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Although modern economic problems may be compounded by complex interrelationships, intricate synthetic derivatives, and even more elaborate rescue attempts, the fundamental cause and therefore solution, is obvious and simple, though not painless.


The global credit crunch (1999-2007) substantially weakened economies and lent to higher government borrowings worldwide. As the global economy slowed in developed nations with relatively smaller productive industries than emerging markets, tax revenues declined, yet government spending did not, leading to increased borrowings. (The debt-based spending of government is not limited to our country.) Most developed nations carry substantial debts – borrowings to finance the social programs their populations have grown accustomed to.     

               
The US sub-prime mortgage collapse not only shuttered institutions such as Bear Stearns and Lehman Brothers, it permeated global financial institutions via leveraged Mortgage Backed Securities and their sister insurance instrument, the Credit Default Swap. The 2008 credit crisis also sensitized markets to leverage, thereby pricing up indebted nations borrowings. As the global economy did not recover but continued to contract, those nations with the highest amounts of debt and no assured way of growing their economy enough to support those debts began to pay higher and higher costs to borrow. Iceland was the first country to have its financial system collapse with the three largest commercial banks being taken over by their government regulatory authority. Last month, French-Belgian Bank Dexia was taken over by regulators. In 2008 Dexia had received a bailout of €7B with €150B in guarantees and this summer had passed a European Union “stress test”. Today the European nations with the highest debt, the PIIGS nations – Portugal, Ireland, Italy, Greece and Spain, have seen their borrowing costs skyrocket and are on the brink of default. Already, Portugal, Ireland and Greece have received billions of Euro’s in emergency support. Due to the interconnectedness of global finance and leverage, few nations, financial institutions and financial instruments are shielded. It is estimated by Fitch’s that the top ten US money market funds have 37% of their assets invested in European banks.

Within the EU, the nations first to face these problems have benefited from the contributions of other member nations with better financial strength and stability. However, if more nations default, or there are insufficient funds within the current bailout mechanism, (as appears to be the case) the European Commission (EC) may be forced to ask the solvent members to provide additional (tax payer) backing – a situation which no European Union (EU) politician wishes to explain inasmuch as their public is well aware of the wasteful overspending of their EU neighbors.

Origins of the Euro Crisis.  The EU debt crisis today can be directly traced back to a number of mis-steps and fundamental weaknesses early in the pursuit of European unity. In late 1944, after the devastation of two world wars, world leaders were determined that no such tragedy should occur again. The meetings at Bretton Woods, NH that year laid the foundations for an economic recovery and promoted global trade. It was at this meeting that the World Bank (formally known as the Bank for Reconstruction and Development), and International Monetary Fund (IMF) were created. The IMF created a fixed exchange rate for currencies linked to the US Dollar, which was anchored to gold (one dollar was equal to .888 grams of gold). After President Nixon closed the convertibility of dollar reserves to gold in 1971, the Bretton Woods System collapsed and the nations of the world were left to decide what their currency exchange rates would be. (Thought the IMF forbids any of its 187 members to tie their currency to gold, most world central banks, the World Bank and the IMF itself continue to own gold as a reserve. Additionally, that original .888 grams of gold to the dollar would be worth over $49 today). Most currencies remain tied to the US Dollar, and that is why the dollar is still considered the world’s reserve currency. However, in recent years it has begun to lose this status as several emerging market nations have gone to trading in a basket of currencies without the US Dollar. Due to eroding global financial stability largely brought on by an unlimited expansion in credit, there is growing debate on the benefits of returning to a gold standard. 
The Birth of the European Union. The first signs of European cooperation occurred in 1948 when five nations signed a treaty on defense and then sixteen nations, not under the influence of the Soviet Union, signed an economic cooperation agreement founding the Organization for European Economic Cooperation. In the 1950’s three more treaties were signed; the third of which, the Treaty of Rome, created the EEC, or European Economic Community.  In 1965 the entities which were formerly created were bound together and in 1967, the European Community (“EC”) was created to oversee their union. The EC adopted the term used today, the European Union or “EU” in 1992 and consists of 27 member countries and is governed by a 5-part institutional system – the European Commission (EC), the EU Council of Ministers, the European Parliament, the European Court of Justice and the Court of Auditors, which monitors EU budget spending. 

The EU’s 1992 Maastricht Treaty outlined a 3-stage plan for the conversion to a single European currency – the “Euro”. Stage one was to officially recognize that the purpose of the European Union was to create an economic and monetary union. Stage 2, launched in 1992, was to establish an EU central bank, the forerunner to the European Central Bank (ECB) of today. Stage 3 began on January 1, 1999 with the introduction of the Euro currency. A “Eurozone” was created with participating members agreeing to use only the Euro as their national and international currency. Their central banks no longer controlled their monetary policy but rather coordinated it with the other Eurozone central banks and the ECB. The Eurozone currently consists of 17 of the 27 EU nations. 

