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I Guide to the essay

Questions posed by the
organisers of theWolfson
Prize

If Member States leave the
Economic and Monetary
Union, what is the best way
for the economic process to
be managed to provide the
soundest foundation for the
future growth and prosperity
of the current membership?

The optimum monetary
reconfiguration.

Implications for sovereign
debt, private savings, and
domestic mortgages.

Implications for international
contracts denominated in

Euros.

The effects on the stability of
the banking system.

Approaches to transition.

The institutional

implications.

Summary of treatment

The best way is a combination of approaches, preferring
wherever possible to go with the grain of existing institutions,
interests and precedent, bukecognising that emergency
conditions invoke the paradoxical precedent of going against 1
grain. We put forward a template of proposals intended to apf
to a single seceding country, on a view that these maximise
welfare for the country concerned, iteighbours and the EMU
as a whole.

For better or worse, we conclude that this falls beyond the scc
of policy-makers not to say beyond our ken. Theories of

Oi POEI Oi AOOOAT AU AOAAOS EAC(
leaving the eventual configuration of the Eurozone the outcorn
of a tussle between the willand capacity of political leaders;
and the analysisand sentimet z of capital markets. Adherence
to the proposals set forth in our essay will strengthen the hanc
of the former.

O07AAE OAAAAET ¢ 3 O0AOAméed thigwill
be one of their two policy objectives, the other being
devaluatiOn. Default is also in prospect following action by
BOO6OI T C OAAAAEI C 30A0A06 AO
private savings and domestic mortgages will be redenominatec
in the currency of a seceding State; the former will be at risk ii
the eventof bank default, to the extent they anencovered by
insurance. We propose to reduce these risks with polices of
regulatory forbeaance and monetary and fiscal easing.

If parties cannot agree, commercial contracts will be litigated
according to the presumed intentions of the parties. This is
inherently uncertairex ante Financial contracts will follow the
agreed jurisdiction, failing which local courts will apfay
monetae ie, a monetary obligation is discharged by payment i
whatever is legal tender for debts in that currency at the time
when payment falls dueEven in the seceding State, the issue
will remain problematic because the Euro will still be recognis
asa foreign currencyWe make proposals to mitigate the effect
of capital market instruments which threaten to impair good
order.

Sovereign default places the banking system at teatallyand
threatens overseas contagiofere too, we propose to reduce
these risks with polices of regulatory forbearance and moneta
and fiscal easing.

We propose to follow the longtanding twostage process
developed by the IMF. This consists of a containment followe(
by a resolution stage, with the latter negotiated in ad hocall-
hands forum giving rise to a treaty containing financial and lec
settlements, rather than the less extensive Agreed Minute
consequent upon the Paris Club process.

Our proposalenvisage relying upon existing institutions,
specifically the IMF as lead and the ECB as local facilitator.
Should the latter find itself constrained, we envisage the

Al OI AGETT 1T £ 02A0I1 1 kékolids, & Of
global capitaisurplus States. These would be incentivised by t
character of the capital market instruments we propose as we
as other economic and political concessions.

Treatment
in main
essay

Chapter
four

Chapter
two

Chapters
three and
four

Chapter
three

Chapters
three and
four

Chapters
three and
four

Chapters
three and
four

Treatment
elsewhere
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Appendices
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Appendices
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as well as
appendix §)
for details of
model runs

Appendices
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ii One thousand word non -technical summary

We may not have reached a Berlin Wall moment but, if a Eurozone member secedes;pakieys will

AA Ei POOAAT O OI Ai1OET OGA O OAI U 11 OEATOEAO T &£ O
supporting them. Neither would withstand the evidence of policy failure. We take it that there are no

magic bullets: Germany will not ride to the rescue, as much for lack of means as lack of will. Future

Eurozone membership will be the result of atussld Ox AAT 1T AAAAOOS bPi 1 EOEAAT «x

market judgment (if not sentiment).

To answer the Wolfson questions squarely, we offer serviceable proposals to manage adjustment and
minimise turmoil. We take a piecemeal approach, going with the graiessdoing so threatens systemic
risk. Our approach to economic welfare is similarly piecemeal: we decline an overarching attempt to
theorise or forecast on a continental, let alone global, scale. Rather, we put forth proposals to deal with

situations astiey might arise, together with illustrativealculations

We have analysed the legal position, the ambiguity of which presents a seceding State with the
opportunity to take a strong line in negotiations. Here also our proposals go with the grain. We dadhere
legal precedents wherever possible; we enlist the IMF as lead facilitator, making use of their long
standing expertise in the field and subscribing to their vesitablished processes; we also enlist the ECB
as local facilitator, as the body best gdigd to lead the EFSF or its successor, assemble other EU
institutions, and act as an interlocutor with members. We invoke a standstill at the moment of
redenomination to stabilise the immediate situation. We propose a treaty process as best meeting the
need for comprehensive resolution. Véeggest theuse of proven templates for exchange instruments

and introduce specific monetary, fiscal, and regulatory forbearance policies to ease adjustment.

Our proposals break new ground where they decline the Paunis @ocess, so as to cater for EU decision

making institutions. We envisage the ECB waiving claims for official creditor status, to the extent of a

haircut and willingness to accept a lower coupon for exchange instruments. Failing leadership and

adequate EOAAT AT A 111 AOAOU AAOGET ¢ AU OEA w#"h xA DOI ¢
intergovernmental groups of European and other states would function as ad hoclidamkodies,

supporting fiscal and monetary easing, facilitating microecononeiform, and if economics permit,

acting as agent to issue exchange instruments supported by defeasance or collateral. We also envisage
regulatory forbearance: from the BIS on recognising exchange instruments at par for tier 1 capital for

Basel lll requireme OON A£OT 1 OEA )1 3" 11 OEA %#"80 OOAAOI AT O
fully to reflect impairment; and from jurisdictions governing bond agreements to suppress premature

litigation threatening good order.

Our proposals contemplate arrangemento place assets from a seceding State in trust for collateralising

exchange instruments, if thirgharty underwriting or defeasement fails; to alter IMF quotas to incentivise
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the participation of global capitasurplus States; and to invoke the senioritfytreaty law to legitimate
secession and the ensuing settlements, as well as to address obstacles posed by capital market

instruments to an orderly resolution.

We do not shirk the calculations which lie at the heart of any solution, while mindful afefeets in our
own. In particular, macroeconomic modelling is imperfect, with output only as good as the assumptions
going in; and specific defects by way of the risk of roseate outcomes stemming fromigtaihg

algorithms andnattention to the bankingsector.In our essay we present:

A Estimatesfor bank contagion

A Estimates for fiscal and monetary easing, as well as for bustening for different classes of

obligors,together with facilitating microeconomic reform for weak seceding states;

A lllustrative budgets for recovery for weak seceding states and balance sheets for the recovery

institutions we proposeand

A Model runs for five economic scenarios: an example of a weak seceding State, Greean;
example of a strong seceding State, tNetherlands Wethen addresshe Eurozone as a whole,
where we consider policy continuation, EMU dissolution, and fiscal ymatably, our runs suggest

that the first of these is the worst case.

Our piecemeal solution adds up to a comprehensive answtrddVolfson Prize questions and a
pragmatic solution to secession from the Eurozone. We offer it in a spirit of contributing to a debate
between contestants for the Wolfson Prize, which we see as playing a positive part in adding to public

understanding ad the formation of professional opinion.
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iv _Abbreviations and definitions

List of abbreviations

Adam Smith Institute

Bark for International Settlementsthe international banking regulator and clearing house for central bank

Bundesbankthe German central bank.
Collectiveaction clauses

Credit default swaps

Committee of European Banking Supervisors
Capital Requirement Directive IV

European Banking Authority

European Central Bank

The European Financial Stability Facility

Economic andnonetary union

European Union

International Accounting Standards Board
International Bank for Reconstruction and Development
International financial reporting standard
International Monetary Fund

International SecurityDealers Association

National Institute for Economic and Social Research
National Institute General Equilibrium Model
Optimal Currency Area

Over the counter, ie transactions without central records.
Treaty on European Union

Treaty on the functioning of the European Union

United Nations Commission on Internatiorilade Law

List of definitions

Paris Clulfsee definition belowjlocument detailing the terms for a debt rescheduling between

creditors and the debtor. It specifies the coverage of debtvice payments (types of debt treated), the
cut-off date, the consolidation period, the proportion of payments to be rescheduleg pitovisions
regarding the down payment (if any), and the repayment schedules for rescheduled and deferred c
Creditor governments commit to incorporate these terms in the bilateral agreements negotiated wit
the debtor government that implement the Aged Minute.

A global regulatory standard on bank capital adequacy, stress testing and market liquidity risk agre
upon by the members of the Basel Committee on Banking Supervision in November 2010. The thir
the Basel Accords; developedri@sponse to the deficiencies in financial regulation revealed by the la
20003 financial crisis. Strengthens bank capital requirements and introduces new regulatory
requirements on bank liquidity and bank leverage.

Sovereign bonds (see definitidrelow) issued by Germany
The German central bank
TEA %001 DAAI
Il (see definition above)

#1171 EOOET 1 8 O b cEharpds @Adnk réguldionkimdBdsel

Supported by assts pledged as security for a loan. In the event that a borrower defaults, the collate
may be seized and realised, with the proceeds used to satisfy any remaining obligations.

The interest payment on a bond.



Default

Defeased

Endogeneity

Haircut

Joint and several

Lisbon treaty

London Club

Maastricht treaty

Name

Pact on Stability and

Growth

Paris Qub

Seigniorage

Sovereign

Sovereign bond

Spread

Tenor
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List of definitions (cont)

Non-compliance with a condition in a bond agreement, in particular missing a payment of principal
interest. If default occurs, penalties are triggerdd the case of a sovereign borrower these may extel
to the cessation of financing for landing costEstate airlines in overseas airportgssationof
international clearing for state owned banks, seizur@wérseasstate banking accounts, cancellation o
overseas credit cards and processiafi the wayup to attachment proceedings on all offshoresets
without diplomatic immunity. In addition other bonds may enter into formal default by reasof@obss
defaultbclauses@/oluntary defaulbembraces negotiation and agreement with creditors.

Supported by another asset, such as cash or a cash equivalent. Defeased securities have sufficier
or cashequivalent set aside for retirement of the debt upon maturity.

