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I.

IS THE GREAT RECESSION
TURNING INTO A

SOVEREIGN DEBT CRISIS?

1) Sovereign debt rises

2) Risk premia stay high

Gikas A. Hardouvelis, July 10, 2010



I.1 The financial crisis brought the Great
Recession of 2009

2009PPP | g% Global real GDP growth ,,,,,,,,,,,,,,,,

Country Weight
(%)

States | 2048

f\féZ 15.17

China 12.52
Japan 6.00
India 5.06
UK 3.10
Russia 3.05
Brazil 2.87

v"In 2009, global real GDP growth turned
negative for the first time since 1930

Source: IMF, World Bank
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I.1 A two-speed world with
emerging Asia outperforming
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Source: Ecowin, Eurobank EFG Research
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I.1 Fiscal deficits: Remaining high

Fiscal
balance/GDP 2009 | 2010e | 2011f |  \ye ayoided a repetition of
USA -12.5| -11.0 | -8.2 the 1930’s by transferring
Euro Area -6.3 5.8 -5.3 the associated costs to the
fut
Japan -10.3 -9.8 -9.1 HITe
China -2.2 -2.8 20 |7 Deficits everywhere, not
restricted to EMU countries
Brazil -3.3 -2.5 -2.0 L, H
i Even Asian countries have
RUSSIa -5-9 -4-0 -3-0 fISC&| def|C|tS
India -10.5| -8.5 -7.5
v In Toronto, the G-20
Greece -13.6 | -8.1 -7.6 decided on “growth-
Bulgaria -3.9 -3.8 -2.8 friendly” fiscal
Poland 7.1 -7.3 -7.0 consolidation, halving the
: deficits by 2013 and
Romania  -8.3 | -7.8 | -6.4 stabilizing the debt-to-GDP
Serbia -4.2 -4.8 -4.0 by 2016
Turkey -5.5 -3.8 -3.0

Source: Eurobank EFG Research
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I.1 Fiscal Deficit as % of GDP
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I.1 Gross fiscal debt as % of GDP
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I.2 Market fear subsided but remains

v" Since the financial crisis began, there is both private &

700 - sovereign credit risk
600 - ¥ USis considered less risky than Germany! ltcosts
€45.000 per year for 5 years to insure a 5-year €10mn
500 - loan to the German Government
US considered less risky than Germany
400
300 -
200 -
100 -
0
Citigroup 5-yr CDS  JP Morgan 5-yr CDS  USA 5-yr CDS Spread  Germany 5-yr CDS
Spread Spread Spread
Oend-June 07 Oend-August 08
B mid-March 09 W 25/6/2010
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I.2 Size of market fear not related to
size of General Gov. Debt/GDP
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II.
COMMENCEMENT TIME
FOR EMU & GREECE

________

1) EURO AREA FISCAL MECHANISM &
2)  GREECE: THE EU/ECB/IMF PROGRAM  \
3) WHY GREECE CANNOT DEFAULT

4) HIDDEN STRENGTHS THAT MARKETS MISS

Gikas A. Hardouvelis, July 10, 2010 10




II.1 Euro Area: An new beginning

v

Euro Area under pressure because it lacks a concrete
fiscal mechanism:

% The "stability and growth pact” failed

< The “"'no bail out” clause failed

Can a new fiscal mechanism be created to ensure long
term EMU sustainability?
1) Bail out mechanism is being created with € 750 bn
% €60 bn EU Commission facility (Article 122.2)

% € 440 bn “European Financial Stability Facility” in loan
guarantees

% € 250 bn IMF top-up
% ECB asset purchases & special operations
2) Funding the supporting pool will be a topic of discussion

3) Ways to reduce intra-EMU imbalances should also be a
topic of future discussion

Gikas A. Hardouvelis, July 10, 2010



II.1 EMU Bail out mechanism: Pros vs. Cons

PROS

1) Large scale (€750 is over
10% of Euro Area public
debt)

2) Coordinated across
different institutions (EU
Commission, ECB, IMF)

3) Includes conditionalities
(reduce moral hazard)

4) Complementary targeted
ECB action

Gikas A. Hardouvelis, July 10, 2010

1)
2)

3)

4)

CONS

Lack of detall

Legal obstacles (to be ratified
by national parliaments,
Inconsistent with “bail-out
mechanism” ?)

