
As the threat of sovereign defaults and subsequent contagion in 
the eurozone persists, international leaders have continued to work 
towards a long-term solution for the fiscal issues threatening Greece 
and the rest of the eurozone.
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The following article summarizes the latest efforts to rectify the European debt crisis as well as significant events that have transpired since 

our last European Update. Much emphasis is given to Greece and its latest bailout package, since the recently approved assistance will likely 

have a large impact on both investors and the future of the eurozone.

Greece Deal

After a seven-month debate, another bailout for Greece was approved on February 20, 2012. In a joint effort, eurozone finance ministers, 

the European Central Bank (“ECB”), the International Monetary Fund (“IMF”), and private bondholders of Greek debt finalized the terms to 

a €130 billion bailout, the second bailout for Greece in two years.  The overall goal of the bailout is to reduce Greece’s government debt as 

a percentage of GDP to approximately 120.5 percent from roughly 165 percent1 at year-end 2011, via a combination of debt restructuring 

and severe austerity measures.  Approval of the rescue package was delayed because the Greek economy had deteriorated more than 

expected since the first bailout2 and as a result Greece was forced to enact more stringent austerity measures in order to meet European fiscal 

requirements.  The stricter austerity measures proved to be more time consuming from both a developmental as well as approval perspective 

and is the main reason why the rescue package took so long to finalize. 

      

The €130 billion will be utilized almost exclusively for debt restructuring and supporting Greek banks, and allocated the following way: 

1 CIA: The World Factbook
2 First bailout was May 2010
3 Bloomberg

•  €40 billion for recapitalizing the Greek financial sector. This is primarily for Greek banks that collectively own €50 billion of Greek  

     sovereign debt, and includes a 53.5% writedown of such debt.

•  €30 billion for a one-time inducement to persuade Greece’s private creditors to participate in a private creditor bond swap. 

•  €60 billion will be used to refinance existing debt.

The debt restructuring - also referred to as the private creditor bond swap - is an agreement between Greece and private bondholders that 

include Greek banks, European banks, insurance companies, and investment, pension, and sovereign wealth funds. The total outstanding 

privately held debt is approximately €206 billion.3 The private creditor bond swap is designed to more than halve Greece’s €206 billion in debt 

to €100 billion through the use of nominal write-downs and lower interest rates.

http://www.marquetteassociates.com/Portals/0/Marquette_European_Markets_update.pdf
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According to the bailout agreement, private sector holders of Greek debt will take nominal write-downs of 53.5 percent and receive reduced 

interest rates on the new debt in the amounts of 2 percent for the first three years, 3 percent for the next five years and 4.2 percent for all 

remaining years. The lower interest rates and nominal write-downs bring the total loss on a net-present-value basis to approximately 75 

percent. While this appears to be a huge loss to private creditors - and it is a very substantial amount - if bondholders did not agree to these 

terms, the bailout package would have been rejected, sending Greece into default and ensuring complete losses for private creditors. 

In return for the bailout package, Greece is required to implement severe austerity measures through both cost cutting and tax reforms to 

bring the country’s debt-to-GDP level to 120.5 percent by the year 2020. To finalize the bailout, Greece’s cabinet approved a total of €3.3 

billion in cuts to military, health spending, public sector pensions, and the central government. 

The main concern stemming from these austerity measures is the inability of Greece to successfully implement each measure. In order to 

mitigate this risk, Greece will have an escrow account initiated to ensure that the bailout money is correctly allocated. Furthermore, an EU 

task force will be established in Athens to prevent any divergence from the ultimate bailout goals.

Exhibit 1: European Bond Yields, 10-year yields

Other European Countries

With Greece receiving all the media attention, the debt situations of the other four PIIGS4 countries have mostly been ignored by media 

outlets.  However, this does not mean that the sovereign debt issues of the other PIIGS countries have been resolved, even though some 

appear to be stabilizing.  At a very high level, Spain and Italy look to be turning a corner, while Portugal (and to a lesser extent, Ireland) is still 

struggling to demonstrate progress toward improving its fiscal and economic position.  From a eurozone perspective, this is more good news 

than bad, as Italy and Spain constitute the third and fourth largest economies within the eurozone.  For the sake of comparison, Portugal, 

Greece, and Ireland contribute less than 10 percent (combined) to eurozone GDP. 

