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Implicat ions or a Disorderly Greek Default and Euro Exit 

Summ a ry 

lbt", = <orne "tty importanl and <l.a1J'\aging rlImif,caUons that wuuld ""u1, frum a 
diS<Jf<lerly defaulllJll Grcd gu>trnrntn, de~ M"'t dirt:cUy. il wOl.lld imp<>«: signir",an< 
furthe, <l.a1J'\ago on an alrnlody beloaguo=\ Gttt\; <:euoorny, .... i'ing..,;uu< <ocial COSl" 

lbt ""'" ob<i;"'" imrnedial<: spillu>tt illhal il would J'IJ ' a major quos"un mar\; .gains! 
<ho 4ualily of a sizeable """"'''' of G Itt\; pri.al<: """ .. liabihties. 

For !hi: Ilfficial _ in !hi: ttil <If!hl: Euro Att:a. Mwt> .... !hi: C<lo'Ilintctnl lillbilitit1 ihal 

cuuld ""u1, woold s.eem '" be: 
o DiIttt 100..,. un Gtttk deb! OOldiIll\' (t73 billiun) <hat woold pubably "",u1, frum 

• gcnorahted del'aull on Gtttk deb! (owed lu both pri >al<: and public "",lor 

crnli'Irt); 
o Sil.oabk ptUntial ]u,;,;e. by !hi: ECD: wt O<tirn.lli: lhal ECD oXJl<l"I= 10 Gttttt 

(€I 77 biUiun) is over 200% of "'" ECD' , oapi<al 00"', 
o lbt likoly noed 10 r:ro>Jdt .ubslllntial addi tional supj>:Jn lu _ Pl::nugal and 

Irtland (gu>trnrntn, and woll &'l bank,) to CIJIIVince mar\;<:l participanl. tIw ""'''' 
counlri.,. ,,= indeed fully insuIal<:d hum Gn:ooo (poosibly • rumbined t:l8O 
biUirn u>tt a 5 yOlil horiWII); 

o lbt lik d y noed 10 provide SU_li.ol support to Spain and I<al y to Slem 

crn<agiun ""'''' (poo>sibly anolbtt dYl bilhun of rumbin<d support frum "'" 
EFSFIES ).1 and IMF), 

o lbt ECB woold be directly damaged by • Gtttk def3LLl~ but wwld rurne under 
J=SS= lu 'ignificanlJy oxpand its SMP (clll'rt:nU y 019 biUirn) to ' Lqlp<.01 
",v=ign deb! marlod.; 

o lbtrt wuuld be sizeablo bank recapiLaliulion oo<a. whi<b could o",ily be 1160 

biUirn, P,hal<: inv"'tlrt wuuld be vorr Itcry to provide additi"",,1 "IUi'y. "''''' 
kaving govtrnrrxntS willr "'" ctroic<: of oilht, funding <ho "Iui'y lhtrn",I>.,.. ur 
«ring banh ""hio" irnr:rovtd .... "00 llrruIJgh 0,'tt1 sh.uj::tt delo'o'Oraging ; 

o lbtrt woold be 10,;[ la>; "" 'on"",, fn.on wcoktt Euro An:. SI"" . lh and higlro' 
inl<:rt:Sll"ym<nlS f...." lrighor deb< levtl1 implioed in r:ro>iding additional lending; 

o lbtrt wuuld be lowo, <.U "''o'Onue< ""ulung hum luwtt glubal growlh, lbt 
global growllr implioaliorrs uI • di!1Ofilttly defauk arc, ox anlO, hard to 4uanufy, 
Ldu'lMI BrUbtt:< ... &'l far small« lIun Gttttt and its demi", wa. "'wo<edly wtll 
anlicipakd, Il i, vtJy hard to be oorrfidenlaboul MW produce" and oon:;umon in 
<ho Euro A=I and beyund will ""pond wben suclr an oxlrrrnt 0,'tt11 ••• 

di_ly "'>ttt.'ign defaul, """un. 

Il i. difficullto add all !he«: runtingcnlliabihtio< up willr any degn:e of f"'Ci'ion. 
alllrough it ill hard to ste how <hoy would nul ""c<Cd (I lrilh"", 
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lbe", i • • """" profound i"LIt, however, lbe iDCrea .... in,ol .. ,..,nl of the £CD in 
supputing!he Euro A=I. fUlOOCiai 'y>lCm ha. been r.ucb ""', a disorderl y Gmtk defaull 
would lead <0 .ignificanllosses and .<rain.'; "" the £CD il"'lf. Wh<n cornbintd willi !he 
slrung liklibood ""', a disorderl y Gmtk defaull would Itad 10 !he buIritd ""il of Clrt:tc<: 
frum!he Euru Area. lbi. flIla""iai sboc}; 10 !he £CD could"';", significanl 'Illbilily issue< 
a!>wl !he rnon<:I>Ify Wli"", 

•••• 

I , A Diso rMrly G~k Deraull 

Th ...... doe< no< _ .. !he cin::um""""'" lriggtting. di!O<derly defalll' by Gm«::<: on 
il' public deb! obtigations, ruillilhtt !he ""'''''ILltIlCC§ of r.ucb a de",loprnenl, <specially 
for <=Ii"", ou<Si<k of Gtttct . Il a1<o doe< not ad<R" !he !OCiai and bWIl.U'l ",,, of. 
di!O<derly defaull (JIJ!he Gruk j>:>puIation, ... hid> wwld be sit.eablt and ccont >gaiml' 
back<kup of four yean of pain and adjul>lm<:nl. WIIile lb<:>t cu<[> "'" no< quanlif,td ~. 
<hey COI.I]d be am:Jng!he.,..,., """"ingfullh.ol r=1' frum. di!O<derly dd'auiL 