Does not tackle insolvency
problems, which are dueto
fiscal considerations, only
reduces liquidity risk

ECB independence
compromised?
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II.2 EU/IMF/ECB adjustment program
for Greece: Key characteristics

v' A well-balanced program, which draws on IMF’s experience
v' Key characteristics:

% Real growth resuming in 2012 but staying well below the 1996-2007
historical norm

» Inflation subdued, even turning negative in 2011

* Front-loaded reforms and drastic first-year fiscal tightening with a large
subsequent fiscal cushion, with only €1 bn revenues from privatizations and
with no zeal to ever zero the deficit

» EU/IMF/ECB detailed conditionalities with quarterly targets as a strong
disciplinary device

»» Effort to minimize the burden on the poor
* Real pension solution sought which controls hidden future liabilities
v" Debt-to-GDP ratio declines to 119% by year 2020 in the baseline scenario

v' Yet, assuming real growth of 1% higher per year, which is closer to historical
norm, EU/IMF forecasts that it would lead to a Debt-to-GDP ratio in 2020 of 80%

Gikas A. Hardouvelis, July 10, 2010
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II.2 The EU/IMF/ECB adjustment program

Assumptions

2009 2010 2011 2012 2013 2014 2015 2020

GDP Growth %) ' -2.0 -4.0 -2.6 1.1 2.1 2.1 2.7 2.7

GDP deflator () = 0.7 1.2 -0.5 1.0 0.7 1.0 1.1 1.5
Nom. GDP (€ bn) 237 231 224 228 235 242 251 308
Int. Rate (%) 5.0 4.8 4.8 5.3 5.6 5.8 5.8 5.9
Bund Rate 175 275 350 350 350 350 350

Sensitivity analysis

Debt-to-GDP 2009 2010 2011 2012 2013 2014 2015 2020

Baseline 115 133 145 149 149 144 139 119
Higher growth
+1% per year 115 131 141 142 139 131 122 80

Lower growth
-1% per year 115 135 150 156 160 159 158 166

Gikas A. Hardouvelis, July 10, 2010 14



II.2 The EU/IMF/ECB program: Detailed forecasts

2009 2010 2011 2012 2013 2014 2015 2020

Current Account

(%GDP) -11.2 -84 -7.1 -56 -4.0 -2.8 -1.9 ---
Gen Gov Deficit

(%GDP) -13.6 -8.1 -7.6 -6.5 -4.8 -2.6 -2.0 -1.0

(€ bn) -32.3 -18.6 -17.0 -14.7 -11.5 -6.2 -5.0  -3.1

Gen Gov Debt *
(%GDP) 115.1 133.3 145.1 148.6 149.1 144.3 138.8 119.2

(€ bn) 273.4 307.5 324.7 339.7 350.4 353.8 348.4 367.5

Interest Expense
(%GDP) 5.1 5.6 6.5 7.5 8.1 8.4 8.1 7.0

(€ bn) 11.9 13.0 149 17.1 18.9 20.4 20.3 21.5
Primary Surplus

(%GDP) -8.6 -2.4 -0.9 1.0 3.1 5.9 6.0 6.0

(€ bn) -20.4 -5.5 -2.0 2.3 7.3 14.3 15.1  18.5

s Debt numbers do not include the reducing effect of privatizations, neither the €26 bn
or 11% of GDP of government guarantees (according to Eurostat rules)

Gikas A. Hardouvelis, July 10, 2010 15



II.3 Risks are high

a) Implementation risks (= explain high 2-year yields) originating from
i possible lack of political will in individual ministries (e.g. incomplete
attempts for reforms)

ii. a lack of expertise or incentives in the public bureaucracy to support the
reforms

ili. Delays & budget overruns as political time is a lot slower than market time,
which may nevertheless create vicious cycles and further stall the process