In econometrics, a parameter or variable is said to be endogenoen wiere is a correlation with the
error term. Broadly, a loop of causality between the independent and dependent variables of a mo«
leads to endogeneity.

A loss on a bond or other debt. If unagreed, it triggers default (see definition above).
Obligations such that members of a group are individually and mutually responsible for their dische

Also known as the Treaty on the Functioning of the European Union (TFEU); signed on 13 Deceml|
2007; entered into force on 1 December 2009, establishing a constitution for the European Union.

A group of commercial banks whose representatives meet periodically to negotiate the restructurin
debtsof sovereign borrowers. Also known as the Banking Advisory Committee (BAC). The London
has no permanent organisational framework comparabléttat of the Paris Club.

Also known as the Treaty on European Union or TEU; signed on 7 February 1992; entered into for
November 1993, formally declaring the European Union and paving thefavalye creation of theEuro.

Anissuer of bonds, generally though not always a bank.

An agreement between the 27 Member states of the EU, to facilitate the stability of the Economic &
Monetary Union. Based primarily on Articles 121 and 126[1] of the Toeatlie Functioning of the
European Union. Calls for fiscal monitoring by the European Commission and the Council of Minist
and sanctions against offending members. Tmplify, the fiscal criteria areraannual budget deficit no
higher than 3% of GDRhjs includes the sum of all public budgets, including municipalities, regions,
etc.); and anational debt lower than 60% of GDP or approaching that vallreere are provisions for
derogation in the event of emergencies.

An informal group ofifhancial officials, which provides financial services such as debt restructuring,
relief, and debt cancellation to indebted countries and their credit&taffed by French officials and
chaired by a senior official of the French Treasury, curreihiyDirector General of the Treasury.
Observers includéne International Monetary Fund, the World Bank, the Organisation for Economic
operation and Development and the European Commission. Negotiations are generally confined tc
single day culminatingn an(Agreed Minuté(see above).

The profit made by a government from the printing of monegJculated ashe face value of the money
minus the cost of physically making it. Seigniorage is the revenue governments derive because the
of minting coins or printing paper money is less than the market value of the money. Paper electror
fiat money generally has high seigniorage because you do not have to source physical metal to cre
while coins have lower seigniorage because it cestaething to create the coins and source the metz

A country in its capacity anassuer of bondsor the bond issues themselves

A agreement made by a country to accept cash from a lender in return for a promise to repay the
principal and pay agreed interest (coupoBpvereign bonds trade freely and vary in value according -
economic and other conditionsn particular the risk of default (see definition above).

The difference between one and another interest réfta, the purposes of this essay between Bunds
(see definition above) and other sovereigns (see definition above).

The period of time outstanding on a bond.
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1 Introduction

Thereareexcellent precederdfor a rize onthis topic. InNovemberl1988, aseriesof American bankers
wentto seeNick Brady Presiden? A A C dedetlappointed Secretary of the Treasury. They told him

that their banks would be unable to withstand the Mexican default which they saw as a few weeks away.
The Treasunrasked thenfor proposals. The bankers set théap corporate finance teams to work, their

best ideasvereused by Mexico in its negotiations with its creditpifse US banking system surviveahd

Brady Bonds entered theocabulary ofinance.

No-one wans the turmoil of &Eurocollapse. But at this point it is no longer unthinkable without,
however, having become inevitable. It occupies that middle ground where a prudent pob&gr must
cater for possibilities. This is theigpin which we have writte this essayto win an economic prize
whosequestiors strayfrom the narrowly economic.

We confine discussion of the rights and wrongshaf Europroject to technical mattersOur approach is
based on precedents, data amdir take orthe institutions; aming off economic theory. To answer the
Wolfson questioswe engage with managingdjustment and minimizing turmoilWetake a piecemeal
approach,seeking togo with the grainof interests and institutions; we innovate as little as possible and
only wherenecessary to avoidystemic risk.

Our approach to economic welfare is simifgpiecemeal: we decline an overarching attemptth®orise
or calculate on alobal or even continentadcale Instead weput up a template of proposals to deal with
situationsas they might arise, together with calculations of economic scenarios which we present to
illustrate policy points.

This attests to the seriousness with which we talike underlying issueln particular, we are mindful of

the irony that arrangements intend&to make for good order in Europe have inadvertently become its
impediment So toothe cautionary tales occurring to anyone with a familiarity with XXth century history
an inexorable process of treatigsawingEurope intoWWlanda cascade afubsequentisasters first

the botched settlement of Versailleand thenthe thirties when panic made for disastrous policy
responsesTo take a more moderillustration, wemay be approachingnother @erlin Walbmoment,
where muchhallowednotionsaredemolished by eventsnlany event, European poliapakers would be
imprudent to relyfurther on theories of@ptimal currency areasor the econometrics supporting them.
Neither can outweigh the evidence of policy failubesthe tide of crisis recedes he extent of the

Eurozonewill fall out of theshoreline scrad AOx AAT 1T AAAAOOE DI T EOEAAT xEI I
judgment (if not sentiment).

Our appendices point out that currency redenomination nexd be a nightmare. They show ample
precedentsfor orderly conduct in the 327 financial crises recorded by the IMF since 1970. They also point
to lessons to be learnt from other monetary unigmsth Europe a hotbed of experiment from the
beginning of the nineteenth century. There is an unbroken patmfthe success of therussianled
Zollveein, to the failures of the Latin and Scandinavian Unimnthe piecemeal unionafter the end of

WW]1, to the advent of the Euro. Thus, Belgium has been part of a monetary union for most of its history
since itsfoundation in 1830; the very existence of Germany stems fron¥itleveein, a monetary union
prosecuted over three generations by faighted and ambitious politicianghe French have their own

long involvement in monetary unions, with their ambitions not so much natioilding as defending

their interests in the face of perceived threats and eventually foundering on technical failings. More
recently, however, the Frenatanset earlier frustrations against a justifiesgtisfaction in presiding over

two long-standing monetary unions in Africa.
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We are mindful that thdzuroaddresses an economic purpose and takes a legal form but is essentially a

political project. Itisi®AT AAA O OAOOA OEA AiI AEOGEITO T £ OEA %538
institutions in forging such amicable relations between its members that differences are settled
DAAAAAATI U8 4EAOA EECE EAAAI O AOA nddkefrodamedoy ET OEA
treaties, not least to cement their standing. In reality, human frailty bears upon the ideal, with accounts

Ol AbPOT OAA AU OEA %5860 AOAEOI OO0 bmowlateHgnOReAT UAAOO
outset and the treaty proess itself thwarting urgency. Even so, proposals as disruptigeesssiorirom

OEA %560 AOOOAT AU OEI OI A PAU OAOPAAO O1 OEA 11AEI
This is not merely to honour European sensibilities, but als@teesthe practical purposes of economic

continuity and cultivating the reputation of the EU and its members.

Compliance with legalities complicates attempts to reconfigure Egro. As noted, the currency is
established by treaties. These give rise to aaaale of obligations under international and national law,
leading in turn to governing judicial opinions, contracts and (where applicable) common law. Any
alteration is protracted and uncertain.

So little does anyongvant the turmoil ofsecession from theurrencythat European officials are unwilling

to contemplate the topic at least officially As a consequencesgcessiomwill be initiated unwillingly by

one of its members. If so, it wile obligedto act promptly, to minimise turmoil in the financiedarkets

and on the streets. This makes a tgtep process expedient: containment by way of initial arrangements

for the period following redenominatiorfpllowed byeventual resolution of obligations as they were

created, by treaty between interested p&tA 08 4EEO EO OEA 111U OAAI EOOEA
central requirement and lies at the heart of our approach to the-gubstion regardingpproaches to

transitiond. Our essay explores thi@ptimum monetary configuratiodand then turns to thee underlying
secession scenarios.

Baseline scenario: deficit country secedes

The states modelled for secession &ecece as a surrogate for the case of a wesdeding Statethe
Netherlands as a surrogate for a stroseceding Stateas well agjeneraldissolution* We fully accept
that both the countriesmodelledpresent singular characteristics, but we take the view that examining
these enables us to draw powerful general conclusions.

Our proposals are set out in the balance of this essay, goingthdtigrain by adhering to legal precedents
wherever possible. So too by enlisting the IMF as lead facilitator, making use of theistanding

expertise in the field and adhering to their weltablished processes; and the ECB as local facilitator, as
the body best qualified to lead the ESFS, assemble other EU institutions and act as an interlocutor with
members. We propose to invoke a standstill at the moment of redenomination to stabilise the immediate
situation; and a treaty process as best meeting tieed for comprehensive resolution. We propose to
make use of proven templates for exchange instruments; and introduce specific monetary, fiscal and
regulatory forbearaiwe policies to ease adjustment.

Our proposals break new ground where they decline thed”Club process, so asgo with the grain of
EU decisionmaking as to institutions. So too where they envisage the ECB waiving claims for official
creditor status, to the extent of a haircut and accepting a lower coupros more prolonged tendior
exchange instruments; the assembly of ad hoc intergovernmental groups of Eurcerentherstates to

1  The authors acknowledge with thanks the support of the NIESR in making availabléNit&M progranfor calculating the
macroeconomic scenarios we discuss. In doing so, we should make it clear that our assumptions and conclusions are owsetwnt We
our scenarios in full in Appendix (g) on pagefo4

-10-
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introduce fiscal easing and subscribe for monetary easasmwell as tanderwrite exchange instruments
with defeasance instruments if economics permite\&@lso break ground in envisaging regulatory
forbearancefrom jurisdictionsgoverningbond contractgo avoid turmoil during the period before final
settlement; from theBISby recognising exchange instruments at par for tier 1 capital for Baseahdl
fromthe IASB orthe ECE téatment of delinquent assets where haircuts fail fully to reflect impairment.
If necessary, our proposals contemplate arrangements to place assets fesreaing Staten trust for
collateralising exchange instruments if thipharty underwriting is unavailable; to alter IMF quotas to
incentivise the participation of glob@apitalsurplus Stats; and to invoke the seniority of treaty law to
address obstacles posed by capital market instruments to an orderly resolution.

