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Spengler uses the leaked cables to expand on Obama's delusional utopian vision of the 
world, and the concern that some faltering nations will go the tragic route that Russia has 
gone. 
...The initial reports suggest that the US State Department has massive evidence that Obama's 
approach - "engaging" Iran and coddling Pakistan - has failed catastrophically. The crisis in diplomatic 
relations heralded by the press headlines is not so much a diplomatic problem - America's friends and 
allies in Western and Central Asia have been shouting themselves hoarse for two years - but a crisis 
of American credibility.  
 
Not one Muslim government official so much as mentioned the issues that have occupied the bulk of 
Washington's attention during the past year, for example, Israeli settlements. The Saudis, to be sure, 
would prefer the elimination of all Israeli settlements; for that matter, they would prefer the eventual 
elimination of the state of Israel. In one conversation with a senior White House official, Saudi King 
Abdullah stated categorically that Iran, not Palestine, was his main concern... 
  
...How do we explain the gaping chasm between Obama's public stance and the facts reported by the 
diplomatic corps? The cables do not betray American secrets so much as American obliviousness. 
The simplest and most probable explanation is that the president is a man obsessed by his own 
vision of a multipolar world, in which America will shrink its standing to that of one power among 
many, and thus remove the provocation on which Obama blames the misbehavior of the Iranians, 
Pakistanis, the pro-terrorist wing of the Saudi royal family, and other enemies of the United States. ... 
  
  
Mort Zuckerman has a sobering opinion of the economy. 
...The prognosis for America is especially discouraging. We have relied too heavily on surplus 
savings from abroad on top of running massive current account deficits. Until recent times, we ran 
deficits of this order only when we were engaged in a titanic war; otherwise we sought to achieve 
budget balances over a complete business cycle. But now we are running annual deficits of $1.4 
trillion, about 10 percent of the total economy. We have compounded the deficits we accumulated 
over the last decade, so they now reach 61 percent of GDP. Only once before has the ratio of federal 
debt to GDP come in above 60 percent. That was after World War II. And our federal debt ratio today 
doesn't even take into account Social Security and Medicare. Total liabilities and unfunded promises 
for Medicare and Social Security were about $62 trillion at the end of the last fiscal year, tripling from 
the year 2000, according to the calculations of former Comptroller General David Walker. Sixty-two 
trillion dollars is $200,000 per person and $500,000-plus for the average household. As Walker put it, 
the problem with these trust funds is "you can't trust them [and] they're not funded." Therefore, he 
asserts, we ought to count them as a liability, which would bring the debt-to-GDP ratio to 91 percent. 

...We clearly need to reduce our dependency on foreign lenders. Quite simply, we are mortgaging the 
future of our young people at record rates while we fail to improve education, healthcare, and a 
decaying infrastructure. How is it that we manage this while spending double per person what the 
average industrialized nation spends on such programs? Who could be surprised that so many 
Americans now fear that their children and grandchildren will not have as good a life as they had? 
Whose American dream? 

...Fiscal responsibility and discipline are going to be critical issues in the formulation of public policy. 
The debates in this election season, sidetracked on emotional but marginal issues, have been 
depressing. We cannot continue to mortgage our future by reducing investments in our future, 
whether it be for education, infrastructure, or basic research. We still possess the most appealing 



popular culture and public values, as well as the most innovative and competent business culture. 
American exceptionalism endures. But we must confront our dysfunctional and profligate government. 
... 

  
  
In Daily Markets, Michael Snyder gives us an overview of how economic numbers have 
gotten worse over the last four years. 
...If you watch the economic statistics from week to week and month to month, it will seem like 
sometimes they are getting worse and sometimes they are getting better.  However, once you take a 
longer-term view of things, exactly what is happening to us starts to come clearly into focus.  The 
truth is that the United States is in the midst of a long-term economic collapse, and many economic 
statistics just keep getting worse every single year. 

The following are 11 statistics that reveal just how far the U.S. economy has fallen over the past four 
years…. 