Yet, easy to pass legislature early on, easy to cut many expenses, evidence of
good execution thus far

b) High unemployment may cause a civilian backlash in a year or so,
especially if government does not deliver the promised reforms on time

Yet, program is front-loaded
c) As European belt-tightening is currently taking place, a low European
economic growth may cause Greek growth to stall

Yet, Greece is a relatively closed economy and over half of its exports (57%)
are channeled outside the Euro Area
d) High risk premia may persist, which could prohibit Greece from tapping
the bond market in two years or so

Yet, if program is successful =risk premia will decline, while a lengthening of
the maturity of the EMU €110 bn loan is likely (IMF suggested 5 years)

Gikas A. Hardouvelis, July 10, 2010 16



II.3 The market is extremely negative

A nervous market 5-yr CDS - Greece & Ireland

1100 -
v" On June 25th, 5-yr CDS 100
was 9.66% implying a 900 |
cumulative risk-neutral jzz
probability of 36.8% 600 .
for atotal capital loss 500 |
any time during the 5- 401

year period, ora 99.9% N Ve

probability for a TN~ A~

v On June 25th, the 2- R e R RIS SR RS PR BN E

year Greek Government — Greece — Ireland

bond yield was v’ Markets may have overreacted: They do not
10.115%, a spread of even trust the rescue package will be used,
9.54% over Bunds!! as 2-yr bonds are extremely high

v' Market worries are overblown

Gikas A. Hardouvelis, July 10, 2010 17



II.3 Is the market pessimism rational?
The set of possible scenarios

1) Main scenario - Eurobank view - Euro Area intact, Program succeeds,
then Greece has a choice to voluntarily take or not take a haircut

i Greece would choose not take a haircut since a cost-benefit analysis
would show that the cost — especially for the local economy and the
political one - is way too high, which could eliminate all benefits form
restructuring debt. Also, success implies conformity with the established
EU rules.

ii. A rescheduling of the EU/IMF €110 bn loan is more possible to provide
more time for adjustment

2) Remote scenario - Euro Area intact, Program fails as Greeks prove
incapable of handling belt-tightening = severe repercussions:
i. Either a new austerity program with stricter conditionalities = a worse

recession and significant lowering of living standards, but no haircut
because of the repercussions

ii. Or a forced exit from EU = all hell breaks loose = no reversal in sight,
with additional loss of political power in Europe, default

3) Extreme scenario - Euro Area collapses

i. = turmoil in Greece and a severe lowering of living standards = default
is likely as foreigners own most of the debt = vicious cycle of deep
economic recession and societal upheaval = but a reversal of fortunes in
sight as every other EMU country suffers as well.

v Current credit default swap rates over-penalize lenders to the Greek
government. We do not think a haircut is probable or necessary

because case #1 would prevail
Gikas A. Hardouvelis, July 10, 2010 18



II.3 In the good scenario, Greece cannot default

The argument goes that if the EU/ECB/IMF Program succeeds and in 2012 Greece
begins generating the first primary surpluses, then it will be tempted to default or
restructure its huge debt. This cannot happen because:

1. The stakeholders of GGBs are primarily Greeks and other EMU members, who
have a strong incentive against the default solution

I.  Greek banks own approximately €45 bn, pension and other funds another
€25bn, individuals around €15bn. Thus, a haircut would force the government
to bail out its banking sector and its pension system.

ii. EMU banks hold a major chunk of GGBs. EMU members would object to a
default. It may create FI bankruptcies in the Euro Area. Thus, a Greek default
would be an EMU decision, not a Greek decision.

iii. The ECB holds significant amounts of GGBs & Greek covered bonds as
collateral. Greece cannot go against its own lender of last resort.
Iv. EMU countries have given €80 bn in loans (& IMF €30 bn), on which Greece
cannot default
2.  Haircuts provide only a short run solution. Debt-to-GDP ratio will soon shoot up
if the underlying causes are not cured.