We see lhe economic issues arising as embracing sovereign delinquency and default and local and
secondorder dislocation in banking and insurance industri@slefault would introduce risk factor into
all Eurosovereigns, removing thguarantee of nominal repaysnt. The risk premium arising wouttiffer
between states but impésa higher cost of funding for government and private sectors kadling to
lower capital formation and growthWe see the legal issues arising as legacy commercial and financial
contracts, the treatment ofpari passuCACs and CDS contrac¥e see the institutional issues arising as
enlisting the ECB as a lead interlocutor and facilitator and prevailing upon its subscribers to accept
haircuts’and recognise collateral as qualifying faromomic concessiondailing this incentivisingapitak
surplus State to convene as ad hoc intergovernmental groups to offer collateralisatiather support
We see the principal reputational issues as arising in creditor communities, as well as BEoropgan
decisionrmakers and opinion formers.

Surplus country secedes

Wehave modelledhe Netherlands for secessio@ur proposals are as for the secession of a deficit
country,to the extent that secession triggers dislocation in capital deficit membéfs.envisage the

economic issues as the decline in export sales withirEiezoneand possible default on receipts; plus
secondorder dislocation in the banking andsurancesectors. The legal issues are as for legacy

commercial and financial contractas well as secondrder effects on deficit countries. The institutional
issues are the requirements bearing upon surplus states and official lenders as the baseline scenario; plus
unwinding legacy relationships with ECB and other European central banksed/the reputational

issues as akin to those if a deficit country secedes, though possibly more inflamed as giving rise to
suspicion ofbeggar my neighboupolicies among remaining members and neighbours in general.

General dissolution

We havealsomodelled secessioim the Eurozoneas a wholeThis indicates that the worst case of the
Eurozone is carrying on with current polic€aur proposals are as for the secession of a deficit coutury,

the extent that there is dislocation in capital deficit mesns.We envisage economic issues embracing
sovereign delinquency in selected states, the decline in export sales of capital surplus countries within the
Eurozoneand possible default on receipts; plus secamder dislocation in the banking and insouciance
sectors. We see the institutional issues as reform bearing upon surplus states and official lenders as the
baseline scenario; unwinding legacy relationships with European central banks as above; and the
allocation of legacy ECB assets and liabilities. d&fe the reputational issues as bearing upon relations

2 The regulatory position is less thatearcut. The Basel Committee has discretion to alter Basel Ill, which the EU enforces through Capital
Requirements Directive No. 4 (CRD4) which is legislated through the Directive process. Treatment of delinquent assétiésisegksta
through the IASB buthese rules are implemented through EU Directives so to some extent are under EU céatral fuller treatment of
this issue see note 12, page 25.

3 This also embraces thBundesbankvhich has joined with the ECB in liquidity support. This issue ptesemajor challenge, as on some
constructions the ECB would be bankrupt if it marked its sovereign holdings to market. Its position is presabetbly to the extent that
it picked up paper below par in the secondary market. See Panel 4-ppd#e Instutional dilemma at the heart of the Euro
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with creditor communities, former members of tHeurozoneand neighbours in general; and European
decisionmakers, opinioAformers and populace

Throughout, we do not address micgconomic institutionsin other words we decline the mischief of
speculating about which banks might be at risk.
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2 The optimum monetary configuration

We are agnostic about th&ptimum monetary configuratiod. The balance of thichapteris intended to

demonstrate that wehavenot reachedthis position lightly.The chaptettakes its title from the first Wolfson sub

topic, which invokes théheory of the@ptimal currency ared(OCA). Weprovidea brief history of theEurg, a

review of the operation of the EMU; an exploration atforsbearing upn theEurcd O AOOOAT & AT 1T AEOET 1
consideration of lases for a reconfigureBura Our review of the theoretical bases of OCA and a discussion of the
application of OCA theory to the Economic and Monetary UnieNU) is in Appendix).

Brief history of the currency

On 7 February 1992, members of the European Union signed the ToadEuropean Union (TEU) Btaastricht
Thisestablished theEura. No provisions exist for a member scede On 31 December 1998, conversion rates were
set and tke Eurowas launched as a unit of account with dBeroequalling $1.174Based on the prevailing exchange
rates. On 2 January 2002, the currency became the sole legal tender feleiten foundingnembers and the
European Central BanfECB)ecame the moetary authority. Seven further members haveincejoined.

Chart 2Selected countries, productivity since launch oEuro

Chart 1Euroexchange rate since launch$ (indexed annually to Germany = 100)
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Chart 3Selected sovereign issuers,
10 yr sovereignspreads over Bunds
last 12 months %
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Chart 1 shows thathe Euroremains 11% above its launch parityith a low of $0.8252 on 26 October 2000 and a
high of$1.89 on 15 JulR008 It was expected that the currency would promote economic convergence, but this
has not occurredinstead Chart 2shows thatproductivity disparities have opened up since launch, now reaching
70%. This has led to fiscal imbalances in the southern tibteshber States, with Chart 3 showing the example of
Greecewhose bonds have collapsed in the last yeayitdd a premium of some46 to Bunds.This threatens social

OOAAEI EOU ETI OEA %OOI UT 1 A0 AAEEAEO Al 61 OOEAO O1 AAO AOD
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To quote from Appendi(e), our reviewshows that Europe has been a hotbed of experiment in monetary union
sincethe beginning of the nineteeth century. Twohundred yearof momentum are notightly to be disregarded,
though we conclude by recognising how the histoffitteeir own participation in monetary unions has give
Europeans in particular the two principal protagonistsvery different views of the topic and its part in their own
history.

To take a small example, Belgium has been part of a monetary union for @fi@s history since its foundation in
1830. In 1867, the country entered the Latin Monetary Union. When that collapsed it entered into union with its
neighbour, Luxembourgwhichfrom 1842wasa member of theZollvereinthe Germanmmonetaryunion until its
collapse at the end of WW1. Tharrency uniorbetween the twosurvived until the advent of the Euro in 2002

Theexistenceof Germanystems from thezZollverein a monetary unioruilt upby farsighted and ambitious
politiciansover three generationafter 1814 fromanoriginal customs unionTheZollvereinwas erected gradually
and on firm economic and political underpinnings. The architects of the system deliberately confined its
geographical extent and when the project reached culmination, they mh@endependence of the central bank a
central feature of the system.

The French have their own long involvement in monetary unions. Their ambitions were not so much-inailiding
as defending their interests in the face of a perceived threat from thes§larled Zollvereinas well ato respond to
the first round of globalisationThe Latin Monetary Union foundered on technical failings and political shocks.
Recently, however, the French can take satisfaction in presiding over two-$tgugding and socessful monetary
unions in Africa.

This history explains the need fareologieswhich might unify these divergent experiences and attitudies.
appendix €), we explorghe bases of the theory whidhas come to serve this purpose. We now turn to what has
actually happened with the EMU.

The operation of the EMU

Parity

The first signal of the operation of the EMU comes from its parity against other curreri@ie81 December 1998,
conversion rates werset and theEurowas launched as a unit of account with dieroequalling $1.1743n 2
January 2002t became the sole legal tender for fisundingmembers and the European Central Bank became the
Eurozon®d O 1 1 1 A O A (Charsi nd & sShanihdtbledEuro is trading just above its twelve month low 16
Januaryof 1.2669 dollars and 97.25 yen. This was 15 percent below its twelve month high for the dollar and 21
percent below its twelve month high for the yen. The long term position against érerginforces this, withite

Euro24% below its launch paritgnd42% below its 2008 high.

Chart 4Euroexchange rate,last twelve months, $ Chart 5Euroexchangerate, last twelve months, Yen

1.26 5%

Feb 2011 Apr2011 Jun 2011 Aug 2011 Oct 2011 Dec 2011

SourceECB SourceECB

Feb 2011 Apr 2011 Jun 2011 Aug 2011 Oct 2011 Dec 2011

We see thathe currency has faileits first test, the turmoil of the 2008 banking crisis and its afteffects. We see
further evidence of this from the convergence statistics published by the ECB.

Convergence

The ECB publishes several indirect measures of convergence, by way of imggeedivergence in various markets.
Chart6illustrates that after general levels of convergence up to 2007, the onset of the banking crisis took the
standard deviation of returns on overnight deposits to levels of 1600 bps which they have approacheditei,
including at present.
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Chart6 Crosscountry standard deviation of the average lending rates among
Eurozonecountries, April 2002 to August 2011, monthly, basis points x 100
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This is reinforced by Chartwhich shows the beta cefficient between selectedurozonessuers. This has opened
up appreciably in the case of the southern tier of issuers. Gieceshowing a minimum beta coefficient of minus
1.9, Ireland minus 0.4, Italy minus 0.28, Portugal msi®.1 and Spain minus 0.27.

Chart 7Bond marketsz selected Eurozonelssuers:beta coefficients,
January 2000 to October 2011, monthly, basis points x100
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The effect of this upon commeial activity is illustrated by leart 8, showing that the dispersion of CDS premia has
opened up not only in sovereign issues (a maximum of 2280 bps on 7 October 2011, the most recent data published)
but in telecoms (852 bps On 20 September 2011) and commercial banks (774bps on 3 October 2011).

Chart 8 Eurozonebonds, selected sectors, dispersion in the fixear CDS premia
September 2005 to October 2011, daily, basis points

2500

2000 '

1500

1000

500

o
0 e ,.c—,.-‘&-"‘ > i .
Sep05 Sep 06 Sep07 Sep08 Sep09 Sep10 Sep11
—5overaign  =——Telecommunication Commercial banks
Note
a.6-month average of weekly data taken at the end of afeak time interval.

SourceECB

The most straightforward illustration of the failing of convergence is provided by the spread of bonds over bunds,
whereChart 9 shows thatGreekten-year bonds currently trade at a premium of 3277bps to the equivalent
Bundesbankssue.

Chart 9 Ten yearsovereign bonds,
Spread of Greece over Germany, last 12 months, %
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From these indirect measures of the failures of convergence we turn to the underlying issue. Epudsisies

direct measures of convergence by way of labour productivity. In Chart 10, these figures present only part of the

story, in that they are defined aalbour productivity per person employedather than per hour worked or total

factor productivity. Nonetheless they provide a rough and ready account of the underlying problems faced by
OAOGAOAT AATTTIEAO ET OEA %OOT UITTABO OI OOEAOT OEAOR xEO
since 2000 and Portugal by nine percent. Thehaxrl U AAT EET C 1T AOOGOA 1 £ ) OAl AT A0 A
POl AOAOEOEOU AAEI ¢ EOOO OEOAA PAOAAT O AAlIT x EOO bPi OEOE
illustrated by its two percent improvement in relative prodivity.
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Chart 10 Selected Eurozonecountries, productivity, yearly,

rebased to 2000 = 1.00
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Factors bearing upon theEurod O A OGddtidd O

Panellis based on criteria s@ut in Panel7in appendix (cwhich setsout the attributes of a monetary uniarit
shows theobserved performance of thEuroover the ten years of its operation as legal tender.

