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C O N T I N U I N G  E U R O P E A N  D R A M A  

The Greek election results provide immediate relief but no long term solution 

A

Market sentiment on Europe continues to be highly volatile; positive 
momentum from any favourable event is becoming increasingly short-
lived and the propensity for double digit spread widening of sovereign 
bonds over short periods of time is becoming commonplace.  In the 
near-term, there is little expectation for policy developments that could 
stem pressure. What we can expect is continued volatility and only a 
marginally looser grip by Core Europe (Germany, Netherlands and 
France) on the necessity of fiscal reform.  We are likely to continue to 
hear European Union (EU) policy statements on its medium to long 
term path towards a greater fiscal union and all the associated entities 
such as Eurobonds and a banking union.  These will be met by calls 
from the rest of the world’s leaders for quicker resolution as their 
domestic economies struggle.  Despite the gloom, we do not expect the 
European Monetary Union (EMU) to break up; we can see it 
strengthening in the event of a Greek exit.   
 

The Greek election on Sunday 17th June had a much more definitive 
outcome than the May election, but the country, regardless of which 
party is in leadership, faces the same, very significant, challenges as 
before.  The election results draw a line under the threat of a Syriza-led 
government pushing for a total abandonment of the current 
programme, a halt of funding from the Troika and a subsequent exit 
from the eurozone.  However this positive is negated overall because it 
removes a possible trigger that would have likely pushed EU policy 
makers into a more timely and thorough resolution of the crisis.   We 
now expect a continuation of ‘just in time’ policy and no foreseeable end 
to the crisis.  In addition, increased pressure from the rating agencies, 
kicked off by Moody’s three notch downgrade of Spain to the brink of 
junk status last week, may change the rating landscape of the EMU very 
quickly. 
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The election result also does little to soothe markets and facilitate a 

more permanent resolution of the European crisis beyond the 
immediate.     New Democracy will be required to go through a 
consultative period and the parties need to form a government; though 
in Greece this is a three day process versus the months that some 
countries take to form a government.  New Democracy (ND) as the 
winning party (29.5% of the vote) will have priority at forming a 
government.  The Panhellenic Socialist Movement (PASOK) is the 
prime candidate for coalition partner (12.3% of the vote) and this would 
give their coalition a 160/300 seat victory, which includes the 50 bonus 
seats awarded due to ND’s first place win. 

This is not a very strong majority and weakened further by historical 
discord between ND and PASOK as well as a highly vocal and fairly 
well supported opposition.  Syriza has already promised to continue the 
fight against the bailout programme and they have the popular support; 
roughly 50% of the vote went to anti-bailout parties across the political 
spectrum.  

It is expected that once a government is formed, the coalition will 
focus their efforts on renegotiating the Memorandum of Understanding 
(MoU) with the Troika.  An ND and PASOK coalition will probably be 
less confrontational with the Troika and have some sort of established 
rapport versus what we would expect with a Syriza government given 
their desire to abandon the existing programme and start from the 
beginning.  It is likely that any leeway on conditionality is based on 
extending timelines for targets however that would have a price attached 
to it and Greece would likely need more funding in association with 
extended timelines.  That scenario is likely to disappoint everyone; it 
wouldn’t be significant enough to appease the Greek anti-bailout 
sentiment, it would test core European support for bailout packages and 
it would peak interest in programme countries in renegotiating their own 
conditionality.  Additionally, at the end of the day it wouldn’t move 
Greece closer to sustainability or Europe closer to a resolution to the 
crisis.   

Rating agencies also seem anxious with regards to the pace of 
European crisis developments.  They appear poised to make multiple 
notch adjustments on a wide scope of situations, regardless of detail or 
consistency.  The majority of countries in the EMU are on a negative 
rating outlook with only Germany having stable outlooks from all three 
of the major ratings agencies.  Moody’s raised the stakes of a major 
European economy moving to junk status when it downgraded Spain by 
three notches to Baa3 on the 13th June 2012.  It is not controversial to 
suggest that eurozone countries were probably rated overly high at the 
beginning of the crisis on the merit of the EMU versus on the strength 
of their individual fiscal situation.   
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Now, Moody’s rationale on Spain as well as the other agencies’ views 

on the general European rating landscape makes it hard to envision a 
scenario where these ratings don’t swing to the other extreme and are 
downgraded beyond appropriate metrics.   

If there is a Greek exit, downgrades are possible on the economic 
disruption and transiency of the EMU. Policy development that 
increases liabilities, such as Eurobonds, and a tighter fiscal union would 
also likely trigger downgrades.  It appears that a variety of scenario could 
cause downgrades; no policy development or ineffectual policy could 
result in downgrades, as could a compromise of market access.    The 
downgrades of France and the United States raised numerous questions 
on what a world without AAA rated countries would look like. It is 
highly feasible that we will have a Europe with few AAA rated 
countries. 

Market volatility is likely to persist across Europe for an extended 
period of time.  We continue to remain invested, prioritising 
diversification and liquidity, high quality assets with strong fundamentals 
and explicit structures to accommodate the volatility in the market place 
as well as the quickly changing ratings landscape.   
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