Central Bank Regulation. Basel, Switzerland is home to the annual meetings of world central bankers. It is at these meetings that global banking standards are discussed and developed. Many of the rules and policies of the ECB and other central banks come from the meetings at Basel, referred to as the Basel Accords. The first accord in 1988, Basel I, developed as a result of the collapse of an international bank which was taken over by regulators right in the middle of an international foreign exchange transaction. One party of banks had sent funds to the collapsing bank, but before the settling transaction could be made, the regulators shut down operations and the funding banks lost their funds. One feature of Basel I provided rules for risk-weighting assets and assigned risk weights of 0% for G-10 sovereign debt, 20% for G-10 bank debt and 100% for all other debt. 


Basel II in 2004 provided more comprehensive guidelines. It addressed banking reforms needed and focused on three areas; minimum capital requirement, supervisory review and market discipline. Generally speaking, the banks which had the riskiest operations had to hold the most capital. The classification of risk categories was expanded, and larger banks were allowed to adopt internal ratings systems as well as utilize external ratings agencies (e.g. Standard & Poor’s, Moody’s, etc.). Furthermore the idea of “stress tests” was introduced to measure exposure to risk. The final goal was to allow the market to discipline banks through increased transparency. 

The recent global financial crisis of 2008 revealed deficiencies in the current regulatory environment. Basel III, formalized just this past June, strengthens bank capital requirements and introduces new regulatory requirements increasing bank liquidity, decreasing leverage and improving transparency.  Basel III requires banks to hold 6% of Tier-1 capital, which is a core measure of a bank’s financial strength to a regulator. It consists of common stock, reserves, certain types of preferred stock and other ‘innovative instruments’ as defined by the Basel Accords. The Tier-1 capital ratio is the ratio of the bank’s core equity capital to the bank’s risk-weighted assets. Risk-weighted assets are the total of all the banks assets weighted by risk according to a formula determined by the regulator.
Eurozone Entry Requirements Circumvented. The Maastricht Treaty outlined parameters for inclusion to the Eurozone – those nations that would be solely using the Euro as their currency. Two of the most important were: members were required to keep their annual deficit spending limited to 3% of their gross domestic product (GDP), and total government debt was to be kept below 60% of GDP. In the chart above you can see almost all the EU nations have exceeded these parameters. In 1997 the Stability and Growth Pact proposed by the German central bank Bundesbank, was added to the Maastricht Treaty. It is important to note that 14 years ago this pact sought to prevent excessive risk and imbalances and to dissuade nations from obtaining excessive debt levels. Now one may better understand the Germans reluctance to overly commit to bailing out the other EU nations.

The Eurozone requirements were circumvented a number of times as European politicians were enthralled by the magnitude of their grand plan. Applying members were allowed to supply their own financial numbers with Eurostat compiling the data. In the early 1990’s there was strong political support for the inclusion of many countries with dubious financial status. Flowery rhetoric abounded - Europe was inconceivable without the "cradle of democracy" Athens (admitted in 2001 though Greek debt was 114% of GDP), Portugal, with its Carnation Revolution, also surely deserved to be part of the club. Ireland (like Spain - private sector debt – bank & RE bailouts was the problem), oppressed for so long by the British, had to be helped too. And Italy (debt 115% of GDP), elder statesman and the center of Europe could not be excluded merely because of its high unit labor costs and inflation rates? Though there were many fine details to be answered, these could wait. It was assumed that the inclusion in the Union would allow these weaker states to prosper, balance their budgets and reduce their deficits. On January 1, 1999, the Euro made its appearance on global markets
The structural weaknesses of the EU are many. The EU Bureaucracy – a five part system consisting of the EC, EC Council of Ministers, European Parliament, European Court of Justice, Court of Auditors is too burdensome. This does not even consider the input of IMF, the Bank for International Settlements, the World Bank, and a host of other European governmental organizations.
The Basel Accords were too lenient. They gave sovereign G-10 debt a risk-free weighting and G-10 banks only a 20% weighting. They also allowed larger banks to adopt non-uniform internal ratings and also use external ratings agencies (think Standard & Poor’s, Moody’s) to assess risk. “Stress Tests” have become nothing more than a political tool to calm public concerns. Finally, the Markets were not allowed to forcibly discipline banks; the promised transparency did not occur.