A distIderly defaull wiU begin willi !he failu", of <he Gtttl aulhuritit., <he Troika and 
Gmeec' , privott ""'tor rn:di"", 10 agrtt on • packagt of IOta.""'. lh.ol w ould permil <he 
di.t>urstrntnl of ..... official funds . and !he deb! tJ;cb.angt of t xisting r>i>al<: "",[or 

daims on Gtttct for new debt a, a dotp discwnlll would.,..,., likly Mvt!he 
following chanlcttristic<; 

o lbe impacltff<Cl would be ""', Gtttct would defau~ (not luIor int=" I"ymelll 
and principal rq>ayrntnl obligations wilhin!he due dtadli ... ) on j " public deb! 
by !he Ii,.., of <he .. xl mlemplion p"yrntnl for Gruk Go .. ",,..,nllJond. (Marcb 
lO). Thi' <kfaul ' would not be ~mi<od ""ly 10 daims by !he privott crnlilorS. rul 
wwld prot.lbly apply also <0 aD outstanding claim. by !he official ",",u.

(iDCl udiIlj! !he IMF). Central govtmrntnl deb! at tod·lOl 1 amoun<od 10 06!! 
biUirn. of whicb """" l73 billirn ... = dLlt lo Euro A=I. oowur;". and !he L\1F. 

o Th. defaull "uuld lrigger • wa .. of funher f"""", ial dl<localions . Il wwld IIIOSl 
likely co"", • collapse in <he Gruk banling .ySkrn. and pul " ~y: 

• l'91 billion (a. al tOO.lOll) owed by Gtttl bank. to ftrtign leoden and 
depo<i''''' (OH bill"", of ... hich "'" owed 10 Emu Ar ... lende .... !he bulk 
of ... hid> "'" Nnb); 

• 047 bil~on o ... td by Gtttl """pan;". and I'Ioustboid. to Gruk bank •• 
15 petttni of ... hicb "'" aI=I.dy """performing, (Rtlali .. 10 GOP. Ibi. 
amounl. <0 11 5 porttnt). lbe balance shotl im!"",' of • mltnorninalion of 
c!aim. (in !he .,.tllllh.ol Gmeec ltave<!he Emo) would lead lo. w .. t of 
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t.:tnln!p«:iot. arnung ftnaJlCiaI insti,ution. and houstholds. thu. 
exOC<:rbaJjng lht me"";on. 

o Uwould """" significant fuw.:ial _ .. in lht Gtttk non· f",anoial C<JrpOnIl<: 
<ector and put m""b of lht t'1 l billion owed by =idenl Grttk ""J"lf'Iti"'" to 
flttign 1<nJt" 1Il risk. 

o remap' <nO<! signifICantly • • dis<rderl y <ltfaul ' by Grt:= ,,,,,,Id lLo,'e ",bsl£nlial 
coostqurOCt:! fOJ lht ECH. wllicb has an t 1j"l<N1rt 10 Gmttt lXMibly aITWnling 
to UTI billim comprising; 

• (43 billion 0( ooldiIl8' of Gtttk guvernmenl rooo, un<kr lht S).1P; 

• U 10 biI~on uf collateral in lht form of GGH. and <.<her e~gibk ""urilie' 
(mainly in lht form uf Gtttk guvernmen, guoran<tt<l bank brnill) 
;ruvided by Grttk bank, UMer lht ECH' , rtfInmoing f""ili!y; 

• A p<J<ential f24 billion uf EJ..A Juans to Gruk bank, !hill "ouId 
Jtt, •. m.ably be dntwn down fuDy in a p<:riu<I o( .. v= _ ... 

Givtn <htse fi,,",",ial lnt.uma,. it i. difflcullto cooceive!hlll Grt:= oan ",main. 
functioning member of lhe Euro Azt:a in !he even, ofo dioonkrly defaull. 111< Grttk 
aulboriti", would havt link o¢on but to "'gain rnuntl>lry poliooy in<kp<nJtnce by 
""iting from lht Euro Azt:a and inlru<lucing. new nati<nol c"""""y. 

1bt practical diff><u1li",. cost< (b<.<h f<x lht govttnmenl and lht private rusintSSt' in 
term< of .wjtelling '" • new payments ')'item) and imp~calion' uf ,,,,,h . <\I,bed decisioo 
would be "'bsl>tnlial. Pntctical diff><uUi<:1 in day.w.day ~ wwld be _ •• 
"""" ",'wld be oo""'y way 10 oepatale lhe EufO n<.«:S circulating in Grt:= from u.o.e 
cin:ulating in O!htt Ewu Azt:a counlri<:1. wi'" • potential fur further capi<.al flighl 1l>ero 
would also be major difficulli<:slchalleng'" in lUting 00' !he appropiote re.denominatiun 
and valuatioo of existing finaocial asst:(, and liabilitie, in c==l private and public 

""""" baI"""" sbet:ts. in dill o",n, j wi!dicti<.o\s, 

In lht cin:urnsl£nCC'. lhc Grttk .utl\orili<:1 would be f<reM to resurlto borrowing from 
<he Hank of G= to COvtT budget 'pending. r<eapitoli"" <he Gttt}; C<Jn'ImeJCial hanks 
( ... hi<b would be de f""to nationaJi1.ed) and put in pl""e minimum f""ilili<:s for <he 
provisioo of c=lilto <he private ""'co'. 1bt rill of emborking "" • viciwscirck of 
inflation and devaluation "QUid be .igniflCllnl. Draconian capilli! control< would almosl 
ccnainly be m-inlrod<>«:d. 

