
In light of the seemingly non-stop news about the debt of Greece 
and its fellow PIIGS1 countries, the following article summarizes 
the latest efforts to rectify the sovereign debt issues which have 
roiled markets across the world.  In particular, new programs and 
commitments from assorted European institutions are summarized, 
along with the market ramifications – opportunities and risks – of 
the ongoing debt challenges in Europe.  
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Overview and Latest Developments

As the threat of a Greek default and subsequent contagion has grown each month, Greek and European Union (“EU”) leaders along with the 

European Central Bank (“ECB”) have continued to work toward a long term solution for the debt issues threatening Greece and the rest of 

the EU.  Repeated austerity measures adopted by the Greek government and multiple bailout packages by the EU were deemed insufficient 

by governments and markets alike, thus more radical measures became necessary.  On October 27th, a 50% Greek debt write-down was 

passed; while not overly popular with bond holders, there is reluctant optimism that this haircut may be enough to turn the corner. Then, 

on November 1, 2011, Greek Prime Minister, George Papandreou announced that Greece would hold a referendum - putting austerity 

measures and EU membership to a popular vote - adding even more uncertainty to an already ambiguous equation. However, since this was 

announced, Greece has decided to back off the referendum vote which has brought cautious optimism back to global markets.  Further, no 

tonic will be felt overnight: as of October 31, 2011, yields on 10-year Greek debt still exceeded 20% as the market digests the write-down 

plan and Greece’s leadership issues, as well as any spillover effects they may create. 

Not surprisingly, concerns remain about the fate of European banks, who are the major holders of Greek debt. The losses on Greek debt have 

done nothing to impede fears that European banks may be undercapitalized and unable to withstand a Greek default creating a “Lehman 

moment” for European banks.  Further, we do not know the effects that a 50% Greek debt loss will have on the willingness/ability of European 

banks to lend and provide liquidity. 

In response to the Greek crisis and its spillover effects to the entire EU region, European leaders have recently expanded the European 

Financial Stability Facility (“EFSF”) to help stabilize European countries in need of assistance. The overhauled plan was approved by all 

seventeen nations that utilize the euro.  It will most notably increase the rescue fund’s capacity to €1 trillion and allow the EFSF to buy sovereign 

bonds in the secondary market, which it previously could not. While the move is a step in the right direction, European leaders, economists, 

and investors fear that € 1 trillion is not enough to be effective given the dire economic situations facing Spain and Italy.  However, the EFSF 

may be able to further expand its available funds by utilizing leverage to increase its purchases of sovereign bonds.  Also encouraging is 

the International Monetary Fund’s (“IMF”) announcement that it stands ready to join the Eurozone’s rescue fund in buying bonds from  

distressed governments.

1 Portugal, Ireland, Italy, (Greece), and Spain
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The other priority for EU leaders is strengthening Europe’s unstable banking sector to prevent the crisis from spreading. The European 

Banking Authority (“EBA”) conducted stress tests earlier this year that were released in July, concluding that only eight European banks 

failed the test and would need the relatively small amount of € 2.5 billion to meet EBA requirements. Yet upon completion of these tests, the 

prevailing sentiment among experts was that the results were questionable at best and not based upon sufficiently pessimistic scenarios.  On 

July 15th, the EBA gave Dexia, a large Belgian-French bank, a clean bill of health stating that there was “no need for Dexia to raise additional 

capital.”2  Yet, three short months later, Dexia announced that it would receive €90 billion from France, Belgium, and Luxembourg as a bailout 

due to liquidity issues in response to its inability to withstand potential losses on Greek debt. On a positive note, Dexia was the first banking 

victim of the European debt crisis, and the bailout was efficiently executed among three countries.

Despite the serious issues facing both European governments and financial companies, it appears that European leaders and the ECB are 

taking the necessary steps to address Greece, recapitalize European banks, and provide liquidity and support to both banks and countries 

when needed. For example, French president Nicolas Sarkozy, after meeting with German chancellor Angela Merkel, said “We will recapitalize 

the banks, we’ll do it in complete agreement with our German friends because the economy needs it, to assure growth and financing.”3 

Further, the ECB has taken steps to ensure liquidity is available for banks to avoid the complete freeze of liquidity (as happened to U.S. banks 

in October 2008). 

Of course, none of these problems will be fixed overnight, and the journey to this point has been relatively painful for financial markets, 

especially those in Europe.  Since the beginning of the year, the MSCI European index is down roughly 16.7% with Greece, Finland, Austria, 

and Italy leading the decline at -47%,-27%,-33%, and -24%, respectively.4 Given the backdrop of the European debt crisis and the uncertainty 

regarding the fiscal situations of the PIIGS countries, the remainder of this article examines market opportunities as well as the perceived risk 

of countries and European financial institutions.