The Euro’s Maastricht Treaty requirements were circumvented. Politics and “National Pride” allowed Eurozone nations exceptions to the rules for limiting annual deficit spending to 3%, and the maximum limit of debt to 60% of GDP. Applying members were allowed to supply their own financial numbers            with Eurostat compiling the data.  There was no mechanism for verifying or independent gathering of financial data. Private sector (bank) debt was not addressed. After the credit crisis of 2008, this weakness led to many governments transferring the wealth of their people to their banking system via bailouts and substantially increasing their debt-to-GDP. 
There are also a number of global financial sector weaknesses. The interconnectedness of the current system provides few firewalls. Unregulated or lightly regulated derivative markets leverage risks throughout the system. Derivative risk, such as present in CDS’s, CMO’s and other asset-backed securities, is not fully understood nor accounted for. Exposure analysis has been faulty as it does not account for counterparty risk in case of widespread defaults. (AIG for example). The lightly regulated shadow banking system has grown exponentially. Finally, the “moral hazard” of government bailouts of too-big-to-fail/systemically important banks has become de rigueur, further encouraging risk-taking.
“Solutions” have been more political than practical and resulted in “kicking the can down the road” utilizing instruments which contributed to the crisis. (You cannot solve a debt crisis with more debt.) These short term band aids have been dubiously received by the markets, resulting in continued deterioration of credit quality, increased interest rates and flows of capital away from impaired institutions and nations.
Interconnectedness. The Congressional Research Service says that U.S. bank exposure to the European debt crisis is estimated at $640 billion, although US Treasury Secretary Tim Geithner has repeatedly testified before Congress that US Banks’ exposure “is minimal”. The research service warned lawmakers, "Depending on the exposure of non-bank financial institutions and exposure through secondary channels, U.S. exposure to Greece and other euro-zone countries could be considerably higher. Given that U.S. banks have an estimated loan exposure to German and French banks in excess of $1.2 trillion and direct exposure to the PIIGS valued at $641 billion, a collapse of a major European bank could produce similar problems in U.S. institutions" 
“Exposure through secondary channels” includes counterparty risk. A lethal example of flawed exposure analysis is the use of “bilateral netting”; matching insurance coverage to potential losses. The insurance company AIG was hours away from making trillions of collateralized default swaps worthless if it were to implode, leaving all those who had bought protection from the firm worthless. 

Derivative Exposure. The collapse of the sub-prime mortgage market in the US in 2007-8 had an impact on European banks as the derivative collateralized debt obligation (CDO) market shrank, contributing to the collapse of certain structured investments held by major investment banks and the bankruptcy of several sub-prime lenders. This negatively impacted banks asset balances and hindered their borrowings, as the impaired CDO’s could no longer be leveraged for additional borrowings. In September of 2008, the remaining investment banks in the US requested, and were approved by the Fed, to become commercial banks over one weekend so they could take deposits, a stable source of funding. 

An Office of the Comptroller of the Currency (OCC) report noted that commercial banks are among the biggest participants in the CDS market. At the end of the second quarter of this year, the five largest US banks held 99% of all banks credit default swaps (CDS) exposure. These same five banks also hold 95.9% of all derivative exposure: JPMorgan Chase with $78.1 Trillion; Citibank with $53 Trillion, Bank of America with $53 Trillion, Goldman Sachs with $47.7 Trillion and HSBC 5th with ‘only’ $3.9 Trillion. 
Money Market Exposure. Fitch’s estimates that the ten largest US Money Market funds have approximately 37% of their funds in European banks. This exposure has been shrinking rapidly as concerns of Euro contagion grow. Of course, the flight of US dollars from the European Banking system only adds to their liquidity problems. There are about 1500 EU banks eligible to borrow short term from the ECB pledging ‘high quality’ public and private loans (loans to sovereigns and private banks) as collateral. To the extent that the banks authorized to borrow from the ECB have compromised collateral, their ability to borrow from the ECB—and thus the liquidity of the economic system—is impaired.

(We won’t even go into The Shadow Banking System, which is a host of lightly regulated entities which compete with banks in providing credit. It is estimated that the total credit size is $60 Trillion. It includes entities such as hedge funds, money market funds and Structured Investment Vehicles.)
Who is In Trouble? Currently the European Financial Stability Facility (EFSF) has commitments of €109B to Greece (in addition to €110B in May 2010), €85B to Ireland and €78B to Portugal. Due to repayment difficulties, terms of these bailouts were relaxed by the EC in a debt-swap agreement in July 2011; lengthening repayment terms and lowering interest rates. These commitments are coordinated loans through the European Financial Stability Mechanism, IMF and EFSF. 

