Comments by James K. Galbraith at the panel on International Financial Fragility, Levy Institute 19th annual Minsky Conference, New York City, April 16, 2010.  

Dimitri asked me to speak to the subject of international financial fragility.  And my first reaction was: What fragility?  
The crisis mainly revealed the capacity of large central banks and associated Treasury departments to protect the large commercial and investment banks from collapse when it suits them to do so.  The single key fact was perhaps not the Lehman bankruptcy but the takeovers of Fannie Mae, Freddie Mac, and AIG.  And even more exceptionally the non‑failures of Morgan Stanley and Goldman Sachs and the non‑takeovers of the Bank of America and Citigroup.  And perhaps most of all, the non‑collapse of the Euro at the moment when everyone was hit by the unwinding of carry trade the extreme demand for dollar assets.  Truly a display of power. 
It is fair to say that the European Central Bank has, and up to a point has used, similar powers notwithstanding the supposed limitations of its charter. And yet the Eurozone today is far more fragile than the dollar zone.  Why is that? 
The simple inference is that the United States Constitution is a better economic policy instrument than the European charter.  We have a unified federal government capable of making strong stabilizing fiscal action; and indeed programmed to do so automatically.  The result is large federal deficits ‑‑ far larger than anyone thought would be probable or sustainable in advance of the crisis ‑‑ that are simply a fact of life to be deplored as a ritual matter and otherwise to be accepted as we get along with things. Clearly they should be understood by those who look at this with any semblance of objectivity, as being the foundation of the stabilizing of the real economy -- the reason why incomes and spending fell much less than spending and jobs and output.  
Furthermore, there is no mechanism to force the United States to default on its bonds. As a result, it never has done so. It never will do so. And everyone understands this.  
And thus the markets -- however much they may deplore the deficits and the debt -- are very happy to lend Uncle Sam at 4% and change for 20 years or longer.  You're welcome to believe that all of this is going to go away, that we're on the cusp of a fiscal exit strategy. But don't say you weren't warned if it doesn't happen.

Europe however is not set up this way.  To be sure, there are automatic stabilizers when unemployment rises, the Eurozone countries do go into deficit and their debt to GDP ratios have risen.  But, while certainly no one believes that Germany or France is likely to default, the same confidence obviously does not apply to Greece or Portugal, or perhaps even to Spain or Italy, and the CDS market provides a way to shorten the response so that the yields rise and pressures for fiscal tightening grow as the crisis deepens. 
Greece is therefore very much more like a state, very much more like Kansas than it is like the United States as a whole. As such it comes under pressure that would be, by any historical standard, extraordinary to transform the fiscal environment in which it is operating.

Let me give you some very brief examples of the situation that Greece particularly faces at the moment.  Its 2009 budget deficit was 12.7% of GDP; GDP itself was already shrinking quite rapidly even without the austerity plan.  Greece has pledged to reduce its deficit to 8.7% of GDP in 2010; a shift of four percentage points.  Examples of specific measures described in the plan for 2010 include a ten percent cut in wage entitlements in the public sector, a hiring freeze for 2010 followed by a 5 to 1 rule ‑‑ one person hired for every five retirements from 2011 onwards ‑‑ the termination of a large number of short‑term contracts in the public sector, a ten percent reduction in operating expenditures for line ministries. A ten percent reduction in the budget item relating to Social Security and pension funds as well as a significantly declining path for military expenditures through 2013.


On the revenue side the plan foresees increases from the abolition of autonomous taxation as well as of tax exemptions in the new bill.  As well as increases in the excise taxes for alcohol and tobacco. Public sector employees will see nominal wage reductions of up to six percent following a ten percent across the board reduction in supplements. These measures will include a ten percent reduction in the remunerations of the prime minister and the secretaries of ministries.
Can this work?  Can the country of Greece any more than the state of Kansas get out of this on its own?  I think the answer to that is very clear.  Obviously not.  
The markets have already placed Greece on an economic death spiral.  Demanding spending cuts that only reduce activity make investment unattractive, raise unemployment, drive down tax revenues, disappointing the deficit targets and validating the pessimistic outlook.  Since the markets already know this will happen, they bet with confidence against the government. The only choice is to resist and be damned now or resist and be damned later.  Meanwhile hoping for a Deus Ex Machina in the form of a bailout if you're Greece or a federal fiscal assistance if you're Kansas.  
The chances for Kansas are only better because of the other feature of United States Constitution: Congressional elections every two years.  But neither will get enough support to recover and indeed it is a point of pride on the part of those administering the policy on the top that they should not.  That is to say they get just enough to survive.  Just enough so that the chokehold does not cut off the airways all together.  Anything more would reward bad behavior which consists of examination of having provided public education and early retirements.

