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Abstract: This paper researched on the causes, current agersees and potential implication of the Europedt desis.
The crisis was found to be a result of factorsudilg international trade imbalances, the effemsnfthe global crisis
2007-2012 and the failure in bailout approachesut@ Europe from the global financial distress.sTias caused panic
across the world due to the fact that negativenfired situations in peripheral countries in Europight further demolish the
global financial markets. Even though significambwth was presumed from the introduction of Euh® financial crisis
resulted in sharp rise in bond yields, CDS, crassetation and spillover effects across bond markéthe Eurozone. Yield
curves of the GIIPS countries acted as a clustfferentiating from stronger and more stable ecoiediorces. In addition,
crisis resulted in significant dip of market corditte on Euro and depreciation of Euro against ntajoencies. Commodity
prices i.e. spot price of gold rose to almost 3@d84r the time crisis period, utilized by governnsess a defense mechanism
against the economic downturns. Potential probléms might arise from this severe crisis and fin@nprospects of
European states as well as governments over thd @@ also assessed and discussed.
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derivatives, commodities, FOREX markets, to nameabu
few. Besides, it also focuses on examining the esitygt

The Economic Integration of twenty seven Europeafi’€asures and policies taken by European governntents

countries, which was initially established in 1993 Pail their countries out of the turmoil.

collectively identified as the Eurozone, aims &nhstating

its members’ economic growth, encouraging industria2 European Debt Crisis The Causes

specialization and further boosting supplementaiggiom

international trade. The Eurozone had subsequentThere are a number of factors that led to the Eemop

integration with another seventeen member natidnfe sovereign debt crisis. These factors ranges from a

European Union, agreeing to adopt the Euro as thetombination of international trade imbalances, ithpact

common currency and legal tender. However, an wwiicga of the global crisis from 2007 to 2012, failure hailout

sovereign debt crisis which boomed in late 2008 @mdy approaches of European governments that troublekirgh

2009 brought the European common currency area intodustries and private bondholders and high-rigkdileg

distress, arising from the need of refinancing rtheiand borrowing policies enforced by unrestricteddire

government debts. Eurozone’s public debts amoutded requirements during the period from 2002 to 2008 [2

85.3% of its GDP in 2010 and were expected to ris€hese loosely controlled practices further causerka

steadily to 89% in 2012 [1]. estate bubble in Europe, which drew the situatioser to
This sovereign debt crisis has threatened Europeanfinancial crisis [3, 4].

financial into facing a new recession. Thus, ihécessary Starting from Greece, Ireland, Portugal, Spain ede

to have a comprehensive understanding on why amd haecently, Italy, collectively referred as GlIPSgtBuropean

this crisis considerably influenced global finaherearkets. debt crisis was an agonizing consequence of exeessi

This paper aims to look at the causes and the qoesees lending that had left banks with bad debts and gowents

of the European crisis on the bond market as veediciity, with huge fiscal deficit and public debts in theripester

1. Introduction
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economies [5]. From an accounting point of viewe thlending and economic growth. Due to the credit boom
introduction of the Euro was blamed as the causerttade during 2003-2007 periods that was encouraged by
it possible for European nations to borrow at mimker declining interest rates; the loans to governmesmts
costs than before [6]. The reason is that althaihgly are private organizations grew dramatically and gaw rio

still the debts of the individual nations aloneeg thisk is obstacles in repaying and servicing those debts.

assessed to be lower due to the economic rules they
complied with by being members of the EU.
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These regulations required Eurozone members td limi
their government debt level and budget deficit @¥6and
3% of their GDP correspondingly. However, GIIPS duse

most of their available credits in larger consumpti @2 e Span e Groace = llesflaly o Portugal
building generous social systems and further fumdin
construction boom, which resulted in enormous Figure 4. Growth in Bank Credit (%) (Source: IMF)

government budget deficits that were not sustagabl , . i

Apparently, figure 2 shows a negative side of fisteficit Elnally, thellac_k O_f firm and de_C|S|ve action byrE_mone
of most European countries in which Greece plunged na'uops gnd msutuuoqs_was_ claimed to be a mégotor
16% of its total GDP in 2009. As a result, crediting for contributing to the crisis. Since the EU was esshld

sovereign debt of these countries was downgradads TWIthOUt a channel for a country _to leave the U“"%
move not only led to a significant increase in thei members such as Greece and Spain gave up conttieéion

borrowing cost and a massive plunge in investofidence own monetary policy. Thus, they lost the capabikity

on sovereign default in 2009 but also threatendukrot devaluing their own currency and fiscal regulations

