
 

 

 

 

T H E  S T A T E  O F  T H E  U N I O N  
 

SUMMARY 

Last week, European Union leaders concluded their 20th summit since the start of the eurozone debt 
crisis. The three-paragraph Summit Statement was long on intent but short on details, and follow-up 
has been tasked to the eurogroup finance ministers by July 9, 2012.  We continue to view this saga 
as a long-term project without a short-term “magic bullet.”  The northern European countries, led by 
Germany, are understandably insisting on increased financial controls before increasing their 
funding or contingent liabilities.  The scope of the loss of sovereignty involved with this fiscal union 
is of the type that generally occurs after war, not multi-lateral negotiations.  Political considerations 
will continue to heavily influence the negotiations, as the involvement of the new socialist French 
president may have already strengthened the hand of the anti-austerity crowd.  While some steps 
forward were taken at this latest Summit and interest rates on stressed European sovereign debt have 
receded in its wake, we see the Summit as only accomplishing incremental progress and thus expect 
market volatility around Europe to remain elevated without substantial new action from the 
European Central Bank. 
 

EXHIBIT 1: FUNDING MERRY-GO-ROUND 

 
Source:  Northern Trust Global Investments, Bloomberg. 
Note: NL - Netherlands. 
 
As shown in Exhibit 1, there is an Alice in Wonderland aspect to the current rescue facilities as the 
contributors to the European Financial Stability Fund (EFSF) and European Stability Mechanism 
(ESM) are many of the same countries that need the bailout.  Additionally, the size of the current 
funds is inadequate as it is estimated that the remaining EFSF/ESM capacity totals around €350-400 
billion while Spain and Italy alone face nearly €900 billion in refinancing needs over the next two 
years.  One solution that has been floated would be to issue a banking license to the EFSF/ESM, 
which would allow access to the European Central Bank’s repurchase operations.  This would 
increase the purchasing power of the funds, and increase the psychological impact of the program.  
The Germans will likely oppose this move without a preceding increase in fiscal integration and 
control.   
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A hallmark of this crisis has been the interlinking between the credit quality of the banks and the 
countries.  In fact, the first sentence of the Summit Statement says “…it is imperative to break the 
vicious circle between banks and sovereigns.”  Two steps in this direction that occurred at the 
Summit were the plan to directly inject aid into the Spanish banks (instead of via the sovereign) and 
plans to advance the banking union.  In addition, it appears that the pending capital injection into 
Spanish banks will not carry seniority to current sovereign debt, mitigating the worry of 
subordination of market debt to all rescue debt.  The road to a full banking union will start with a 
common bank regulator (to be considered by the end of 2012), and include supervision, 
recapitalization and resolution authority.  All of these steps likely need to be accomplished before 
the critical step of a common bank deposit insurance scheme (like the Federal Deposit Insurance 
Corporation in the U.S.) can be implemented.  As shown in Exhibit 2, capital has been leaving the 
weaker European countries and building up in the safe-haven of Germany.   
 

EXHIBIT 2:  CAPITAL FLIGHT 

 
Source:  Bloomberg.  
Note: The Target 2 balance reflects the intra-eurosystem credits among the European Monetary Union’s central banks. 
 