1bt issue uf whe<her Grttd: oan =nain in lhe Eur<fl"oUl Unioo aft ... <ltfaulling and 
kaving <he Euro Area is not ckor-cul. lbt likely impositioo of capilli! "",,<rut, and 
p""'ibk inabilily to """or <.<her EU Low. and dimetiv", would rai .. impuUnl que'ti"" .. 
1bt LisbooJ Tml'y. in f"""" '"net 2009. intro<fuccd an EU ""il cI ........ but dots not 
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provide for an e~it from tho Euro~. lbt Eu"flOan Cornmi .. ion ba, confltmed th.oI 
thtrt w~ 00 prt>visi<ln ut><ltr Ell !m.~ 16 hit tht Euru withoot ill<) I/:tving tht Ell , In 
any tvtIlt. Ie",'ing tht EAlEll would rntaJI ntgc<iating Trnuy change<-e<=ti.olly 
ntgutiating Gtttct', distng.tgCmtIlt from a " .. , web of privilege. and obl~ ,,;th 
ill other T=t'y rntrnbtn ""ho will ba,'e to agru with tho cbang ... Th. will bt a Itngthy 
and "''''Y proc<: ... during which f",'ociil marl«:t, will bt driVttl by panic capitlll fiigllt' 
.prrading cootligirn to tho ~ of Europe and tho gIob.oI """"""Y' 

2. o,ntagioo to Other P. r lpbery Countries 

Inv .. t"" e~ptrieocing a tIllurnatic loss in valut rn thoir G_ k tKllding:o "'" far ""'" 
likely to bt conscn,ati", in thtir OSIC,,,,,,,nt about wbtthor such thi. rnigllt "",,,ur in tho 

case of Ubt r oountri ... 

Problems in Grttee 'Jl=Iod to lroland and Portugal in lO l (}' 1 L leading tho Eun.y<:an 
autboriti .. to .... rnble Luge prugnms to <akt all thItt ooun<ri<:s <JUt of the rnar\<:t 
thruJgh lOl 2. lbt obvious focu, will bt OIl wheme ... «:eond round of ""'tligion rnigllt 
.prrad. L 

One i ..... th.oI st.:Juld bt tmphasiud i, that in tho t in:umSWI"'" or. di!1Oldttly default. 
tho publem of coo<agim rtS.IJlts not '" much from the b<t:aWo"'I1 in trust tlw crnlikn 
bave aboo , deblurs. '" much ill ,II< b'MMo~-n in In'" ,loa, cuditor> ha;'~ about filCh 
0/10<,. Gm<CC tw dehvrn:d on many from •• btJ, has failed on O!htn; other ptripheral 
COWltrie< started with few..- problem. and have deli>-trnl """'" "" a _ """y of 
frun". includ ing trose of key """"""",I odju.untnt<. 1beIC err"", "'" liable to 
ovtn>'lltlmed. _ -evcr. in an tIlvironment whrn: inves.ton bttcont met ""'" focUSotd 
not '" rnuclJ on tht munl "" thoir inve>tment ... the rrtwn o/thtir ime'tmenL 

DtSpile bokl effort. by tho go,-ornrnen" c""<agHJn......wd likely bt most ",,"Ie in tht calC 
of Portugal. which lost fmancial Tnllrir< acc ... in early 201 1. i. aJr-tady ratod weO btlow 
invtstrnen, grade by the rnaj<r agtocit:s, and whust deb< tum:nUy!Illde< at di.1RSS<:d 
yield level •. It rnigllt then quickly .prrad to lrd aoo. ItllIy and Sp<lin (the laU..- "," 
continue to rollover their debt in fmaocial markets. but have !ctn thtir yield' =nain 
eI,,'attd despiO: """" dootint). ItllIian and Span;,;h bank. bave boocont far m<tt 

dependent un ECB funding in rtttm """,th •. 

, T'IOn. _ _ .., .... ...., """,,,...,... _ill> Ell_l'" __ ",," _'" "","", """, _ _ y 

d """"'" ( L ' 0riTh0< 

o Ell .... IM> ""_ -.on "_"'" """"': 

o <ada& ..,. .... EO .. .., .... , d ..... ...-,-. rio ..... __ «<a>J boo", _., _ """ "'"""': 

0"-"'_ <....,...... __ _ B" ... _ ... '''''' ... .... ,_,"' _ 
.m Lrilboo. .. "- .. "" _ _ ; 

o _ pri _ _ ""__ e;" ... ""-."""' ."...... .... -. r_ 
iRvi' em """"'" ,'" LI>L: I<IIIIiW:( «I.l oiJti<:a d "'1"'1& 
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lbtst C<Jlltagim rir.ks W<JUld no doubt iocroose stwply if Grt:oo. wOrt flJlt:<:(J <0 withdIllw 
frurn tht Euro Area. 1hc very fact that .""b withdnwal occurrtd f..- one coomry wwld 
.., up fcan that it could lIapp::n fur 0Ihtn. 

