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DON’T LET THE KEUROZONE CRISIS GO EAST

While the sovereign debt crisis continues worsening in the Euro area, European partners are still hesitating in offering some help,

considering that Europe must rely primary on its own resources and fix its failed governance. Still, this crisis constitutes a new, major

risk for other countries, especially in Asia. Not only is Europe a large market that needs to be kept solvent, but Asian countries could

have a stake in the survival of the euro that, for the next decade, is likely to provide the only credible complement to the US dollar as

an international currency. Financial assistance would best be channelled through the International Monetary Fund in exchange for

Jurther reforms in the governance of the Fund. Additionally, Asian countries can contribute to solve the Euro area crisis by offering

dynamic markets to European firms through faster rebalancing of Chinese growth and further opening up of local markets. This
Lettre du CEPII draws on the seventh meeting of the Asia-Europe Economic Forum held in Seoul on 9 December 2011.

B From one crisis to another

During the 20072009 financial crisis, the Eurozone was quickly hurt
through the financial channel. Key reasons were that European banks
were deeply exposed to US distressed assets and they were also heavily
leveraged. Asian banks had fortunately avoided European excesses.
However Asia was brutally hit after Lehman Brother’s collapse by
the sudden fall in global trade and the reversal in capital flows. On
the whole, Asia suffered severely from the global financial crisis: from
2007 to 2009, the GDP growth rate fell by 8.6 percentage points (pp) in
Japan, 5 pp in China, 4.8 pp in Korea and 4.6 pp in ASEAN-5 (Figure 1).

Figure 1 - GDP growth (in percent), 2007-2016*
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Source: MF, World Economic Outlook, September 2011.

The Eurozone crisis presents a new risk for Asian economies
for different reasons. First, the Eurozone represents between

9 and 17 percent of Asian exports of goods (see Figure 2). A

fall in Eurozone demand will be especially painful for China
whose growth model still relies heavily on foreign demand in
the west. Second, as evidenced by the IMF spillover report on the
Eurozone,! the crisis may largely spread to emerging countries
through various financial channels. Although Asian banks can
be considered relatively strong (as they do not hold much of
troubled European periphery’s government securities), they may
suffer from domino effects, e.g through large European banks.
Only 5% of European banks’ total foreign claims is allocated
in the Asia-Pacific region. However, these claims amount to a
huge percentage of GDP in two key Asian financial centres, Hong
Kong (161% of GDP) and Singapore (83% of GDP).2 If European
banks were to start withdrawing funds in a massive way, the

consequences could be sizable.

Figure 2 - The Euro-Asia trade link: share in total goods
trade of Eurozone in Asian exports, in percent
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1. International Monetary Fund (2011), “Euro Area Policies: Spillover Report for the 2011 Article IV Consultation and Selected Issues”, July, IMF Country

Report No. 11/185.

2. See Haizhou Huang (2011), “Euro Area Crisis and its impact on EMs and China”, Presentation AEEF Seoul.



B Asia has a specific stake in the survival
of the euro

The economic impact of spillovers is not the only reason why Asia
has a stake in the Eurozone crisis and why it could be interested in
assuming a more active role in finding a solution.

First of all, the euro can provide a good alternative for Asian countries
to diversify their large foreign exchange reserve holdings away from
the US dollar. Diversification is becoming a relevant issue among Asian
countries, increasingly concerned that the US might - in the long
run - need to significantly devalue the dollar, in order to improve its
competitive position and resume growth. Moreover, there is concern
that the US might give in to the temptation of running high inflation,
letting the dollar depreciate further and benefiting from the debt-
reducing effects of higher inflation and currency depreciation. This
would harm Asian countries (particularly China, that can boast as
much as USD 3,200 bn in total reserves, most of which are invested
in dollar-denominated assets) and diversification would constitute a
form of insurance against this scenario. With this respect, the euro is
a natural alternative to the USD for the positions it has achieved as an
international currency. But for diversification to take place, Europe
must necessarily manage to convince Asian countries that the euro is
also a safe alternative.?

In the longer run, the stake of Asia in the survival of the euro is also
connected to the value of having a multipolar international monetary
system. The shares of the US and Europe in the global economy are
likely to decline over the longterm. Conversely, China will grow
fast and could surpass the US in around 2020* In the coming two
or three decades, the distribution of economic power is likely to be
more balanced than at any point over the last century, which calls
for an international monetary system able to match such a multipolar
real economy. Although significant steps have been taken in China to
internationalize the renminbi, it will take time until the RMB can cover
the various functions of an international currency.’ In the meantime, the
euro may remain the only credible complement to the USD, provided
the problems of political cohesion are resolved within the Eurozone.®
A third reason why the survival of the euro is important for Asia
is related to the interest Asia itself has in the issue of regional
cooperation. Even though some flaws in its original construction
have become evident, the Eurozone represents the most advanced
experiment in regional cooperation. The idea of Asian monetary
integration is a longlived one’ and is justified by the increasing

economic and financial interdependence among Asian countries. Asia

(ASEAN+3) will be the largest economic bloc by the second half
of the 2010s, with strong intra-zone integration in terms of supply
chains. Hence the rationale for some form of macroeconomic policy
coordination. The crisis of the Eurozone model has implications for

how Asian countries will think about their own integration.