These divergent trends in fiscal health can be depicted graphically by using bond yields to assess the perceived riskiness5 of each country.6  As 

seen in exhibit 1, 10-year bond yields for both Spain and Italy are trading below 5.25 percent,7 thus indicating their emerging recovery from 

suffocating debt levels. Further, auctions of new bonds from these two countries have been met with strong demand which has translated 

to more sustainable yield levels and subsequent interest expense. At the opposite end of the spectrum are Ireland and Portugal, whose 

4 Portugal, Italy, Ireland, Greece, Spain
5 And by extension, overall economic health and credit worthiness
6 The higher an EU country’s yield is relative to other countries within the EU, the greater its relative risk
7 Bloomberg, data through 03/07/2012; significant because yield level is sustainable for countries to support
8 Ibid
9 January 5, 2012

10-year yields are 6.81 and 13.9 percent8 

respectively, and still rely on the European 

Financial Stability Facility (“EFSF”) for debt 

funding.  For example, the EFSF recently9 

auctioned €3 billion in 3-year bonds used to 

provide financial assistance to both Ireland 

and Portugal. 

While the downward movement in yields 

for at least some of the PIIGS countries is 

good news, the main structural challenges 

remain, namely a lack of competitiveness 

and deficient growth prospects.  Collectively, 

these two obstacles create stiff headwinds 

for sustained recovery, especially since one 

of the fundamental metrics used to assess 

economic health, debt-to-GDP ratio, relies 

on GDP growth as an input.  To date, the 

only meaningful actions enacted across the 

PIIGS countries have been severe austeritySource:  Bloomberg
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measures, bailout packages to specific countries notwithstanding. In regard to debt-to-GDP ratios, austerity measures help address the debt 

portion of the ratio, but to a larger extent, typically harm the GDP portion. Austerity measures usually reduce consumer and government 

spending, two critical components of GDP.  So while the numerator (debt) may be falling, GDP (denominator) is falling more quickly, therefore 

making debt a larger percentage of GDP.  This is the main challenge currently faced by each of the five PIIGS countries.

Portugal, for example, had a debt-to-GDP ratio of roughly 107 percent when it received a €78 billion bailout in May 2011. The IMF now 

projects the ratio will hit 118 percent (due to a lower GDP) in 2013 before improving. However, this prediction of a lower debt-to-GDP ratio 

assumes a specific growth rate that seems less attainable as the debt crisis continues and growth rates continue to contract. 

The growing debt-to-GDP ratio in Portugal is similar across all of the PIIGS countries. None of the countries’ economies are exceptionally 

competitive and until economic growth turns positive, debt-to-GDP ratios will continue to climb, effectively creating a perpetual circle of 

necessary bailouts to avoid default. To summarize, if growth rates in these countries meet or exceed IMF target levels, then investors should 

expect the bond yields above to continue their downward paths. But if growth rates fall behind estimates or there is any indication that debt 

levels are approaching unsustainable levels, and a write-down will be necessary, investors would likely see yields increase substantially.

Downgrades

Since November 2011, the credit ratings of European countries and the EFSF have been downgraded, with S&P leading the charge on 

revisions.  Within the PIIGS countries, Spain, Italy, Portugal, and Greece were all downgraded; Portugal’s sovereign debt was deemed below 

investment grade. In spite of the downgrades, though, both Italy and Spain have seen bond yields drop slightly since their ratings were 

downgraded, signaling that investors are putting more faith in those countries’ austerity measures than the ratings agencies. According to 

Moody’s, Ireland is in default status, but S&P and Fitch still rate Ireland’s debt as investment grade. 