Panel 1 Attributes of the Euro

Variable

Observation

Labour mobility

Problematic; more mobilitfrom outside the zone.

Wage and price flexibility

Problematic: if anything, some low productivity members have gone on
wage sprees, particularly in the public sector

Openness

Satisfactory.

Diversification of production/exports

Problematic. If anything this has gone too far, with German manufacturirj
swamping out local supply.

Size of economy

Satisfactory

Inflation differential

Problematic, agivage and price flexibiliyabove.

Capital mobility

Problematic:direct investment from high productivity areas has gone to ti
far east, rather than th&urozond O O7 OOEAOT OEAO

International risk sharing

Problematic, given the equivocal stance of the ECB.

Usefulness of money

Satisfactory.

10.

Effectiveness of monetary policy

Problematic. The ECB has staked all on nominal credibility, to the extent

11.

Credibility of monetary authorities

threatening the paradox of presiding with utmost orthodoxy over a
collapsing system.

12.

Endogeneity

00T Al Al AGEAS 606016 10606 OEAO i

bust.

) O

13.

Specialisation

Problematic. Possibly gone too far @acreased diversificatiobabove.

14.

Similarity of shocks

15.

Monetary shocks

Problematic. As it turns out, the 206¥ banking crisis has combined intern|
and external, monetary and fiscal shocks which threaten to undermine t

16.

Real shocks

''''''''' AT A OAET &I OAA

17.

External nominal shocks

exchange rate adjustment.

18.

Effectiveness of exchange rate
adjustments

Problematic. See above.

19.

Labour market institutions

Problematic: failings in this area have turned out to be highly pertinent.

20.

Business cyclsynchronisation

Mistaken. The expectation that synchronisation would obviate the need f
exchange rate adjustments is unmet, due to productivity differentials.

21.

Dominant trading partner

Not applicable
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Of the twenty-one criteria, three turn out satisfactory, two inapplicable or misconstrued with the balance of sixteen
problematic. The central issués, asNobel prizewinning Robert Mundesaid in 1999that the currencyQs not

backed by a central stafe' Eurozonemembers have made no commitment to the political arrangements which
would fund and legitimate the fiscal transfers necessary given the labour and price immobility which has become
apparent in theEurozone We now explorenatters bearing upon th configuration of the currency.

Bases for a reconfiguredeuro

We start by asking if thdifficulties ofthe Euroshould be seen asfailing of implementaton in the face of
unexpected shock; or rather as @dbling blow tathe underlying notiors of OCAPanel Iconveys that even by the
standards of the most orthodox practitioners of OCA theory, thero isproblematic.Cautious notes were soundel
but the political dynamic was unstoppabl€his has given rise to the need to correct overentha@maccounts of
the benefits of theEurg® though enthusiasts have not been slow to ripostehis is an intensely political debate,
with strong views advocatednddataat times contested

Thistempts us to joifMundel in his remarkited above on the tpic to the effect that@here is not to my knowledge
any answer to this question in the economics literatd@Ehis is not to overlook failings of implementation, indeed of
fundamental construction, but does suggest that the currency has been identifiéuherfect by the very theory
invoked in its formation.

We set outin Chart11the synthetic exchange rates calculated by tGenterfor Financial Stabilitypf New Y orkfor
legacy currencies of selectéglirozonemembers.

Chart 11 Selected Eurozonemembers- synthetic exchange rates, monthly,
rebased to January 2000 = 1.00, inverted
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Source:Center for Financial Stability, New York

We are unable to form strong conclusions from these figures as the CmtEinancial Stability does not publicise
the bases of its calculationtVe can statehat they are consistent with the trends we would expect from the
discussion above, with overvalued currencies shown by Italy (2%), Spain (10%), Portugah(tiiSt¥ece (12%).

We turn to connectednesgiaugal through trade flows and bank exposurégablelsets out trade flows for selected

Eurozonemembers. Ireland and Portugal remain dominated by legacy trade partners: the US and the UK in the case

of the former, and Spain in the case of the latter. Germany is the top destination for three out of the five countries in
the panel but is the top expter to only two.

Mundell, The Euro and the Stability of the International Monetary Sysemference PaperLuxembourg, 34 December 1998.

5  See for exampl&oodhart, The Political Economy of Monetary UniarKenen, ed.Understanding Interdependence: The Macroeconomics of
the Open Econompp. 45&505.Princeton: Princeton University Presk995.

Bun and Klaasseif,he Euro effect on trade is not as large as commonly thairgiatof Amsterdam, 21 February 2006.
Flam andNordstrom, Euro effects on the extensive and intensive marginads CESifo, December 2006
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Table 1 SelectedEurozonemembers, trade flows, 2010

Country Top source of imports | Top destination of exports | Euro proportion of
Country Proportion Country Proportion| Imports  Exports
Greece Germany 10.9% Germany 10.6% 34.2% 35.29
Ireland us 22.1% UK 37.7%  23.2% 13.29
Italy Germany 13.29 Germany 16.29 30.8% 34.6%
Portugal Spain 28.6% Spain 33.19 53.6% 65.19
Spain France 18.79 Germany 12.6% 47.5% 36.8%
Average 37.9% 37.0%

Source:CIA Factbook as at 11 January 2012
TheEurozoneEO O1T AAO A NOAOOAO 1 £ ) OAGrekHirddé, Quggosiing it it Wak doneA OT OT A
little to effect their integration in tradeables and that their secession would have little effadrade with fellow EU
members very much as stated in a recent paper for the LSE.

For countries in thé&urozone the efect [of large increases in the volume iofternational tradq appears
more elusive: In particulawe could not find statistically significant effects on trade among EZ members
following the introduction of theEura®

Table2 shows that at the end of JurzD11, France held over fifty percent®feekdebts held byEurozonecreditors
and a shade under half of Italian debts. By comparigantier- one capital of the top four French banks at the end of
YyoXxeo xASG QxaxAl s

Table 2 SelectedEurozonemembers, bank exposures
proportion of Eurozone balances, end June 2011

Debtor Creditor

France Germany Greece lIreland Italy Portugal  Spain
France 249% 0.2% 16% 57% 0.0% 3.79
Germany 22.2% 0.2% 49% 21.9% 0.3% 4.8%
Greece 52.1% 20.0% 0.0% 35% 9.4% 0.0%
Ireland 89% 309% 0.0% 0.0% 1.6% 2.6%
Italy 499% 194% 0.1% 1.4% 0.4% 4.8%
Portugal 13.6% 189% 0.0% 0.0% 2.1% 46.79
Spain 26.8% 315% 0.0% 0.0% 53% 4.7%

Source:BIS

We now turn to the political dimension, focussing on the electoral timetable and the prospect of turbulRacel2
showsthat political turmoil could break out at any time in Italy @reece Failing this, however, there is a twelve
month window of relative political stability attaching to the two principal decisimaking states between the
French elections in May this yeand the next electoral & in Germany.

Panel2 Political timetable

State
Issue
France Germany Greece Italy Spain
NEG Parliament%ry:
2 Aprik 1 September April 201
general 6 May 2012 27 October 2013 February 2015 Presidential May 2015
election
May 2013
6 May 2012 ) )
Next Y : Leadership Leadership
Schleswig Holstein
electoral As above unelected, so unelected, so As above
test 20 January 2013 | ;rmoil possible turmoil possible
Lower Saxony
Government 60% of seats; 38% of seats; 53% of seats; 54% of seats; 53% of seats;
balance’ 50% of vote$ 33 % of voteb 44 % of vote$ 47 % of vote's 45 % of votes
Notes

a. Could berecipitated by turmoil following recent installation of unelected technocratic premier

b. Most recent election for legislative chami¢h taxing power

c. Both figures after second round of voting

d. Party list

e. Both figures refer to the former government pargoR; the current premiéycasPapademos, has no party affiliation,
winning a vote of confidence from 75% of ldveerse parliamentarians on 16 November 2011

f. Both figures refer to the coalition supporting the former Berlusconi administration; titepceimer, Mario Monti, has no
party affiliation, winning a vote of confidence from 79% of lbaese parliamentarians on 16 December 2011

Source:Authors

8  Santos Silva and Tenrey@urrency Unions in Prospect and Retrosh&g, June 2011.
9  Extracted from the results of the 2011 EBA-®lde stress test
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Finally we should take account of the capital markets which concern themselves with the ratio of debt and deficit to
GDP. Chartd2and13set out the familiar picture as at the end 2010, withGreeceand Italy sending up danger
signals. (Deficits ardepictedat ten times the scale of delfbr ease ofllustration.)

Chart 12 Selected Eurozonemembers, fiscal debt and deficit as Chart13SelectedEurozonei AT AAOOh AAAO AT A

poOi P81 T &£ '$0h O1 OOAA AU GDP, sorted by debt, %, 2002010 average
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SourceEurostat SourceEurostat

Chart14puts absolute numbers to these proportions, reminding us thaO A ARRA® AECOOA T £ QQQQAIT
extraordinary for such a tiny economy; worse still, it is an understatement given the uncertainty of figures coming

AOT I OEA AOOEI OEOEAO ET WoxXxd8 4EA 111U Al-lepitirgéf 11 OEEO
obligations will be balancedto some extent atleastAU OA @D A U A O O GepddtidgoOobitpuE i ar®1 AA O

event, if theEurozoneseeks to place a firewall aroundzaeeksecession something particularly important to
France- it threatens to exnausO A 0T OOAAO &£ O T OEAO pOODPT OAOG8 - AAT xEEIT Ah
recognised as a more or less constant proportion of GDP over the last ten gedaanting challenge, should a

rescue become necessary

Chart 14 Selected Eurozonemembers, GDP andiscal deficit,
01 OOAA AU AAAOHh QAT h WoXxo
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Conclusion

The lack of politicand economic underpinningsessentially institutions and culturehave amplifedthe
unintendedadversties of monetary union. It would be extravagant to dismiss OCAnasely half a century of

intellectual mischief; or to suggest that it has been as much demolished by the &isie as was dialectical

materialism by the fall of the Berlin WaBut given thatthe theory was taken up by enthusiasts for European Union

for their own reasonsit would be foolish to disregard itsulmination. Certainlyits application has had a baleful

effect upon its intended beneficiaries. This leaves advocates reliant on nakéatal will, admittedly still in plentiful

supply. For all Mundell's circumspection in 1999, given what has happened sirecare puzzled at the timing diis

invitation atthe ChinaG20 summit in Nanjing in Mar@011El O OEA 9 OATDolldd 6 Eil 1EIT A BA WO O
hegemony.lOOr perhaps he was just being provocative.