B Europe should first and foremost
rely on its own strengths

The elements presented in the previous sections suggest that Asia
has a considerable interest in the survival of the euro and in a rapid
macroeconomic recovery of the Eurozone members. But Asian
countries have repeatedly made clear that the first step in the solution
has to come from Europe itself. In September 2011, Wen Jiabao
called on European countries to “put their house in order” before
asking China for a bailout,® and there is a generalised perception in
China that a credible effort from the European side is an indispensable
prerequisite for Asian countries to help.

In terms of fundamentals, the aggregate Eurozone situation
(abstracting from differences across countries) is assessed better than
the US one by international organisations like the IMF’: at end-2011,
the debt-to-GDP ratio in the Eurozone was 88% against 101% in the
US®, and the international investment position is also stronger in
the Eurozone. The issue is therefore one of governance.

During the first decade of the euro, much emphasis was placed on
the fact that playing by the fiscal rules enshrined in the EU treaty
was both necessary and sufficient for the success of monetary union.
Also the most recent developments have been along this line: the
“fiscal compact” decided on 30 January 2012 will commit Member
states to introducing at national level a new fiscal rule binding general
government deficit below 0.5 per cent of GDP in structural terms.!!
A purely fiscal solution could however only tackle the surface of the
problem, for at least two reasons.

First, the crisis is largely a crisis of the financial system, with a sovereign-
banking vicious cycle coming from a combination of characteristic
features. Banks in the area are very large and still largely national,
meaning that each member state is individually responsible for rescuing
‘its” own banking system. Additionally, banks have a strong home bias,
that is, they are largely biased towards ‘their’ sovereigns in the sovereign
bond portfolio. Furthermore, Eurozone governments are individually
responsible for the debt they have issued, and co-responsibility is
explicitly ruled out by the Treaty. Finally, the European Central Bank
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is prevented by the Treaty from exercising any form of monetary
financing. The coexistence of these different constrains considerably
the choice of short-term solutions and makes the Eurozone extremely
fragile, since it prevents one part of the Eurozone region from insuring
other parts against region-specific shocks. This is something which
happens within individual sovereign states, and its absence within the
Eurozone has been extremely important.

Second, the crisis is also one of intra-Eurozone competitiveness. Since
the introduction of the euro, more than ten years ago, the competitive
position of the German economy, which entered the Eurozone in an
uncompetitive position, has improved remorselessly, and the position
of the peripheral economies (Greece, Portugal, Italy, and Spain) has
deteriorated remorselessly, to the point where major real exchange-rate
misalignments exist within the Eurozone. The question, then is how
to achieve real exchange-rate corrections within the monetary union
without triggering a vicious circle of protracted stagnation. As there is
no appetite for fiscal stimulus in Northern European surplus countries,
the only macroeconomic instrument available to foster growth will
be supportive monetary policy, implying a weak euro. The Eurozone
may therefore have in the coming years a preference for external
depreciation. Still, the adjustment of peripheral countries is a major
challenge and the risk will remain for several years that some countries
finally find no other choice but leave the monetary union and devalue
substantially. As a result, currency risk has been added to sovereign
risk; this additional risk greatly complicates the financial-system crisis
described in the previous paragraph.

The ECB has played a leading role in dealing with the emergency, using
a wide range of “non-standard” monetary policy instruments: first,
it has actively engaged in providing liquidity to the banking system
by both expanding the list of collateral accepted for lending to banks
and by introducing special refinancing operations with long maturity
to cope with the liquidity shortage on the interbank market; second,
it has intervened actively in the secondary market buying distressed
government bonds in the context of the Securities Markets Programme
(SMP). But the ECB has no primary financial stability mandate that
would justify an “aggressive” intervention to prevent turmoil on the
bond markets, and it also lacks the appropriate governance structure of a
kind which would support the pursuit of such a mandate. The monetary
policy decisions are taken by the Governing Council according to the
rule of “one governor-one vote”. But the distribution of losses incurred
by the ECB on its balance sheet are distributed differently: each member
state will bear a share of the loss that is computed according to the same
member state’s contribution to ECB capital (so some member states risk
being under-represented in bond-purchase decisions in comparison to
the potential losses they could bear). Therefore the ECB has evidently

been uncomfortable with this situation.

