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April 29, 2013 

 

 

EUR-WOE-ZONE SAGA CONTINUES 

 

As much as investors had either hoped, or even believed that they had escaped the maligning headlines of 

European crisis, this has proven to be a premature assumption given the recent flare up in Cyprus.  With 

that said, we will spend this discussion re-examining the state of affairs in Europe, providing an overview 

of current conditions as well as implications for investors (spoiler: possibly weakening Euro, and 

increased stock market volatility).  

 

In the ten months that have passed since the head of the ECB’s Mario Draghi’s July 2012 “whatever it 

takes” speech to save the Euro, the financial markets have placed Europe on a back burner.  

Unfortunately, this may have been wishful thinking as it appears that economic fundamentals are growing 

worse in the region, not better.  The bottom line is that economic growth is now even beginning look 

vulnerable in Germany whose GDP posted a decline in the fourth quarter of 2012.  In the meantime, 

Spain and Italy remain in deep recessions, while Greece is in its sixth year of a full-on depression with 

unemployment of 26.6%, and 61.7% of those under the age of 24 are jobless.  Similarly, the messy 

situation in Cyprus shows that even with ample practice at this late stage of the game that Eurocrat-styled 

bailouts are not less controversial, but perhaps growing more controversial.  From a financial standpoint, 

the Cyprus bailout was small, but from a political standpoint it was large. Unfortunately for Cyprus, an 

upcoming election in Germany for Angela Merkel combined with the heavy presence of Russian 

depositors in Cypriot banks was too politically toxic to make every depositor in its country whole, thus 

prompting the so-called bail-in (when losses are shared).  In our view, the Cyprus episode represents a 

snapshot of growing dysfunction coming in the form of political contagion rather than financial 

contagion. 

 

On this matter, and as much as the ECB has been lauded for its willingness to do whatever it takes, (i.e., 

buy up sovereign debt as needed contingent upon an agreement to certain conditions) we believe that it 

has caused as much harm as good.  We are probably in the minority on that one.  Even so, prior to July of 

2012, the fevered nature of the crisis and the threat of systemic crisis was stimulating action among the 

Eurocrats.  Admittedly, it was action in the Eurocratic sense, including endless streams of meetings and 

summits, which brought resolutions to hold new meetings to create councils, etc., who would in turn 

oversee new meetings, and so on.  Nevertheless, there was a feeling that something had to be done in the 

sense of German-style labor reform as well as the need to essentially create a cohesive fiscal union.  Since 

Mr. Draghi’s pledge, but not necessarily his fault, not enough effort has surfaced among the most troubled 

economies to replicate the German prescription for labor reforms it undertook ten years ago.  The bottom 

line is that the chaotic financial markets of a few years ago prior to Draghi’s speech were stimulating 

activity among the politicians. Since then and in the absence of rising peripheral sovereign spreads 

relative to German bunds, little has been accomplished in the way of the reforms that directly address the 

Eurozone’s issues.  Given that we have established the backdrop from a monetary policy standpoint, let us 

now review the political and fiscal policy factors. 

 

The relative lethargy in labor reforms and reduction in the public sector create problems in the context of 

Europe’s overall fiscal strategy of internal devaluation to deal with the crisis.  Internal devaluation 

represents the comparatively novel approach through which a country tackles its debt load by forcing 

wage decreases and cost structure reductions in an attempt to make its exports more competitive and 

generate higher GDP to pay down debt.  Objectively speaking, this is the common sense approach in our 
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opinion.  The solution to Europe’s problems is to remove the factors that created them in the first place, 

namely exorbitant public spending and a relatively less competitive, high cost, entrenched workforce.  Of 

course, this strategy is not only a tough sell to the public, but also a potential death knell to a politician’s 

hopes for reelection.  As a case in point, Germany’s Gerard Schroeder instigated its reforms but could not 

politically survive their implementation, thereby allowing a newly elected Angela Merkel to reap the 

political windfall from their success.  In sum, there are obvious political reasons why progress is slow on 

the reform front, and turning to the numbers themselves there is little time to dither around.  As for those 

numbers, we must consider that the average ratio of debt to exports across the so-called PIIGS, is 

approximately 760%.  To put this in context consider that during the Asian Financial Crisis of the late 