The capital flight from the weaker countries is a rational response to the current fractured banking 
union, where there are increasingly “Greek euros,” “Spanish euros” and “German euros.”  Whether 
it is a corporate treasurer or average citizen, the natural reaction to the current crisis in the absence 
of a euro-wide banking deposit insurance plan is to hedge your bets and diversify the location of 
some of your cash.  However, this risks becoming a spiraling crisis as capital leaves domestic banks, 
which then have less capacity to lend and therefore support domestic economic growth.  In addition, 
these capital imbalances represent a risk should a country leave the euro.  A specific example will 
help illustrate this situation.  Greece’s Target 2 balance was a liability of approximately €100 billion 
at year-end 2011 – a loss that would be shouldered by each shareholder of the ECB in the event of a 
Greek default.  The €100 billion figure represents loans made by the Greek Central Bank to 
individual banks, backed by collateral.  In Germany’s case, their approximate 27% share of ECB 
capital would result in a potential loss to German taxpayers of €27 billion (assuming no value in the 
collateral).  
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Little was accomplished at the Summit with respect to a growth agenda.  A warmed-over plan to 
spend around 1% of eurozone GDP in stimulus plans was announced, but it appears that much of 
this spending had already been announced and it may stretch over multiple years.  In the 
background, some of the newly found religion regarding “growth” will take the form of relaxed 
austerity targets.  Already, press reports indicate that the troika (European Union, European Central 
Bank and the International Monetary Fund) is willing to soften targets for Greece and Spain in 
recognition of the negative growth impact from austerity. The most stressed European countries face 
a debt trap where their current interest costs exceed their level of economic growth – meaning that 
the debt burden will keep growing.  The Spanish economy reported nominal GDP over the last year 
of around 1.50%, as compared to current interest rates of around 6.38% on their 10-year debt.  
Italian nominal GDP growth of 1.9% also falls well shy of its current 10-year yield of 5.74%. 
 
One reason little was announced surrounding growth initiatives is the structural nature of the growth 
problems.  Exhibit 3 ranks key countries based on their fiscal deficits and the global competitiveness 
of their economy.  The Global Competitiveness Index (GCI) is a measurement of competitiveness 
based on the set of institutions, policies and factors that determine the level of productivity of a 
country.  On a long-term basis, the two biggest drivers of economic growth are growth in the 
working age population and productivity.  The relatively weak competitiveness of the Southern 
European countries highlights the scale of their challenges.  While France scores reasonably well on 
this measure, the recent policy initiatives of the new Socialist administration to raise the minimum 
wage, shorten the work week, reduce the retirement wage and raise taxes seem likely to erode their 
competitiveness going forward.  While the U.S. still shows a high government deficit, the debt in the 
financial sector has fallen back to pre-bubble levels and households have lowered their debt relative 
to disposable income by more than any other country (McKinsey Global Institute). 

 
EXHIBIT 3: COMPETITIVE DIFFERENCES 

 
 Source:  Northern Trust Global Investments, IMF, World Economic Forum.  
Note: EMU – European Monetary Union.  
 
Europe appears to clearly be in recession, while growth is slowing in emerging markets, Japan and 
the U.S.  While the Eurozone is the world’s largest economy (when considered in aggregate), its 
historical volatility in economic activity has been less than its developed peers.  The ability of 
Europe’s economic woes to impact the rest of the world is tied to both trade and investor risk 
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appetite.  So far, investors have been differentiating, and stocks in those countries with good growth 
have continued to perform reasonably well.  The risk to growth from Europe accrues mostly to those 
who rely significantly on exports there – as shown in Exhibit 4, Germany and the U.K. lead the list.  
These export numbers are subject to overstatement, as they include goods imported and then re-
exported (particularly an issue with China).  The greater than 40% of GDP that Germany derives 
from exports does illustrate the importance of the euro to the country.  Intra-Europe trade has been 
greatly facilitated by the common currency, while the lower valued euro benefitted German GDP 
greatly.  According to BCA Research, exports in the seven years prior to the establishment of the 
euro made no contribution to German GDP growth, while in the next seven years they accounted for 
all of Germany’s 7% growth.     
 
Exhibit 4 does highlight the relatively low exposure that Australia, Japan, the U.S., Brazil and China 
have to European exports.  Make no mistake about it; a severe European recession along with 
increased investor risk aversion will have a marked negative impact on growth in the rest of the 
world.  However, we believe that if G-2 growth (the U.S. and China) holds at rates above 2% and 
6%-7%, the global economy will continue to grow and investor risk aversion will be manageable.    

 
EXHIBIT 4:  EURO-GROWTH CONTAGION RISK 

 
Source:  Northern Trust Global Investments, Bloomberg. 
 