EU Government debt-to-GDP continues to rise. A report by the EC’s Economic and Financial Affairs shows debt continuing to grow as a percentage of GDP, led by the so-called PIIGS – Portugal (107.4%), Ireland (117.9%), Italy (119.8%), Greece (166.1%) and Spain (71.0%). France and the United Kingdom also carry excessive debt, at 86.8% and 87.9% respectively. (The US debt-to-GDP has just hit 100%). The Eurozone’s 17 members average 88.5% debt-to-GDP and the entire EU averages 83.3%. These are due to a fatal combination of factors; bailout debt, continued deficit spending, decreased tax revenues due to recession and increased borrowing costs brought on by debt levels. 

EU Debt Crisis Potential Outcomes.  There are a number of potential results from the Eurozone’s debt crisis. Here are a few of the more likely. 1) Eurozone Restructuring. This would likely include walling off the weaker countries and their eventual exit form the eurozone. 2)  Austerity – imposed or voluntary. Neither would be welcomed by any country’s population. Striking, protests and general unrest have already greeted austerity solutions in Greece which endorse severe cutbacks in public benefits. 3) The emergence of the BRIC Nations as Financial Leaders. The BRIC nation’s (Brazil, Russia, India, China) enter into global financial leadership positions in return for their participation/support of the EU bailout. This appears to be the current approach being made by the leaders of the EC as they attempt to entice the BRICs to invest their billions and trillions of excess reserves in the Euro bailout.  5) New World Order. A complete collapse of the Euro would likely spur a desire by the current ‘powers that be’ to recreate it on a grander scale. This may take decades, but the goal would be a single global monetary system with one global financial government. If the EU’s short history is any example, the one world global financial government would encroach into almost every aspect of everyday life.
Euro Commission Solution. The EC’s most recent meeting in October proposed several ways of addressing the crisis. Leverage EFSF’s €440B to €1 Trillion by offering a ‘credit enhancement’ with guarantees to cover the first 20% of loans. Concerns were led by Germany’s powerful central bank, the Bundesbank, which expressed fears that a plan to leverage the €440B eurozone rescue fund to amass “firepower” of €1Trillion, or €880B “…resembled the risky finance methods that triggered the crisis in 2008”. Additionally, offering to insure the first 20% of newly issued bonds would most likely create a two tiered market, significantly discounting the current issues. This is also an attempt to bribe the market; hardly in keeping with the Basel II pledge to finally allow the Market to forcibly discipline banks. “Request” Greek privately held sovereign debt submits to a voluntary debt haircut of 50%. This solution raises question of triggering credit default insurance payments. (AIG revisited?) Also, will other troubled eurozone nations request the same deal? Set aside €110B to recapitalize EU banks. Will this be enough? The EU has a broad agreement to raise to 9% the core tier-one capital banks are required to hold by June 2012 and will likely broaden the range of acceptable securities. The International Monetary Fund estimates bank capital needs of €200B, and others between €250B and €1 Trillion. If banks deleverage too quickly, this could cause a liquidity crisis and further hamper an economic recovery. Have public guarantees to support bank term funding. The EU Nations would provide government support (taxpayer money) to banks (“Euro-TARP”). Create a SPIV (Special Purpose Investment Vehicle) to buy sovereign debt funded by both public (an appeal to BRIC Nations) and private investment. China has stressed it will not be a "savior" to Europe as President Hu Jintao embarked on an official visit to Cannes, France on November 3rd to attend the crucial G20 summit regarding the Euro debt crisis.
Several prominent financial commentators and investors have raised doubts regarding the EC’s most recent proposals. Rick Santelli, a popular Chicago Board of Trade analyst who appears regularly on CNBC’s Morning Call noted that the market prices in its opinion of the deals presented via interest rates on any related financial instruments such as sovereign debt and CDS on those instruments. The bond and stock markets are diverging with stocks up, yet bond yields are rising, indicating increasing risk. Additionally he notes that holders of debt who are being asked to take a 50% loss on that debt and have CDS would be unlikely to forego the benefits of their insurance. On October 28th, Bill Gross, founder of PIMCO, the world’s largest bond investment company, said that the eurozone rescue would likely be a temporary fix and any investment vehicle created would pose a high risk for investors. “Watch out if the plan is a giant SIV” (structured investment vehicle) “with leveraged risk.”
So, what is the answer? The simple, though not painless answer is - You cannot solve a debt problem with more debt! The answer is plain and certain, default/bankruptcy is necessary to correct the imbalances and malinvestment. Listen to what the market is telling us. Increased risk leads to higher costs of capital, physical or monetary. Nations can impose harsh austerity, or willingly let them be imposed, but the people will revolt under the crushing burdens heaped upon them. We are already seeing evidence of this, (thought the foreign news media provides significantly more coverage). A return to a non-discretionary system of credit is needed to restore the markets confidence that the system cannot be manipulated by creating credit out of nothing.
GOLD
“Why do Central Banks hold gold?” – This question was asked in July of this year by congressman and republican presidential nominee hopeful Ron Paul during Federal Reserve Chairman Ben Bernanke’s annual testimony to Congress on the US Economic Outlook and Monetary Policy. Mr. Bernanke answered blithely, “Because its tradition.”  
He might as well have asked, “Why do businessmen wear ties?” “Well, because it’s tradition!” While that may be plausible, it hides the underlying fact that today a suit and tie is the most widely accepted formal wear in the world. 

