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provide for an exit from the Euro Area. The European Commission has confirmed that
there was no provision under EU treahies o exil the Euro without also leaving the EUL In
any event, leaving the EA/EU would mean negotialing Treaty changes—uessentially
negotiating Greece's disengagement from a vast web of privileges and obligations with
all other Treaty members who will have to agree with the changes, This will be a lengthy
and messy process, during which financial markets will be driven by panic capital flights
spreading contagion o the rest of Burope and the global cconomy,

2. Contagion to Other Periphery Countries

Investors experiencing a traumatic loss in value on their Greek holdings are far more
likely o be conservative in their assessment gbout whether such this might oceur in the
case of other countries.

Problems in Greece spread to Ireland and Portugal in 2010-11, leading the European
authorities to assemble large programs to take all three countries out of the market
through 201 2. The obvious focus will be on whether 2 second round of contagion might
spn:ud.'

One issue that should be emphasized 1s that in the circumstances ol a disorderly default,
the problem of contagion results not so much from the breakdown in trust that creditors
have about debtors, so much ay the breakdown in frust that creditors have about each
other. Greece has delivered on many fronts, but has failed on others; other peripheral
eountries started with fewer problems and have delivered more on a broader array of
fronts, including those of key structural adjustments. These efforts are liable o
overwhelmed, however, in an environment where investors become once more focused
not 5o much on the relurn on their mvestment, as the return of their investment,

Despite bold efforts by the government, contagion would likely be most acute in the case
of Portugal, which lost financial market access in early 2011, is already rated well below
investment grade by the major agencies, and whose debt currently trades at distressed
yield levels, It might then quickly spread to Ircland, Haly and Spain (the latter two
continue o roll over their debt in financial markets, but have seen their yields remain
elevated despite some decline). Italian and Spanish banks have become far more
dependent on ECB funding in recent months.

Taken together, the three Euro Area countries with EU-IMF programs hawe collective cxternal obligations currently
of roughly £1 4 trillion:

< EL) and IMF exposuncs amoant to about €150 billion;
. Lending by the ECE to the banks of each country, via their national central banks, amounts to about €250 billion;

o Measuring sovereign exposures &t market prices, BIS data suggest that foreign banks account for perhaps
0.5 trillion in loans to the three countrics;

¢ Monhank private lenders, including insurance companies, corporations, direct investors and other financial
institutions accouns for the remaining €0.5 willion of cxposurc,
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These contagion risks would no doubt increase sharply il Greece were forced 1o withdraw
from the Euro Area. The very lact that such withdrawal oceurred for one country would
set up fears that it could happen for others.

In order to address these contagion worries in & credible manner, Euro Area governmaents
will need to carry through on promises (o meet the fnancing needs ol the governments
that have lost market access for a period of time that could wm out to be far longer than
orgmally planned. Both Portugal and Ireland have shown strong political resolve and
made substantial progress in implementing their adjustment programs, but are likely to
suffer strong adverse effects from expectations — prompied by Greece's effective exit
from the Euro Area — that they would be hard pressed to avoid severe pressures.

The adverse shock for Portugal, which has to implement a particularly ambitious fiscal
adjustment this year against the backdrop of a much weaker growth outlook, will be
particularly strong. Indeed, the recent sharp merease in government bond spreads
suggests that markets ane already concerned about possible fallout from Greece. A
disorderly Greek default is likely to prevent Portuguese borrowers form returning to
capital markets any time soon. If, by way of illustration, it is assumed that Portugal is
unable to access markets through 2016, then official lenders would be required to:

o Provide €16 billion annually in financing to the government {rom 2013 through
2016, or €65 billion in total;

Help assure that €77 billion of term funding is available through 2016, or about
€15 billion a year from 2012 through 2016, wogether with the refinancing for some
€86 billion in short-term credit to fulfill the obligations of Portuguese banks and
corporates W foreign lenders;

wl

o Help assure financing sufficient o manage some €330 billion in debt owed by
Portuguese corporates and houscholds to domestic banks, 7 percent of which are
nonperforming, and some €220 billion owed by Portuguese banks and corporates
o foreign lenders, (Relative to GDP, these exposures amount to 194 percent and
124 percent, respectively.)