B Asia can contribute to the solution

At the current juncture, the politics of help to Europe is very
difficult in Asia, partly due to the poor record of Europeans during

the Asian financial crisis. Asian countries remember well the
reluctance of Europe to provide help: a regional solution through the
creation of an Asian Monetary Fund was rejected by the US and the
Europeans, no bilateral assistance was agreed for Asian countries at
the end of the 1990s (except, for limited amounts, to Korea) and the
contribution given by the Europeans was almost entirely limited to
supporting the approval of IMF programmes.

Symmetrically, the response of Asian countries to the European
courting has been to date quite cautious, due also to domestic political
constraints. Any help to Europe - a rich region - from Asia - a poorer
one - will need to be carefully designed in order to minimise the
misperception risk. The public opinion in China has already started
to be concerned with a bail-out that is perceived as being risky and
of questionable effectiveness, not to mention the equity dimension
(Yu Yongding, op. cit.). As a result of the prevailing uncertainty in
Europe, the emphasis has been put on a multilateral framework for
aid (through the IMF) rather than on a direct Europe-Asia partnership
(through direct investment in the EFSF). The idea to boost the IMF’s
resources in order to cope with the Eurozone crisis was initially
opposed by the Europeans themselves, as the Bundesbank rejected
using foreign-exchange reserves to this end. But this objection has
now been overcome, and so IMF involvement has become possible.
That involvement is probably the best way to reassure the possible
Asian contributors about the safety of their investment.

There are several reasons for this stance. First, the expertise of the IMF
will guarantee the minimum degree of risk-management required by
Asian countries to put their resources on the table. Second, the IMF
is becoming more independent from EU institutions in dealing with
the Eurozone crisis (in the case of Italy, the IMF exercises surveillance
alone rather than as part of the Troika), which from the point of view
of Asia should be further reassuring. Third, and most fundamentally,
IMF involvement will bring credible conditionality into play. Since
the IMF is a preferred creditor, that will also bring further guarantee
of any money which Asia invests.

Another investment possibility could be for Asian banks to buy
European banks with a global reach and become a major player
in trade financing, reducing their level of dependence and insuring
themselves against the risk of sudden stops in trade financing due
to foreign banks deleveraging. But this option could be difficult to
implement in practice, as there are non-negligible differences between
Asian and European banking culture, and a more realistic solution
could be for Asian banks to buy assets released by the European
banks in the process of deleveraging.

In light of the increasing role of Asia in the world economy, there
is a rationale for Asians to contribute to the stabilisation of the
global environment. It is however clear that regardless from the
form of this aid, Asian countries cannot be asked to step in without
something in exchange. Given that the most appropriate vehicle for
channelling Asian support seems to be the IMF, then the issue of
IMF governance will inevitably need to be revisited sooner or later.
Besides possible quota changes, the reshuffle could imply moving

to a single Eurozone representation at the IMF board. Such a move



Figure 3 — Ad-valorem tariff equivalents of bilateral protection (in percent, year 2007)
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has been contemplated for long but has not taken place. The
cooperation between Asia and Europe could also be made more
explicit by linking the Asian regional fund (whenever the current
Chiang Mai Initiative evolves into a true monetary fund) to the
ESM, making region-to-region swaps of resources possible.
However there is a further global macroeconomic issue, which
suggests that an additional form of assistance by Asia may be
necessary. It would be a mistake to restrict any Asian support
to the Eurozone to financial support being discussed above. It
would be consistent with the fact that, as evidenced in Figure 2
above, the Eurozone is more a market than a supplier for Asian
countries; hence there is an interest in maintaining the solvency
of a big customer. However Eurozone governments’ efforts to
put their houses in order may well be impeded by the collapse
of European growth, even if financial collapse within Europe and
the Eurozone is averted. In a period of strong fiscal adjustment,
growth in Europe is unlikely to come from domestic sources.
Thus, foreign demand will be a key contribution to the successful
of the Eurozone adjustment. This involves faster rebalancing of
growth in China, but also further opening up of Asian markets.
Figure 3 illustrates how several Asian countries lag behind in
terms of tariff cuts (although the picture has been somewhat

changed by the signature of a bilateral trade agreement between
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Korea and the EU in 2008). Services markets, as well as public
procurement markets are also concerned by the necessity to open

up to foreign supplies.

B Conclusion:
the need for an institutional framework

I conclusion, there are many reasons why Asia and Europe
could and should cooperate to fix the Eurozone. Unfortunately
one obstacle to cooperation at the moment is the lack of a proper
institutional framework to host a regular dialogue between Asia
and Europe. The ASEM (Asia-Europe Meeting) - an informal
process of cooperation and dialogue between Europe and Asia
established in 1996 - has not been active enough, and bilateral
discussions lack the scope and reach needed to be effective. The
Asian-Europe Economic Forum, bringing together experts from
both the continents, could definitely play a role in bridging the
gap and in providing a high level contribution to the discussions

that must take place.
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