In urdt.- '" II<ldr= lbtse <:uluagiool ......rrit. in • c=liblt man,..,-, Euro Area g<>YtTIlIT'ItnU 
will ..... <0 carry thruJgh 00 prurni!C< to """,t the financing ...... of the govtnlments 
that have lost manti. IIIX:<:S. fco' a p<riod of time that oould ,wn wt to b<: far longer <han 
origiti.ally plaruotd. Bc<h l'I:r<ugal and Irdand have """"11 strong j>:>litical ",,,,Iv. and 
made sobo;tllnIiai J'flJI\"'S' in implementing thtit adjustment prugrarn1. rut arc ntly to 
suffer r.trung adv .... off""" from "pttWi"'" _ pn.onpttd by Grt:oo.' •• ffootiv •• xit 
from tht Euro Arra _ that they ,,,,,,ld b<: hard JlI'C""" 10 avoid st, .. ", JlI'C"u",", 

lbt a.d,' ..... shock f..- P ortugal. whic h has to implement a particularl y ambitiw1 fiocal 
a.djustmen, !hi. year aga.in<t the bIrlru..,. of a rnucb .... aktt gruwth ouUoot, will b<: 
particularly strung. Indeed. the rect:nt stwp iocro= in goverrunt", brnd spread. 
suggest. that man.,. "'" alrt:ady """""rned aboo, JX>"Siblt fallou, from Gt= A 
di>lOl<ltrly Gfttk Waul'" n.ly '" JlI'C"tt1t Portug ..... turo",cn form mwning to 

capi"'l man .... any time soun. If, by way of iDul>tration, it " ""umtd <hat Portugal " 
u ... blt to """"'" mart.ct; through lOlb. thtn officiolltnJe ... would b<: =!'lim! to; 

o Pruvido fl6 bill"", annu.ally in f,nancing to the goverrunt", from 2013 tlrruIJgh 
lOI6, or ( 65 billion in kUI; 

o HoiI' a"u", <hat en billion of Lorm funding" availablt through 2016. ur about 
fl5 bill"", a ytlif fn.on lO12 through lO l b. togtthtt with the ",financing fur some 
f86 bill"", in slrolHtml crnlit to fulfIll the obligation. uI PortUSutSt barIl. and 
c<IJ'Olll'" 10 f"""'ign lendtn; 

o HoiI' ",su", financing sofficitn, 10 manage sorne Cl:lO biHion in dot. owed by 
Portugut .. cOfJXJ<lit .. and boo .. boId. '" domestic banks. 7 1"' .... ", of which .... 
nonperlurming, and <orne 020 billion o ... td by Portug ..... barIl. and corpo.,,, •• 
<0 forrign ltndtn. (Relative 10 GDp, theS< .xP""~ arnounI to 194 pertent and 
129 perten~ rospootiv.ly,) 

SU_hal additional u{ficial.Lqlp<.01 cook! ... ell b<: IIttded f...- Ir eland, too. do'piLo its 
strung impltmen",tioIf ro:::ord and an improv.me", to date in mantt .. ntiment lh.oI .... y 
w.ll have alroody brough' tht lri!b sov.reign cloS< <0 ",gaining signif",ant financial 
marttt """ ... , A Grttl Waul" IIowevtr, would b<: likl y <0 iocro= risk ....... "'" anew. 
unJen:utting pruspoct. f<J( an early return capi"'l man .... la, ... !hi. year or fltJ;t. A mwn 
<0 marktt ar:x:e .. f..- Irish borrower> could w.1l .nd up being dolaytd fur yoar> <0 Come, 
Officialltodtn. thtn, oc...Id frnd thernsth, .. lIOeding to; 

o Pruvido flS bill"", annu.ally on aveng. in financing to the g<J"trnment from 
lOl3 througll lO Ib. ..- ru.rghly C7\J bilhon in tot.oI. that rn.ut.ct> rn.oy now b<: 
disiochncd to providt; 

, 
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o Htlp a«un: tlw I"rlIaps OS bilhOll of lttm funding is .. ailablo: 2016. or aboul 
+:I.~ t>.llIon . yeat.log<:l/ltt with rdinanc"'g lor II'IO!Ol 01 ~'J~ t>..hOll In SlIor(·lttm 

crnli' ~y is a>ailablt '" fulfill !he obligation, of Irish ~ (domestic ond 
flJ<"<:ign""'H.ed) lC flJ<"<:ign ien<kn; 

o Htlp ""un: lh.ol ~ l56 billion of lttm funding i. "'aiIabl< frum 2012 
<hrougll 2016. or 1boul Cli billion . year. togcth<T wi<h !he rtfioancing of """" 
Cl()4 billion in sh:r! .. <trn\ crnlil <0 fuifilllhe obligations of lri<ll co'po.,,, .. 10 
flJ<"<:ign ItMen : 

o Htlp ""un: financing r.ufficitn, 10 manage t:!95 billi"" in debt m«:d by lriy, 
c<IJ'Olll'" and l><u .. hoIds 10 lri.h bank. (dome<tic and fortil\IK'wntd). 
I I ptIttnl of whioh art ptrforming. ond """" f2'j() biltion owd by lri.h banb 
and C<::>rp<ralC. 10 fortil\'l kMen. (Rtlali>t 10 GOP. lhtse tJ;poo=. amoun, 10 
~l.ou' 190 "",,,,,,, ... oJ I (J) ""''''''" ,e.!",.;<; , 'd y.). 