#1 In November 2006, the “official” U.S. unemployment rate was 4.5 percent.  Today, the “official” 
U.S. unemployment rate has been at 9.5 percent or greater for more than a year. 

#2 At Thanksgiving back in 2006, 26 million Americans were on food stamps.  Today, there are over 
42 million Americans on food stamps and that number is climbing rapidly. 

#3 According to the U.S. Census Bureau, median household income in the United States fell from 
$51,726 in 2008 to $50,221 in 2009.  Median household income declined the year before that too.  
Meanwhile, prices have continued to rise throughout that period. (Note that this statistic is even 
worse for the private sector when you consider that the Census number includes all the salary 
increases that government workers have continued to receive.) 

#4 At the end of the third quarter in 2006, 47 banks were on the FDIC “problem list”.  At the end of the 
third quarter in 2010, 860 banks were on the FDIC “problem list”. ... 

  
  
Robert Samuelson gives a good snapshot of what led to Ireland's economic troubles, and 
hints at the trouble that still looms. 
What you need to know about Ireland’s economic crisis is that it’s not about Ireland: a country of 
slightly more than 4 million people and an economy of roughly $200 billion. It’s about Europe. For 
decades, Europe has pursued two great political projects. One is the democratic welfare state, 
designed to ensure that various “safety nets” improve economic justice. The other is European unity, 
symbolized by the creation in 1999 of a single currency—the euro—now used by 16 countries. The 
fact that both contributed to Ireland’s troubles suggests that Europe could be on the brink of a broader 
crisis. 

Ireland’s problems are not isolated, and if they portend a wider meltdown, this would mark a 
dangerous new phase in the global economic turmoil that began in 2007. Europe represents about a 
fifth of the world economy, roughly equal to the U.S. share. If the continent relapsed into recession, 
economic nationalism would intensify as the already weak recovery faltered and countries competed 
for scarce sales. For example: Europe buys about 25 percent of America’s exports. These would 
suffer. 



...Europe’s challenge is no longer just economic; it’s also political and social. The rescue of Ireland, 
as with Greece before, represents a gamble that Europe can win the patience of bondholders and 
voters: the first, not to dump bonds (of Ireland and other countries) in panic, which would raise 
interest rates and might precipitate a self-fulfilling financial collapse; and the second, to tolerate 
austerity (higher unemployment, lower social benefits, heavier taxes) without resorting to paralyzing 
street protests or ineffectual parliamentary coalitions. Whether the gamble will succeed is unclear, as 
are the chaotic consequences if it doesn’t. 

  
  
In the Atlantic Blogs, Megan McArdle blogs about more trouble in the EU, and where this 
might lead. 
As Spain starts looking rocky, Tyler Cowen writes: 
In a nutshell, we're watching the most pitched, highest-stakes, most determined battle between 
politics and finance which has been staged. I am expecting finance to win. 
...Europe cannot let its banks fail, but it also can't divert public pensions to line the pockets of 
bankers.  Yet it may well have to do one or the other.  I am also expecting finance to win.  Forget 
whether Germany has the political will to bail out the PIIGS: does either the EU, or the ECB, actually 
have the means to bail out all five?  If Spain topples, that is what it will come to.  
 
This is starting to throw off more echoes of the Great Depression, where you have a sequence of 
crises, each touched off by the ones that came before, like dominos falling into some diabolic 
design. Europe and America thought they'd seen the worst of things by the end of 1930, only to be 
knocked back down even harder by the contagion of the Creditanstalt crisis.  In the US, the crisis 
ultimately triggered a string of bank failures worse than those sparked by the initial stock market 
crash, and the worst two years of the Great Depression were 1932-3. ... 
  
  
Michael Barone highlights the idea of letting states go into bankruptcy. Go to Pickings 
November 23, 2010 for Skeel's article.  
...University of Pennsylvania law professor David Skeel, writing in the Weekly Standard, suggests that 
Congress pass a law allowing states to go bankrupt. 

