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EXECUTIVE SUMMARY

Recent weak economic data from Germany has refocused 
attention on the Eurozone’s continuing struggles and are part 
of the reasons the IMF has reduced its global growth forecast. 
The asset quality review and stress test for Eurozone banks 
conducted by the European Central Bank (ECB) and the European 
Banking Authority respectively, showing that 13 European banks 
are currently undercapitalized also did little to dispel pessimism 
about Europe’s prospects. For many observers, these latest signs 
of weakness come as no surprise. The fundamental challenges 
posed by uniting countries with very different fiscal conditions 
under a single monetary policy remain and there is little sign of 
commitment to increase the political integration necessary for 
reform. On the contrary, renewed tensions have arisen between 
Germany and the ECB over extending its asset purchasing program 
to stimulate demand. We recently spoke with Holger Fahrinkrug, 
Chief Economist with Meriten Investment Management about the 
latest setbacks in the Eurozone and what they might mean for 
Germany, Europe and the global economy. 

Does the recent run of bad economic news from Europe suggest the start of 
Eurozone crisis 2.0?
Things aren’t getting better, but I wouldn’t call it a crisis. We used the word “crisis” 
when Italian bond yields were heading for seven percent. Italian and Spanish bond 
yields today are about one third of that. The Eurozone economy is weak, but not 
outrageously weak. Many of those who call it a crisis were shocked by the recent 
weakness in Germany. However, in fact the German economy is just returning to 
its trend growth rate. They also point to low inflation that contributes to fears of 
deflation and to problems many countries have with public finances. If you look at 
all of those things together, you may have the seeds of a crisis, but I don’t believe 
we’re there now.
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The changing global 
perception of Germany is 
remarkable and doesn’t 
always reflect reality. 

Just saying the word “deflation” almost inevitably evokes Japan and its decade 
of economic stagnation. Are investors right to be concerned that something 
similar could happen in Europe?
There’s certainly a risk that something like that might happen. In Japan, a huge 
bubble exploded in the 1980s and policy errors contributed to the mess.

Some countries such as Spain exhibit similarities to Japan. Like in Japan, in Spain, a 
property bubble exploded and took the banking sector down with it, but that’s been 
partly resolved in Spain as the recent stress test shows. Reforms have taken place and 
unemployment appears to have peaked. Unlike Japan which suffered “lost decades,” 
what I call the “reform” countries of the Eurozone periphery should continue to improve 
and grow in the years ahead, although it will be a long process. Policymakers today 
have learned from Japan’s example. Central banks in developed countries are more 
responsive now and have put quantitative easing in place, including that provided by 
the European Central Bank. It’s too early to tell whether the ECB’s quantitative easing 
policy will succeed because they’ve come late to the party. 

But some observers claim that Germany’s constitution requires the government 
to oppose the ECB’s asset purchase policy. Do you expect this to happen? 
I think those efforts are overdone and too late. The German government will certainly 
do nothing to stop the ECB’s already announced asset purchases. It would probably 
have to challenge an attempt by the ECB to purchase sovereign bonds, however.

What is the significance of the ECB’s bank stress test results? 
The test results showed no major surprises in terms of the number of banks that are 
undercapitalized or the overall gap. This provided some reassurance regarding the 
robustness of the financial system. That said, there’s no miracle to be expected in 
terms of the tests’ impact on the real economy and on credit growth, which has been 
one of the major weaknesses in recent years. 

While we wait for the periphery to grow, economic data suggests Germany is 
having trouble sustaining its own economic growth. Doesn’t a slowdown in the 
country which many observers hope will play a lead role in stimulating growth 
across the Eurozone make a broad European recovery even more difficult? 
The changing global perception of Germany is remarkable and doesn’t always reflect 
reality. Right now, Germany is much better off than it was ten years ago. Unemployment 
is very low and earnings are rising, but there is little inflation. Public finances are 
in good shape. The trouble in my view is that expectations about what Germany can 
contribute to the global economy have become unrealistic. Germany used to be viewed 
as the sick man of Europe, then people began to call it the locomotive of Europe, so the 
perception went from unrealistically negative to unrealistically optimistic.

The reality is that German corporations have reformed themselves over the past ten 
years and the government has aided the process with labor market reforms. Germany 
now offers the same reform prescription to Greece, Ireland, Portugal and Spain. These 
countries have had support from the EU and from an improving global economy as 
they have made structural adjustments and are now much better positioned for future 
growth. The problem is that some other euro area countries have not reformed as much. 
France and Italy make up one third of the total Eurozone economy and have reformed 
far less than the reform countries. Downward revisions to German growth don’t mean 
Germany is in trouble, but it no longer looks strong enough to pull Italy and France up 
and rescue the rest of the Eurozone. 
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The crisis showed the 
weakness of the current 
system and the need to 
integrate much further, but 
the opposite is happening

Could the problems in Europe spill over and slow the US recovery? 
That concern has already been expressed by the Fed and others. Surely, it has 
something to it. Since I do, however, believe that Europe will recover into 2015, albeit 
gradually, I do not believe that this is a very serious threat to the US economy which 
I view as being self-sustaining at this point. 