Borrowing c"''' pIlid by Spain and 1<IIl y could bt tJ;pt<tro to ;,.,mt .. '" financial 
mlitrir< pan;cipanl< btl\in to pr;c.: in potenl;a! cx;(S frurn lhe Ewu Area. ,"'ruch wwld no 
longer bt unlhinLlbie fol ~""'ing a Gtttk tJ;;,. ond boca"", l\'<>"m oo OOob f ... bUb 
c"""lrie. clouded by lhe .>ted fur siublt procyol;caI fiscal adju'lmCnl< 10 rt"""'" ""lied 
f",""",ial market .. 

W.,... I>orrow;ng cost< ro. bUb c"""lrie. OIl <It", borrowing to ri .. by 3<)) basi, pain'" 
frurn lhe avon&< on <heir oul<landing deb< (rooghly tracking lhe "", .. o..uville 
a>trage/po<l .. Deauvillt peal). lhcn; 

o Sp~l" .rugh' "'" ... ;""",..., ;" ;" ..... ~ .. ;n""'" pa~"""''' equal to ... "",,,h .. 
1 p<rttn' of GOP depcooing un lhe pooct of defICit rnluction and lhe """"" of 
n<.minaI GOP. Th. would <:qualll 0 billi"" a year for Spain. ",,,.,laling by 2016 
<0 Cl 'j() bill;un """" ;n in",resl payrntnl< ",.,- 2012_2016 "'"" hod Spanish 
lxIrnwing toSl, rnwntd '0 <heir r=-Deau>ille low., On a>traj,'<: 0 >"- lhe same 
p<riod. inltrt" cu;(, .rugh' prove 10 2.'1 .. 3 PO""'''' of GOP a y= largtr "'"" 
wwld 0Ihtrwi .. la, 'e botn !he 00. ... 

o Italy. w;!b a 1"'1\" deb! birt • <mailer deficit ",lative <0 GOP. Irigh! .... an 
i..::=l" in ;1< anwa.I ;nLtresl pay"",.1< equal to a. rnllCb a. 0.7 pttt:tni of GOP. 
In",""1 payrntnl< ,,, ... Id ;..::=1" by 03 bilhOll a ytar more. ur ntarly 
f2l)) billion ""rnolalivtly 0".,- 2012 .. 2016, .. a-ag;ng .bou, 2 pcttenl """" "'"" 
.rugh' bt havt bern tJ;pt<Ltd t..rro-..ing toSl, dtclin<d again <0 r=-Deau>illt 
10", •. 

Under Europ<' . tiglllent<! f"""l rul ... lhe .. ;ocrrase. in in~ payrntJl'" wuuld ha .. <0 

b<: off .. 1 w;!b Ill>. ;,.,mt"" or ""I< in noninLtresl outlay .. draining O<jUivalenl amounl< 

• 
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from private iDe...".' and doman<!. 1b< brui>Jtr effect' of Ibi, addili""al !iglu ening "",Id 
be .. pttttd to wtaktn demand for .. port. frum !lit _m half of !lit Euro A= 

Till" lugetba. indttd. Spain and lial y accourn fur ibwl 8 j':tttt1I1 of nruti for !lit 
Euro Art:a membtn as ... holt. compo=! willi i LlS! 2 porten' fo,- Grt:o:::<:. Pl::nugal and 

Iroland , Comparable numbtno foo- Germany = 7.5 ""rcelll and U ptJttnI f .. !lit "." .. I 
uf <:ounlri ... F"""",. by conlnlS' . .. lids 12 ptJttnI u( il< .. ports to Spain and lIaly. 
compo=! willi i"" 1.7 p'''''''''' to Gmeec. Pootugal and Iroland , 

Follow""" err",,, 01 weakr import demand in Spain and l<al y should be exp<:ct«l to 
"".'e signifiClinl effect, on oo""'~ tnlpk')'rnen' and bU rtvcm.c. in lMse ooun<ri<:s in 
n<nhem half of <he Euro Area. iDeluding Gnmany. France. lhc: Nttherland and Belgium. 
for ... lUob Spain and IlllIy art imporUnl manel<. 

I'rorninenl among !he _ imp~calion. of a disorderl y Gmtk dofauk and Euro Art:a 

exil would be !he addiliunal capillll rrqui=nenlS <ha, mItfirts and suptt'o'i""'" could be 
expteted 10 Jlb,ce OIl Eur<f>C.UO banks as a rtsull of t.>lb actual and I""ential ....... , 
""LIlting fn.no <he a:;Sd!>i= dootineo and crtdillo& ... llLol would follow from a 
dis<rderl y <kfaul!. 