Skeel, a bankruptcy expert, notes that a Depression-era statute allows local governments to go into 
bankruptcy. Some have done so: Orange County, Calif., in 1994; Vallejo, Calif., in 2008. Others -- 
perhaps a dozen small municipalities in Michigan -- are headed that way. 

A state bankruptcy law would not let creditors thrust a state into bankruptcy -- that would violate state 
sovereignty. But it would allow a state government going into bankruptcy to force a "cramdown," 
imposing a haircut on bondholders, and to rewrite its union contracts. 

The threat of bankruptcy would put a powerful weapon in the hands of governors and legislatures: 
They can tell their unions that they have to accept cuts now or face a much more dire fate in 
bankruptcy court. ... 

 
 
 

  
  
 



Asia Times 
The lunatic who thinks he's Barack Obama  
By Spengler  
 
Napoleon was a lunatic who thought he was Napoleon, and the joke applies to the 44th United States 
president with a vengeance. What doesn't the president know, and when didn't he know it? American 
foreign policy turned delusional when Barack Obama took office, and the latest batch of leaks 
suggest that the main source of the delusion is sitting in the Oval Office.  
 
From the first batch of headlines there is little in WikiLeaks' 250,000 classified diplomatic cables that a 
curious surfer would not have known from the Internet. We are shocked - shocked - to discover that 
the Arab Gulf states favor an invasion of Iran; that members of the Saudi royal family fund terrorism; 
that Pakistan might sell nuclear material to malefactors; that Saudi Arabia will try to acquire nuclear 
weapons if Iran does; that Israel has been itching for an air strike against Iran's nuclear facilities; that 
the Russian government makes use of the Russian mob; that Turkish Prime Minister Recep Tayyip 
Erdogan tilts towards radical Islam; or that Italian Prime Minister Silvio Berlusconi mixes politics and 
business.  
 
American career diplomats have been telling their masters in the Obama administration that every 
theater of American policy is in full-blown rout, forwarding to Washington the growing alarm of foreign 
leaders. In April 2008, for example, Saudi Arabia's envoy to the US Adel al-Jubeir told General David 
Petraeus that King Abdullah wanted the US "to cut off the head of the [Iranian] snake" and "recalled 
the king's frequent exhortations to the US to attack Iran and so put an end to its nuclear weapons 
program".  
 
Afghani President Hamid Karzai warned the US that Pakistan was forcing Taliban militants to keep 
fighting rather than accept his peace offers. Pakistani government officials, other cables warn, might 
sell nuclear material to terrorists.  
 
The initial reports suggest that the US State Department has massive evidence that Obama's 
approach - "engaging" Iran and coddling Pakistan - has failed catastrophically. The crisis in diplomatic 
relations heralded by the press headlines is not so much a diplomatic problem - America's friends and 
allies in Western and Central Asia have been shouting themselves hoarse for two years - but a crisis 
of American credibility.  
 
Not one Muslim government official so much as mentioned the issues that have occupied the bulk of 
Washington's attention during the past year, for example, Israeli settlements. The Saudis, to be sure, 
would prefer the elimination of all Israeli settlements; for that matter, they would prefer the eventual 
elimination of the state of Israel. In one conversation with a senior White House official, Saudi King 
Abdullah stated categorically that Iran, not Palestine, was his main concern; while a solution to the 
Arab/Israeli conflict would be a great achievement, Iran would find other ways to cause trouble.  
 
"Iran's goal is to cause problems," Abdullah added. "There is no doubt something unstable about 
them." There never has been a shred of evidence that an Israeli-Palestinian agreement would help 
America contain Iran's nuclear threat. The deafening silence over this issue in the diplomatic cables is 
the strongest refutation of this premise to date.  
 
How do we explain the gaping chasm between Obama's public stance and the facts reported by the 
diplomatic corps? The cables do not betray American secrets so much as American obliviousness. 
The simplest and most probable explanation is that the president is a man obsessed by his own 
vision of a multipolar world, in which America will shrink its standing to that of one power among 



many, and thus remove the provocation on which Obama blames the misbehavior of the Iranians, 
Pakistanis, the pro-terrorist wing of the Saudi royal family, and other enemies of the United States.  
 