1990s, the average debt to export ratio was closer to 280% among those nations. Obviously in the 

emerging market experience of the late 1990s, many of those countries defaulted on their obligations and 

experienced sharp recessions, but eventually recovered and returned to a state of relative prosperity 

having eschewed large sovereign debt balances ever since (i.e., lesson learned).  However, the emerging 

markets had much less debt and benefited from a mix of competitive drivers including earlier stages of 

economic development, increasingly competitive workforces, and increasingly open economies.  By 

contrast, Western Europe can boast none of those items.  The conclusion to be drawn here is that Europe’s 

strategy to rein in the debt of southern economies will take time to show results irrespective of the level of 

their efforts.  However, progress on this front can be transformative as it relates to outside perception and 

market confidence. Such has been the case in Ireland which returned to the bond markets with five and 

ten year issues in the past year after steadfastly implementing internal devaluation measures in the 

preceding years.  In addition to the success story of Ireland, there are the examples of the Baltic States, 

including Estonia, Latvia and Lithuania, which diffused their own crises by successfully implementing 

internal devaluation programs.  In each instance of success, stretching from Germany’s own reforms in 

the early 2000s up through Ireland’s recent progress, the necessary ingredient was unwavering 

determination to execute the program in full. 

 

Bearing this in mind, slow or minimal progress leaves the door cracked for political backsliding, or even 

abandoning the necessary reforms.  The complicating matter is that political opportunists seeking election 

may seize further upon voter’s fatigue and sell the idea of a quick fix through an external devaluation.  

Put another way, the longer the process drags on, the greater the chance for a moment to occur when 

external devaluation or even leaving the currency finds appeal among voters.  Naturally, this course 

would represent an act of plunder to enjoy the use of another’s capital, and walk away from the obligation 

of repayment.  Economist Frederic Bastiat explained the potential trade-off well centuries ago. 

 
“Man can only derive life and enjoyment from a perpetual search and appropriation; that is, from a perpetual 

application of his faculties to objects, or from labor.  This is the origin of property. 

 

But also he may live and enjoy, by seizing and appropriating the productions of the faculties of his fellow men.  This 

is the origin of plunder. 

 

Now, labor being in itself a pain, and man being naturally inclined to avoid pain, it follows, and history proves it, 

that wherever plunder is less burdensome than labor, it prevails; and neither religion nor morality can, in this case, 

prevent it from prevailing.”  

 

External devaluation is of course the more familiar program through which profligate governments 

eliminate their debt burdens, which is to say they create inflation, devalue, release a currency peg, or even 

create a new currency altogether, all of which represent various forms of reneging on a debt (plunder):  

Russia’s default (1998), Argentina’s default (2001), Mexico’s Tequila Crisis (1994), all readily come to 

mind as familiar episodes of an external devaluation.   
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Perhaps the greatest incentive though to weaken the Euro as a shortcut to stimulating growth may be 

arriving in the form of a retaliation to “Abenomics” or Japan’s current program of devaluing its Yen by 

targeting a higher rate of inflation (i.e., 2%).  In order to glimpse this threat, think no further than the 

benefits currently accruing towards Japanese auto manufacturers such as Toyota through a weakened 

Yen, and the pressure this places on a German auto exporter such as Daimler (now, multiply this 

relationship across the countries’ respective exporters).  The fact that Germany’s recent growth rate has 

turned negative in the midst of Japan’s competitive devaluation has prompted a wide expectation that the 

ECB will cut its interest rate next Thursday, which in turn may serve to weaken the Euro.  Since the 

beginning of the European debt crisis Germany has resisted policies that might spur inflation or a 

weakening of the currency. Given the new wildcard of competitive devaluation occurring in Japan and the 

over-arching desire to maintain economic growth of any variety in the Eurozone, this situation regarding 

currency weakness may be evolving.  We believe it likely portends a growing probability for a weakening 

Euro. 