Roogll calCtl laliom flSluming !lit M:t'<llo uff!.CI incrt&eS in yie kls u( 300 basis poinll on 
Spani>b and IlllIian dot. W<lUld indicate a <><:td f .. on addilional UOCUIIO bill"'" 01 
capilli! foo- <he laIgtr bank. cu>tred by EBA Slrt:SS «Sl<. Foctcring in !lit rifcCi' u( 
furthttl=oewed doelrne. in Pl::nugues.< and Imh _ !>i= (10 lO pe""'" of par) ,,,JUld 
add ooccher f.~..{3() billion in capilli! n«:d •. A ""u<ning as well inc,... ... in yields OIl 

Fm.ch and Belgian boru, could rt""U in a further t'2Ok~ billion of needs , T aling <h<:se 
logtther. the addiLonai ..,,'=ign buffc.- rtquirornen, could lOCal nearly U til biltion. ll\i. 
would be four urne. <he ruJghly €40 bill"'" in "" 'trtign .. """"'" bufforS !he EBA 
r«juirtd in it< Oclobtt lO l l Ittapita!illlliun .. erei ... 

ua.ing .. ilk the tonsi<krablt addilional capilli! that W<lUld be needed to provi<k for the 
iDe,..... in IIOIIptrf<ITning loons thaI "",Id be .. ptcted to "" ull from a rtnewed 
weakening u f acu>i!y . ,""'" !lit Euro Art:a. the .. """" expensive "" 'trtign buff"" 10 be 
met ti!lltr by ",;,,;ng addilional capita! of llIi. rnagni'OOt from private man"", 0.- from 
addiu"",,1 cap ta! injoctiom by Euro Art:a govcrnmt"'" 

1b< Ia,(tt wlAlld add diItttly further to 8<>"tmrntnl dobl and Jldtnlially 10 !lit deficil. 
depending on lbt prttise fann of capilli! ""pporl. If. one !lit ulbtr hand. lbt bu lk i. 10 be 

raised in !>iva« 1!lliU1«ts. lbtn recent e>ide""" wggcsl. <hat llIi. would likely rt,,"ll in 
a<X:<:ltrakd cn:di' dok>ttaging. which would "" ... ""oo",,,liai further advcr;c effect on 
Euru Art:a cc.....,mic IIClivily. In 1Unl. Ul.i£ wwkl fw1hcr weakn govanmem ~YO~Ue in a 
viooiou. circle. 

; 



 

IIF SIalT Note: ConfJdtnti.al Fttnary I ~ . lOI2 

lbt EFSF and it< ........ to.be ~",",, !he ESM,lLo,'e tun ~ .. !hekey 
"f=wall<" <0 pn:,'cnI ""'Iligion, lbty would J=Swnably be =ponsibk for :tlLICh !he 
""In (mancing that might be requi=l for !he periphery ... diocu,!td abo"" Man<:l 
"""limtnl w .. positively aff",tro by re>ision. to lhes< Europe', (",ancial SlJpport 
meclwIism. , inct!he l uly EU SlJmmiL lbt .. re..;s;on. have undone much of!he 
d.unage done by the Ik""yjlle SummiL EFSF lending pt=>ia wtrc <ullo nil and 
malLirilit. exl<nd<d in principk 10 :lO )"taD, Euru Area beam of "ale and SO'lommen, 
pk<lgt<l ihallhe PSI lroatmtnlll<XX>Itkd G= """,Id be '"uniqut and excep;ooal" and 
that O!htt mtmber Sla, ..... ilh programs ... oold ha", their financing n<td< m<I unlil!hey 
... ere abk 10 reSlm: rnar\<:III<:<:C"H, Lmguage ..... reocinJed from the Trul)' 
e<IabIi'hing the ESM requi=l dtbl.u>lllinabili,y =monl. and private '''''tt 
im'oI.emen, befm: Dtw prugruru of official flIlancing can be agn:td, lbt dfecti,'e 
k nding "'-pa<ily of !he EFSF ... a. lxx>slt<l to l440 billion from roughly (260 biltion 
earli,,- and utilization ""pand<d '" i""ludt primary and ~ purchast, of ",,"'=ign. 
lending for ban}; rttapitaliulion and ogmtmcnl for "P<tt""liooJary, ""'lingt:ll f",ancing. 
lbt SllIrtup dale for lhe ESM ..... brutJght fO"'ianlto mid_lOl2 from mid·WI J. 

lbt Gnman so>ommen" f",ally. began 10 be ru~ '0 be pn:pa=110 agrtting in 
March <hat the EFSF!Mu1d be aII",,<:d <0 run alongsidt the ESM lhruugh ntd_1013, 
boosting EU ,upjX>l1 f"" ililit11o (I triUion for ..... year onl y. pctcnlially aIoogsi<k 
addilional IMF fund. of oocchtr tu.5 trillion, funJed partly by lhe U'iO billim pledgt<l 
by !he Euru Art:a Head. from lhe ECII = ,t1, 

Di>lOldtrly dtfauk by Gr<e<:e. 00""" ,,,-.... wld imrnedialely un ... ind ... ha, p.>!ili.e 
"""limtnl rnart.<:I =ruin. aboullhe a.dtqu"" y of !he fi",.,.,ial "'pport rn<eha1ism lhal 
Europt ha< pI" in plac .. ExpttWi"'" wuuld lLordtn thatlhe!'.uru Ami go.emmtnt< 
... oold choose to cap C<Jn\bin<d EFSFIESM Itnding at ( 500 billim , Mm: sig:>i(",an~y. 

hope. W<JUld fllodt <hat kMabk IMF rc""""" <ould be inrn:astd signifie.m!ly from 
0110 billion at J=S<1IL 