Never underestimate the power of nostalgia. With a Muslim father and stepfather, and an 
anthropologist mother whose life's work defended Muslim traditional society against globalization, 
Obama harbors an overpowering sympathy for the Muslim world. He is not a Muslim, although as a 
young child he was educated as a Muslim in Indonesian schools. His vision of outreach to the Muslim 
world, the most visible and impassioned feature of his foreign policy, draws on deep wells of emotion. 
I first made this argument in this space on February 26, 2008 (Obama's women reveal his secret, 
Asia Times Online), seven months before he was elected president.  
 
Think of Obama as the anti-Truman. As David Brog recounts in his 2006 book Standing with Israel 
(which I reviewed on this site on June 20, 2006 (You don't need to be apocalyptic, but it helps ), 
president Harry S Truman overruled the unanimous opposition of his cabinet and made America the 
first country to recognize the new state of Israel in 1948.  
 
His secretary of state, war-time chief of staff George Marshall, had threatened in vain to resign and 
campaign against Truman in the next presidential election over the issue. Personal religious 
motivations, not strategy, guided Truman's decision. He was a Bible-reading Christian Zionist who 
supported Israel as a matter of principle. Obama has the same sort of loyalty to the Muslim world that 
Truman had toward the Jewish people. He cannot bring himself to be the American president who 
ruins a Muslim land.  
 
It is wishful thinking that the Iranian problem can be managed without bringing ruin to the Persian 
pocket empire. In many respects, Iran resembles the Soviet Union just before the collapse of 
communism. It turned out that there were no communists in Russia outside the upper echelons of the 
party. There are very few Muslims in Iran outside of the predatory mullahcracy. According to Zohreh 
Soleimani of the BBC, Iran has the lowest mosque attendance of any Muslim country; only 2% of 
adults attend Friday services, a gauge of disaffection comparable to church attendance in Western 
Europe. Iran's fertility rate of about 1.6 children per women, coincidentally, is about the same as 
Western Europe's. Iran has a huge contingent of young people, but they have ceased to have 
children. They have faith neither in the national religion nor in the future of their nation.  
 
The United Nations Office on Drugs and Crime, meanwhile, reports that fully 5% of Iran's adult non-
elderly population of 35 million is addicted to opium. Alcoholism also is epidemic, despite the Islamic 
prohibition on alcoholic beverage, which must be smuggled into the country.  
 
The US won the Cold War by ruining Russia. Russia may never recover. In 1992, three years after 
the Berlin Wall came down, thousands of pensioners gathered daily near Red Square in the winter 
cold to barter old clothing or trinkets for food, and the tourist hotels swarmed with prostitutes. The 
collapse of communism did not usher in a golden age of Russian democracy, and the new 
government into the most rapacious plague of locusts ever to descend upon a vulnerable economy.  
 
Break the Iranian mullahcracy, and Iran most likely will fall into demoralization and ruin. Punish 
Pakistan for its machinations with the Taliban, and the country likely will descend into civil war. Iran's 
nuclear ambitions and Pakistan's dalliance with terrorism both stem from the sad fact that they are 
failed states to begin with. Push them into a corner, and the failure will become manifest.  
 
In fairness to Obama, he simply carried forward the George W Bush administration's benign neglect 
of Iran's nuclear ambitions. Bush confirms in his just-published memoirs what was evident at the time: 
he followed the advice Defense Secretary Robert Gates and secretary of state Condoleezza Rice to 
avoid open conflict with Iran. If provoked, Iran was capable of producing a large number of American 



casualties in Iraq in the advent of the 2008 elections.  
 
The difference between early 2008 and early 2010, to be sure, is that Iran has had two years to 
enrich uranium, consolidate its grip on Syria, insert itself into Afghanistan, stockpile missiles with 
Hezbollah in Lebanon and Hamas in Gaza, and build up its terror capabilities around the world. The 
window is closing in which Iran may be contained. Covert operations and cyber-sabotage might have 
bought some time, but benign neglect of Iran has reach its best-used-by-date.  
 