Substantial additional official support could well be needed for Ireland, oo, despite its
strong implementation record and an improvement to date in market sentiment that may
well have already brought the Irish sovereign close Lo regaining significant financial
markel access, A Greek default, however, would be likely o increase nsk aversion anew,
undercutting prospects For an early return capital markets later this year or next. A return
Lo market aceess For Irish borrowers could well end up being delayed for years 1o come.
Official lenders, then, could find themselves needing to:

o Provide €18 billion annually on average in financing (o the government from
2013 through 2016, or roughly €70 billion i todal, that markets may now be
disinelined o provide;
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u]

Help assure that perhaps €28 billion of term funding 15 available 2016, or about
€15 mihon & year, wgether with relimancing for most of €495 bihon m short-term
credit presently is available to fulfill the obligations of Irish banks {domestic and
foreign-owned) o foreign lenders;

Help assure that perhaps €56 billion of term funding is available from 2012
through 2006, or about €11 hillion & year, together with the reflinancing of some
€104 billion in short-term eredit to fulfill the obligations of Insh corporates tw
foreign lenders;

Help assure linancing sufficient o manage €295 billion in debt owed by Irish
corporates and households o Irsh banks (domestic and foreign-owned),

11 percent of which are performing, and some €250 billion owed by Irish banks
and corporates to foreign lenders. (Relative to GDP, these exposures amount 1o
abwut 1940} percent and 16} porcent, |cal.1'..|.;l§1rl.‘;ly.}.

Borrowing costs paid by Spain and Italy could be expected to increase as financial
markel participants begin to price in potential exits from the Euro Area, which would no
longer be unthinkable following a Greek exit, and because growth outlooks for both
countries clouded by the need lor sizable procyclical hiscal adjustments to reassure rattled
financial markets.

Were barrowing costs for both countries on new borrowing to rise by 300 basis points
from the average on their outstanding debt {roughly tracking the pre-Deauville
average/post-Deauille peak), then:

s}

Spain miphl see 2n inerease in ils annual interest payments equal to as muoch as

1 percent of GDP. depending on the pace of deficil reduction and the course of
nominal GDP. This would equal €10 billion a year for Spain, cumulating by 2016
to €150 billion more in interest payments over 2012-2016 than had Spanish
borrowing costs returned to their pre-Deauville lows, On average over the same
peniod, interest costs might prove to 2.5-3 percent of GDP a year larger than
would otherwise have been the case.

Italy, with a larger debt but a smaller deficit relative to GDP, might see an
increase in its anmal interest payments equal to as much as 0.7 percent of GDP.
Interest payments would increase by €13 billion a year more, or nearly

€200 billion cumulatively over 2012-2016, averaging about 2 percent more than
might be have been expected borrowing costs declined again o pre-Deauvalle
lows,

Under Europe’s tightened fiscal rules, these increases in interest payments would have to
be offset with tax increasss or cuts in noninterest outlays, draining equivalent amounts
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from private incomes and demand. The broader effects of this additional tightening could
be expected to weaken demand for exports [rom the northern half of the Euro Area.

Taken together, indeed, Spain and Italy account for about 8 percent of exports for the
Euro Area members as whole, compared with just 2 percent for Greece, Portugal and
Ireland. Comparable numbers for Germany are 7.5 percent and 1.5 percent for the two sel
of countries. France, by contrast, sends 12 percent of its exports 0 Spain and Ttaly,
compared with just 1.7 percent to Greece, Portugal and Ireland.

Follow-on effects of weaker import demand in Spain and Ialy should be expected to
have significant effects on output, employment and tax revenues in those countries in
northern hall” of the Euro Arca, including Germany, France, the Netherland and Belgium,
for which Spain and aly are important markets.

3. Spillover to the Euro Area Banking System and the ECB

Prominent among the broader implications of a disorderly Greek default and Euro Area
exit would be the additional capital requirements that markets and supervisors could be
expected to place on European banks as a result of both actual and potential losses
resulting from the assel prices declines and credit losses that would follow from a
disorderly default.