'That all s.aid, !he rno<l effective "f""waD" '0 date lLo. bten providtd by !he ECR in the 
fonn of it< willingne« 10 rdinana: !he Euru Area banking .y<tent Thi. ha. ollowed 
I>anb '" nod""e "'" .".n, <0 which ""'y hove hi>d '" trim Imd~ '" "'" f"'i,,:'e ... " .. 
and, cruciall y. ha< allo ... t<I ban};. in periphery """,tri .. 10 maintain ooldings u( 

go, .. mmtnt debt"" lheir balance shotts. Th. ref",ancing , upput lw bttn ""''''''panit<l 
by !he ongoing "'pjX>I1 from direct bond purchast, under lhe SMP: 

o SMP purchases of Spanish and Italian debt by the ECII are uOOt"'ooJ 10 have 
amounlt<l to as much as n oo billi"" si""e July lOll; 

o Analy<t eslimale. "'gge ... lhal Spani>h and Italian ~ may I\a.e attwnled for 
ooe.lhinI u( the Woe-up of !he ECII' , (:486 biI~"" Dtccmbt.- L lRO . .,.-
n60 billion. To !he exleol lhal!he lat',,- ..... used 10 fund btJying u( the brnds of 
<heir =pt<ti.e "",,,,,;gn., lhi' r.tJggtS" funding I\ttd. (filk<l sine<: 1I .... wruner 
by !he ECB) at an annual pace ol rwghly t1I.."i trillion. lbt .. lLo,'e be,n . ufficitn, 
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to "' . ..... onl y tw().<hiIili of the JOO bas;' poill! po<t. D<:au.iUe ",n·up in Spanish 
b..nJ yield' and onl y ont-lhini uf a sirnilar .. i>td ",,..up in lIa1ian oo..d yiotkls, 

lint ]IUxy f ... huw rnucb the £CD I'Ia< become in",l.ed .. the key "fIrewall" in 
supputing w ealer Euro Art:a g<>>C1Tlmtnl debt and Nnkinl! mart"" in =01 rnrn.rn. the 
size of the ECD' , ba]"""" sI'Iet:L which I'Ia< ristn by a Slurutint! <} p<reen"'ge poinl' uI 
Euro Arno GD? to 30% of GD? since the middle uI lO l l. 'Tht expo<= of the ECD has 
betn increasingly diIttted to .. ~ Em" Arno ptripbtry counlrits. and <hi' exp:><u", 
woold be clearly put a , cunsidenble risl by rising ,urmoil in the Euro Arra ",suiting 
frurn a di!<I1le~ y Grt:d defaul!. 

4 . Wider ~h<r_orn ic Implica tions 

A signifIcanl disruption frum GIttO<: lo the _ Euro A=I. ,,,,,,Id lLO,'e signif,canl 
and global !naoru<:<:onontic ramifIcation<. 

EIoob p"rccnl£ge puinllhal a dis<rderl y Gmok defaull rnighl chp off the k>d of Euro 
Arno GD? """"Id 3IJ'k>Unl, 10 annual iocome foregrne of aboul (100 bill""" In UlITI, lh;' 

woold lower annUIII guvemmenl "'" reven"" by abwlliOO biUion, 

lbt Em" ARa acrou"" fIJI" aboul 19% of the w...-td """""rn)'. If the 10M in Ewu Arra 
GD? wore '0 lLO.e a mulliplier eff""l on the .... 1 uI the .....-Id of • similar Jl'l'IX>I1iun, then 
each pt"""'1£8e poinllosl in Euro Area GD? wwld lranSlale inlo an iocome 10M 
elstwbtre of about 00 billim, 

lbt .. rippl'" """,Id spread beyood the Euro Arra lhruugh!wu key lraJIsmission 
meclIanlsmo: 

o lb<re woold be a dimol hi ' to global ~",e demand and InI<lt no",~. lbt Euro 
Ami acrou"" f .. about 26% of wood 1nI<lt, Coulllrie, clostr lo the Euro Arra •• 

including the EaslerTl and CcnI!llJ Europe, the lJni,ed Kingdom and the Nordic 
counlri", _ would be rno<t affcd<:d, rul the ripplt, would be far .,.."., widespmtd 
than !haL Imp.>rtanUy. il sbwld be II<JI<:d that tJ;p<m lo the Ewu Area acroun! fIJI" 
aboul4% of Cbin.o' , GD? and abou t 2% ofGDP f".- both India and Brazil. lbt 
lJS and Japan an: Ie" exposed to !hi. dim:t <!lIde charulcl (tJ;p<m to the Euro 
Ami acroun! fIJI" aboul 1% uI GD? in both c .... ). 

o Fina""iallin¥.age< an: ]XJlentially """" powerful , eSpecially ,ince rruu\<:l 
de."loprnt"" .ince the ...... 1 uf the crisi. in 200? lLO"" lrighhghled a JI'lIlCnsily 
foo- "!\UI'" lo OCCur un a scale and al a pace that had pt'O'fiousIy betn unirnaginod. 
).iany poticy male", incorm:t1y believed lhal the falloul frum a Lclunan 

bankruptcy "'QUid be """"'inN. since marira had been "PJlIiI'rnlly pricing in a 
signifIcanI defaull ruk well ahea.d of the .... ual evell!. 
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5 . tlro.d.r In,lilulion.al Con,ider. lions 

o.~benti""" now Ot...J l providing 1b< oddiliunal o{f",iaI funding nttded 10 foci~1m' an 
onItrly rtSlnOOluring of Grttk dot< are unden;1llndable given !he large upfronl wllay. _ 

