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The European Government Debt Crisis
The European government debt crisis has always been about much more than Greece.  Greece, 
which represents less than 2% of the European economy, has just been the flashy headline.  Stories 
about pensions at age 52, seven weeks of vacation and tax evasion being the national pastime make 
for salacious reading.  Clearly Greece will not become a viable economy in its own right until such 
time as its population undergoes a cultural transformation.  Even with a pro-austerity coalition 
government back in power following the June 17th election, there is still no sense that the entire 
country is ready to become a vibrant economy overnight.  The catastrophic economic shock of a 
departure from the European Union and the Euro currency might be the sort of catalyst needed for 
the required economic reforms to take place in a hurry.  An exit from the Eurozone exit would create 
quite a mess within Greece, and to a lesser extent, across Europe.  However, that might also be just 
what the doctor ordered to push the rest of Europe to get its act together and implement in a timely 
manner the needed reforms to ensure a more functional Europe.  For the moment, the name of the 
Greek game remains “Muddle By”.

A new front in the Eurocrisis has opened up in Spain.  While the government there has undertaken 
spending cutbacks and regulatory reforms designed to give the economy more flexibility to grow, all 
these constructive measures are being taken against a backdrop of an ongoing recession and 24% 
unemployment.  Both of these stem in large part from the implosion of a real estate bubble.  While 
Spain's debt/GDP ratio is a manageable 68.5%, its 2012 deficit will likely add another 6.4% this year 
and possibly 6.3% in 2013 to their debt/GDP ratio.  This trajectory was concerning the bond markets 
before the scale of the recapitalization requirements of Spain's banks was factored in.  The European 
Financial Stability Facility (EFSF) (the European bailout fund) has agreed to provide up to 100 billion 
Euros to Spain's Fund for Orderly Bank Restructuring.  While this announcement should have proven 
to be both welcome relief to the strained Spanish banking system and the general level of stress in 
the markets, the opposite has been the case, for now.  Despite the fact that the money is not being 
advanced directly to the Spanish government, any advances made under this agreement will 
nonetheless be a senior obligation of the Spanish government.  The upshot of this is that this sensible 
resolution to the recapitalization needs of the Spanish banks is serving to lower the credit quality of 
Spain's sovereign debt even though it is entirely possible that the full amount may get repaid to the 
EFSF in the fullness of time.  Naturally, yields on Italian government debt have risen over the same 
concerns of the potential subordination of its debt to similar EFSF loans should Italian banks require 
similar funding.  This is somewhat reminiscent of the mishandling of the write-down of Greek debt that 



European authorities “volunteered” the private sector into last year.  That gave the markets the 
shakes for awhile until some corrective measures were taken.  The important thing to keep in mind is 
that there are always corrective measures available to be applied and that when clearly needed, they 
do get applied.

These latest strains in the bond market may serve to advance the cause of implementing European-
wide deposit insurance and there is also talk of the new European Stability Mechanism (which comes 
into effect in July) buying up bonds of countries, such as Spain and Italy, that have high interest rates 
but have initiated both fiscal and regulatory reforms.  This would be done to calm markets, ease 
interest rates for those countries and would be in recognition of the constructive efforts they have 
taken to stabilize their financial situation and to position their countries for future growth.

The G20 group of major economic power house countries recently met in Los Cabos, Mexico.  They 
stated that they “support the intention to consider concrete steps towards a more integrated financial 
architecture, encompassing banking supervision, resolution and recapitalization, and deposit 
insurance” in Europe.  An additional $456 billion was pledged by the G20 countries to the
International Monetary Fund's emergency fund, nearly doubling its total to $886 billion.  

These are all constructive developments.  Europe continues to find itself behind the curve with 
respect to keeping pace with the bond market's anxieties.  Choppy bond and stock markets are likely 
to remain the order of the day until many of today's headline-grabbing issues have faded from 
memory and/or the European economy resumes some measure of growth.  The latter, at least, is 
expected to happen by early 2013 as 2012's mild recession comes to an end and the European 
economy regains a modest upward trajectory.

In North America the economies had a good start to the year, but the rate of growth has slowed as we 
approach mid-year.  While this may simply be a routine pause in the growth phase of a normal 
economic cycle, almost certainly there are several non-cyclical factors involved as well.  While many 
market participants pine for further quantitative easing (pushing cash into the banking system) by the 
U. S. Federal Reserve Board, Richard W. Fisher, president and CEO of the Federal Reserve Bank of 
Dallas sees things differently.  He recently noted that there is “$1.5 trillion of excess reserves from 
private banks on deposit in the 12 Federal Reserve Banks, where it earns a paltry 0.25 percent, 
rather than being lent to job-creating businesses at rates bankers would prefer.  Additionally, some $2 
trillion of excess cash is parked on corporate balance sheets—above and beyond the operating cash 
flow needs of the business sector—and copious amounts of cash are lying fallow in the pockets of 
non-depository financial institutions, such as private equity and other investment funds.”  In other 
words, the low level of growth in the economy isn't for lack of liquidity in the banking system.  
Concerns about future capital requirements within the banking system may be a partial cause of the 
banks keeping all that cash on the sidelines, but there are other reasons too.  