Exhibit 1: Eurozone P/E Ratios

Eurozone P/E Ratios at Historical Lows

As crisis and ambiguity loom in equity markets, overreaction by investors to the downside is a common occurrence. When a crisis exists, 

equity market indices will almost always suffer a compression in P/E values. Looking at chart 1 below, we can see that the current European 

debt crisis has not been exempt from this reaction. Eurozone P/E ratios are well below their historical averages.5 For example, the MSCI 

European Index6 had a P/E ratio of 10 as of October 31, 2011, compared to its 22-year historical median P/E of 13.92. Germany, which most 

consider the strongest country in the EU, had a P/E ratio of just 9.97 as of October 31, 2011, compared to its 25- year median average of

2 The Guardian
3 Bloomberg
4 Return information as of November 2, 2011 and quoted in US dollar returns
5 Historical medians are calculated from the maximum number of data periods available for each respective index
6 Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, the Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, and the UK
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15.8. Based on the P/E ratios in Exhibit 1, it 

is evident that European equity indices are 

currently much lower than their historical 

averages, due to the uncertainty of the 

European debt crisis and the ambiguity of 

any potential solution.  For those who believe 

that the Eurozone will meet the challenges 

with effective solutions, the current market 

environment presents a very attractive 

buying opportunity.

Market Perceptions of Risk

There is rarely a free lunch when it comes 

to the financial markets, and Europe is no 

exception.  European stocks are cheap 

because of the overall economic situation: 

the creditworthiness of the PIIGS countries 

remains murky.  These ongoing concerns are 

best shown via the spreads on credit default 

swaps (“CDS”), and their underlying bonds.

Source:  Bloomberg
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By way of background, a CDS is a type of credit insurance contract in which one party pays another party to protect it from the risk of default 

on a particular debt instrument. If that debt instrument (a sovereign bond, a corporate bond, a bank loan, or a mortgage) defaults, the insurer 

compensates the insured for his loss. Alternatively, the buyer of a CDS receives credit protection on a specific fixed income investment while 

the seller of the CDS guarantees the credit worthiness of the specific product. The buyer of a CDS pays an annual premium, determined 

based on the market’s perception of the risk associated with that specific product, to the seller. Through this process, the risk of default is 

transferred from the owner of the fixed income product to the seller of the CDS. For example, if an owner of an IBM fixed income security 

bought a CDS contract on the IBM bond and IBM defaulted, the seller of the CDS contract would be obligated to pay the par value of the 

IBM bond to the buyer of the CDS contract. Theoretically, as a company or country is deemed more risky, the price to buy a CDS contract 

and protect against default would increase. 

Exhibit 2 below shows European CDS spreads through the end of October 2011. Predictably, tension and uncertainty regarding the European 

debt crisis have caused CDS spreads to increase throughout the European region. Since the European debt crisis began in late 2009, 

CDS spreads have risen dramatically for Greece, Portugal, and Ireland, noticeably for Spain and Italy, and to a lesser extent, France and

Exhibit 2: European CDS Spreads 5-year, basis points
Germany. Despite reaching an agreement of 

a 50% Greek bond write-down on October 

27, 2011, CDS spreads as of October’s end 

remained elevated. After the Greek write-

down agreement was reached, Greece’s 

5-year CDS spread fell by roughly 2050 bps 

as their ability to pay back remaining debt 

increased.

However, with the insecurity created from 

the Greek Prime Minister’s recent back and 

forth on the referendum vote, Greek 5-year 

CDS spreads, as of November 4, 2011 

had increased to approximately 6550 bps.  

Further, as of November 4, 2011, the CDS 

spreads of the remaining countries depicted  

here (aside from France and Germany) have 

increased roughly 7% due to the disconnect 

and erratic behavior coming from Greece’s 

government.

To put the current CDS environment in 

perspective, Exhibit 3 compares European 

and U.S. CDS spreads at month-end October 

2008 to month-end October 2011. In each 

country’s respective case, the CDS spread 

is substantially higher on October 31, 2011 

when compared to October 30, 2008. 

Since October 2008, Greece’s CDS cost has 

increased more than 2,600%, from roughly 

130 basis points to more than 3,500 basis 

points at the end of October 2011. In other 

words, insuring the exact same type of five-

year Greek sovereign debt now costs 27 

times as much. For example, if an investor 

wanted to insure $1,000 of Greek sovereign 

debt it would have cost the investor roughly 

$13 per year for five years in October of 2008 

and $352 per year for five years in October 

of 2011.
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Exhibit 3: Euro Area and U.S. 5-year CDS Premium, basis points 
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The United States has also been negatively affected by the European debt crisis, as fears have grown that the U.S. and its banks have 

exposure to the debts of fiscally and economically unsound European countries. CDS spreads for the U.S. were not even tracked prior to 

December of 2007 as the U.S. was considered “risk-free”. As of October 30, 2008, the worst month in the U.S. credit crisis, the U.S. had a CDS 

spread for its 5-year note of 37.4 basis points. That number has since increased to 41 basis points as of the end of October 2011. Similar to the 

CDS spreads mentioned above, despite the agreement of a 50% Greek bond write-down, bond spreads as of October, 31, 2011, remained 

elevated and have also increased since the Greek referendum debacle.