European economies and even the future of theimuam flexibility to take immediate action to resolve ithewn

currency [5]. situation before European Central Bank’s bailoatskages
Another reason that contributed to the financi#isrin for individual states were approved.

Europe is the gap of economic strength and strectur

between GIIPS and other members in the commonmeyre 3, | mpact of Crisison the Financial

area. From 2006, the interest rates across Euroztanied M arkets

to diverge, marking out the weak and strong ecorepas

can be seen in figure 3: S _ _ 3.1. Financial Crisis’ Impacts on the Global Econgm
In addition, the global financial distress in 20@#hich
triggered the European debt crisis, caused manlylgms The Eurozone financial chaos has caused a number of

with liquidity of European banks that sharply faité problems for European countries in refinancingrtpeblic
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liabilities arising from 2002 to 2008 as a restdlh@h-risk  (after June 2011) showed stable, less volatile mMeaves,
lending and borrowing practices. Because of thé tlaat echoing tough action to combat deficit and stainifjz
Europe is a huge financial market and it playsnapartant economy.

role of business and financial partners of othejomaorld The upward pressure on domestic and foreign irtteres
economic powers i.e. USA and UK, its economicspreads of the bond markets of Eurozone was fooruket
turbulence also damaged banks and pension funadwedl driven by bad news. Spillovers of bad news werandoto

the world [7]. As a domino effect, a widespreadipamas be evident coming from GIIPS countries onto nonR&ll
experienced around the global financial marketsluging  countries [13].

bond, equity and many other types of markets. Mago )

bail-out packages of IMF and European Central Bank S-3- Effects on Foreign Exchange Markets

order to pull Europe out of the crisis and the ®edous  \yhenever sovereign debt crisis risk increases m th

yncertalntles and volgt|llty of the economic cir@tances Eurozone, euro depreciates against the US doliderizal

in deyeloped countngs alsq contributed to the mMasgue of the euro is more prone to changes in siyer

financial havoc for the time being [8]. debt crisis risk in vulnerable member countriesntlia

3 2. Effects on Bond Markets stable member countries. Moreover, rising defaisk of
medium and large Eurozone banks leads to a defioetia

First issued by the Bank of England to raise fufats of the euro while small banks’ default risk has no
war against France back in 1693, sovereign bonds asignificant impact, showing the relevance of systaity
considered by investors as almost risk free asseter the important banks with regards to the exchange fatg [
assumption that governments are too big to fail defdult Empirical findings suggest that the strength ofieency
on coupon payments of these instruments. In thatese is positively related to its economic-political Isidy.
financial difficulty, governments are expected tmise Increased country risk due to economic-politicaitaility
taxes, create money supply and take other measupeyy would lead investors to sell securities denominatethe
off the debts [9]. country’s currency and to repatriate funds, henctirg

Euro, as the common currency across on the Eurozodewnward pressure on the currency. Since the dresigsn,
block was introduced with the belief that, the dgeea market confidence on Euro had been dangerously low.
fiscal and monetary union across countries willrgnéy  Bankruptcy of Greece also mattered into depreciatid
fiscal harmonization and solvency among these cmt Euro against all major currencies worldwide [15]. 16
Before the crisis, bond rates and CDS for Eurozone
members were below what would be expected. However
when the crisis erupted, both these indicators rosee
sharply for Eurozone members than predicted based o
their available fiscal space [9]. The introductioh the
Euro has strengthened the volatility spillover eféeand
the cross-correlations for most European bond ntarke
[11].