3. Huge adjustment costs during the default/restructuring process and inability to
tap the markets for a long time.
4.  Contagion risks cannot be ignored in the European financial sector with a

possible spread of fear about EMU sustainability
Gikas A. Hardouvelis, July 10, 2010 19




I1.4 Factors markets may underestimate

iy

2)

3)

4)
5)

6)

7)

8)

9)

The Program is executed on time so far and the budget may surprise on
the upside, 2010 fiscal measures outstrip target by 2.2% GDP

Reforms are drastic, particularly the fiscal, pension & labor, e.g.
% Public wages & pensions bill down -15% yoy in 2010 (-1.6% GDP)
% Annual Pension expenditure to decline by 10 pps_of GDP

Tax evasion is huge and would gradually be captured, as e.g. 36% of
labor force are self employed but contribute only 4% of personal income

tax and tax revenues as % of GDP are among the lowest in the EU (32%).

Public waste is huge and its reduction has begun, e.g. annual drug
expenses of €9.2 bn is 3 times bigger per capita than in Spain

Subdued social unrest so far, as size of demonstrations is 1/20 to 1/10
the size of earlier decades, plus consensus exists on the need for reforms

Public sector owns assets worth over € 300 bn, while privatizations and
land and property development are already announced and can take hold
In a bigger wave later on

The private sector is under levered, deposits are 1.1 times GDP,
private sector debt is 81% of GDP, the lowest in the EU, and there is a lot
of private wealth

There is a strong growth story in Greece, with productivity growth ~
3 times bigger than in Germany or Spain.

Greece can restore its loss in competitiveness

Gikas A. Hardouvelis, July 10, 2010
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III. Summary

Strength of recovery depends on continued provision of central
bank liquidity and fiscal stimulus, yet a global fiscal crisis is brewing

Current crisis is commencement time for the Euro Area to fix a fiscal
mechanism that would ensure its long-term sustainability

Current crisis is also commencement time for Greece to push the
necessary but neglected reforms and switch to export-led growth

The EU/ECB/IMF Program with the €110 bn support has a high
chance to succeed as it contains a significant fiscal cushion and is
accompanied by strict conditionalities.

If growth approaches historical norms, the ratio of Debt - to - GDP
can decline to around 70% in 2020. Markets currently do not see:

% The expected strong future productivity growth from faster capital
accumulation, lower real wages, public sector crowding in,
structural reforms and institutions’ building, plus a gradual
capturing of the underground economy

% The strength of the private sector, with low leverage, enormous
and liquid private wealth and strong industries like banking

Gikas A. Hardouvelis, July 10, 2010
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IV.
Appendix

A. Eurobank’s forecasts

B. More on the the hidden strengths

Gikas A. Hardouvelis, July 10, 2010
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A. Conservative Eurobank EFG baseline scenario
on Government Debt Dynamics

v

2009 2010 2011 2012 2013 2014 2015 2020
Real GDP (%) 20 36 29 15 22 25 27 2.7
GDP deflator (%) 1.4 3.5 1.0 15 1.8 20 2.0 2.0
Nom. GDP (€bn) = 237.5 237.0 232.3 239.3 249.0 260.3 272.7  344.0
Nom.GDP (%) 07 -02 20 30 40 45 48 4.8
Pr.Balance (€Ebn)  -20.4 -3.0 1.9 6.7 11.6 20.0 21.0 = 27.5
Pr Bal. (% GDP) 86 -1.3 08 28 47 7.7 1.7 8.0
Int. cost (%GDP) 50 5.9 63 7.1 74 75 7.2 5.4
Int. cost (% Rev.) 13.6 14.6 149 16.7 17.6 17.9 175 = 147

Gen.Gov.Debt wcor) 122.0 129.4 137.6 137.8 135.2 129.1 122.7 90.0

Source: EU/IMF/ECB program, Eurobank projections

In our baseline (yet still conservative) scenario, the ratio is stabilized sooner and is
brought to 90% of GDP by 2020 i.e., ca 30ppts-of-GDP lower than projected by the Fund

