a liability (it certainly is
when it is pegged to gold or another
currency). As a result, the joint
issuance of euros by the ECB and
the national central banks would fall
foul of the German’s court’s ruling.

If this is the case, then the court has
indeed reversed its stance vis a vis
the Maastricht treaty as it concerns
the euro.
So, for those of us who think that
the euro is a great achievement
that deserves to be protected, let’s
hope that Mr Münchau’s
understanding of the court’s
decision is inaccurate. Otherwise, it
could really mean the end of the
euro, given that there is unlikely
to be one without German
participation.
Patrick Leblond,
Associate Professor,
Graduate School of Public and
International Affairs,
University of Ottawa, ON, Canada

Therapy given
during recessions,
but not in booms
From Mr Todd Roberson.
Sir, Steven Rattner’s analysis of
the current debate between the
Republican devotees of Hayek and
the Keynesian leanings of President
Barack Obama doesn’t account for
the fundamental asymmetry of the
Keynesian platform (“The 2012 rivals
can be named: Hayek v Keynes”,
September 13).
The flawed reasoning of countercyclical fiscal policy is that only
one side of the cycle ever gets
therapy. At the end of the day,
“policymakers” are politicians – their
chief concern, no matter which party
they represent, is to secure the
ability to continue to make policy.
Thus, they happily apply the
medicine in recessions by increasing
spending and cutting taxes, but
never raise taxes or cut spending in
economic upturns. To do so would
create electoral difficulties (putting it
mildly). Economic upturns only slow
the accumulation of public debt.
The result is a government with a
$16,000bn debt that borrows or prints
40 cents of every dollar it spends.
Look at Chile, Norway, Switzerland
or Singapore for clues to long-term
economic success and stability: they
spend just about what they take in
during both good times and bad.
Todd Roberson,
Senior Lecturer of Finance,
Indiana University Kelley
School of Business,
Indianapolis, IN, US
From Mr Leonard S. Hyman.
Sir, I always had the feeling that
conservatives praised but did not
read Hayek. After all, he categorised
a typical conservative as having
“paternalistic, nationalistic, and

Alternative medicine: Keynes (left) and Hayek

power-adoring tendencies . . . antiintellectual, and often mystical
propensities” and as a “defender of
established privilege . . . ” He even
wrote that people deserve “security
against severe physical privation, the
certainty of a given minimum of
sustenance for all” and, get this, “the
case for the state’s helping to
organise a comprehensive system of
social insurance is very strong”.
That’s all from The Road to Serfdom.
Now, after reading Steven Rattner
(Comment, September 13), I’m not
sure that the liberals read the book
either. Hayek deserves better.
Leonard S. Hyman,
Sleepy Hollow, NY, US
From Lord Meghnad Desai.
Sir, Steven Rattner (Comment,
September 13) is right. The long
recession is a Hayekian phenomenon
and not a Keynesian one.
It arose out of a bout of overspending and over-indebtedness
fuelled by cheap credit which led to
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“mal-investments”, as Hayek
correctly analysed in the 1930s.
Keynesian remedies are effective
when the primary cause is a
deficiency of effective demand. This
is why Keynesian policies have not
been successful in getting us out of
the recession. The need is to
deleverage, not to spend.
Hayek, alas, did not believe in
public policy to cure recessions. If
anything, he would prefer waiting it
out till the “equilibrium gradient of
prices” had re-established itself. In
current jargon that points to the
yield curve. It is far too flat thanks
to QE, as Bill Gross pointed out in
your columns last week (Letters,
September 12). The appropriate,
though counter-intuitive, policy
would be to let the yield curve
rise back to its equilibrium gradient.
And Operation Twist will tilt it the
wrong way around.
Meghnad Desai,
House of Lords,
London SW1, UK

