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Some e pr p ietic words
e “.. History offers few examples of successful
[fiscal] adjustments on the scale necessary in
certain European countries today. What it
does offer are several examples of monetary
unions disintegrating when fiscal strains
became incompatible with the unpleasant
arithmetic of a single currency. ... EMU could
degenerate—not overnight, but within the
next decade.”—Foreign Affairs, March/April

2000
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Total Borrowing

From the ECB (Throug

h March

Peak Peak % ';E;‘h? Now  Now % ’g’;:ﬁ Repaid % of Peak

(€Bn) NGDP  ,° " (€Bn) NGDP . (€Bn) Repaid
Ireland 140 B5% % 81 50% 5% 59 42%
Greece 67 7% 13% 67 27% 13% 0 0%
Netherands BB 15% 4% 63 1% 3% 24 7%
Belgium B4 19% 5% 35 1% 3% 28 43%
Portugal 16 10% 3% 15 9% 3% 1 4%
Germany 204 12% 4% 207 9% 3% BE 29%,
Spain a4 a% 3% aQ 9% 3% 3 4%
Austria 41 15% 4% 20 7% 2% 21 51%
France 199 10% 3% 117 % 1% B2 41%
Italy 50 3% 1% 25 2% 1% 75 50%
Finland 4 3% 1% 2 1% 1% 2 44%
Eurcland Total* | 897 10% 3% 725 £% 2% 171 19%

*Includes Slovenia, Slovakia, Malta

Source: Bridgewater
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Banks' Financing of Peripheral European Deficits via the ECB
10 2009 -1Q 2010
% Govi Bond Issuance bought by
Domestic Banks
% Domestic Dank Purchases
Funded by the ECB 100%
% Govemment Deficit Indirectly
Funded by ECB

9% 64 %

3% 0%

29% 0%

Source: Bridgewater
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“Because of the 2008 crisis, all the market players have
become much more risk-averse, so they are on a hair
trigger” ... Today’s market players are “like an animal that
has been wounded, and so it recoils at the slightest
motion. So any rumor about you can become a self-
fulfilling prophecy.” These markets “are not even human
anymore. Some of these things are computerized, and
they just go into automatic mode” when they see a hint
of trouble. ... Today “every Greek from age 3 to 93 knows
what a ‘bond spread’ means. ‘What’s the spread today?
Are they widening?’ People had never heard about this
before ...” —New York Times, May 11, 2010
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Figure 19. Europe — General Government Deficit and Debt (Pct. of GDP), 2008
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Mote: Negative budgzet deficit means a surplus. Sources: Eurostat and Citi Investment Research and Analysis
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Greek bond yield spread over UK consols, 1870-1925
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€110bn (c. 1/3 of Greece’s outstanding debt),
€30bn from IMF, rest from Eurozone

Greece promises a fiscal consolidation of 11%
of GDP over 3 years, to reach a 3% deficit by
2014, down from 13.6% in 2009

Cuts of 5%4% of GDP over three years

— Public sector incomes down 20% this year
— Retirement age from 58 to 65

— Pension from 90% to 70% of final salary

Tax hikes to yield 4% of GDP
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Debt is forecast to peak at 150% of GDP

GDP is set to shrink -4% this year and -2.6%
next year

21.5% of government revenuesalready going
on interest payments

Unemploymentis 11.7%
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Figure 16. Claims of European Banks on Greece, USD Bn, September 2009
a3 2009 24 2009
Total USD Bn % of European Total USD Bn % of European
Banks Total Banks Total
European Banks 2724 1931

France 78.9 290 78.8 40.8
Switrerland 186 289 37 19
Germany 43.2 15.9 45.0 233
United Kingdom 125 45 15.4 E.0
Netherlands 12.1 44 122 6.3
Portugal 10.5 3.3 9.3 5.1
Ireland 817 3.2 8.6 4.5
Italy 86 3.1 6.9 36
Belgium 813 3.0 3.8 2.0
Austria 6.3 2.3 48 2.5
Spain 12 0.4 12 0.6
Sweden 1.0 0.4 0.7 0.4
Turkey 0.5 0.2 0.3 0.2

Note: European banks refer to domestically owned banks of Evropean countries that report claims on an

ultimate risk basis (i.e. Awstria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, the Netherlands,
Norway, Portugal, Spain, Sweden, Switzerland, Turkey and the United Kingdom). Sources: BIS (2010),

http-/'www.bis.org/statistics/consstats_hitm, Table 90, and Citi Investment Research and Analysis