The cables, in sum, reveal an American administration that refuses to look at the facts on the ground, 
even when friendly governments rub the noses of American diplomats into them. Obama is beyond 
reality; he has become the lunatic who thinks that he is Barack Obama.  
  
  
  
Daily Markets 
11 Statistics That Reveal Just How Far The U.S. Economy Has Fallen Over The Past 
Four Years 
by Michael Snyder 

As you gather around the table with your family this Thanksgiving, ask yourself this question: are you 
better off today than you were four years ago?  Unfortunately, most Americans are not.  Both political 
parties have controlled the White House during the last four years – Barack Obama has been in office 
for nearly two years and before him it was George W. Bush – and yet no matter what politicians we 
send to Washington D.C. things just seem to keep getting worse.  We buy more than we produce, we 
spend more than we bring in, we have 18 times as many “problem banks” as we did 4 years ago, the 
number of Americans on food stamps continues to set a new all-time record every month and we are 
living in the greatest debt bubble in the history of the world.  But at least the majority of Americans are 
still prosperous enough to enjoy a happy Thanksgiving inside a warm, comfortable home.  
Unfortunately, if things keep going the way they are going, we are going to experience a national 
economic nightmare that nobody will be thankful for. 

If you watch the economic statistics from week to week and month to month, it will seem like 
sometimes they are getting worse and sometimes they are getting better.  However, once you take a 
longer-term view of things, exactly what is happening to us starts to come clearly into focus.  The 
truth is that the United States is in the midst of a long-term economic collapse, and many economic 
statistics just keep getting worse every single year. 

The following are 11 statistics that reveal just how far the U.S. economy has fallen over the past four 
years…. 

#1 In November 2006, the “official” U.S. unemployment rate was 4.5 percent.  Today, the “official” 
U.S. unemployment rate has been at 9.5 percent or greater for more than a year. 

#2 At Thanksgiving back in 2006, 26 million Americans were on food stamps.  Today, there are over 
42 million Americans on food stamps and that number is climbing rapidly. 

#3 According to the U.S. Census Bureau, median household income in the United States fell from 
$51,726 in 2008 to $50,221 in 2009.  Median household income declined the year before that too.  
Meanwhile, prices have continued to rise throughout that period. 



#4 At the end of the third quarter in 2006, 47 banks were on the FDIC “problem list”.  At the end of the 
third quarter in 2010, 860 banks were on the FDIC “problem list”. 

#5 California home builders began construction on 1,811 homes during the month of August, which 
was down 77% from August 2006. 

#6 In 2006, new home sales in the United States were near record highs.  In 2010, new home sales 
in the United States are at record lows as the following graph from Calculated Risk demonstrates…. 

 

#7 A recent survey of last year’s college graduates found that 80 percent moved right back home with 
their parents after graduation.  That was up substantially from 63 percent in 2006. 

#8 According to one analysis, the United States has lost a total of 10.5 million jobs since 2007. 

#9 In 2006, the Social Security program took in somewhere in the neighborhood of 100 billion more 
dollars than it paid out.  Of course the U.S. government spent all that money instead of setting it 
aside.  So now more U.S. retirees than ever are ready to start drawing on Social Security and a 
“tipping point” is rapidly coming.  Social Security will pay out more in benefits in 2010 than it receives 
in payroll taxes.  This was not supposed to happen until at least 2015, and the years ahead look very, 
very grim…. 



 

#10 The U.S. government’s debt ceiling has been raised six times since the beginning of 2006. 

#11 In 2006, the U.S. national debt was getting close to 9 trillion dollars.  Today, the U.S. national 
debt is well past 13 trillion dollars and is rapidly closing in on 14 trillion dollars. 

So is there much hope for an economic turnaround any time soon? 

No, not really. 

Even the Federal Reserve, usually one of the biggest cheerleaders for the U.S. economy, is not very 
optimistic right now.  In fact, the Fed has just announced that they are projecting that unemployment 
will still be at about 8 percent when the next presidential election arrives in 2012. 