Mr. Bernanke’s answer could not be more disingenuous! For over 6,000 years of human civilization gold has been the most widely recognized currency and embodiment of wealth. Central Banks hold gold because of this reason. It is a currency of last resort and has no counterparty risk. The World Gold Council notes that “gold provides governments with a potent, time-tested way to protect a nation’s wealth from the ravages of inflation and economic shocks. Gold is the world's oldest international currency, having played a role in most countries' currency systems. Gold's scarcity, the fact that it does not corrode or tarnish, its malleability and status across civilizations have all made it eminently suitable as a form of money.”

Gold has undergone centuries of rigorous competition and has always come out on top. In comparison, no paper currency has lasted. History is replete with examples of the inevitable abuse of those who control the printing of money. There are a number of financial experts and economists who recommend returning to a gold standard. Would it surprise you to know that the current president of the World Bank Robert Zoellick, Kansas City Fed President Thomas Hoenig and former Federal Reserve Chairman Alan Greenspan also support a return to a gold standard?! 
	World Official Gold Holding (December 2010)

	EU Countries

(Eurozone)
	Gold
(tons)
	                          Gold's share of National
                                 forex reserves (%)

	

United States
	8,133.5
	74.7%

	

Germany
	3,401.0
	71.7%

	International Monetary Fund
	2,846.7
	-

	

Italy
	2,451.8
	71.4%

	

France
	2,435.4
	66.1%

	

Switzerland
	1,040.1
	16.4%

	

Netherlands
	615.5
	59.4%

	

European Central Bank
	522.7
	27.9%

	

Portugal
	421.6
	81.1%

	

United Kingdom
	310.3
	16.8%

	

Spain
	281.6
	38.6%

	

Austria
	280.0
	56.2%

	

Belgium
	227.5
	36.8%

	

Sweden
	125.7
	11.1%

	Bank For Int’l Settlements
	120.0
	-

	

Greece
	111.7
	78.7%

	

Romania
	103.7
	9.1%

	

Denmark
	66.5
	3.3%

	

Finland
	49.1
	20.6%

	

Bulgaria
	39.9
	9.9%

	

Slovakia
	31.8
	65.4%

	

Cyprus
	13.9
	50.8%

	

Czech Republic
	12.7
	1.2%

	

Ireland
	6.0
	11.8%

	

Lithuania
	5.8
	3.8%

	

Slovenia
	3.2
	13.4%

	

Hungary
	3.1
	0.3%

	

Luxembourg
	2.2
	11.7%

	

Iceland
	2.0
	1.6%

	

Estonia
	0.2
	0.3%

	

Malta
	0.2
	1.6%


Gold’s attractiveness in times of financial uncertainty have once again appeared with central banks being net buyers since 2010. Emerging markets countries like China have put their surplus funds to use diversifying into gold and away from reserve currencies like the US Dollar and Euro. During 2010 the IMF had sales of gold totaling 222 tons that were made to official holders including the Reserve Bank of India (200 tons), the Bank of Mauritius (2 tons), the Central Bank of Sri Lanka (10 tons), and the Bangladesh Bank (10 tons). In the first quarter of 2011, Mexico stunned the gold world by increasing its reserves of gold by over ten times to 100 tons! Thailand also reported an increase in its gold reserves of 9.3 tons in March, raising its total gold holdings to 108.9 tons. Russia continues to regularly add gold to its reserves, adding 22.5 tons between January and March and Bolivia added 7 tons to bring its total to 35.3 tons. 

As a financial advisory firm and trust company, we have a fiduciary obligation to work toward the best interests of our clients. It is readily apparent that nations with stable financials see the storm brewing in Europe and are taking precautionary measures, are you? Come see the advisors at Trust Wisconsin and let us help you prepare.
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