Some observers have called on Germany to run budget deficits in order to spur 
aggregate demand and stimulate a European revival. Do you see any sign that 
there’s political will to take that kind of step?
The current weak demand situation is a Eurozone situation, not just a German one and 
one of the Eurozone’s key weaknesses is the lack of fiscal harmonization. Instead of 
focusing on this problem, most of the discussion is about public stimulus and how 
Germany could do things like increasing public spending on infrastructure. Germany 
won’t do those things easily because they are not necessarily in its national interest.

Germany is at the top of the economic cycle and the country’s leaders believe it should 
have a balanced budget at this time. The problem with this view is that it ignores 
the fact that Germany is no longer an independent nation, but rather a member of 
a currency union that needs a kind of fiscal burden sharing. I don’t see a political 
willingness to work against that national interest, though, at least not yet. There 
may be some infrastructure spending at some point, but it won’t be a big program.

The political tension you speak of between acting in an individual member 
state’s national interest versus the interest of the Eurozone as a whole raises 
the fundamental question of whether the level of political integration in the 
Eurozone is sufficient to fix the problems it faces. Is it?
The asset quality review and bank stress tests are part of the banking union process in 
which the ECB is taking over supervisory responsibility for Eurozone banks, so we have 
seen progress in terms of Eurozone integration. Right now, though, political sentiment 
in most Eurozone countries is toward less integration, rather than more. The longer 
growth remains weak and unemployment high, the less interest there is in giving up 
more national autonomy to a union many believe hasn’t delivered on its promises. It’s 
a challenge for democratically elected governments to act against the immediate and 
often emotional responses of their voters. That electorate is also changing quickly and 
the share of the vote for non-euro parties in countries like France and Greece is rising. 
The crisis showed the weakness of the current system and the need to integrate much 
further, but the opposite is happening. 

How should investors think about the latest European economic setbacks?
From a political or social standpoint, things can look bleak, but that doesn’t necessarily 
imply bad news for investors. Investors shouldn’t lose sight of the distinction between 
what’s happening at the national or macro level and what takes place at the corporate 
or micro level, where many positive developments may take place. In my mind, there 
is also absolutely no chance we’ll see tighter monetary policy, which should reassure 
investors. I don’t see a brilliant future, but unlike in the US, I believe monetary policy in 
the EMU will remain very accommodative. There’s lots of opportunity in this difficult 
environment, but it requires expertise and analysis to find. We’re not in a normal 
business cycle so we’re not going to see a normal rate cycle either.

Peripheral economies are improving in terms of their competitiveness and will benefit 
from domestic investment. We anticipate that they will create jobs in the future and that 
will help increase demand. The energy sector is also attracting a lot of investment as 
Germany looks for ways to bring down its very high electricity costs. If those efforts are 
successful, corporate energy users could see their profits improve as well. Consumer-
related sectors will eventually experience catch-up effects, especially in the reform 
countries, though that may take longer to happen. Investors will need to be very precise 
in how they find the bright spots in Europe, but they will be there.



©2014 The Bank of New York Mellon Corporation.  

BNY Mellon Investment Management is one of the world’s leading investment management organizations and one 
of the top U.S. wealth managers, encompassing BNY Mellon’s affiliated investment management firms, wealth 
management organization and global distribution companies. BNY Mellon is the corporate brand of The Bank of 
New York Mellon Corporation and may also be used as a generic term to reference the Corporation as a whole or 
its various subsidiaries generally.

The information in this document is not intended to be investment advice, and it may be deemed a financial 
promotion in non-U.S. jurisdictions. Accordingly, where this document is used or distributed in any non-U.S. 
jurisdiction, the information provided is for Professional Clients only. This material is not for onward distribution  
to, or to be relied upon by, retail investors.

Any statements and opinions expressed in this document are as of the date of the article, are subject to change 
as economic and market conditions dictate, and do not necessarily represent the views of BNY Mellon or any of 
its affiliates. The information contained in this document has been provided as a general market commentary only 
and does not constitute legal, tax, accounting, other professional counsel or investment advice, is not predictive 
of future performance, and should not be construed as an offer to sell or a solicitation to buy any security or make 
an offer where otherwise unlawful. The information has been provided without taking into account the investment 
objective, financial situation or needs of any particular person. BNY Mellon and its affiliates are not responsible 
for any subsequent investment advice given based on the information supplied. This document is not investment 
research or a research recommendation for regulatory purposes as it does not constitute substantive research or 
analysis. To the extent that these materials contain statements about future performance, such statements are 
forward looking and are subject to a number of risks and uncertainties. Information and opinions presented in this 
material have been obtained or derived from sources which BNY Mellon believed to be reliable, but BNY Mellon 
makes no representation to its accuracy and completeness. BNY Mellon accepts no liability for loss arising from 
use of this material. If nothing is indicated to the contrary, all figures are unaudited.

Any indication of past performance is not a guide to future performance. The value of investments can fall as well 
as rise, so you may get back less than you originally invested.