China will most likely go through its ‘Japanese moment’
From Mr Juan Ignacio Crespo.
Sir, I have read with pleasure the
article written by Arvind
Subramanian (“Coming soon: when
the renminbi rules the world”,
September 12) on the likelihood of
the would-be soon-to-arrive renminbi
predominance over the dollar as a
reserve currency.
He draws an interesting parallel
between what happened in the
competition between the UK and the
US in the 19th and 20th centuries

●

Posen’s pointers

currency instability. Since its
foundation the Federal Republic has
therefore pursued monetary
stability within a pan-European
framework. For most of the past 50
years these two aims have been
compatible and their culmination
was of course the creation of the
euro.
Now they are in conflict.
Continuing to support Greece (the

and where the competition might
take the US and China in coming
years. Beautiful comparison, but one
that might become most inadequate:
China is an export-oriented economy
while the US is, by comparison,
rather inward-looking. By the same
token, that explains why the UK
kept its hegemony in world trade far
longer than the size of its economy
should have granted.
I am surprised by the fact that Mr
Subramanian is surprised. Nobody

knows, but he might be committing
the same error that made Lester
Thurow jump to the conclusion that
Japan was in a “head to head”
competition with the US, just when
Japan was about to start two
decades of stagnation. China will
most likely go through its “Japanese
moment”. Not to speak of the big
challenges of transition to democracy
still to be tackled in China.
Juan Ignacio Crespo,
Madrid, Spain
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and myths about
sharing of burden
From Dr Ian Davis.
Sir, Your report on the disparity
between what Europeans and the US
spend on defence perpetuates a
number of burden-sharing myths
(“Western alliance: European
cutbacks raise US concerns”, FT.com,
September 12). The official US
defence budget is nearly $700bn –
although Washington’s true national
security spend is probably closer to
$1,200bn – whereas the combined
military spending of all 26 European
members is just above $220bn.
However, the idea that the US is
protecting Europe at American
taxpayer expense is clearly
misguided and is a misrepresentation
of both the Nato budgeting process
and the nature and scope of US
defence spending. Large parts of the
US military budget – which is now
stabilising at levels significantly
above cold war peaks (adjusted for
inflation) and far above the cold war
average, in real terms – have
nothing whatsoever to do with Nato
or European security.
Within Europe, Nato is seen by
most, if not all, of its member states
as the cornerstone of their defence
policies, whereas in the US it is but
one of several regional building
blocks for a global military presence.
The bottom line is that Americans
do pick up a disproportionate share
of the Nato tab but this is nowhere
near the level that former US
defence secretary Robert Gates, Nato
secretary-general Anders Fogh
Rasmussen and others talk about.
Europe’s militaries are (with a few
exceptions) appropriately scaled for
their actual needs, given that the
biggest external threats to European
interests are economic, not military.
Europeans probably do need to
spend more intelligently (and some
countries may need to increase or
pool their defence spending), but
the US also needs to spend much
less and shift the focus to “soft”
security expenditure. The case
for reducing and rebalancing US
security resources is overwhelming
but is often the “elephant in the
room” during transatlantic burden
sharing discussions.
Ian Davis,
Director, Nato Watch,
Gairloch, Ross-shire, UK

Entrepreneurs
are hardly rational
From Mr Phil King.
Sir, What dismal scientists your
letter-writing economists (Letters,
September 6) are, not only making
assertions without evidence, but also
assuming we all behave as rationally
as they might do. Surely they
recognise that entrepreneurs accept
levels of risk that no rational person
would ever contemplate!
Phil King,
Kingston upon Thames, Surrey, UK

Correction
●The aircraft pictured in an article
about India in some editions of the
Defence Special Report on September
13 was an F-16 not a Eurofighter, as
stated in the caption.
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Forced borrowing: the WMD of fiscal policy
JeanPaul Fitoussi,
Gabriele Galateri di
Genola and Philippe Weil