 

On the other hand, any possible weakening of the Euro or best efforts towards internal devaluation may 

not offset the growing presence of deflation.  Deflation actually worsens the region’s debt dynamics given 

the large outstanding balances, and generally speaking deflation is not a hospitable backdrop for equities.  

As investors, we must think through the implications of these multiple paths on behalf of our clients and 

seek protection in cases where the risk outweighs the reward of being exposed to an asset.  In this 

scenario, we believe that cash or derivatives designed to counteract any possible deflation are the most 

appropriate forms of protection.  Normally bonds would fit this assignment, but we believe they are 

dangerously expensive.  Therefore, we believe our cash balances as well as our holding in Fairfax 

Financial, a Canadian Property and Casualty Insurer may provide our clients with protection, and more 

importantly, the funds available to purchase bargains in the wake of any possible market decline.  Fairfax 

represents a unique strategic holding in this context due to its possession of over $400 million in 

derivatives that pay in the event of a decline in CPI.  Although we hasten to add that this is not our 

primary reason for owning Fairfax. For starters, we like the valuation at 1.0x book value. Additionally, 

we see this as a potentially long-term compounder with strategically advantageous emerging market 

property and casualty business exposures, as well as the investment acumen of Prem Watsa and his 

longstanding colleagues at the firm.  

 

To summarize, we do not believe a break-up of the Euro is imminent, as there is bountiful evidence to 

date showing that many Europeans embrace its existence even in light of its flaws.  However, it is too 

early to dismiss the possibility either, and judging by the market’s complacency it may be a bit out of step 

with the political fragility in the region.  It seems likely to us that Europe’s issues will have some staying 

power, unless of course economic growth accelerates.  Whatever unfolds, we are careful to remember that 

the opportunities created are the most critical element to us, and therefore we welcome any surprises. 

 

Thank you for your investment with our firm.  If you would like to speak with us regarding your account, 

or any other matter, please do not hesitate to contact us at any time. 

 

 

 

 

Lauren C. Templeton             Scott Phillips 
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Principal & Portfolio Manager                                    Portfolio Manager 

 

 

 

 

Disclosures: 

 
Past performance is not indicative of future results.  This is not an offer to sell, or a solicitation of an offer to 

purchase any fund managed by Lauren Templeton Capital Management (“LTCM”). Such an offer will be made only 

by an Offering Memorandum, a copy of which is available to qualifying potential investors upon request.  An 

investment in a private fund is not appropriate or suitable for all investors and involves the risk of loss.  

 

LTCM reserves the right to modify its current investment strategies and techniques based on changing market 

dynamics or client needs.  It should not be assumed that any of the characteristics discussed were or will prove to be 

profitable, or that the investment recommendations or decisions we make in the future will be profitable.  The 

information provided in this report should not be considered a recommendation to purchase or sell any particular 

security. There is no assurance that any securities discussed herein will remain in the Fund’s portfolio at the time 

you receive this report or that securities sold have not been repurchased. The securities discussed may not represent 

the Fund’s entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio 

holdings.  It should not be assumed that any of the securities transactions, holdings or sectors discussed were or will 

prove to be profitable, or that the investment recommendations or decisions we make in the future will be profitable 

or will equal the investment performance of the securities discussed herein.  Recommendations from the past 12 

months are available upon request.  
 

 

LTCM is a registered investment adviser.  The fee schedule for LTCM’s investment advisory services with respect 

to the Fund is stated in the Offering Memorandum.  The Fund will also incur other operating expenses such as 

administration fees, audit fees and legal fees which will reduce the performance of the fund.  More information 

about LTCM can be found in Form ADV Part 2 which is available upon request.  LTF-13-18 

 

 

 