This document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country in 
which such distribution or use would be contrary to local law or regulation. This document may not be distributed 
or used for the purpose of offers or solicitations in any jurisdiction or in any circumstances in which such offers 
or solicitations are unlawful or not authorized, or where there would be, by virtue of such distribution, new or 
additional registration requirements. Persons into whose possession this document comes are required to  
inform themselves about and to observe any restrictions that apply to the distribution of this document in  
their jurisdiction. The investment products and services mentioned here are not insured by the FDIC (or any  
other state or federal agency), are not deposits of or guaranteed by any bank, and may lose value.

This document should not be published in hard copy, electronic form, via the web or in any other medium 
accessible to the public, unless authorized by BNY Mellon Investment Management. 

This document is approved for Global distribution and is issued in the following jurisdictions by the named local 
entities or divisions: UK and in mainland Europe (excluding Germany): BNYMIM EMEA, BNY Mellon Centre, 160 
Queen Victoria Street, London EC4V 4LA. Registered in England No. 1118580. Authorized and regulated by the 
Financial Conduct Authority. • Germany: Meriten Investment Management GmbH which is regulated by the 
Bundesanstalt für Finanzdienstleistungsaufsicht. • Dubai, United Arab Emirates: Dubai branch of The Bank 
of New York Mellon, which is regulated by the Dubai Financial Services Authority. This material is intended 
for Professional Clients only and no other person should act upon it. • Singapore: BNY Mellon Investment 
Management Singapore Pte. Limited Co. Reg. 201230427E. Regulated by the Monetary Authority of Singapore. • 
Hong Kong: BNY Mellon Investment Management Hong Kong Limited. Regulated by the Hong Kong Securities and 
Futures Commission. • Japan: BNY Mellon Asset Management Japan Limited. BNY Mellon Asset Management 
Japan Limited is a Financial Instruments Business Operator with license no 406 (Kinsho) at the Commissioner of 
Kanto Local Finance Bureau and is a Member of the Investment Trusts Association, Japan and Japan Securities 
Investment Advisers Association. • Australia: BNY Mellon Investment Management Australia Ltd (ABN 56 102 482 
815, AFS License No. 227865). Authorized and regulated by the Australian Securities & Investments Commission.  
• United States: BNY Mellon Investment Management. • Canada: Securities are offered through BNY Mellon Asset 
Management Canada Ltd., registered as a Portfolio Manager and Exempt Market Dealer in all provinces and 
territories of Canada, and as an Investment Fund Manager and Commodity Trading Manager in Ontario. • Brazil: 
this document is issued by ARX Investimentos Ltda., Av. Borges de Medeiros, 633, 4th floor, Rio de Janeiro, RJ, 
Brazil, CEP 22430-041. Authorized and regulated by the Brazilian Securities and Exchange Commission (CVM).
The issuing entities above are BNY Mellon entities ultimately owned by The Bank of New York Mellon Corporation

BNY Mellon Cash Investment Strategies is a division of The Dreyfus Corporation. • BNY Mellon Western FMC, 
Insight Investment Management Limited and Meriten Investment Management GmbH do not offer services in the 
U.S. This presentation does not constitute an offer to sell, or a solicitation of an offer to purchase, any of the firms’ 
services or funds to any U.S. investor, or where otherwise unlawful. • BNY Mellon Western Fund Management 
Company Limited is a joint venture between BNY Mellon (49%) and China based Western Securities Company Ltd. 
(51%). The firm does not offer services outside of the People’s Republic of China. • BNY Mellon owns 90% of The 
Boston Company Asset Management, LLC and the remainder is owned by employees of the firm. • BNY Mellon 
owns a 19.9% minority interest in The Hamon Investment Group Pte Limited, the parent company of Blackfriars 
Asset Management Limited and Hamon Asian Advisors Limited both of which offer investment services in the 
U.S. • The Newton Group (“Newton”) is comprised of the following affiliated companies: Newton Investment 
Management Limited, Newton Capital Management Limited (NCM Ltd), Newton Capital Management LLC (NCM 
LLC), Newton International Investment Management Limited and Newton Fund Managers (C.I.) Limited. NCM LLC 
personnel are supervised persons of NCM Ltd and NCM LLC does not provide investment advice, all of which is 
conducted by NCM Ltd. Only NCM LLC and NCM Ltd offer services in the U.S. • BNY Mellon owns a 20% interest  
in Siguler Guff & Company, LP and certain related entities (including Siguler Guff Advisers LLC).

W-2014-0646-GU bnymellonim.com

The Alcentra Group
ARX Investimentos Ltda
BNY Mellon Cash Investment Strategies
BNY Mellon Western Fund Management
Company Limited
The Boston Company Asset Management, LLC
CenterSquare Investment Management, Inc.
CenterSquare Investment Management Holdings, Inc.
The Dreyfus Corporation
EACM Advisors LLC 
Hamon Investment Group
Insight Investment
Mellon Capital Management Corporation
Meriten Investment Management
The Newton Group
Siguler Guff & Company LP
Standish Mellon Asset Management Company LLC
Walter Scott & Partners Limited