In a move that did not surprise many people, Greece - which has been below investment grade since April 2010 - was recently placed into 

selective default10 by S&P.  Greece’s selective default resulted from a “collective action clause” within the private creditor bond swap deal 

(described earlier), that essentially forces all bondholders to participate in the bond swap. Once the bond swap is completed, S&P has stated 

it will likely consider the selective default void and revise its rating of Greek debt to CCC (extremely speculative).

Outside of the PIIGS countries, France and Austria were stripped of their triple AAA ratings and some smaller eurozone countries such as 

Malta, Slovakia, and Slovenia were also downgraded. Further, the EFSF’s AAA credit rating was cut to AA+ as a result of the downgrades 

to France and Austria which is not especially shocking in that France and Austria guarantee 24.82 percent of the EFSF.11 However, similar to 

Spain and Italy, France’s bond yields actually decreased after its credit rating was downgraded. On January 13, 2012, the day France was 

downgraded, the country’s 10-year bond was trading with a yield of 3.076 percent. The following business day, the yield fell to 3.031 percent 

and as of March 12, 2012, was at 2.901 percent.

Impact on Investors

Investors are primarily concerned about potential losses due to a disorderly default or member countries leaving the eurozone. No country 

has ever left the eurozone, but a scenario of Greece and others leaving still exists. With the five PIIGS countries representing a total of 4.2 

percent of the MSCI All Country World ex U.S. Index,12 investors most likely do not hold large direct exposure to any of these countries. 

Moreover, investors should be significantly more focused on Italy and Spain than the other three PIIGS countries. As aforementioned, both 

Spain and Italy appear to be turning a corner which should be viewed as a large positive.

The disorderly default of any country (and the subsequent possibility of contagion throughout the region) remains the key concern. The 

impact of contagion should be somewhat contained as the ECB has pumped a massive amount of liquidity into the European markets, 

specifically the financial system. Most European banks have pre-funded themselves through 2014, which should limit the effect of a credit 

crisis that severely impacted the U.S. in 2008.13

10 There are two types of default to ratings agencies: selective default and disorderly default. Selective default differs from disorderly default in that the debt  
    restructuring is being managed and supported by other EU countries.
11 European Financial Stability Facility- Publications Newsletter
12 Bloomberg
13 Ibid
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If one or more countries exit the eurozone, investors will likely be affected by a short-term pull back in global equity markets; the scope of 

the pullback would be dependent on which country actually departs. Greece, Portugal, or Ireland leaving the eurozone would be far less 

detrimental to markets than an Italy or a Spain. However, over the longer term, once investors process the implications of a eurozone country 

departure, markets are likely to trend higher. Further, if no country exits the eurozone, investors should expect the market to experience 

continued swings in optimism and pessimism with each new piece of information or data. Overall, international equity valuations remain 

compelling, but until there is a concrete plan in place to extinguish any lingering sovereign debt issue, investors will remain hesitant to  

commit new capital.

Looking Ahead

The success of the bailouts for Greece, Portugal, and Ireland are dependent on proper implementation of austerity measures and sustained 

GDP growth in each country.  Going forward, the biggest risks facing the European debt crisis are two-fold. The first is that these countries 

fail to fully implement austerity measures, preventing the release of any future bailout funds. Second, the austerity measures are so extreme 

that growth levels in these countries fail to reach sufficient levels needed to achieve sustainable debt-to-GDP levels.

Overall, the current Greek deal leaves both Greece and Europe in a better position than they were just a few weeks ago. Mainly, it prevents 

Greece from a disorderly default. Nobody truly knows whether continuing to bailout Greece or allowing it to default would be the better 

decision. In this instance, European leaders have chosen to support Greece financially with the belief that monetary support will prove a better 

solution to the eurozone rather than allowing Greece to default and risk breaking up the eurozone.
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The sources of information used in this report are believed to be reliable.  Marquette Associates, Inc. has 

not independently verified all of the information and its accuracy cannot be guaranteed.  Opinions, estimates, 

projections and comments on financial market trends constitute our judgment and are subject to change without 

notice.  References to specific securities are for illustrative purposes only and do not constitute recommendations.  

Past performance does not guarantee future results. 
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