10 Mundell,International Monetary Reforn2011, Presentation to Chin&20 Summit Nanjing, 31 March 2011.
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In any event, thézurozonefinds itself prostrate in the face of its first crisis. Every indicator points to the weakness of
the southern tier though there can be no definitive calculatiohwshat might have happened tthe fundamentals
adding tothe evidence oPanel 1 Neither Ireland noGreeces profoundly connected to thEurozoneby trade

flows, though the latter is by bank exposurgsrticularly to Francewhich is even more exposed to Italy.

This takes us to the market, which looks at fiscal imbalances pointing unequivocallytd A sededsion and
threatening the position of Italy. We take the view that the position of both will be politically deterthipessibly
by a crisis which couldccurat any time.

Secession of any single country threatens to remove inhibitions from ottWescould envisage a change of
government in Portugal or Ireland repudiating obligations assumed by its recent predeceBsorxample an Irish
government could court the risk of crostefault clauses by pleadinfgrce majeur@ withdrawing the sovereign
guarantee from the obligations of nationalised banksis would be particularly hurtful to the ECB which is
understaod to hold most of these bonds. On the other hand the secession of marginal states could leave core
members of the Eurozone in a better position to maintain the currency union.

The trigger could be the obligation of the Greeks to rede@nX | 8o¥barids or20 March. If that hurdle is passed
successfully,i the twelve months afte May this yeaFrance and Germany have a window to commit resources to
contain the problem with a firewall around at ledSteece If not, general dissolution comes onto the agenda, not
for reasons susceptible to economic analysis of the future but in recognition of the insuperable character of the

Eurozond O x AAET AOOAOh DAOOEAODI AOI U CE @vkhowAutn th®measukd fori 1 AAOE

addressing such circumstances.
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3 Containment

Introduction

As we are agnostic about the optimum monetary configurationET 6 O ET  Awelare sifigedt®appraach
secession piecemeal.yBlefinition this embraces redenomination, readily implemented with a new currency, or

more plausibly- given the emergency character of the exercisebank holiday followed by temporary currency

based orstampedcoins andrankednotes followed bythe new currencyssue. We devote no more space to this.

The policy issues go to treeceding Stted O A1 OAEAT A OAOOAQAT AT O T &£ OEA A1 x0
devaluation and default, together witthe testing subsidiary questiomf future relations between aeceding State

and the EU. Devaluation gives rise to transactional issues, genefadlyegal nature. Defaullsogives rise to
legalities,embodying an eventual political aretonomicsettlement. Relations with the EU are deeply bound up in

both topics and are addressed as they arise.

The IMFframework

In principe, the procedures tde followed bya secedingzurozonemember should be too straightforward a matter

to justify thespacewe devote to it in this essajn the case of a weaeceding Statea redenomination trigges
devaluation and default, disagreeable circumstances butifeanto the international financial communitylhis is
illustrated by Appendix (c), which sets out thF5 I8t of 124 banking crises, 208 currency crises, 63 sovereign debt
crises and 34 combination crises between 1970 and;208¥ appendix (e), whigbrovides detail of 115 bank crises
over the same period’

To set a framework, the IMF approaches defaults agprepose toin this essay- as a staged process embracing

A A containment phase, embracing any or all of a deposit freeze, a bank holidagrdkision of blanket
guaranteesand liquidity support or emergency lendinghatis the topic of this chapter.

A Aresolution phase embracing any or all of regulatory forbearat'ﬁdmgescale government intervention
by way of closing banks, nationalisatisnmergers, foreign sales, capital injections, assumption of liabilities
and deposit insurance; and macroeconomic polic}%\z\le explore this in detail ithe chapterfollowing.

11 Laeven and Valenci&ystemic Banking CriseA New DatabasdMF, November 2008

12 Regulatory forbearance must engage with the Byzantine regime of accounting standards for EuropeanBldrdacounting standards take
place under Regulation 1126/2008, under which the EU adopts international accounting standards. Each InternationalcStamtard
(IAS) and International Financial Reporting Standard (IFRS) as well as related interpretations &fdR8Cs) are adopted by the EU in the
form of regulations.
4EA %580 #ADPEOAI 2dRDOSGMbbdies BasehlE haterdligndl fandail fof banking capital published by the
Bank for International Settlements (BIS). Thesggply where accounting treatment is deemed inapplicable for (eg) computing regulatory
capital. Thus, IAS1 states that contributed equity and researesdisaggregated into various classes, such as-pa@pital, share premium
and reserves. Basel lll and CRD IV define tier one, tier two capital etc.

Indeterminacies occyrfor settlement by negotiationThus, IFRS states that firms should revaluarthabilities, including own debt issued,
whereas Basel lll proposes that upward revaluations will not count towards regulatory capital, though devaluationshelirstiided This
remains unresolved.

Regulatory érbearance may occur at any of seaklevels, that is the accounting standard, the Basel lll regulation, or the EU or national

application. If the latter, it may take the form of a suspension or revocation of a particular IAS. This happened redentl{A% 39
regarding fair value (marlotmarket) was suspended for two years as it still is for hedge accounting. Pertinent regulations include

International Accounting Standard International Financial Reporting Standard
IAS 8 Accounting policies, changes in accounting estimates ar IFRS 4 Insurancecontracts

errors IFRS 7 Financial instrumentsdisclosures
IAS 20Accounting for government grants andstilosure of IFRS 8 Operating segments

government assistance Related interpretations

IAS 21The effects of changes in foreign exchange rates
IAS 23Borrowing costs

IAS 24Related party disclosures

IAS 28Investments in associates

IFRIC 9 Reassessment of embedded derivatives
IFRIC 10nterim financial reporting and impairment
IFRIC 11(relFRS 2Group and treasury shateansactions

IAS 29Financial reporting in hyperinflationary economies SIG7  Introduction of the Ero

IAS 3linterests injoint ventures SIG10 Government assistanceo specific relation to operating
IAS 36lmpairment of assets activities

IAS 37Provisions, contingent liabilities and contingent assets SIG12 Consolidation special purpose entities

IAS 38Intangible assets SIG21 Income taxesrecovery of revalued nodepreciable

IAS 39Financial instruments: recognition and measurement assets

13 Laeven and Valenciap cit
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Table3shows IMF figures which serve as benchmarks for the scenarios and corrective policies we entertain.

Table 3 Descriptive statistics of policies during selected banking crisis episodés

Mean SD
Monetary policy: change in reserve money over three yéars 1.681 4.562
Average fiscal balance over three years (share of GBP -0.036 0.030
Fiscal cost (gross share of GPR) 0.157 0.150
Fiscal cost (net share of GDP after recoveries after five y&ajs 0.130 0.048
Output loss over three yeafshare of GDP%) 0.201 0.260
Source:IMF

What is more, observers agréieat it is essential to go with the grain of institutions, interest and precedents
wherever possiblé®So whydevote muchattention to such a welworked out processWe do so becausgecession
from the Europresents unwelcomand novelcomplications whichfully engage with the questions posed by the

promoters of the Wolfson Prize.

They include politics, the role of the ECB, the scale of the issues arising, the untgedilegal perimeters and the
effect of novel capital market instruments. Unless we get these matters right, we will fail to have pro@ased
AATTTI EA POT ARAOOB8OI DOT OEAA OEA O1 01 AAROGO &I O1 AAGET 1
membershipd. Our approach to economic welfare falls out of our piecemeal approach. We decline overarching
theory or econometric analysis, preferring to address problems on their merits, using the most serviceable tools

available, with a view to making the best things as they arise.

Complicationsin the containment process

The) - &igue@s applyto the generally local and almost always negstemic crissaddressed by th&undsince

1970.This is to overlookhe complications distinguishingecessiorirom the Eurg, to which we now turn

Politics

EMU is the banner policy of the EU, with elected and appointed officials wholly committed &b iéastpublicly.
Theywill find themselves hesitant to reverse policies to which they have given their careergyértesalisation
conceals divergences of outlook within the institutions of the. BEble ECB, the agency of implementation, remains
officially committed to the projectbut itsBundesbanited senior management have not forgotten that they were

bounced into wiat they saw as a premature timetabl&.

National governments also have distinct points of view. This is not merely the inevitable divergence of view between
capitalproviders and consumers, but also embraces the longstanding difference between proponeatgsision

making in EU forums, largglthe smaller or weaker memberand those preferring intergovernmental leadership

This takes u$o the intensified if perennial tension between the political ambitions of France and Germany, forever
the patient paymater of the EU and th&urozonein expiation of seventy years of catastrophic engagement with its

neighbours prior to 1945.

Finally, the Eurowas established by treaty #i no provision for secessiofhis intensifies the reputational risk of

break-up.

We concentrate on economic matters, but we should not overlook that devaluation and default may give rise to
social dislocation ithe secedingcountry. Should this occur, we envisage thasues of solidarity may come to the

fore, to some extent eclipsing thié-feeling of secession.

14 Extracted fromibidTable 6

15 In particular see RieffelRestructuring sovereign debt: the case for ad hoc magHimeokings Institute, 2003

16 Scott,op cit
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Scale

Most of the events listed by the IMF were local, posing no risk to a major participant in the global economy. There
are exceptions to this. The Mexican bank crisi¢ @89 1990 and the posfi997 crises threatened systemic
consequenceand governments broke precedent to address thefrhishas pregnant implications for policy,

creating the paradoxical precedent that when systemic risk threateéhe precedent is to go against the grain.

Senior former banking officials wellersed in workouts have emphasised this in private conversations. They have
argued strongly that just as the United States broke precedent for Mexico in 1990 to save its own banks; as did the
US, UK and several European governments in 2003 ward off syemic catastrophe, so must parties to the

present situation be willing to break precedent, not so much to save the Euro; but to ward off a second threat of
systemic catastropheSeePanel 7 on page 6@or an expansion on this.

