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European 
leaders are 
unwilling 
to acknowl­
edge the 
nature of 
the threat 
to the euro, 
let alone 
deal with it.

Stephen Dunbar-Johnson, Président et Directeur de la PublicationPALESTINIAN STATEHOOD
The only way to avert a United Nations 
vote on Palestinian membership is to 
offer a better solution.

A U.N. vote on Palestinian membership would be ruinous. Yet 
with little time left before the General Assembly meets, the 
United States, Israel and Europe have shown insufficient ur-

Paul
Krugman

On Thursday Jean-Claude Trichet, the 
president of the European Central Bank, 
lost his sang-froid. In response to a ques­
tion about whether the E.C.B. is becom­
ing a “ bad bank” thanks to its purchases 
of troubled nations’ debt, Mr. Trichet, his 
voice rising, insisted that his institution 
has performed “ impeccably, impec­
cably !” as a guardian of price stability.

Indeed it has. And that’s why the 
euro is now at risk of collapse.

Financial turmoil in Eur >pe is no 
longer a problem of small, peripheral 
economies like Greece. W iat’s under 
way right now is a full-sca e market run 
on the much larger econo: lies of Spain 
and Italy. At this point coi ntries in 
crisis account for about a bird of the 
euro area’s G.D.P., so the :ommon 
European currency itself s under exist­
ential threat.

And all indications are hat European 
leaders are unwilling eve l to acknowl­
edge the nature of that threat, let alone

deal with it effectively.
I’ve complained a lot about the “ fisc- 

alization” of economic discourse here in 
America, the way in which a premature 
focus on budget deficits turned Wash­
ington’s attention away from the ongo­
ing jobs disaster. But we’re not unique 
in that respect, and in fact the Euro­
peans have been much, much worse.

Listen to many European leaders — 
especially, but by no means only, the 
Germans — and you’d think that their 
continent’s troubles are a simple moral­
ity tale of debt and punishment: Gov­
ernments borrowed too much, now 
they’re paying the price, and fiscal aus­
terity is the only answer.

Yet this story applies, if at all, to 
Greece and nobody else. Spain in par­
ticular had a budget surplus and low 
debt before the 2008 financial crisis; its 
fiscal record, one might say, was impec­
cable. And while it was hit hard by the 
collapse of its housing boom, it’s still a 
relatively low-debt country, and it’s 
hard to make the case that the underly­
ing fiscal condition of Spain’s govern­
ment is worse than that of, say, Brit­
ain’s government.

So why is Spain — along with Italy, 
which has higher debt but smaller defi­
cits — in so much trouble? The answer 
is that these countries are facing some­
thing very much like a bank run, except 
that the run is on their governments 
rather than, or more accurately as well 
as, their financial institutions.

Here’s how such a run works: In­
vestors, for whatever reason, fear that 
a country will default on its debt. This 
makes them unwilling to buy the coun­
try’s bonds, or at least not unless 
offered a very high interest rate. And 
the fact that the country must roll its 
debt over at high interest rates worsens 
its fiscal prospects, making default 
more likely, so that the crisis of confi­
dence becomes a self-fulfilling proph­
ecy. And as it does, it becomes a bank­
ing crisis as well, since a country’s

banks are normally 
heavily invested in 
government debt.

Now, a country 
with its own cur­
rency, like Britain, 
can short-circuit this 
process: if necessary, 
the Bank of England 
can step in to buy 
government debt 
with newly created 
money. This might 

lead to inflation (although even that is 
doubtful when the economy is de­
pressed), but inflation poses a much 
smaller threat to investors than out­
right default. Spain and Italy, however, 
have adopted the euro and no longer 
have their own currencies. As a result, 
the threat of a self-fulfilling crisis is 
very real — and interest rates on Span­
ish and Italian debt are more than twice 
the rate on British debt.

Listen to 
European 
leaders and 
you’d think 
their troubles 
are a simple 
morality tale 
of debt and 
punishment.

Which brings us back to the impec­
cable E.C.B.

What Mr. Trichet and his colleagues 
should be doing right now is buying up 
Spanish and Italian debt — that is, do­
ing what these countries would be do­
ing for themselves if they still had &  ' · 

own currencies. In fact, the E.C.B. s 
ted doing just that a few weeks ago, and 
produced a temporary respite for those 
nations. But the E.C.B. immediately 
found itself under severe pressure from 
the moralizers, who hate the idea of let­
ting countries off the hook for their al­
leged fiscal sins. And the perception 
that the moralizers will block any fur­
ther rescue actions has set off a re­
newed market panic.

Adding to the problem is the E.C.B.’s 
obsession with maintaining its “ impec­
cable” record on price stability: at a 
time when Europe desperately needs a 
strong recovery, and modest inflation 
would actually be helpful, the bank has 
instead been tightening money, trying 
to head off inflation risks that exist only 
in its imagination.

And now it’s all coming to a head. 
We’re not talking about a crisis that will 
unfold over a year or two; this thing 
could come apart in a matter of day 
And if it does, the whole world will s. jc.

So will the E.C.B. do what needs to be 
done — lend freely and cut rates? Or will 
European leaders remain too focused on 
punishing debtors to save themselves? 
The whole world is watching.