Rough calculations assuming the need to offset increases in yields of 300 basis points on
Spanish and Ttalian debt would indicate a need for an addidonal €100-€110 billion of
capital for the larger banks covered by EBA stress tests. Factoring in the effects of
further/renewed declines in Portuguese and Irish bond prices (Lo 20 percent of par) would
add another €25-€30 billion in capital necds. Assuming as well increases in vields on
French and Belgian bonds could result in a further €20-€25 billion of needs. Taking these
together, the additonal sovereign bufter requirement could total nearly €160 billion. This
would be four imes the roughly €40 billion in sovereign exposure buffers the EBA
reguired in its October 2011 recapitalization exercise,

Leaving aside the considerable additional capital that would be needed to provide for the
increase in nonperforming loans that could be expected to result [rom a renewed
weakening of activity across the Euro Area, these more expensive sovereign bulfers to be
met ¢ither by raising additional capital of this magnitude from private markets or from
additional capital injections by Euro Area governments

The latter would add direetly further o government debt and potentially to the deficit,
depending on the precise Torm of capital support. If, one the other hand, the bulk is to be
raised 10 private markets, then recent evidence suggests that thas would hikely result
accelerated credit deleveraging, which would have a substantial further adverse effect on
Euro Area cconomic getivity, In turn, this would Terther weaken government revenue 1n
vicwous cirele.
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The EFSF and its soon-to-be successor, the ESM, have been promoted as the key
“firewalls” to prevent contagion. They would presumably be responsible for much the
extra financing that might be required for the periphery, as discussed above. Market
sentiment was positively affected by revisions to these Europe’s financial support
mechanisms since the July EU summit. These revisions have undone much of the
damage done by the Deauville Summit. EFSF lending prermia were cul to ml and
maturities extended in principle to 30 years. Euro Area heads of state and government
pledged that the PSI treatment accorded Greece would be “unique and excepional” and
that ather member states with programs would have their lnancing needs mel until they
were ghle (o restore markel sccess”, Language was rescinded from the Treaty
establishing the ESM required debl sustamability assessments and private seclor
involvement before new programs of official financing can be agreed. The eifective
lending capacity of the EFSF was boosted to €440 billion from roughly €260 billion
earlier and utilization expanded 1o include primary and secondary purchases of sovereign,
lending for bank recapitalization and agreement for “precautionary, contingent financing.
The startup date for the ESM was brought forward to mid-2012 from mad-2013.

The German government, finally, began to be rumored to be prepared to agreeing in
March that the EFSF should be allowed to run alongside the ESM through m:d-2013,
boosting EU support facilities to €1 trillion for one year only, potentially alongside
additional IMF funds of another €£0.5 trillion, funded partly by the €150 billion pledged
by the Euro Area Heads [rom the ECB reserves,

Disorderly default by Greece, however, would immediately unwind what positive
sentiment market remains about the adequacy of the financial support mechanism that
Europe has put in place. Expectations would harden that the Euro Area govemments
would choose to cap combined EFSEESM lending at €500 billion, More sigaificantly,
hopes would Fade that lendable IMF resources could be inereased sigmficantly from
€280 ballion at present.

That all sand, the most effective "lrewall” 1o date has been provided by the ECB, 1n the
form of its willingness to refinance the Euro Area banking systern. This has allowed
bonks to reduce the extent to which they have hod to trim lending to the privote sector
and, crucially, has allowed banks in periphery countries lo maintain holdings of
government debt on their balance sheets. This refinancing support has been accompanied
by the ongoing support from direct bond purchases under the SMP;

o SMP purchases of Spanish and Italizn debt by the ECB are undersiond to have
amounted to as much as €100 billion since July 2011;

o Analyst estumates suggest that Spanish and Italian banks may have accounted lor
one-third of the take-up of the ECB's €486 billion December LTRO, or
£160 billion. To the extent that the latier was used o fund buying of the bonds of
their respective sovereigns, this suggests funding needs (filled since last summer
by the ECB) at an annual pace of roughly €0.5 trillion. These have been sufficient
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to reverse only two-thirds of the 300 basis point post-Deauoville run-up in Spanish
bond yields and only one-third of a similar-sized run-up in ltalian bond vields.

One proxy For how much the ECB has become involved as the key “lirewall” in
supporting wedker Euro Area government debt and banking markets in recent months the
size of the ECB's balance sheel, which has nisen by a stunming 9 percentage points of
Euro Area GDP, w 30% of GDP, since the middle of 2011, The exposure of the ECB has
been increasingly directed o weaker Euro Area periphery countries, and this exposure
would be clearly put at considerable risk by rising turmoil in the Euro Area resulling
from a disordery Greek default.