Bond indices represent country economic health to a ;
large degree, since bonds are essentially governdedats. Figure 6. Euro cross exchange rates (Source: Bloomberg)
Investors became increasingly worried about negativ
self-fulfilling market sentiments about the bondrked of  3.4. Effects on Commodity Markets
the Eurozone, and reacted by raising the spre&js [1

Gold is a renewable resource and, with no degraialdti
quality, could conceivably be recycled and contiébto a
decrease in the global demand for newly mined §big.
Gold reserves in central banks are one of the $hgmurces
of world gold supply. In comparison to other coiegr
USA holds the greatest amount of gold reserveshéir t
central bank. Germany, France and ltaly are theratiajor
countries which individually keep gold bank reserve
similar to the level of that held by the Internatb
Monetary Fund (IMF), around 3000 tones [18].

A look at the following bond index movements ovemng Shortly after the crisis began, gold spot pricegehaeen
term time period clearly distinguishes countriegetbier in ~ continuously increasing. Despite some opposite Meves,
two clusters after the eruption of crisis. Due tmtis being gold prices from 2008 and specifically since theejstion
rated as junks by credit rating agencies, yieldveuior —0f Eurozone crisis have had a fairly consistent anow
GIIPS countries escalated above the rest. Strong&€nd. For the period of 2006 till 2012, gold spdtes saw
economic forces i.e. Germany, UK, Sweden and Francgerise of almost 300%.

Figure 5. Government bond indices (Source: Bloomberg)
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Figure 7. Gold spot price (Source: Bloomberg)

4. Sovereign Defaults and L essons

Sovereign default refers to an event when a couistry
unable to repay its debts incurred from banks awdstors.
In such event, the country enters in a state cdnitial
distress, which may lead to renegotiation or restming of

debt [19]. This is mostly due to the lacking of anye

international bankruptcy law; as such renegotiat®omost

commonly used technique. A country has a higher

probability of defaulting if they have significaptlhigh
debt/GDP ratio of its economy [20].

There have been extended study conducted on teeslos
of potential output due to sovereign debt crisesseRrch
conducted over the period of 1970 to 2000 showed th
almost 7% yearly output losses incurred after laagel
long lasting sovereign crises hit the economies].[21
Defaulting also results in very high penalty cdstsoverall
investment climate of the country, as investor merfce
on those countries dives down. Even though Mexicd a
Russia has lower debt to GDP ratios, compared uotces
i.e. Malaysia and Hungary, they have lower crediing
and higher bond spread.
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Figure 8. Debt/GDP & Credit ratings during 2003-2005 [21]

Sovereign defaults generally occur in combinatidn o
sovereign debt, banking and currency crises. Defauls
the ultimate stage of chaos arising from bankinigest
That is evident in Argentina where banking crisafofved
by collapse of political system (three consecutiv
presidents in one month) contributed to fourth igta
recession year [22].

Europe has suffered from the sovereign debt cris
mostly arising from issues i.e. toxic European GarBank

assets, exhausted monetary instruments and inaﬁequg

fiscal support, lack of pro-growth policies and lages
due to liquidity and insolvency to name a few. Baiing

69

are some of the suggested ways defaulted coumtnissle
the Eurozone (i.e. Argentina, Russia) can deal with
sovereign default crisis:

For most of the duration of the crisis, China, glon
with the other BRIC (Brazil, Russia, and India)
nations is conditionally supporting Eurozone as an
important trade partner and source of technology an
foreign direct investment [23, 24, 25]. In orderctipe
with forecasted sovereign debt crisis related issue
defaulted countries should align and improve
international relation with these strong emerging
nations for future assistance.

These defaulted countries should look to finanarad
fiscal integration to tackle default problems istef
looking up to simple monetary integration. However
this level of integration especially in fiscal prdés
might result in a reduction of sovereignty [26].

The following check list (figure 9) suggested to
strengthen Eurozone can be applied for improving
sovereign debt situation for these countries:

Political Decision Economic Challenges

Short-tarm fiscal supporn, back-
loaded austerity

= Wil the Eurozone
comprise a few deeply

integ rated Monetary easing
aconomies? / Restructuring sovereign debt
. P of effective liq

Or many loosaly
integrated
economies?

