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Can the euro zone survive the debt crisis? 

When taking strategic decisions, it is critical to understand the future context of that 

decision. For those who operate or interact with Europe, The Economist magazine has just 

issued an excellent document on how the financial and debt crisis is impacting the euro zone 

and what may be the possible outcomes. The document itself is 46 pages long and takes a 

while to read, so we have put together a short summary, together with some of our views, 

for those who want a quick synopsis. 

There are four main parts to the article: 

1. Introduction 

2. What are the potential scenarios, together with their probability of their occurrence. 

3. A debt crisis monitor 

4. A section on reducing the imbalances (which we will not cover) 

Note: this should not be construed as a replacement for reading the Economist article which contains 

substantially more detail, explanations and theories. 
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1. Introduction 

Europe is still important in the world economy as it represents 20% of the world GDP and is critical to 

China and the US in many ways – including as an investor, a source of corporate profits and an export and 

import market. 

The crisis arose through poor lending from the Northern economies (the “core”) and reckless spending and 

investing by the Southern countries (the “peripheries”).  However, it is overly simplistic to simply blame 

the peripheries as the core, although more thrifty and fiscally disciplined, also benefited from exports to 

the debt-fuelled boom – and whose banks did not shy from lending either. 

We are left with a highly indebted periphery, a Regional banking crisis and a major sovereign debt 

credibility issue that can impact on all of Europe because of inter-state lending. A major issue is that the 

Euro is a “currency without a state” and as such is impacted as much by political issues as economic issues. 

Germany is leading the reformation of the euro zone through imposing stricter financial disciplines and 

driving the central bailout funding mechanisms. However, it may be that the German diagnosis is too 

simplistic as the “medicine” that the weaker states are being forced to swallow is increasingly becoming 

unpalatable – by governments, unions and populations in general. 
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2. Potential scenarios 

 Scenario 1: 
Muddling 
through 

Scenario 2: 
Solidarity 

Scenario 3: 
Heading for exit 

Scenario 4: 
Golden scenario 

Probability 50% 25% 15% 10% 

Germany and 
core states 

Continues 
support and firm 
position 

Continues 
support 

Tires of 
supporting 
weaker states 

High growth, 
more relaxed re 
discipline 

Peripheral 
states 

Swallow 
medicine & cut 
deficits 

Willingness to 
implement 
austerity wanes 

Tires of fiscal 
pressures 

Good progress in 
fiscal reforms 

Growth in 
periphery 

Weak, but 
stabilising  

Much weaker Weak and 
worsening 

Gradual 
improvement 

Unemployment 
in periphery 

Stabilises but 
still high 

Increasing Increasing Reduced 
unemployment 
levels 

Debt 
restructuring 

Orderly 
restructure of a 
few states 
around 2013 

Restructuring 
necessary – less 
controlled 

Will take place – 
inside or outside 
euro zone 

Not necessary 

Spain Not require 
external 
assistance 

Requires 
external 
assistance 

Requires 
external 
assistance 

Not require 
assistance 

Future of Euro Improved faith 
as crisis fades 

Remains 
uncertain 

Probable 
collapse of euro 
zone 

Strong future 

 

 

 

 

The Economist does not paint a pretty picture with only a 10% really happy ending – especially 

for the peripheral states of Ireland, Portugal, Spain, Italy and Greece – with only a 10. Even the 

main scenario is one of a hard road of discipline, saving, reduced spending power, political 

unrest and high unemployment – not something that the Mediterranean culture is going to 

enjoy. However, the good (Genesis view) news is that these are only scenarios. With 

appropriate (coordinated) action by both public and private sector, making a few hard 

decisions about where to invest (and disinvest) and a level of flexibility shown by labour – 

there is a possible high road. Furthermore, the above scenarios are at an aggregate level and 

even within the most difficult times, opportunities abound at a more granular level when 

viewed with the right mindset and optimism. 
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Storm or Tsunami ? 
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Another (Genesis) view is that Spain potentially has a pivotal role to play. The country is almost 

the national equivalent of “too big to fail” and so has more negotiating power with the core 

(represented by Germany) than the other weaker states. It may be that the German view of 

how to turnaround the peripherals may be being seen from “too German” a perspective. To 

use a metaphor: if you are a 2,2 meter, highly coordinated man who makes a fortune out of 

playing professional basketball, it does not mean you should force your 1,5 meter, 

bespectacled weak cousin to also play basketball assuming he will meet the same success as 

you. Perhaps Spain could put a strong case forward for at least some changes to the austerity 

packages or bailout interest rates, which plays to the strength of Spain and the other 

peripheral nations. 

 

 

 

 

 

 

 

 

 

 

 

 

 

4. Conclusion 

The overall conclusion drawn by The Economist is that the euro zone should pull through – but 

this must not be taken for granted. Politics within states – especially those facing strong 

austerity measures – and between states – especially core versus periphery – are going to 

become exceptionally strained. Policies around issues such as interest rates are going to be 

particularly difficult in a region with dramatically different growth and inflation rates.  

So…. hang on folks, it’s going to be a bumpy ride! 

3. A Debt Crisis Monitor 

The Economist has developed a measure of vulnerability of euro area member states using a 

weighted aggregation of measures around sovereign solvency, sovereign liquidity and banking 

strength. The result of their scoring is shown in the chart below where the indices of sovereign and 

banks are shown on separate axes and then the overall ranking table is shown below to the right – 

obviously the higher the score, the higher the vulnerability. 
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