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Comments on Europe’s Debt Crisis

THE EUROPEAN CRISIS

European Union (E.U.) officials recently gave Spain access to inexpensive bailout loans for the 
purpose of recapitalizing the country’s banking sector. Since April 2010 when Greece first asked 
for financial assistance, policymakers believed that costly bailouts could dampen contagion 
effects for interconnected but otherwise healthy markets, banks and economies. But now Spain 
becomes the fourth country in roughly two years to receive direct bailout funds, and global 
investors’ confidence in the common currency is at an all-time low. Clearly Europe’s reactive, 
country-by-country approach, is not working.

What is most frustrating for those affected by the crisis is that many market participants, 
including Brandywine Global, agree on the basic elements of an all-encompassing solution. The 
sole yet significant roadblock, however, remains Europe’s inability to agree to closer political and 
fiscal integration. In exchange for bailing out the periphery, the German-led core of the euro area 
wants strong federal powers while the other member states are naturally resisting any loss of 
sovereignty. To date, meaningful concessions have been difficult to achieve, only emerging in 
the context of impending financial calamity. Without Germany breaking this precedent, further 
volatility is likely because both sides are using potential financial collapse as negotiating 
leverage — essentially holding hostage the entire world economy to advance their agendas.

Although the policy solution exists, the political dynamic is complicated and inherently difficult 
to handicap; for that reason, Brandywine Global will likely continue to substantially underweight 
the euro and euro-area sovereigns until we see Germany show an undeniable commitment to 
the euro experiment by moving toward the reforms detailed below. 

REFORMS FOR A MORE DURABLE EURO-BLOC FRAMEWORK

First, officials need to create a euro-area-wide deposit insurance scheme. Deposits are an 
important bank funding source but heavily dependent on customer confidence, which can 
disappear overnight without an insurance scheme.

Next, the euro-area countries must disentangle the connection between sovereigns and the 
banking sector. In countries like Ireland and Spain, potential liabilities associated with bailing 
out the banking sector significantly raised the cost of financing for the otherwise healthy 
sovereign. One important remedy for disentangling banks and sovereigns would be to allow 
the European Stabilization Mechanism (ESM) to directly inject equity into struggling banks 
when they require a bailout or recapitalization. The ESM, in its current form, can fund bank 
recapitalization but only by offering loans to the sovereign that subordinate private bondholders. 
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Without a change, concerns about a country’s banking system will assuredly drive borrowing costs higher for the sovereign. Both policy prescriptions 
likely require some form of European federal banking union, which is a complex but achievable goal.

Next, Europe needs a comprehensive plan to recapitalize banks and alleviate pockets of sovereign overindebtedness. Achieving both would 
help assure investors that banks and sovereigns could absorb another shock to economic growth. Well-capitalized banks would help expand the 
availability of loans and support nominal economic growth. To solve sovereign indebtedness, most market observers believe jointly guaranteed debt 
of the euro area — popularly called ‘Eurobonds’ — would be an effective tool. Plans typically involve replacing all euro-area countries’ net debts 
above 60% of gross domestic product (GDP) with jointly guaranteed debt. A federal resolution authority would guarantee the debt and only under 
strict rules allow additional debt to be issued under the joint guarantee. The resolution authority would be designed to limit the potential liabilities 
of core Europe, remove concerns of ‘moral hazard,’ reduce the average sovereign interest rate, and save substantial amounts in debt service costs.

Lastly, reversing the recessionary momentum in Europe with measured amounts of fiscal stimulus and other pro-growth policies should be an 
integral part of the solution. Government austerity has contributed to plunging Europe back into recession, lowering tax revenues, and reducing 
nominal GDP growth — in effect, offsetting the intended goal of reducing debt-to-GDP ratios. 
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