Capital market instruments
Sovereign bondsand Credit Default Swap policiggresent complications which we explore in tfadlowing chapter
onresolution.

European Central Bank
The ECB presents conundrumlich we also explore in the resolution chapter

Legal perimeters

Finally, European economies are unusually connected by international standards, in particular bank exposures as set
out above. This complicates the definition of boundaries for the purposes of treating legacy obligations. This means
that anycontainment and resolubn haveto take account of fine distinctions of time and plade.relation tothe
governing law/jurisdiction of any particular obligation there are three basic possibiliath parties accept it is

governed by the law of theeceding Staté@ocal lawd) and subject to the jurisdiction of the courts of that
state/international arbitration (ocal cour). One party contends it is governed by local law and subject to the
jurisdiction of the local court and the other contends that it is governed by thedfanother state @oreign land)

and subject to the jurisdiction of the courts of that state/international arbitrati@oieign courts, in practice

English oiNew YorR. Both parties accept it is governed by foreign law and subject to the jurisdictidareign
courts.Wenow turn tothese matters

Legalities

Ourproposald | AOAAA T AT U T £ OEA 1 AAOGOOAO AdsinGideifebtirddddud ET OEA
proposals are called for by the singular featuresedessiorfrom the Euroset outabove, which give rise to testing

legalissues

The European Union is, and specifically claims to be, an organisation based on the rulé offademandsthat
the consequences of Burozonedeparture be analysedndto some extenfustified in legaterms and by reference
to the Treaties.

This objective cannoteadilybe achievedApart from the terms of the EU Treaties themsely#se success (or
otherwise) of &Eurozonesecession will depend upon the effectiveness of the associated currency redeatom
exercise. An attempt to rdase the national currency ofof examplg aNew Drachma will clearly fail if (i) many
existing financial obligations remain outstandingkurcs despite the redenomination and (ii) the market value of

the new drachma fd$ steeply in comparison to thieura*®We take it thatthere are limits to the extent to which

treaty negotiation can deal with the issuThis is bcause financial obligations are generally governed by a domestic
system of private law and the EU's writlwiot run to obligations expressed to be governed by the laws of New York
or other external legal system

There would be a direct conflict betweersaceding Statewhich would naturally argue for the widest possible

scope and effect of iteedenomination, and creditors who would assert thegdenominationdoes not affect

contracts originally expressed Eurcs. The success of the redenomination may thus depend on the manner in which
the law resolves this.

17 1 OOEAI A WH 4%5h xEEAE OOAOAO Odsded foshania digily, Eréetiom FlémoeEicy qlafiti theile OEA OA
i £ 1 Ax AT A OAODAARO A& O EOI Al OECEOOS

18 Research suggests thiswould bethegame' 1 T AAT 4 EAI AOEAR 7 E AXQLIokd&EBSB 6 Septartu@r 20Mbrbiviy etA OT EA OB
al, Currency sk in a Eurozone breag- Legal aspectdNomura, 18 November 2011
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For most purposeaigtice will be blind. The same legal principles will apply whether secession occurs from a position
of strength or weaknesaNe take it that he differencewill lie in the practical effect of theedenomination:there is
less scope for loss (and hence disgs) if the new currency maintains its real valuga-visthe Eura

Secession and the EU treaties

The creation of thé€euroinvolved the transfer by participating Member States of their national sovereignty in
monetary matters to the European Uniomdividual member States within thEurozonecan no longer conduct an
independent monetary policy, whicis one of the coreeconomiconsequences of joining a currency unidhis
flows, however from the fundamental legal position that, by virtue of théiansfer of monetary sovereignty, a
EurozoneMember State can no longer iss its own national currency The Eurois thesoleform of legal tender
within the EurozoneMember States™ In addition, the substitution of th&urofor the legacy currencies ohée
participating Member States was stated to Berevocable.*! It iscommon knowledgethat the omission of a right
of secession from the treaty was deliberatsintroducingsuch aright wasthought to riskundermining the
credibility of the single currecy. This make# impossible to read any unilateral right of secessfmm the
Eurozoneinto the treaties

PostLisbon,article 50 of the TEU incorporates a rightdecedefrom the European Unioas a wholeThe provision
requires the negotiation of an exit treaty and the corresponding arrangements for secession frofutbéself and
the associated institutional arrangements. It might in theory be possible for a stase¢edefrom the European
Union asa whole and then apply for radmission as a ne&urozoneMember State. Attractive as this approach may
be for the legal purist, in the sense that it would be consistent with the existing treaty framewaevkuld be
hopelessly impracticabldt would betime-consuming;while advance notice would result in a flight of capital and
further increasethe strain on the domestic banking systee conclude that in practicthe treaties do not afford a
right or means of secession from tlirozonewhich would beeffective under current circumstances.

Looking at matters through the other end of the telescope, do the other Member States have the right to expel a
State from the Eurozoneon the basis of that country’s extensive contravention of the Stability and Growth Pact?
Once again, and perhaps unsurprisingly, the Treaties contaisuct rightze’Canit be implied into the Treaties?

Here toq there are significant legal obstaclesgach an approach. In particular:

a. The treaties stated thathe introduction of theEurowasGrrevocabléand this would appear equally to
preclude a right of expulsigff and

b. Animpliedright may existto terminate a treaty as against a defaulting paﬁ%ut it is difficult to see how
this applesin the present caseThis is becausthe treaties include express termination rights which do not
extend to cover the present situation.

It becomes even more difficult to argue for secession/expulsion rightdher modern currency unions include
express provisions to that effecéometimes in circumstances well known to principals of the EMdght of
secession is included in the Eastern Caribbean Monetary Uionaddition, theWestAfrican Monetary Union
operatingunder French auspiceprovides that compliance with the fiscal rulesisus peine d'expulsl%Thistakes
us to theconclwsionthat the EU Treaties as currently constituted do not offer any express or implied rights of
secession from th&urozone

19 Itis a principle of EU law that, once the EU has assumed and exercised its delegated authority in a particular fielthriger open to
individual Member States to introduce pdlal legislation seefor example, the decision of the European Court of Justice in C&2&82,
Van Gend en Loos [1963] ECR 1.

20 Article 128, TFEU.

21 Art 140(3), TFEU

22 See note 115,6¥below for details of the pertinent article.

23 Article 50, TEU, icludes a right of secession from the EU but not a right of expulsion.

24 As a matter of practical politicexpulsion would require a unanimous vote.

25 See the processes contemplated by artilg Vienna Convention on the Law of Treaties.

26 Seearticle 52of the Eastern Caribbean Central Bank Agreement dated 5 July 1983.

27 Seearticle 3,Cadre Institutionell Administratif et Juridique de la Zone Monetaire de L'Afrique de I'Ouest.
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The baselinescenario

We defineabaseline scenariander which secession may occur, for reasons nosseéxecuted at very short notice
and under a blanket of secrecy that would be difficult to impose and preserve. The present analysisog#idoon
the basis of the following assumptions, which aaéento be reasonable in the circumstances:

a. Whetheron its own initiative or with the encouragement of the other Member Statese@eding State
would notify the other governments that it proposes secedefrom the Eurozoneon a given date;

b. AfterthesecedingStatd O AAT EO EAOA Al is€&ddihg SHtewuldifirdduce AAEAT Ah A
emergency legislation or regulations to create the new currency

c. Theprimary objective of the emergency legislatiBtwould be to create the unit of account and to confer
upon the new currency the status of legal tenger

d. Theregulations would prescriberginitial substitution rate® for the Euradredenominated currencyso
debtors will know how much they will pay iedenominated currencyn order to secure a complete
discharge of obligations previously contractedinrocs. In practice, legislation of this kind will often apply
to debts payable within seceding Statdout not to Eurodebts payable in third countries;

e. Theregulations would include a mandatory conversion offalfodeposits held with @eceding Staté O
banks into thenew currencyat the prescribed substitution rate;

f.  Further regulations would include thetandard features of exchange controls, including (i) an obligation to
surrender foreign currency to the central bank, (ii) a prohibition against the export of the domestic
currency, (iii) a prohibition against holding accounts with foreign battks

g. Inan dfort to place the best3pinbon the situation and to contain the inevitable market reaction, the
Council of Ministers isss& statement noting the action taken byseceding Stateregretting the need for
its secessiofiZ andexpressing support and antemtion to work withit to resolve its problem&

To achieve this, we propose that the hours before redenominationsecedingState convene a conference call

with interested parties, putting before them a draftandstill agreement such thatignatoriesenjoy preferences in

its application Failing full agreement, aecedingState should assume the liberty to declare such a moratorium with
limited signatories or unilaterally, leaving it open for others to sign up subsequdstianteagreement may be
particularly desirable in the case ioternational capitalproviders whether European or global.

The standstiliwill applyfrom the moment of redenomination until theesolutiondescribedin the following chapter.
We would envisage theeceding Statalrawing attention to its rights under lawyith fallback positionsas follows:

A Mutual agreement to a workout, at a stated tinad place™

A To be convened by theeceding State

p>

A commitment by theseceding Statdo honour all obligationssagreed with its debtorsThis would be
both to support the position of the European Council of Ministers set out above and terppt claims
under CDS agreements, or at least provide grounds for dispute by those called upon to honour such
obligations.

A Agreed concessions to signatories to the standstill agreement, as set out below.

28 &1 O AT 1T 6OAT EAT AAh OEA 1 ACEOI AOE imbnetargldn. AA OAEZAOOAA O1 AO OEA OAAAA
29 Interms of cash, this could be achieved either by printing newly issued currency notes or through the stamping of Eyshysitafly
located within the country.

30 In monetary law terms, this is described as the recurrent link betviBeroutgoing and the incoming currencyhe intention would be to
cease exchange controls as soon as possible. Once convertibility was reintroduced, the value of the currency wouldthe seirkgts.

31 Exchange control reduces the incentive for Bbd promotes bibery and corruptionWe have not modelled this age seecapital injections
asvital to economic recovery.