Impact of Euro Greek Lending Program on Sovereign Bond Issuance

through End of Year, Euro Bn

Funding for Funding for Increase i
Gre&ge D&figt Expected Net
Issuance

Germany 8.4 6.2 14%

France 6.1 hG 11%

Spain 3.6 65 5%

ltaly 5.4 51 11%

Metherands 1.7 20 9%

Belgium 1.1 h 21%

Austria 0.8 13 6%

Ireland 05 11 4%

FPortugal 048 a8 9%

Finland 0.5 T 8%
Other EU 12 - -
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FRANCE §75

BRITAIN §$15
GERMANY $45

Greece

TOTAL DEBT
$236

Italy

$1.4 TRILLION

Arnount owed

: pr
"Nce between countries A
%0 as of Dec. 31, in T
billions of dollars.
Italy owes France $511 biIFilcm.
or nearly 20 percent of the
French gress domestic product,
With unemployment at

20 percent, Spain has
an economy among
the weakest in Europe.

Spain Portugal

$1.1 TRILLION H $286 BILLION

MNearly one-third of Portugal's
debt is held by Spain, and
both countries’ credit ratings

%
% %
have been dropping. 6\-%

Source:NYT
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e “PIGS” and others can borrow up to €750bn

— EU emergency balance of payments facility fund
(+€60bn to €110bn)

— Contributions from the individual Eurozone
countries (€440bn) — from off-balance-sheet

vehicle
— The IMF (€200bn)
e ECB to buy bonds in the secondary market “to

ensure depth and liquidity” but plans to
sterilize
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The future's cloudy. Dana Summers.l"ﬂrlandu SEﬂtlnel
hitp:/www orlandosentinel com/news/opinion/orl-cartgal-dana-summers. (.2810642 cart all
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Cyclically_Adj
usted Primar

Net Debt y_Balance
Italy 97.4 1.9
Japan 96.5 -5.6
Greece 86.1 -6.0
Belgium 81.3 0.4
Hungary 58.8 2.3
United States 56.4 -7.3
Portugal 55.6 -2.8
France 53.1 -3.7
Germany 50.2 0.3
United_Kingdom 46.9 -6.8

Source: BIS
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Japan

United _Kingdom
Ireland
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United_States
Portugal

France

Belgium
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NB Japan’s target: 80%
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Gross
debt as %
GDP
227.0
81.7
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93.6
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102.7
74.9

Fiscal
adjustmen
t 2010-
2020 to
attain 60%
of GDP by
2030
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Source: IMF
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Projected interest payments as a fraction of GDP

In per cent
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Sowurces: OECD; authors’ projections.

Memo: CBO extended baseline for total
federal revenues in 2040: 22.3% of GDP

Source: BIS



A crisis of Western public finance
Demographic trends e Excessive leverage in
(ageing) + the household and
Over-generous welfare financial sector +
states + e Excessively loose
Insufficient taxation + monetary policy
Democratic gridlock =
= * A financial crisis
Structural deficits =2

e Big bailouts and lower
tax revenues



N O O B WWN

v v +a
I L

Ay 7 Az
I LIICUI /

~v 10 ~114
Y, / WaysS out

Higher growth

Lower interest rate on the public debt
Bailout

Austerity

Inflation

Default

Asset sales



N

-
QL
wn

O
-
O
%
(O
<

QL
O
QL
L

S
O

QL
@

S
O

(O
—

Q.
-

3 Bailout

4 Austerity

7 Accnt crlac

r"\vJJw ULV JUiICJI

7




N

()
-
b

O

C

(O

S

O
G

0O
-

Q

O
e
(Vo)

%
-
(D)
-

1 Higher growth

Inflation

5

7 Accnt crlac

7

r"\vJJw ULV JUiICJI




r

I 'aYeol o e o A'F L\ v\ 7
LCOOUVUIIO VI

(1)
NIStory (1)

e What Greece and other South European states
need to do next

— Reduce marginal tax rates on income and
corporate profits to stimulate growth

— Incentivize investment and job creation in the
private sector

— Strengthen rule of law

— Clamp down on public sector waste and
corruption
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(AUSTERITY)
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ELPIDA

LITOTIS

(HOPE)

(AUSTERITY)
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e What the U.S. needs to fear

— With relatively short debt term-structures and
bond vigilantes, nominal yields may well rise
ahead of inflation

— That could mean rising real long rates

— Which would be seriously negative for growth in
highly leveraged economies

— Leading to intense domestic political conflicts

— And the liquidation of overseas military
commitments
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Greece isn’t that different 2: its maturity of existing debt is one of the longest in the OECD (yrs)
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Source: 5G Cross Asset Research, Bloomberg
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M3 Money Supply with SGS Continuation
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big crossove

Defense (red) and debt service (blue) as percentages of federal
revenues, 1962-2015
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