4. Wider Macroeconomic Implications

A significant disnuption from Greece Lo the broader Euro Area would have significant
and global macroeconomic ramifications.

Each percentage point that a disorderly Greek default might clip off the level of Euro
Area GDP would amounts 1o annual income loregone of about €100 billion. In turn, this
would lower annual government lax revenue by about €100 billion,

The Euro Area accounts [or about 19% of the world economy. If the loss in Euro Area
GDP were 1o have a multiplier effect on the rest of the world of a similar proportion, then
each percentage point lost in Euro Area GDP would translate into an imncome loss
elsewhere of about €90 billion.

These npples would spread beyond the Euro Area through tweo key transmission
mechanisms:

o There would be a direct hit to global aggregate demand and trade flows. The Euro
Area accounts for about 26% ol world trade. Countries closer to the Euro Area --
mcluding the Eastern and Central Europe, the Umted Kingdom and the Nordie
coumniries -- would be most affected, but the rpples would be far more widespread
than that. Imporiantly, it should be noted that exports o the Euro Area account {or
about 4% of China's GDP and about 2% of GDP for both India and Brazil. The
US and Japan are less exposed (o this direct trade channel {exports to the Euro
Area account for about 1% of GDP in both cases).

o Financial linkages are potentially more powerful, especially since market
developments since the onset of the crisis in 2007 have highlighted a propensity
for “runs” to occur on 4 scale and at g pace that had previously been unimagined.
Many policy makers incorrectly believed that the fallout from a Lehman
bankruptey would be conlained, since markets had been apparently pricing in a
significant default risk well ahead of the actual event.
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5. Broader Institutional Considerations

Deliberations now about providing the additional official funding needed o facilitate an
orderly restructuring of Greek debt are understandable given the large upfront outlays —
€60 billion for bank recapitalization and credit enhancements — needed to secure €100
billion of nominal debt reduction, the large interest savings — on the order of €7-8 billion
a year initially — that would result from the proposed bond exchange with private seclor
ereditors. Topether with this large effective inlerest subsidy, the reprofiling and
lengthening of maturities on the new bonds to 30 years would help lay the basis for
renewed growth,

Catastrophic bankruptey, however, would put at grave risk much of what has been
achieved by Greece since 2009, Social strains would intensify as the economy reeled and
unemployment surged from an elevated level already in exeess of 20 percenl. Living
standards would collapse: with economic activity and the further diminution of the Greek
state’s ability to provide basic social services and support. Against this backdrop, it
would become more difficult -- not less --to build the political consensus needed to free
the economy, the govermment and the society [Tom vested interests that deeper crisis
would more firmly entrench. Whatever 1ts econormic benelts, a sharply depreciated
“new’” drachma under these circumstances would assure that the costs of adjustment, now
greatly mereased, would be distnbuted even more unevenly than at present.

Europe, too, would take a considerable step backwards, not just because of the
considerable additional financial costs that look likely to result from intensified contagion
and inadequate firewalls. Europe’s governments and its core institutions, the ECB in
particular, would incur enormous financial losses not four years removed from the large
but more limited ones incurred in the wake of the Lehman crisis. Tightened fiscal rules
would prove sill more constraining (o growth, employment and living standards under
the strains of the additional resources needed to recapitalize banks and the ECB and as a
resull of the revenue foregone as activity contracts. Silling povernments would be hard
pressed to convince electorates that their mandates should be extended.

Greece's effective expulsion from the EU would represent the first failure of European
integration since the founding of the coal and steel community in 1951, This would have
lasting ramifications, Suceessive extensions of Community and then Union instilutions,
accompanied by successive accessions have transformed western Europe and now central
Europe, economically, politically and socially.  The latter was an enormous challenge,
eastern Germany especially, at far greater upfront cost than Europe now faces helping
Greece and its politicians manage an economic, institutional and social transformation
not all that different from that which central Evrope and eastern Germany proved in the
end they were able Lo achieve.

Similar success in Greece will take time, patience and resources [tom both the private
and public sectors. Overcoming setbacks, recognizing what has been achieved and
sustaining the commitment needed assure that what has yet to be done gets done would
sustam the powerful example Europe holds for the remainder of castern Europe and the
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southern and eastern nms of the Mediterranean. Perseverance now would keep Evrope on
course (o assume more of the greater global role that remains commensurate with its size,
wealth and potential.

11