Recapitalizing banks
Defusing toxic assets at the ECB

Supporting productivity through
pro-growth policies and structural
reforms

L

Figure 9. Checklist for sustained Eurozone [27]

5. Eurozone Policies and M easures
Taken to Address Sovereign Crisis

Due to the fact that the sovereign crisis did resutt
from country’s public debts itself, it is obvioubat the
underlying problem is laid on Eurozone’s constdntiand
the health of individual economies. As a resultrdpean
Commission and its member states have taken several
actions to tackle the economic turmoil.

In order to address liquidity problem arising fratre
financial crisis, a summit was held by the EuropEamon
in October 2008 which marked the agreement on & ban
rescue plan aiming at boosting their financialatitans and
guaranteeing interbank lending. This protocol issidered
a crucial coordination in preventing one countrgnir
harming other members and aggravating bank solvandy

&redit shortages.

Since Greece still suffered from lack of investor
confidence in 2009 due to high fiscal deficit, whiwas
Rdmitted by its government to be understated 8637 its
GDP instead of the actual figure of 12.7% and iiblic
ebt (over 113% of the country’s GDP and far mdvant
the limit of 60%), the sovereign debt crisis inlg&2010
with Greece on the eye of the storm still neededhéo
intervened. Hence, another summit was held in 2011,
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which the EU governments reached an agreement on an
establishment of European Stability Mechanism awiity
coordination to enhance the competitiveness ofviddal
economies in short term [28]. Accordingly, the Epgan
Financial Stabilization Mechanism and the European
Financial Stability Facility were imposed with tperpose
of enabling the Commission and its member states to
guarantee the loans of most fragile states thate wer
financial distress and to grant them bilateral avhich
amounting to €780 billion. Furthermore, this commént
also authorized the Commission to intervene inpitimary
and secondary debt markets and the finance retiagiiton
of financial institutions through loans to govermtse On
the other hand, in order to deal with long-termspexts, Moreover, it caused many changes in the financial
nations came up with a harmony on a reform of 8tabi markets in which the balance sheets of sovereigmtces
and Growth Pact and Euro Plus Pact to improve theow require more attention in risk measurement by
economic health of individual nations and furtheeyent investors. Finally, the European debt crisis hataded the
the crisis from happening again. growth in economy and created extensive unemploymen
To conclude, various emergency measures taken dy thonsequently raising chances for investors to invath
European Commission and its member countries durifgigh return as a result of cheaper and more flexiabor
two periods of 2008-2009 and 2009-2011 have beehorce and lower fixed costs.
successful in terms of averting the global finahciasis
and supporting short-term domestic demand. Thesg Future Directions
facilities eventually improved the stock indices thfe
GIIPS from mid-2009 to late 2010 except for Greece This crisis has pointed out weaknesses in European
(whose stock index decreased) and further helped fmancial system, which can be cured and improwadaf
recover those nations’ creditability and investonfidence, further sustainable economy. Firstly, it has given
as illustrated in figure 10: opportunities for emerging countries to improve ithe
monetary policies and procedures by encouraging the
implementation of strong financial infrastructures
strengthened domestic financial systems and itistitsi
were recognized to play a vital role in sustainitige
amount of public debts. As a supplementary idea, a
reduction in vulnerabilities to liquidity risk andalance
sheet risk in the common area by matching proderkign
reserves and liabilities can also be considerefl [29
Alternatively, appropriate exchange rate regime #red
advantages and disadvantages of both floating awed f
exchange rate should be taken into consideration by
European governments. The fixed exchange rate sllow
local financial institutions to borrow in foreigruicency
then loan freely in that currency to domestic bawes [30].

As discussed above, the Eurozone crisis has caus'é'&wever’ when an economic turmoil occurs, the &agst

severe turbulence not only among the peripherahtcias exchange rate will become unsustainable. Thereforis,
but also the core ones. Furthermore, European mationecessary for a country to have better forecasheruture

contribute to average 27% of the world GDP, whiie t an_d appropriate adjustment of exchange rate & it ikeep
Eurozone itself comes up with approximately 19.486 a afixed rate of exchange and a stable economy.

26% of global holdings of reserves in Euro. Heritgs
crisis is not merely significant in affecting Eusam
economy, but more essentially, it caused a threathé References
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