One looks at what is being said here around the Eurozone and you get quite a remarkable collection of recent statements that bring to mind the generals of the First World War: not so much as determined to fight the last battle, as indifferent to the conditions under which they're fighting the present one, and willing to sacrifice millions of their soldiers in order to keep up with their own habits.  
Thus Otmar Issing, former member of the European Central Bank executive board, one of the fathers of the Euro, advisor to Goldman Sachs, has stated very recently that “the EU is a club of states with firm rules accepted by the entrance, these rules must not be changed ex‑post.” He blames the entire problem on the rise of unit labor costs. 
We see Monsieur Trichet, who has said very recently, on March 25th 2010, that “the crux of our position is that Eurozone governments must not relinquish an inch of their current responsibilities ‑‑ on the contrary they must be far more responsible.”  Still, in the a question and answer on April 8th he said, "I will not comment on whether the market itself understands clearly what has been said; based on the information that I have default is not an issue for Greece.  The principle of no subsidy is absolutely clear.  The rules of the Maastricht Treaty in Stability and Growth Pact apply to everybody equally and each member state has to show responsibility.
Let me be clear.  We took exceptional measures at a certain time.  We have decided that these exceptional measures will be prolonged.  We did not say this was for any particular country or any particular instruments.  Perhaps you could give us credit for having defended the Stability and Growth Pact in all circumstances with extreme determination.  We maintain this same line with extreme determination and will continue to do so. The market is always right, and it has to be fully respected at all times.”

A journalist asked him, “I am sorry you said that the market is always right,” and his response was, “Yes, I said the market is always right.”  Olli Rehn, European Commissioner for European Economic and Financial Affairs, as late as March 1st 2010 responded to the latest Greek offerings, in the characteristic way, quote, “I am asking the Greek government to announce new measures in the coming days.” There's simply nothing that is ever enough.  Angela Merkel, finally,  on March 25th said, "I think it would be disastrous to soften the Stability Pact."  
That is to say rules are being enforced at the expense of and complete indifference to the actual consequences on the ground.
In this situation Greece does have a card that Kansas does not have.  It could exit the Eurozone, presumably also the European union, default, devalue, and strike out on its own with the drachma, or, perhaps in consort with other Mediterranean countries, I've heard it suggested that the European currency unit could be divided in two and you could get a Neuro and a Pseudo. 

My own view has been that if you were going to have a currency union of Portugal, Italy, Greece, and Spain, the new currency should be called the Porcino.  

The result would be a loss of living standards, some recapturing of competitiveness, but at least there would be the right to decide for oneself how to distribute the national income. Against the assertion of that right, there would be the possibility of a military coup.  And together with the vain hope of buying favor in Paris and Berlin, this explains why Greece has continued to buy submarines and battle tanks for which it has no earthly, or for that matter marine, use. 
The tragedy unfolds.  There is a way out, of course, but it's in the hands of Zeus on his mountaintop in Washington or Hera on hers in Berlin.  And the gods and goddesses play games with politicians and ordinary mortals that they would not with bankers.  I don't know the government in Kansas, but I can tell you that the government in Greece is a pretty good government.  It's composed of serious people elected with a broad majority of public and popular support.  They are fully aware of the patronage, the tax favoritism, and the poor practices of public administration that have long crippled and plagued that country.  And they are determined, quite seriously, to work on those problems.  But this counts for nothing.  
The gods in Berlin and Paris have friends and they have non‑friends.  And so one can say that, quite ironically, that the traditional woes of Greek governance now assert themselves over all of Europe.  And no one says a word.
Meanwhile where are the economists in all of this? Where are the international financial institutions?  I was in Athens for a full day in early January meeting with practically the entire government, and there was a man from the IMF there, a Swede as it happens, and he told the Greeks that they had to cut everything; the central problem was that they had to eliminate the welfare state.  And there was an American there from the OECD who added that the true test of the soundness of government policy would be whether everybody in the country was made sufficiently angry and to feel a sufficient amount of pain.  Only then would the markets approve.
It was all false of course as events have shown.  But we have a saying in Texas: It's not the heat, it's the stupidity.  That would seem to apply here.  
Thank you very much. 

