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Eurosclerosis
As we entered the year we expected the road to be a bit bumpy.  A pattern of economic growth has 
been established.  Yet there remains an abundance of property foreclosures to deal with, 
governments need to reverse the massive deficits run up to stimulate the economic turnaround and 
the consumer while tentatively spending more is looking to pay down debt too.  These are challenging 
headwinds that will continue to be faced for several years.  As the financial markets have moved 
upwards without a significant retrenchment since the March 2009 bottom, we are not at all surprised 
to be experiencing some regression now.  Our manic-depressive obsessive-compulsive 
acquaintance, Mr. Market, has seized upon the deficit and debt status of southern Europe with a most 
downbeat fervor.

Chronically over-spending, under-achieving Greece has finally hit the debt/deficit wall.  Europe and 
the International Monetary Fund have provided bridge financing packaged with ultimatums about 
method and magnitude of measures to get the country’s financial house in order.  Whether Greece 
ultimately semi-defaults / restructures its public debt or achieves the Herculean task of restructuring 
not only its economy but its national psyche isn’t the big issue.  After all, Greece only represents 2% 
of the European economy which in turn is only 20% of the global economy.  There are also 
debt/deficit overabundances in Portugal, Italy, Ireland and Spain, not to mention the mess the U.K. is 
in.  Mr. Market is asking “who’s next and how many dud countries will it take to drag all of Europe and 
its banks into a downward spiral?”.  A worthy question, but what is being overlooked is the reality that 
all those countries, having heard the warning shot that is the Greek crisis, have begun to take 
measures to reduce their deficits towards semi-manageable levels.  This of course raises the concern 
that implementing austerity measures will restrain growth or send those economies back into 
recession.  That is a risk, but not an unreasonable one to take now that economies and tax revenues 
are growing again.  It is especially important that structural inefficiencies in many of those countries 
be addressed.  Such changes can yield major long term positives.

The European Union (EU) was put together missing the teeth to enforce its own rules about deficits of 
member countries.  It also lacks cohesive policies on a number of issues.  Mr. Market is worried that 
the Union will dissolve.  Actions such as German Chancellor Angela Merkel’s overnight unilateral 
banning of naked short selling certain debt and equity issues fed Mr. Market’s angst.  Not only does 
Mr. Market not like to be told what he can or cannot do (even if it makes sense), but unilateral action 



without consulting other EU countries certainly stokes concerns about the potential breakup of the 
EU.  Nonetheless the EU has managed to put together a stabilization fund to support the Euro and 
EU member countries’ debt securities.  This may well have been done more to protect the viability of 
European commercial banks which hold sizeable amounts of bonds issued by some of the more 
suspect European governments.  If the European Central Bank (ECB) is there to buy up these 
government bonds and the commercial banks avail themselves of the opportunity to reduce their 
exposure, those banks’ balance sheets will be strengthened.  With only a modest economic recovery 
underway in Europe and lots of loan losses still to be realized, the banking system in Europe is still on 
slippery footing.  It may take the ECB assuring that it will be the lender of last resort to member 
countries and their commercial banks to get Mr. Market to obsess over something else.

There is indeed plenty else for Mr. Market to obsess over.  There are the mutually exclusive 
calamities of deflation and inflation.  There is the uncertainty of what new financial regulations in the 
USA will ultimately look like.  There remains a massive amount of potential foreclosures to take place 
over the next two years in US residential real estate.  Gyrating currency exchange rates can play 
havoc with various countries’ global competitiveness.  

Positives

The weakness in the Euro should bolster Eurozone exports as their products become less expensive 
in other currencies.  This will act as considerable mitigation of the dampening effects of the coming 
government budget austerity measures.

Ireland started raising taxes and cutting some expenditures 18 months ago and is now turning the 
corner on a recession and real estate implosion worse than those experienced in the USA.  This 
suggests that austerity measures and economic growth can co-exist once the timing is right.

The emerging market countries in eastern Europe carry much less debt on a personal, corporate and 
sovereign level than most of the rest of the globe.  The same is true for the emerging economies in 
Asia and South America.  Those countries’ ongoing economic growth will continue to be the driver of 
global economic growth.

Corporate earnings in the USA are expected to grow 19% this year and 18% in 2011.  At current 
levels the S&P500 trades at 13.4 times expected 2010 earnings vs. the long term average of 16.4 
times earnings.  While this does not ensure stocks will not drop in price it does suggest they are 
currently a better value than the historical average.  With the significant cost cutting corporations 
made during the recession, they are generally well positioned to achieve increases in profits that are 
favourably disproportionate to the increased revenues economic growth brings.  With capacity and 
labour utilization rates still relatively low, there is likely to be little inflationary pressure on input costs.

Necessity is the mother of invention.  The ability of economies to innovate and adapt should not be 
underrated.  The greatest advances are often made in the face of adversity.  Two big ticket items that 
individuals and governments will have to face up to are retirement and healthcare reforms.  When 
pension systems were developed about 50 years ago retirement at age 65 was established in the 
context of an average male life expectancy (at age 65) of 77.8 years.  Since then the average 
retirement age under defined benefit plans has gotten younger and the average life expectancy for 
males has risen to 82.2 (in 2005).  Additionally a significant portion of the workforce is now female 
whose average life expectancy (at age 65) is 85.  The obvious question this poses is “if one had to 
work 40 to 45 years to fund pensions to age 78, how many years of work does it take to fund 
pensions to age 84?”.  Clearly the age of retirement needs to move to something around age 70 more 
or less immediately for any pension system (including RRSPs) to be viable.  On the healthcare front 
there have been magnificent advances in our capability to treat disease and extend the length of a 
viable lifetime.  However, these advances have only increased the cost of healthcare and further 
technological advances are likely to continue this trend.  What will have to be addressed is who pays 



for what medical services.  Perhaps the current anxieties over the level of government debt will bring 
reforms to the unsustainable path that our retirement and healthcare funding are currently on.  
Addressing these matters will be disruptive but the payoff in economic viability and confidence could 
be massive.

Outlook

Economies are on a positive trend that should be sustainable.  The various debt management issues 
that linger for consumers and governments in developed countries will keep the road ahead bumpy 
for some time to come.  With each bit of news, both positive or negative, Mr. Market will undoubtedly 
continue to do what he does best – overreact.  Our economic outlook and investment approach for 
the year both remain intact.
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