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Italian Prime Minister Mario Monti recently claimed there was one week to save the euro. While this may be an exaggeration, we feel 
it neatly sums up the tensions just below the surface as Europe’s existential crisis enters a new phase. Much is changing across the con-
tinent, but a number of factors in particular are worth watching, including further action by Europe’s political elites and the European 
Central Bank (ECB), movements in the 10-year government bond yields of Spain and Italy, and company results for the second quar-
ter. Significant movements in any of these areas could indicate a substantial shift in the outlook for Europe, in our view.

After the ECB and its Long Term Refinancing Operation (LTRO) calmed markets in the first quarter, politics returned to the fore in 
the second quarter of 2012 to offer a more worrying distraction. The results of the two Greek elections that have taken place in the past 
three months have been hard to anticipate, as voters use the ballot box to protest austerity. The rise of Syriza, a left-wing fringe party 
(and now the largest opposition party), meant no one leader could negotiate a working coalition, which led to the announcement of 
a second vote. The June 17 elections saw the center-right New Democracy win the popular vote and form a coalition with two other 
parties. This is hardly the strongest government, and we believe investors would be wise to observe its progress in the coming months 
as it attempts to honor Greece’s end of the bailout agreement. What we have seen—and this is also true of the Irish referendum, which 
produced a clear pro-euro vote—is that voters want the euro, and this should embolden Europe’s politicians when searching for a solu-
tion. However, like the markets, the public has shown that its patience has limits, particularly in its support for Syriza in Greece.

Bond yields rose during the second quarter, as the specter of contagion once again troubled markets following the inconclusive initial 
Greek election. However, in May, Spanish 10-year government bond yields moved even higher following news of Bankia’s (Spain’s 
fourth largest bank) results, which came in far worse than expected after it had to restate its 2011 accounts, declaring a €3 billion 
loss, as opposed to the initial estimate of €300 million. The bank’s new management also took a more robust approach to provision-
ing, which resulted in a capital requirement of €19 billion. The government was then forced to step in, which has led to the current 
negotiations with the European Union (EU) to recapitalize the country’s banks. At the end of the quarter, Spain officially requested a 
bailout for its beleaguered banks. Independent auditors Roland Berger and Oliver Wyman suggested Spain’s banks would need around 
€62 billion in extra capital under a distressed scenario. The agencies also pointed to the smaller banks’ need to be recapitalized, while 
the larger players will not require a bailout, which is broadly supportive for the country’s equity market.  

The rising bond yields in Spain have led to a great deal of speculation regarding the next steps taken by both the ECB and Europe’s 
leaders. With events moving at such a pace, we are likely to see a number of changes in the coming quarter. Following the LTRO 
program, the ECB has been noticeably quiet in recent months; one could have expected the central bank to once again begin buying 
sovereign debt when Spanish 10-year yields breached the 7% mark, but this has not been the case. At the time of writing, the ECB 
has yet to resume its direct intervention in the bond market, though such a move was recently discussed at the G20 in Mexico and the 
EU summit at the end of June. One positive action to come out of the summit has been the removal of conditionality with regard to 
private creditors. The market was becoming increasingly concerned that in the event of a Spanish bailout, private bondholders would 
once again take losses, while the ECB would not (as was the case in Greece). The fear among many investors was that the more debt 
the ECB buys, the more likely they would be to take a larger haircut on their own holdings. With this condition removed, we believe 
the concerns of private creditors should be mollified, as any losses in the future will not be influenced by the amount of debt the ECB 
owns.

Over the course of the quarter, the balance of the debate has shifted in Europe. A combination of the Greek elections and the election 
of Socialist President François Hollande in France has moved the debate on to the need to stabilize growth rates. Although austerity 
to reduce debt-to-GDP in peripheral nations is important, as are the labor reforms currently being enacted, growth is vital to pulling 
the Eurozone out of the mire. Debt will not be reduced without growth, as austerity alone will prove self-defeating; a shift in German 
rhetoric reflects this change. The growth package worth €130 billion, or 1% of the EU’s GDP, agreed upon at the end of June is a 
step in the right direction, in our opinion. With regard to Hollande, it will be interesting to see if his rhetoric is supported by a radical 
growth package for France and, importantly, how he balances this with the need to reduce government spending in his own country.

As the largest economy, Germany has generally taken the lead during the crisis, and can claim a great deal of the credit for the auster-
ity packages and reforms taking place across the Eurozone. However, with volatility once again on the rise, the pressure on German 
Chancellor Angela Merkel to agree to decisive action has intensified. In addition to the removal of conditionality for private creditors 
discussed above, the EU summit on June 28 to 29 saw Merkel soften her position with regard to shoring up struggling banks directly, 
which allowed shares to rally strongly on the final day of the quarter. The proposal is for a new supervisory regime for banks to be 
established by the end of the year and, once operational, the European Stability Mechanism (ESM) will have the ability to recapitalize 
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banks directly. As loans will not go to governments, this should help to break the circular reference between countries’ and banks’ debt burdens, 
and in turn ease debt-to-GDP ratios, helping to calm markets enough to take Spanish and Italian yields out of the danger zone. While this implies 
a more balanced debate in Europe, it is unlikely that we have heard the last of these issues. For example, Merkel has again reiterated her opposition 
to Eurobonds. As such, there will continue to be a dichotomy between the speed at which politicians and the market wish to see progress, and we 
believe this will continue to be a cause of volatility.

Behind the debate of growth versus austerity, the structural reforms currently being voted through parliaments across the Eurozone are, in our 
opinion, the most important tools to creating long-term stable growth. Such reforms lend credibility to the austerity programs and any potential 
stimulus packages, as they are what should ensure the region’s long-term competitiveness. Despite the negative news flow, substantial changes are 
currently taking place in Italy, Spain, and Portugal. Italy has recently raised the country’s retirement age to 66, while Spain has made sweeping 
structural reforms to create a more flexible labor force. We have also seen progress on tax reform in Italy, where the government is due to introduce 
a new property tax in the coming quarter. Italy is currently the ‘star pupil’, running a primary surplus (government spending/income before interest 
payments) and the overall government deficit year to date is the lowest in seven years. 

Away from European politics, global growth has noticeably slowed in the first half of the year, with indicators in the United States and China show-
ing weakness. In the Eurozone, a number of countries are slipping into double-dip recession. Without growth abroad, Europe’s struggle to control 
deficits and regain competitiveness will only become more arduous, in our view. 

At the company level, we have seen some weakness creeping into industrial orders in a few companies. We will have a greater sense of how compa-
nies are coping with the current global slowdown when second-quarter results are released. However, to date, we have only seen isolated examples 
of weakness in individual companies, rather than something more systemic. Generally, companies still perceive the corporate environment to be 
relatively stable.

Equity markets have retreated significantly in the past quarter, despite the late rally, increasing the attractiveness of an already inexpensive asset 
class. A range of stocks are currently trading on compelling valuations, in our opinion. However, if volatility remains high and the Eurozone con-
tinues to move from crisis to crisis, share prices and valuations could remain distressed for some time.

How the current situation develops in the Eurozone depends as much on politics as it does economics. A clear route through the crisis will depend 
upon European governments acting in concert and the ECB acting more like the Eurozone’s buyer of last resort. Decisions taken at the end of June 
appear to be a step in the right direction and if we see further action in the coming quarter, given cheap valuations and strong company balance 
sheets, we could see a more sustained market rally. At this time, we believe stock-specific opportunities remain attractive in many areas, and the 
corporate sector’s cash flow and balance sheet look compelling in an uncertain world.