32 It may be that the secession would be described as temporary
33 The importance of this aspect of the process is explaindeoatign Courtdbelow.
34 Set out in detail in the chapter following dResolution
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Legal steps for the introduction of new currency

As noted above, secession from tB®irozonewill constitute a breach of the Treaties. In theory, therefore, a

seceding Statecould be taken to the European Court of Justice at the instance of the Commission or other Member
States™and fined for its actionsThis is however,unlikely to occur if secession occurs with the factoacceptance

of the other Member State&® This males itpossible to proceed to the next stagie implementation of the

secession under seceding Staté O AT | AOOE A slofAhe &readok & tDesedding®@a®@ O 111 AOAOU 1,
and the imposition of exchanger capital controls®’

The secedingStated Monetary law

ThesecedingStaté O | 1 1 AOAOU 1 Ax xdnkwcurRroyasitic Aeplécénfent And GidkduhttatiE
prescribe the substitution rate for existing obligations expresseHuincs. Thismay seemarelatively
straightforwardexercise and to a large extent that is the case. There ramdiowever, a major complicatigthat is
how should the law identify those particular obligations to which the redenomination arrangements apjsyrot
open to aseceding Stateo convertall Euroobligations into newcurrency, for the single currency will itself continue
to exist and will remain the appropriate vehicle for numerous transactions.

This gives rise tan often overlooked issue. This is understandablethaspresent crisiss a result of excessive
liabilitiesincurred bythe seceding Staté O C1 O Arxbnsefjledz@he principal questioiis usuallywhether

debts incurred byhe seceding Statd O C1 OA OsetediigGtatd O A Wwidte Qdfidly Gonverted into

redenominated currency or remain outstanding iEurcs? Thisis the primary concern for international marketsiyt

it is necessary to consider tlassetside of the equationthat is, will debts owing by others toseceding Staté O

entities also be converted, semain payable irfcurcs? No doubt, in spite of an intuitive desire for national solidarity,

many aseceding Statd6 © 1 AT AAOO 1T O AOAAEOI 00 x1 OI A AOCOA &I O OEA i
We sedhat a law which appears simple may create difficulties of application itiqudar circumstancesEach case

will be factspecific,with the followinggeneralobservations applyng:

a. Laws of this typeapplyto debts payablevithin the territoryof the State concernedrhe seceding Staté O
monetary law would apply at least for thimtegory of cased’

b. Theredenominated currencyvill apply toEuro-denominated obligationsntendedfor jurisdiction undethe law
of the seceding StateThis follows from the fact that (i) the initial identification of the currency in which
payment is tobe madé®is determined by the law which governs the contract as a wiibéed (ii) it is
accordingly open to aecedingStaté © | Ax O OAOU OERABd AOPAAO T £ OEA Ail
c. The interpretation of theseceding Statd O |1 T T AOAOU 1 Ax x EI thes@ddindsia#6iG U AA A
courts*®

35 On the respective procedures, see arts 259 266 TFEU.
36 It should be emphasised that this analysis presupposes that the blessing of other Member States is effebtaiald before secession is

AT 1101 AAA8 51T EI AOAOAT AT 11 EOI AT OO CEOAT AU OEA OAAAAEMNM@GIPOAOAEO C
affect the fact that the secession has occurred without the consent of its EuropeangpartUnless and until the other States approve a

OAAARAAET ¢ 30A0A" 0 AAOGEI T AO A 1 AOAO OOACA j xEEAE | O@dalyfoAthi®l 1 EEAT UQ
basis.

37 For convenience, the latter aspect is consideuedler Exchange Controls, p3selow.

38 It may be noted that money is generally regarded as a legal creation, in part because the force of law is required tpoariféhe status
of legal tender. As a result, money can only be created by legislative meassisigenerally referred to as the State theory of money.

39 There is scope for difficulty because the place of payment can be an elusive concept. For example, a US dollar deposfhtehblib&s of a
London branch of a bank is repayable to the customérandon, even though actual settlement may have to be effected through CHIPS in
New York: see Libyan Arab Foreign Bank v Bankers Trust Co [1989] QB 728.

40 The law of the country that issues this currency is usually referred to dextreonetaeThis is tscussed in more depth below.

41 The identification of the money intended by the parties is a matter of interpretation and hence determined by the appliceble
article 12(1)(a), Rome 1.

42 This principle also has a wider application in the contexpdf OAOAECT AAAO OOAEAAO O A OSehdslET ¢ 30A0
p35 below

43 Although the extent to which foreign courts would accept that interpretation may be limited: see the discusdt@meagn Courtsp31
below.
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When does redenomination validly occur?

Against the background set out above, the core questionaparty to a monetary obligationdebtor or creditor will

be whetherthe seeding Statd O | 1 T Aragvaidly rédénsminated obligatiosinto the newcurrency or
remainspayable inEura? The answer to this question may differ according to (i) the forum in which the question is
posed and (ii) the manner in whictsacedingStated O O A A A O OFufotone&arhidvedO E A

Position before aseceding Stated @urts

We take itthat secessiorfrom the Eurozonewill constitute a breach of the treaties on the part ddeceding State

since participating Member States have irrevbtaceded their monetary sovereignty to the European Urifoin

theory, the seceding Staté © AT OO0OO OEIT OI A skdkding &t&atéAO Oii T TORGA Cl EIOAx OEIA Of
supremacy of EU la#’ Alternatively, it should seek the opinion of the Bean Court of Justice under the referral

procedure set out in the Treati€€ It would, however, be rash to entertain the notion the seceding Staté O

courts wouldadhere to such puria at a time of national crisidVe take it that hey would adopt the line that,

althoughEU law is intended to prevail over domestic ldlagt supremacyis based on the domestic legislation

providing for the originahccession to the Uniarin consequence it remaimgpen to aseceding Stateo amend the

domestic legislation that was enacted to that efitThey would be fortified in their outlook in view of thaseline

scenarioset outabove, namely that the other Member States would haczepted the secessiohowever

grudgindy. Under these circumstancewe take it thatthe seceding Statd O AT O OO0 x1 O1 A OOAAO OE
law as one of mandatory applicatio‘lﬁ In other words, they would apply the provisions of that law to cants

governed by foreign as well @®mesticlaw.

Given thisthe only quetion goesto the scope of theseceding Staté O | 1 1 A ®,Ao@bich paktisufar

obligations is it intended to apply®/e take it that heseceding Staté O AT OO0 x1 O1 A APPI U OEA C
retail deposits held with branches of banks withiseceding Statesince these are repaybbwithin the country and

will be governed by aeceding Staté O A Irkcentrast,interbankdeposits will often have been raised from foreign

banks in the international markets and repayable at the relevant brarfchelending bankWe take itsuch

deposits remain payable iBurcs.”

We take it that heseceding Statd O AT OOO0O x1 O1 A ET 1 A OEA O sdodeliAg Stal8 Ol O EAGU 1
or payable within aeceding Statevill be covered by the new monetalaw. Theywill thus be redenominated at the

prescribed substitution ratéWe take it that this wildepend on the explicit terms of the monetary laas well as

considerations of policy. TheecedingStatd O | 1T T AOAOU 1 Ax xEI| lecridish wikacodiAgyA AT OA
be the duty ofthe seceding Statd O AT OOO0O O CEOA EO OEA xEAAOO bPI OOEAI A
the extent tha the new monetaryjiaw will be directly binding upon them as part of their national legal syst&fa.

now turn to the positionwhere the issue is raised before a foreign ¢pag,in the case of a bond issue governed by

English law and which incorporatesabmission to the jurisdiction of the English courts

Foreign curts

If a state secedes from thHeurozonein an unilateral and hostile mannese take itthat courts sitting in other EU

Member States will disregarctedenominationand the associated monetg law. This will follow from the fact that

the seceding Statd O AOOAT CAI AT 0O xEI 1 EAOA AAAT AOAAOAA ET AEOA,
owed to the other Member States, with the result that recognition would be contrary to publicyd It would

44  See the discussnunder Secession and EU Treatiabpve.

45 The supremacy of EU law over the national legal systems of Member States is a long established pam gigeiouslyseeVan Gend en
Loos [1963] ECR 1.

46 Article 267TFEU allows national courts to refer Eldw issues to the European Court of Justice for a ruling.
47 This is not an argument of great strength but may be sufficient to the needs of the hour.

48 On laws of this type, see article Rome | Contracts Regulation.

49 See articled (1) (b)Rome I.

50 Thisview is reinforced by (i) interbank deposit arrangements do not generally include an express choice of law and (ii) wardéy gen
accepted principle_g of private international law, such deposits would be governed by the law of the country in whictdithng bank is

AAOAAR 1160 AU A OAAAKEb)RoBDAOASO | Axq OAA AOOEAI A
51 Article21, Rome I.
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follow that courts sitting in other EU Member Statesould hold thatobligations contracted irEurcs remain payable
in that currency. The redenomination could not be recognised for any purpose

We are however,working on the hypothesis tit secessioroccuis with the acceptanceof other Member States,

even though the Treaties may not have been formally amended at this stibjeis meanghat the public policy

objection to recognition of theseceding Staté O | 1T T AOAOU 1 Aswscourt iDdthér EEMéniber Statels U h

would recognise the creation of the nesurrency Recognition of thesecedingStatd O 1 1 T AOAOU 1 Ax AAT |
some hollow or empty gesture by the court; it must have some practical, legal effect. How will this manifé8t itse

Lex monetae

If the English courts are confronted withEuro-denominated obligation owed by seceding Staté © AT OEOU AT A
governed by English lavthey mustdecide whether that obligation remains payablekuniros or has been validly
redenominated Thelex monetagrincipleplays a leading role ithese deliberationsThe practical effect of the

principle is that a monetary obligation is discharged by payment in whatever is legal tender for debts in that

currencyat the time when payment falls d(ie, not at the time when the contract was made). To take a simple

illustration, if in 1967 a debtor contracted to make a payment of 19 shillings and six pence in 1975, loalgould

discharge that debt in 1975 by payment3x.5 pencé”SpecificalIy, he couldotdischarge his debt by delivery of

19s 6d in the old money, for it had ceased to be legal tender by the time of payment.

This illustrates the effect of theex monetagrinciple,but does nothelpin the larger situation novefore us Thelex
monetaeprinciple assumes that the currency of account is ¢lbat in the present case there are two competing
legesmonetae The question iswhich of them is to prevail?