Actually, if the official unemployment rate was to get that low by then that would really be something 
to celebrate.  Many economists fear that unemployment will be even higher than it is now by then. 

Several years ago, a very foolish politician (Dick Cheney) famously said that “deficits don’t matter”.  
That is kind of like saying that credit card balances don’t matter.  For decades, politicians from both 
political parties have been running up staggering amounts of government debt as if it would never 
catch up with us.  For decades, Americans have been addicted to debt and have been buying more 
than they produce.  We have enjoyed living beyond our means for so long that most of us simply 
have no idea that there are any consequences for doing so. 

Living on debt is fun on the way up, but on the way down the pain can be excruciating.  We are about 
to experience that on a national level, and it is going to be an absolute nightmare. 

Did any of you actually believe that we were just going to go on living way, way, way beyond our 
means indefinitely? 

America has piled up the biggest mountain of debt in the history of the world, and unfortunately we 
are all going to pay the price for that. 



So enjoy your turkey while you can.  In future years we may have a lot less to be thankful for. 

  
  
Newsweek 
Europe’s Reckoning … 
… and why it menaces recovery. 
by Robert Samuelson 

What you need to know about Ireland’s economic crisis is that it’s not about Ireland: a country of 
slightly more than 4 million people and an economy of roughly $200 billion. It’s about Europe. For 
decades, Europe has pursued two great political projects. One is the democratic welfare state, 
designed to ensure that various “safety nets” improve economic justice. The other is European unity, 
symbolized by the creation in 1999 of a single currency—the euro—now used by 16 countries. The 
fact that both contributed to Ireland’s troubles suggests that Europe could be on the brink of a broader 
crisis. 

Ireland’s problems are not isolated, and if they portend a wider meltdown, this would mark a 
dangerous new phase in the global economic turmoil that began in 2007. Europe represents about a 
fifth of the world economy, roughly equal to the U.S. share. If the continent relapsed into recession, 
economic nationalism would intensify as the already weak recovery faltered and countries competed 
for scarce sales. For example: Europe buys about 25 percent of America’s exports. These would 
suffer. 

The rescue package (reportedly about $120 billion) now being negotiated by Ireland, other members 
of the European Union, and the International Monetary Fund would prop up Ireland’s loss-ridden 
banks. The aim is to contain the fallout by showing that Europe can cope with its own problems. But 
the rescue involves much bravado, because some lenders (Spain, Italy, Portugal) are themselves 
heavily indebted and possible candidates for future bailouts. Even Germany and France have huge 
gross debts, 76 percent and 86 percent of their economies in 2009. How much new debt can be piled 
atop old debt? 

That Ireland, after Greece, has come to grief is ironic. Until recently, it was admiringly dubbed the 
Celtic tiger for emulating Asian countries in attracting foreign investment—Intel and others—and 
achieving rapid export-led growth. From 1987 to 2000, annual economic growth averaged 6.8 
percent; unemployment fell from 16.9 percent to 4.3 percent. But then, solid growth gave way to a 
housing boom and bubble whose collapse left Irish banks awash in bad loans. 

One cause was easy credit occasioned by the euro. With its own currency, Ireland could regulate 
credit. If it seemed too loose, the Central Bank of Ireland could raise interest rates. Adopting the euro 
meant Ireland surrendered this power to the European Central Bank (ECB), which set one policy for 
all euro countries. The ECB’s rates, though perhaps correct for France and Germany, were too low 
for Ireland and some others. Moreover, financial markets pushed rates on government bonds of euro 
countries down to low German levels. In 1995, Ireland’s rates were a percentage point higher than 
Germany’s; by 2001, they were almost identical. 

Ireland might have offset easy credit by increasing taxes or cutting spending. But this would have 
required great self-restraint. The housing boom produced a torrent of tax revenues from construction, 
home sales, and wealth-induced consumer spending. From 1996 to 2006, home prices almost 
quadrupled. Construction spending went from 11 percent to 21 percent of the economy. Government 



budgets were in surplus, despite increased social spending and higher government salaries. “When I 
have the money, I spend it,” said one former finance minister. “When I don’t, I don’t.” 

