European crisis has impact on our economy
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With all the recent press on the ups and downs of the European debt crisis, one might wonder how it is relevant to Northern Colorado. 

The fact is we live in an increasing global economy with interconnections so complex that it is impossible to fully analyze; the impacts of the European debt crisis are and will continue to be felt in our region in a number of ways. 

One of the obvious impacts of the challenges in the European Union, or EU, is through the banking system.

The most direct impacts of the challenges in that we have banks in Northern Colorado that are owned by European banks. The indirect impacts are even more significant. 
Not long ago, the sub-prime meltdown was a contributing factor to the near-collapse of many of the major banks in this country.

At this time, it was determined that these institutions were “too big to fail”, and needed to be supported/saved by the government. 

While in the end this was at minimal cost to taxpayers, it did set a disturbing precedent of privatizing gain, while offloading risk to the public.

The response to this problem was the Dodd-Frank Act and accompanying legislation. Among other things, the goal was to shelter taxpayers from “too-big-to-fail” bailouts. The results of this legislation are still evolving, but it is clear that big banks continue to grow.

The top seven banks in the nation total $10.7 trillion, or 62 percent of all U.S. bank assets. 

In the first half of 2011, these top seven banks grew by 10 percent, while the industry as a whole shrank by 5 percent. 

Counter to the goal of decreasing or eliminating banks that are so large that they pose a systemic risk to the economy; big banks continue to expand relatively and absolutely. 

These same big banks have an estimated $450 billion in exposures to Italy, and significant exposures to other EU countries. 
While some of the risk is hedged by credit default swaps, or CDS, this only serves to spread the exposure out to additional financial institutions.
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Credit default swaps are also imperfect protection, as illustrated by the recent 50 percent write-down of Greek bonds which was accomplished in such a way as to circumvent triggering CDS. 
International trade is another area of substantial economic linkage. 

Europe is one of America’s largest trading partners. 

Economic weakness in the EU decreases demand for exports. At the same time, it also tends to decrease the value of the Euro relative to the dollar, which further hurts U.S. exports. 

There are positives as well. The uncertainty surrounding the EU debt crisis is a strong contributing factor in keeping U.S. interest rates at historic lows. This creates advantages for investors and borrowers. Importers benefit from a relatively stronger U.S. currency, and the price of oil is also impacted. 

Going forward, all of these issues might be magnified if the Euro collapses or undergoes a major restructuring. The case can be made that it is at least a possibility give the difficulties of a currency union such as the Euro without a unified economic and fiscal policy. 

In an interconnected world, the problems, solutions, and unintended consequences of the entire international economy will continue to be the story going into 2012.

Local winners could include importers and investors; local losers may include exporters and savers. The impact in Northern Colorado will be complex and interesting. 
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