Assumptions : Average annual real GDP growth broadly in line with the IMF baseline. Average
annual inflation ca 0.85ppts higher than the IMF. Annual degree of implementation of revenue-
side measures ~ 0.75%, Elasticity of tax revenue w.r.t. nominal GDP ~ 1.0 (in line with long-

term average)*

Gikas A. Hardouvelis, July 10, 2010

* Elasticity excluding the effects of IMF program measures
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A. More optimistic but feasible Eurobank EFG
scenario on Government Debt Dynamics

2009 2010 2011 2012 2013 2014 2015 2020
Real GDP (%) 20 -31 24 20 27 30 32 3.2
GDP deflator (%) 1.4 3.8 1.2 1.8 21 23 23 2.3
Nom. GDP (€bn) = 237.5 238.8 235.9 244.8 256.5 270.2 285.1  373.0
Nom.GDP (%) 07 05 -12 38 48 53 55 5.5
Pr.Balance (€bn) -20.4 -2.6 27 7.9 13.3 222 238 = 34.0
Pr Bal. (% GDP) 86 -1.1 11 32 52 82 83 9.1
Int. cost (%GDP) 50 5.8 62 6.9 71 7.1 6.7 4.5
Int. cost (% Rev.) 13.6 14.6 14.8 16.4 17.2 17.4 16.7 12.5

Gen.Gov.Debt wcor) 122.0 128.3 135.0 133.7 129.5 121.9 113.9

v"In our optimistic (yet feasible) scenario, the Debt-to-GDP ratio is stabilized sooner and

Source: EU/IMF/ECB program, Eurobank projections

71.8

reaches 72% of GDP in year 2020 i.e., ca 48ppts-of-GDP lower than the baseline scenario

of the EU/ECB/IMF Program

v Assumptions: 0.5ppts higher GDP growth & 0.25ppts/annum higher inflation relative to our

baseline scenario

Gikas A. Hardouvelis, July 10, 2010
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B. Factor 7: Is overindebtness a characteristic of the
private sector in Greece as well?

 Greeks own a large fraction of international shipping

« Greek bank deposits are 1.1 times GDP

* Unlike the US or Western Europe, the Greek banking sector did not cause
the 2008-2009 recession

e Net Gov Debt 86.1% of GDP, a lot lower than gross debt

« Private leverage is small
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B. Factor 8: A strong growth story in Greece?

130 4

() YES, and relates to

productivity 120

» Greece grew above EMU average from
1996 to 2009

—DEU — IRL =/ GRC ESP ITL PRT

110 A

» Average annual productivity growth in 100 | —
2000-2009 was 2.4%, or three time Productivity
bigger the corresponding growth in % ~_(Real GDP per person employed)
Germany or In Spaln orin Portugal 2000 2001 2002 2003 2004 2005 2006 2007805382: EZCOOAQmeCO

 This high productivity growth will continue (||) YES, in the medium term
in the future, once the recession is over,

for a number of reasons:
a) Capital formation
b) Real Wages
c) Structural reforms & institutions building
d) Public sector crowding in
e) Capturing the underground economy

* What are the forces that could lead a recovery?

a) The net export sector already smoothens the drastic drop in
consumption and is expected to lead the recovery: In 2010-11, we
expect imports to decline cumulatively by 20% and exports to
increase by 20% without counting the competitiveness push

b) Net Investment ought to turn positive, when economic climate
stabilizes, as public funding is available

5 Real GDP Growth « In the longer-run, high productivity growth will continue:

3] Average 98-08 a) Capital intensity is low, infrastr. projects needed, funding is available

2 .. . . o
] /j b) Real Wages are declining by over 10%, improving competitiveness
0] T T T T T T T 1

- | 2008 c) Structural reforms & institutions building will result in a more export-
] oriented and competitive economy, with gains estimated higher than
20% of GDP

2012 2013 2014 2015 2016

2010 2011

IMF Baseline

d) Public sector crowding in

5 Source: EC Ameco
e) Capturing the underground economy, which is close to 30% of GDP
will improve all debt magnitudes
Gikas A. Hardouvelis, July 10, 2010 26



B Factor 9: Can Greece restore competitiveness?