A

spectre is haunting Europe –
the spectre of sovereign
default. All the powers of old
Europe have entered into a holy
alliance to exorcise this spectre:
Brussels and Frankfurt, Angela
Merkel and Nicolas Sarkozy, French
socialists and German Christian
Democrats. Churchillian doctors,
they prescribe blood, sweat and tears
– fiscal consolidation, tax increases
and spending cuts. They swear, for
the umpteenth time, that they will
never surrender: Greece will be
saved, Italy and Spain will not be
abandoned and the rating of France
will not be downgraded. In the face
of adversity, they assure us that
what cannot be achieved by austerity
can be achieved by more austerity.
An epidemic of holier-than-thou
fiscal virtue is spreading throughout
Europe and is fast transforming a
series of uncoordinated fiscal
retrenchments into a euro-wide
contraction with dire implications for
growth and employment.
To be sure, eurozone policymakers
are in a maddening situation. The
threat to monetise public debt, which
in the old days could be waved by

each country to remind investors it
need not ever default outright, has
been removed from national arsenals.
No one knows for sure whether it
will ever be brandished from
Frankfurt or if European treaties
even allow it. Eurobonds would have
every economic merit but they hurt
Germany which, having been left on
its own to finance reunification, is
understandably cold towards die
Transfer-Union. Creating separate
northern and southern euro areas
would probably precipitate the end of
the single market – and where would
France fit? Wide-ranging fiscal
reform designed to increase tax
revenue equitably, while sorely
needed, is a pipe dream: it requires
elusive European co-ordination in an
area in which the temptation to
compete is strong and it is best done
at its own pace – not under the
pressure of fickle market sentiment
or rising sovereign spreads.
Add to this powerlessness the
terrifying failure of the old engine of
European policymaking (putting the
cart before the horse in the hope
that the cart will conjure up the
horse) and you will understand the
ghoulish visions gripping our
leaders. Monetary union has not
begotten the expected fiscal union.
Imposing, as a substitute, austerity
plans from Brussels or Frankfurt, or
racing to be first to impose “golden

rule” constitutional strictures on
parliaments that should remain
sovereign in fiscal matters is stoking
the fire of civil unrest. The English
Civil War and American Revolution
were ignited by much less. It would
be wise to recall, as John Hampden
did in contesting the Ship Money tax
levied by Charles I, that what
leaders have no right to demand, a
citizen has a right to refuse.
Yet Europe’s fate is not sealed.
The spectre of sovereign default and
rising spreads in Italy, Spain,

Sovereigns are not
private borrowers: they
can always forcefeed
debt to their own citizens
Belgium and other countries can be
chased away in one fell swoop and
the panic of contractionary fiscal
policies can be stopped. National
governments must simply take out of
their fiscal armoury the weapon that
has served them so well in war and
peace alike: forced borrowing.
It consists in coercing taxpayers to
lend to their government. California
did this in 2009 when it added a
premium to the income tax withheld
from paychecks, to be repaid the

following year. In France, the first
Mitterand government forced rich
taxpayers to fund a two-year bond
issue – and both the US and UK
have used moral suasion in patriotic
sales of war bonds. Compulsory
lending is an unconventional weapon
but it is high time it be used, even
on a small scale, to remind investors
that sovereigns are not private
borrowers: they need never default
because they can always force-feed
debt issues to their own residents.
Central banks have been bold and
dared resort to unconventional
policies to respond to the exceptional
circumstances of this crisis. Large
sovereign borrowers should be as
defiant and intrepid. The invaluable
asset of fiscal sovereignty guarantees
that their public debt is completely
risk-free in nominal terms. Investors
who buy sovereign credit default
swaps against the spectre of French
or Italian default are wasting their
money. Policymakers rushing to
austerity should wake up from their
nightmare and save growth and
employment before it is too late.
Jean-Paul Fitoussi is former president
and Philippe Weil is president of
OFCE, the Observatoire français des
conjonctures économiques in Paris.
Gabriele Galateri di Genola is
president of Generali. The views
expressed are their own