While we believe politicians are taking the key role from central bankers in this environment, there 
is still an important role to be played by the bankers.  Having a central bank able to provide 
unquestioned liquidity when necessary is essential to a successful monetary union, and the ECB has 
so far only been able to do this with the banks.  The funding of the EFSF/ESM is insufficient if the 
crisis accelerates, so in the absence of increased funding from the northern European countries, the 
ECB will be looked to for relief.  The conditions are not yet mature enough for this to happen, but 
we do believe the ECB’s much more dovish stance taken since Mario Draghi took over last fall will 
provide some growth stimulus to the European economy. 
 
The European debt crisis has been under way for more than two years, meaning that it is going to be 
pretty hard to negatively surprise investors at this point.  With very few investors bullish on the 
prospects for the European Union, expectations are fairly low.  As shown in Exhibit 5, this crisis has 
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been under way noticeably longer than other fiscal/currency crises of the last several decades, while 
the market declines (in U.S. dollars) have been comparable. 

 
EXHIBIT 5: A LONG SLOW SLIDE   

 
Source:  Northern Trust Global Investments, Datastream, I/B/E/S, Goldman Sachs. 
Note:  Historical Crisis results reflect averages of involved countries.  
 
While stocks in Greece, Portugal, Italy and Spain have declined an average of 58%, overall equity 
valuations aren’t exceptional based on an analysis of financial crisis valuation lows shown in Exhibit 
6.  In addition, we have looked at dividend yields on European stocks both with and without the 
financial shares.  The current yield on the MSCI Europe index is 4.0%, and 4.1% excluding the 
financials.  This is attractive relative to the current level of interest rates, and well above the S&P 
500 yield of 2.1%, but not overly compelling as compared to a pre-crisis median yield of 2.9%.   

 
EXHIBIT 6:  NOT “HOLD YOUR NOSE AND BUY” CHEAP 

 
Source: Northern Trust Global Investments, Datastream, I/B/E/S, Goldman Sachs.  
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CONCLUSION 

The European Summit of late June will be best remembered not for bold statesmanship, but for 
incremental progress toward a banking and fiscal union.  We have long felt that investors are 
mistaken to expect dramatic advances ahead of immovable catalysts – such as surging sovereign 
yields or fleeing bank deposits.  So far, pressure from both of these catalysts has been manageable.  
The Petersen Institute for International Economics characterizes this whole exercise as “a political 
crisis over completion of the European economic and monetary union,” where “…the euro crisis is 
about national sovereignty to new regional institutions governing the banking sectors and fiscal 
policies.”  Considering the great majority of European governments have new leaders since the start 
of the crisis, it is predictable that they are acting slowly in this environment. 
 
It is hard to see how this crisis is solved without a eurozone wide bank deposit plan and some sort of 
debt mutualization.  Both of these require a full banking union, the building blocks of which the EU 
leaders are starting to put in place.  The Summit Statement refers to bank recapitalizations, but with 
“appropriate conditionality…” – leaving the Germans plenty of wiggle room to craft policy they can 
live with.  It is also unclear what level of national Parliamentary approval will be required for the 
various plans, but rest assured that it will be a complicated and noisy process.  Due to the political 
nature of this crisis, predicting a timeline is most challenging – especially when there are benefits to 
stretching out the crisis.   
 
Our global tactical asset allocation policy continues to favor U.S. equities over EAFE (Europe, 
Australasia and the Far East) as we feel the combination of economic and investment risk in Europe 
outweighs the relatively attractive valuations.  We will be closely monitoring this, as a significant 
change in European policy could change the risk/reward for EAFE shares quickly.  However, as we 
think increased market pressures would be required for this more resolute policy response, we 
believe we will have clear warning of this potential development.     
 
Special thanks go to Claire Meier for credit analysis and to Ben Goetsch and Sachin Mitra for data 
research. 
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