( 60 bil~on fur bank recapi1lllizalion and CIt:di l enhan<:c~" " _ noedtd lu ''''''= nOll 
biI~"" of nominal dobl rrduction. !he large inltro'" ",inll' _ un 1bt <rder oft7· ~ bil~on 
a y""" inilially _ thal ......wd resul l from 1bt ~ bond • ..change "ilh poi,"1e ""tur 
crnli1<n. T og. 1her "i1l1. thi'large df",li .. inlOrt:S.I 'ubsidy. 1bt rtjIUfiling and 
kngllltning of maturities on the new bood! 10 JO )"Can ..oold help Illy lilt basi! fur 
",ne", ed growtb . 

c .... ,lrophic t.:uIkn!ptcy . ho .......... ,,<JUId jlIJ l at gn .. rill rtDOb of wllal ha< btcn 
achieved by Gmeec ,ince 2009. Social Slrain1 wuuld inlO"'ify as 1b< economy fttied and 
unemployrntnl surged frun an .le, aI<d k"e] alroady in • ...,.SIl of 20 p<rCCne I...iving 
,1and.anIs woold ooUap<c with OCOIK.mic octivily and 1he fw1b<r diminution of 1he Gtttl 
,we'. ability to jIU, i<lt basic """iaI SCf""o"ioce1 and ,upp..ort. Again!llbi' t.>cldrop. it 
woold btru~ """"" difficul l · · lI<Jlle", ··to build 1he politic.al cunstn!", noedtd Iu free 
1he ecororny. 1he SO"rmrntnt and 1he "",,;ety frum "'tOO inttro .... th.oI deeper cri,;' 
woold """"" firmly ."""",,11. Whalev.,. its <:COn<.mic to<nefIts. . sruupl y dojRCial<d 
'Dew"' dnoolun.o. uOOtr 1hest circumstance< .... ouId ""ure th.oI1he cost. of adju!!rntnt, now 
I\"'atly i""m1«:d, wuuld be distribukd ev.n f1IOrt u"" .. nly than at "",stne 

Europe, rDo. woold t>tke a co..si<ltfllble .!<Jl bIook .... ard', DO! ju ... becau>t of !he 
con<idenble additional flIl.""ial cost, that look likly to ""u~ frum intensified crn.tagiun 
and inadequate f=walts, Europe' , SO"trnrntnt' and it. « tt in.ututirn." 1he ECD in 
pani<ular, """,ld incur en<:nnnus f",,,,,,,;,,1 loss<' not four )"C"'" ",rno, ed from 1he larg. 
but f1IOrt limited on,,, incurred in 1b< .,ake of 1b< Lthrnan crisis. Tight<oed r,,,,al rule< 
woold jIU,' • .uU """"" C<:l<IStraining '" growtiL .mplu),ment and living standiutI.i und<r 
1he Slrain1 of 1b< additional rosoun:ts noedtd to moapi1lllil.e ~ and 1bt ECD and as a 
"" uk of !he ", .. nut flnOgo<I< .. IICu,ity """tract., Silting guvemrntnt. """,ld be hard 
!=,«:d to cunvirooc electro"" that !heir mandat .. sb:>uld be • ..tended , 

Gmeec' , dfective " jlIJlsion from 1he EU wwld rt"",""'t 1he flI"St failure uI European 
int<gratiun ,irooc 1b< founding of 1he ooal and 'tetl community in 19'i 1. This wwld have 
lasting flImifocauons , Succe"ive . xten,ion:\ of Communi ly and 1hen Uniun insti lu tion., 
accconpanied by """"",\.ive """""i"", have tran,fonned "."em Eurupe and oow ccnlnd 
Europe, OCOIK.mic.ally, po~ ucalI Y and ""'ioll y. Tho lalter was an <n<:nnOu1 challeng" 
e"'lOrn Germany .. peciall y, at far g=ll'" upfrunt cost than Eurupe now f""'" belpi"l! 
Gmeec and it' po~ ucian, manage an ~c. i"'U lutional and """iol !ntn!formatiOll 
nut aU that diffcrrnt from thal which c.ntral Eurupe and eastern Germany proved in 1he 
<"lid tbty "ttt Molt l<lloclliht. 

Similar """ ... in Grt:tc<: will tal. time, paIi.nct and no<oun:e< from _ 1he poi,'ote 
and public S<ct""" Ovrn::orning "'tbad .•• rerogniring what has been ""hie\o'ed and 
'""'taining 1b< <:ornmitmt:nt n<:t<Ied ... = that wllal ha, yet to be done get. dooe """,ld 
'""'tain 1he powerful .... mpl. £Unfit hoi .... fo< 1he rtmainder of e"'lOrn Ew..,,- and 1b< 
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"",lbom and ""'lorn rim< of !be ).1editerrane .... PtrSt,·""""", now woold kttp Eu"l>" on 
"our;e <0 assurn<: <Y"<tt of !he gttaLtr global rolt that =nain. """"""" un"t with its sill:. 
wtalth and j>:JIenli.ol. 

" 