Exhibit 4: European Bond Spreads
   Basis points, 10-year bond spread to German bonds

7 Data as of November 2, 2011

Akin to CDS spreads, bond spreads tend 

to fluctuate based on perceived credit risk 

of the issuer.   Bond spreads reflect the 

additional net yield that an investor requires 

to own a bond with more credit risk relative 

to one with less credit risk. Exhibit 4 shows 

the additional yield investors demand to 

hold 10-year sovereign debt of each of the 

respective countries in lieu of German bonds, 

which are considered the highest quality of 

European debt. Since the beginning of 2010, 

spreads have increased for all of the PIIGS 

countries, most notably for Greece. For 

Greece, investors as of October 31, 2011, 

were demanding an additional 2,100 basis 

points (21%) of yield every year to hold a 10-

year bond compared to a German bond of 

the same duration.
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Elevated spreads on CDS and bonds collectively illustrate the large amount of uncertainty regarding how far the European crisis will go and 

whether it will lead to a further slowdown in global growth. Known more formally as contagion risk, markets have been spooked about the 

prospect of economic uncertainty in Europe having world-wide ramifications on global growth.  This has been evident throughout equity 

markets, with nearly every country-specific equity index in negative territory year-to-date.  For example, the S&P 500 is down roughly 1.5% 

this year despite major companies having reported record earnings.7

Exhibit 5: Eurozone Bank CDS Spreads 
   5-year, basis points

The main risks for contagion are currently 

within the financial sector of the core 

European countries. However, since banks 

are such an integral part of the economy, 

the crisis could spread to other areas of 

the economy.  As such, an examination of 

5-year CDS spreads through October 2011 

for five of the major Eurozone banks is 

shown in Exhibit 5 to evaluate the riskiness 

of each bank and its potential contribution to 

European and global contagion. 

As concern regarding exposure to peripheral 

sovereign debt and funding has grown, CDS 

spreads have widened.  In particular, Dexia, 

the Belgian-French bank, has seen its stock 

price plummet and its CDS spread increase 

275 bps since June 1, 2011. Aforementioned 

in this article, Dexia was bailed out due to 
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liquidity and funding issues.  Similar to Dexia (though of lesser magnitude), CDS spreads for other major banks (Societe Generale, BNP 

Paribas, Deutsche Bank, Credit Agricole) remain elevated as their balance sheets and risky debt exposure have been revealed.  Further, CDS 

spreads for these banks have increased roughly 15% from October’s end with the inconsistency regarding Greece’s referendum vote and 

political stability.

Although the run-up in CDS spreads may suggest otherwise, risks of contagion seem to be coming under control with global equity markets 

bouncing off their lows for the years and European policy makers finalizing terms to recapitalize the continent’s banks as well as how to most 

effectively utilize the EFSF funds. The current proposed EBA recapitalization plan would force European banks to meet a core tier one capital 

ratio - the key measure of financial strength - of 9% within the next nine months. However, given the recent write-down on Greek debt, 

reaching this 9% could prove difficult.  According to Morgan Stanley estimates, dozens of banks are expected to require a combined €275 

billion.  The question for financial institutions will then become how to raise that capital.  With equity prices so low, banks will be hesitant to 

raise new money and dilute the stakes of current equity holders.  Most banks appear to be leaning toward shrinking their balance sheets, 

effectively producing the same result as raising new capital. However, this method will undoubtedly lead to a smaller amount of available 

credit across Europe, which will present another headwind for growth. As with most factors in this ongoing crisis, we are forced to wait for the 

EBA’s exact plan and subsequent reaction from banks and economies. 

Looking Ahead

Overall, the current outcome in Greece is better than what the global community was anticipating just one week ago.  Getting debt relief for 

Greece was necessary, but there are still several unresolved issues.

Most importantly, is the Greek referendum debacle put to rest?  Secondly, will Prime Minister George Papandreou keep his leadership 

position?  Lastly, a longer term resolution to the European debt crisis is needed before investors can feel completely confident.  Despite the 

attractive current valuations seen throughout the Eurozone, investors will be reluctant to commit capital until they feel there is some level of 

certainty and consistency regarding the crisis.  The ECB and European leaders are discussing and acting on various solutions and it appears 

that the ECB and European leaders are taking the correct and necessary steps, providing support and liquidity to banks and countries  

as needed.

However, the main questions have yet to be answered: what will happen with Greece and the remaining PIIGS countries long-term? How 

will these financial situations affect both the EU and the global economy? Until there is a concrete plan in place and until we have seen how 

the global economy reacts, financial markets are likely to experience continued swings in optimism and pessimism with each new piece of 

new information or data. Going forward, stringent rules must be created to prevent a fiscal policy disconnect among EU countries, the very 

cause of this current crisis. This situation illuminates the structural change that continues to occur globally, with countries and regions being 

intertwined and national borders having less of an impact for both investors and investments.
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