Competitiveness of the Greek
economy deteriorated since
EMU but by less than others

Nominal wages have increased faster than
productivity (as opposed to real wages)

As a result, nominal unit labor costs relative to
35 trading partners have increased by ~20%
since 2000.

Spain and Portugal have witnessed a similar
deterioration in their competitive position. Italy
and Ireland did even worse

Only Germany has slightly improved its
competitive position, but Germany is not
Greece’s competitor in export markets.

Since 1996, Greece, Ireland and Portugal
witnessed a similar deterioration in

competitiveness (~1.2% per annum),

Spain did slightly better (~0.9% p.a.), whereas
Italy did worse (~2% p.a.)

Most of nominal ULC increase has been in
construction sector and public sector (both
non-tradeables)

Manufacturing has witnessed the lowest
increase in nominal ULCs, around 5% since
2000, compared to ~30% in Italy and Spain

Gikas A. Hardouvelis, July 10, 2010
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2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Relative Nominal ULC growth (average y-0-y)

Country Average Average

1996-2009 2001-2009
Germany -1.47 0.12
Ireland 1.34 3.13
Greece 1.16 1.98
Spain 0.88 1.99
Italy 1.95 2.65
Portugal 1.38 1.64

Source: European Commission, Ameco
database. Series code: PLCDQ

27



B. Factor 9: The loss in competitiveness is mainly in

agriculture, less in industry and service sector

v' Competitiveness has deteriorated most

in the agricultural sector, where ULCs
increased 39% since 2000 relative to
trading partners.

v" However, agriculture accounts for only
4% of GDP and 9% of exports.

v In industrials, competitiveness has
deteriorated by 10% since 2000 due to
higher productivity growth, which has
kept the increase in ULCs lower.

v We propose a new indicator of
competitiveness in the service
industry which compares Greece with
its 6 major competitors, such as ltaly,
Spain, Turkey, Cyprus, Croatia and
Portugal.

v' Measured against its major
competitors, Greece’s service sector
competitiveness has declined by 5.5%
since 2000. In contrast, standard
measures suggest a deterioration of
19% over the same period.

Gikas A. Hardouvelis, July 10, 2010

Greece: Unit Labor Cost relative to trading partners

200

180 - in competitiveness

||
160 -

140 A | ]

120 +

» Increase implies fall

100 -

80 T T T T T T T T T
2000 2001 2002 2003 2004 2005 2006 2007 2008

= = |ndustry & Agriculture Senvices

s Competitiveness indices of industry and agriculture
are based on Unit Labor Cost relative to 12 major

trading partners.

s Competitiveness of service sector is based on Unit
Labor Costs relative to 6 major competitor countries.
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B. Factor 9: Our overall index suggests that competitiveness
of the Greek economy has deteriorated by 10% since 2000

v The weighted average (weights Greece: Unit Labor Cost relative to trading partners

proportional to contribution in Greek 130

exports in 2000) of the industrial, 12 BoG —
agricultural and service sector

competitiveness indicators is the 1201

Eurobank Competitiveness 115

Index.

110
v The EFG index is a proxy of /4/ f \ ,
competitiveness of tradable goods 10 IV \ _ 'f
and services against the major 100 | Ay -
competitors of Greek exporters. . \ Y 7 IMF
v =
v The EFG index excludes the public w
SeC.tOI’ and the construction SeCtor’ 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
which are non-tradeable goods
e=@==FCB =====Q0ECD === =|MF BoG ==¢=—Eurohank = = =Eurostat
sectors.
v' The EFG index suggests that v' The need for internal devaluation
competitiveness of Greek may be less than common measures
exports deteriorated only b of competitiveness suggest.

10% since 2000, compared to a
18%-26% loss suggested by other
indices (except IMF index).

v' A decline in ULCs of 5-10% over the
next two years (relative to trading
partners) is perfectly feasible.

Gikas A. Hardouvelis, July 10, 2010 29
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