So now, the reckoning. In Ireland, the burst housing bubble left a massive budget deficit and lifted 
unemployment to 14 percent. Most European economies suffer from the ill effects of some 
combination of easy money, unsustainable social spending, and big budget deficits. Countries are 
interconnected, so there are spillover effects; British, German, and French banks have all lent heavily 
to Irish borrowers. The euro, intended to nurture unity, has bred discord, as countries assign blame 
for economic mistakes and argue over sharing costs. 

Europe’s challenge is no longer just economic; it’s also political and social. The rescue of Ireland, as 
with Greece before, represents a gamble that Europe can win the patience of bondholders and 
voters: the first, not to dump bonds (of Ireland and other countries) in panic, which would raise 
interest rates and might precipitate a self-fulfilling financial collapse; and the second, to tolerate 
austerity (higher unemployment, lower social benefits, heavier taxes) without resorting to paralyzing 
street protests or ineffectual parliamentary coalitions. Whether the gamble will succeed is unclear, as 
are the chaotic consequences if it doesn’t. 

  
  
The Atlantic Blogs 
Are We Entering Another Phase of Financial Crisis? 
by Megan McArdle 

As Spain starts looking rocky, Tyler Cowen writes: 

In a nutshell, we're watching the most pitched, highest-stakes, most determined battle between 
politics and finance which has been staged. I am expecting finance to win. 
Arnold Kling follows up with four questions: 
1. What is the true state of the large European banks? In particular, if, they had to write down the 
principal on the debt of the PIGS by, say, 15 percent, which banks would still be solvent? 

2. What does the option for inflating away European debt look like? How would the cost of that 
inflation be distributed? Can the inflation take place within the context of the euro, or does it require 
that some countries leave the euro? 

3. Does a crisis create an opportunity for governments to make radical changes to the welfare state, 
or is that still not possible? 

4. Suppose that governments have to choose between preserving their banks and preserving high 
levels of spending on public employees and retirees. Which choice is better for the economy? For 
political survival? 

I don't know the answer to any of them, but of the four, I think the last is the most interesting; Europe 
cannot let its banks fail, but it also can't divert public pensions to line the pockets of bankers.  Yet it 
may well have to do one or the other.  I am also expecting finance to win.  Forget whether Germany 
has the political will to bail out the PIIGS:  does either the EU, or the ECB, actually have the means to 
bail out all five?  If Spain topples, that is what it will come to.  
 
This is starting to throw off more echoes of the Great Depression, where you have a sequence of 
crises, each touched off by the ones that came before, like dominos falling into some diabolic 



design. Europe and America thought they'd seen the worst of things by the end of 1930, only to be 
knocked back down even harder by the contagion of the Creditanstalt crisis.  In the US, the crisis 
ultimately triggered a string of bank failures worse than those sparked by the initial stock market 
crash, and the worst two years of the Great Depression were 1932-3. 
 
I don't want to lean too hard on this, as economic commentators (maybe including me) have started 
seeing Creditanstalt everywhere--in Dubai, in Greece, now in Ireland and maybe Spain.  It's entirely 
possible that we'll eventually muddle through without a second major event.  But it's worth 
remembering that these things take a long time to unfold, and that we are often most vulnerable just 
when we think we have time for a breather. 
 
Related thoughts:  whatever events unfold, a lot of pundits who insist on treating whatever has 
happened in the last five minutes as if they were the final events of the crisis, are going to look like 
idiots.  If Spain ends up in the same place as Ireland, the virulent arguments over Irish austerity are 
going to look rather silly in retrospect; if Europe's banking system is badly compromised, the model of 
economic crisis that centers around American bank regulation and monetary policy will be severely 
compromised; and so forth.  Pundits and regulators should both be playing the long game. 
 