Mr. Fisher hits the nail on the head when he states, “During the next few weeks as I contemplate the 
future course of monetary policy, I will be asking myself what good would it do (for the Federal 
Reserve Bank) to buy more mortgage-backed securities or more Treasuries when we have so much 
money sitting on the sidelines and yet have no sense of direction for the future of the federal 
government’s tax and spending policy.  And with the president’s health care legislation awaiting 
resolution in the Supreme Court, we also know that no business can budget its personnel costs until 
that case is decided.  If job-creating businesses have no idea what their taxes will be, are clueless 
about how federal spending will impact their customers or their own businesses and cannot budget 
personnel costs—all on top of concerns about the risk to final demand posed by the imbroglio in 
Europe and slowing growth in emerging-market countries—how could additional monetary policy be 
stimulative?”  Emerging market countries, China in particular, are currently taking measures to keep 
their growth rates at compelling levels.  One can only hope that the U. S. electorate will push for a 



broad and open discussion of fiscal issues on all fronts during the election campaign this summer and 
fall.

National Bank Financial’s Economic group expects Europe’s economy to contract by 1% this year, 
rebounding modestly in 2013 with a 0.9% economic expansion (all figures net of inflation).  In the U. 
S. the expectation is for 2.0% growth this year and 2.1% next.  The Canadian economy should grow 
by 1.9% this year and 2.0% next year.  Globally, the forecast is for 3.0% growth this year and a 
further expansion of 3.6% in 2013.  The emerging markets will continue to lead the way with 5.0%
growth expected in 2012 and 5.3% in 2013.  China’s growth will likely slow to 7.5% this year from 
9.5% in 2011, but should reaccelerate at a 7.7% rate in 2013. 

With so much unresolved, and so many conflicting distractions we expect the bond and equity 
markets to continue to be pulled in both directions often on a daily basis.  With investors’ nerves still 
frayed from the 2008 experience they most emphatically do not wish to repeat, news of any sort of 
interruption of economic growth is tending to get overplayed in the bond and stock markets.  Partially 
because of this, valuations are attractive in certain segments of the corporate bond and stock 
markets, some extremely so.  

We find it useful to remind ourselves that this is not 2008.  The economic underpinnings are much 
stronger now than they were then.  Generally, corporate balance sheets and profits are in solid 
shape.  U. S. consumers, while nervous about world events and unemployment levels, have been 
reducing their debt levels for several years and are in a more resilient financial position today.  Many 
governments around the world have taken measures to reduce deficits.  The various central financial 
authorities learned many lessons from the 2008 debacle and have put in place a much stronger 
backstop to the global financial system.  More importantly, everyone is much more vigilant.  As noted 
above, there is plenty of liquidity in the banking system, in the corporate world and in the hands of 
investors and consumers.  As a result of all these factors we believe that the current softening of 
economic indicators is in fact a mid-course pause in global economic growth.  Emerging market 
economies will continue to grow steadily, but at a less awe-inspiring pace.  Europe will likely continue 
to make slow progress on resolving its structural and budgetary issues, returning to modest growth 
next year.  The U. S., faced with the need to enact some sensible budgetary measures should get the 
job at least partially done, likely at the last minute.  Given our sense of how these various factors will 
play out, we believe the current environment presents a number of investment opportunities.  While 
no end is in sight for the current market choppiness, history has taught us that the point at which the 
clouds will part and the sun will shine often comes when you least expect it. 

The information contained herein was prepared by C. Graham Tench and Denis L’Heureux, Investment Advisors of National Bank Financial (NBF), an 
indirect wholly-owned subsidiary of National Bank of Canada.  The National Bank of Canada is a public company listed on the Toronto Stock Exchange 
(NA:TSX). The particulars contained herein come from sources believed to be reliable but are not guaranteed by us and may be 
incomplete.  The opinions expressed herein do not necessarily reflect those of NBF.  National Bank Financial is a member of the 
Canadian Investor Protection Fund.  Economic data from the International Monetary Fund.  For advice related to your individual tax 
situation, please consult your tax advisor.   Not all securities are suitable for all investors.  You should consult your investment advisor 
regarding investments suitable to your unique circumstances.  This is not an offer to buy or sell securities.  E. & O. E.