  
Washington Examiner 
For tottering states, bankruptcy could be the answer 
by Michael Barone 
  
We won't be able to say we weren't warned. Continued huge federal budget deficits will eventually 
mean huge increases in government borrowing costs, Erskine Bowles, co-chairman of President 
Obama's deficit reduction commission, predicted this month. "The markets will come. They will be 
swift and they will be severe and this country will never be the same."  

Bowles is talking about what the business press calls bond market vigilantes. People with capital are 
currently willing to lend money to the federal government, by buying U.S. bonds, at low interest rates. 
That's because interest rates are generally low and because Treasury bonds are regarded as the 
safest investment in the world. 

But what if they aren't? What if investors suddenly perceive a higher risk and demand a higher 
return? That's what Bowles is talking about, and there are signs it may be starting to happen. The 
Federal Reserve's second round of quantitative easing -- QE2 -- was intended to lower the interest 
rate on long-term bonds. Instead the rate has been going up. 

The federal government still seems a long way from the disaster Bowles envisions. But some state 
governments aren't. 

California Gov. Arnold Schwarzenegger came to Washington earlier this year to get $7 billion for his 
state government, which resorted to paying off vendors with scrip and delaying state income tax 
refunds. Illinois seems to be in even worse shape. A recent credit rating showed it to be weaker than 
Iceland and only slightly stronger than Iraq. 

It's no mystery why these state governments -- and those of New York and New Jersey as well -- are 
in such bad fiscal shape. These are the parts of America where the public employee unions have 
been calling the shots, insisting on expanded payrolls, ever higher pay, hugely generous fringe 
benefits and utterly unsustainable pension promises. 



The prospect is that the bond market will quit financing California and Illinois long before the federal 
government. It may already be happening. Earlier this month, California could sell only $6 billion of 
$10 billion revenue anticipation notes it put on the market. 

Individual investors have been selling off state and local municipal bonds this month. Meredith 
Whitney, the financial expert who first spotted Citigroup's overexposure to mortgage-backed 
securities, is now predicting a sell-off in the municipal bond market. 

So it's entirely possible that some state government -- California and Illinois, facing $25 billion and 
$15 billion deficits, are likely suspects -- will be coming to Washington some time in the next two 
years in search of a bailout. The Obama administration may be sympathetic. It has channeled 
stimulus money to states and TARP money to General Motors and Chrysler in large part to bail out its 
labor union allies. 

But the Republican House is not likely to share that view, and it's hard to see how tapped-out state 
governments can get 60 votes in a 53-47 Democratic Senate. 

How to avoid this scenario? University of Pennsylvania law professor David Skeel, writing in the 
Weekly Standard, suggests that Congress pass a law allowing states to go bankrupt. 

Skeel, a bankruptcy expert, notes that a Depression-era statute allows local governments to go into 
bankruptcy. Some have done so: Orange County, Calif., in 1994; Vallejo, Calif., in 2008. Others -- 
perhaps a dozen small municipalities in Michigan -- are headed that way. 

A state bankruptcy law would not let creditors thrust a state into bankruptcy -- that would violate state 
sovereignty. But it would allow a state government going into bankruptcy to force a "cramdown," 
imposing a haircut on bondholders, and to rewrite its union contracts. 

The threat of bankruptcy would put a powerful weapon in the hands of governors and legislatures: 
They can tell their unions that they have to accept cuts now or face a much more dire fate in 
bankruptcy court. 

It's not clear that governors like California's Jerry Brown, who first authorized public employee unions 
in the 1970s, or Illinois' Pat Quinn, will be eager to use such a threat against unions, which have been 
the Democratic Party's longtime allies and financiers. 

But the bond market could force their hand and seems already to be pushing in that direction. And, as 
Bowles notes, when the markets come, they will be swift and severe. 

The policy arguments for a bailout of California or Illinois public employee union members are 
incredibly weak. If Congress allows state bankruptcies, it might prevent a crisis that is plainly looming. 

  
  



 
  
  

 
  
  



 
  
  
  

 
  
  
  
 