The choice of the intended currenoy lex monetaés a matter of interpretation of the adract, designed to

ascertain the intention of the parties. For these purposes, the question muztdie the parties intend to contract

by reference to EU monetary law, in which event the debt must remain payaldariss. Or did they intend to

contractby reference to the monetary law ofseceding Statein which case the obligation would be

redenominated intonew currencyat the substitution rate prescribped byt AAAAET ¢ OOAOAGO 111 AOA

To state this questioristo appreciate its air of unreality. The court will have to review the surrounding
circumstances in order to ascertain the part@g®sumedntention, had they thought of the matter. Artificial though
this process may seem, it is familiar to lawyers andjfiently has to be invoked where a contract does not deal with
the particular circumstances that have arisen. What will be the outcome of this process in the present case?

Afinancial contracis likely to be held to dwe beercontracted with reference tom EUlex monetaeand will thus

remain payable ifcurcs, if it has been contracted in the international financial markets with a view to taking

advantage of the breadth and liquidity of tHeuroas a single currency. Thusaifeceding Staté O AT OO xAO EAA
raised a large, syndicatdguroloan in the London market under documentation governed by English law, the

borrower could only discharge its payment obligations by payment in the single currency. On the other hand, where
aEuroloanwasprovided byasecaling Statd O AAT E O1 A 11 AA1T AT OOl xteO O1 A&£ET Al
seceding Stateit would be inferred that the parties had intended to contract by referenclet¢al monetary law.

This wouldmeanthat the borrower could validly discharge his repagnt obligations by payment in neaurrency

Theseexamples lie at extreme ends of the spectrumost cases will lie in the grey area between thethey
illustrate, howeverthe approach that the court would adopt in identifying the applicalde monetae

The greatest difficultystems fromaseceding Staté O O OAOMWE@Keitthdt T AO8
a. AsecedingStatd O CI1 OAOT I AT O AT O1 A DA OGedendminatedic@ier@pudh®E T T AT 1
its debt stock as is governed lig ownlaw;**and

52 This public policy consideration could not apply to courts sitting in countries outside the EU since they are not péngezkevant
treaties.# 1 1 OANOAT 61 Uh ET OEEO OEOOAOQEI T h OEAU x1 01 A of@ifakyipintificdd OEA T Ax
private international law

53 Seethe baseline scenario, p2hove.

54 That is,by virtue of the decimalisation arrangements iatluced pursuant to the Decimal Currency Act 1969

55 Article 12(1), Rome |As stated, eternal courts are unlikely to recognise the introduction of the newly issued currency if this step is taken
unilaterally. In any eventhere maybe relatively few ecumstances under which an external court could assume jurisdiction over a seceding
State in relation to debt instruments of this kind. It is understood that approximately 90 percent of Greek debt stocklisegblsy Greek
law.
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b. Bonds governed b¥nglish(or other overseadpw and floated in international markets would remain

outstanding inEurg, and theseceding Statd © 1 11 AOAOU 1 Ax Al Ol themlP’i O OAI EAI

Subject to issuebearing upornconfiscation/expropriation of propertf}7the conclusiorof (a) above posesignificant
issues for largescale holders of aeceding Staté O O OAOAECT AAAO8 4EEO EO AOPAAEA
percentof Greekdebt stock is understood to be gomeed byits own law

The selection of @ecedingStatd O 1 Ax OT CT OAOT 1 Ofrtheéd implidatiohsGor iAviedtorsad | AU E /
it isopen tothe legislature to vary the terms of bonasore extensivelyeg, by unilaterallyprolongingthe tenor.

Such legislation couldhinderenforcement inother respects.The legislaturecould introduce collective action clauses

into bond issue$rom whichthey are absentpr reducethe percentage vote required tooerce acceptance of revised

terms (or raise thgpercentage required to sanction class actianswill be very difficult for bondholders to

challenge moves of this kind, and tteckof legal avenues may provide an incentive to bondholders to settle on

more favourable terms than would otherwise be tbase

Conclusionson monetary obligations

We take it thatobligations undertaken byhe seceding Staté O C1 OA O1 | Anis®dtodseEedingdStatdXE A O

obligors payable outside the country and governed by an external system of law will generally neayaiole in

Eurcs, notwithstandingthe seceding Staté © OAAAT 11 ET AOET 18 (1 xAOAOh 11 00 1 Al E
and enforced befor¢ghe seceding Statd O A1 @dah@efed itb Aewcurrency

Contagion

Estimating the spillover effects okecession and the accompanying default upon the European banking system is a
profoundly conjectural exercise

A We calculate the local losses by applying the haircuts we have assumed il 2dblenternational holders.
Of course the local settlement mayifter from the international agreement.

A Table4 sets out our comparison of these to local banking capital. For this we use a surrogate of the panel of
banks undergoing the 2011 EBA stress test of systemically important banks, as capturing the
preponderanceof banking assets in each territory.

Table 4 Selected countries, omparison of losses on domestic holdingwith AAT E AAPEOAT h QA1

Losses on domestic holdings Greece Ireland Italy Portugal Spain| Notes
Domestically held debt 467.0 601.0 4,353.0 493.0 3,071. a
Haircut to be expected 76% 88% 44% 49% 409 b

355.4 528.7 1,915.6 239.5 1,237.9

Compare bank capital 23.3 7.2 87.6 16.9 162.1 c
Notes

a Nordvig, Currency risk in a Eurozone break-up - L«
Aspects, 18 November 2011, Nomura.

b Assumptions from Table 12 p50.

¢ Results of the 2011 EBA EU-wide stress test. Core
1 capital after the effects of mandatory restructurin
plans publicly announced and fully committed befc

31 December 2010. Baseline scenario, 2012.
SourcesAuthors and as noted.

We see a disparity which ¢ertainlyalarming butmay not berelevant, as local issues are held widely
outside the banking systemNonetheless it suggests the scale of the risks impinging upon a State wishing
to shore up its banks in the event of poorly controlled secesdidm do not take this analysis further.

56 As a general rule, an obligation is created by English law cannot be varied or extinguished by laws passed in anotheseeantigle 12,
Rome | andddams v National Bank of Greece and Athens SA [1961] AC 255

57 SeeConfiscation/expropriationp37below.

58 )1 OAOT AGET T Al ET OAOOI 00 1 AU ¢i O& 001 OEiI PPEI Co6 | blierGeehigl AOI U EI
injunctive relief against any assets of the seceding State in that jurisdiction. Different classes afshelti&éave their own interests: eg, a
local bilateral lender may be relaxed/resigned to redenomination; an agent bank in a syndicate may be nervous about neiiomsdm
something so fundamental without approval of syndicate members; a vulture @O OAOACU 1 AU AA Oi AAOOA 001 OAI
the squeaky wheel which gets the grease. This calls for the ad hoc approach outlined in the following chapter.
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A Wetake losses for international holders from talieWe then apply these to overseas banks using material
provided by the BIS and set out at tal#lén the chapter on the optimal currena@onfiguration, going
through further iterations to end up ahe presumptiveultimate destinations of contagion, France and
Germany.
Table 5Selected countries, omparison of
A1 OAGCET T xEOE AATE AAPEOAI h 0QAI
Destination of contagion

Source of contagion .
9 France Germany Spain

Greece, Italy, Portgal and

S na 98.8 na|
Spain via France
Greece, directly 66.6 25.6 -
Ireland directly - 162.6 -
Italy, directly 143.2 55.6 -
Portugal directly 94 131 59.7
Portugal, via Spain 8.7 10.2 nal
Spain, directly 92.1 59.7 na|

320.0 425.6 59.7

Compare bank capital 188.7 122.5 162.7
SourcesAuthors and as discussed in text.

These figures apply more directly to the banking sector andabmparison with banking capital should be
taken seriously. They confirm that banking contagion is a real risk and that the German banking sector is
particularly exposed. This adds an economic explanation to the principled reluctance of German policy
makersto offer unconditional support to their neighbours. They have to keep their powder dry.

Our containment and workouproposals are intended to abate contagion by creating institutions which crystallise
and stabilisethe risks which are uncertain at the mant, alsobringing inthe regulatory forbearancegconomic
support and reform required to restablish good order.

Panel3 Contagion andthe insurance sector

Discussions with industry representatives and advisors tell u If insurers do fail the precedent is that local governments ste

that the insurance industry regards itself as aloof from in, presumptively selling to foreign enterprises when asset

contagion stemming fronsovereign default or devaluation. prices or the insurance cycle recovers.

This is because the preponderance of insurance contiiacts . . . -

) ) prep Where they caninternational insurers are declining to

written in local currency under local law. . . .
purchase newly issued sovereign or bank bonds, particularly

Reinsurance contracts follow the same course, in the main  countries at risk. They are letting holdings run down on expi

written in the currency of the purchaser for interpretation by rather than selling aggressively.

local courts under local law. On the rare occasions that the: . . .
y The insurers are no longer writing Credit Default SWaps)

written under foreign lawprovided agreed redenomination
gnlawp g contracts; some may have taken them as hedges. We have

occurs, jurisdiction is unimportant. This is because of the . .
J P been unable to ascertain the position on bank exposure on

DA T 11 OEA £ 0001 A6 POET A _

© ) _x © ) 000 oo © ] CDS contracts to Greek banks, which we address onépp 4
has paid out in new currency it cannot seek to make a windf,

by pursuing a claim against the nsurer in Euros. In the absence of evidence tiife risk of contagion stemming

o ] ) ) from the insures, our proposals are silent as to the sector
Greek and Italian insurers find themselves facing sovereign )
_ narrowly defined
risk. They have been encouraged by local regulators to hold
their capital in sovereign bonds. These are marked to marke As to the banking sector, we take it that at present insurers
but the local regu|at0r will exercise regu|at0ry forbeaca on disinclined to subscribe for new bank Capital. This cuts off th
reserve deficiencies arising as these crystallise over many  usual source of cyclical recapitalisation, amplifying the

years. chalenges cased by thebankingcontagion discussed above.
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Standstill

As part of a sovereign defaullye take it thatthe country concerned will impose some form of unilatestndstill
on payment of debtsThis leads us to explotle effectiveness osuch emergency regulations

This, f the majority ofthe seceding Staté O O OAOAECT A A AiS ovidAw, iRdBuldiidlategallyO A O1 A A

a. Inproceedings within @eceding Statétself, the moratorium will be applied to all bonds and other
obligationsirrespective of their governing laythe basisbeingthat the application of those regulations will
be mandatory i any evenf®

b. Inproceedings in England and other external courts, the moratorium laws will be given effect as part of the
law applicable to the contract, where the relevant obligations are governedsscading Staté O .°TInA x
the baseline scenariathere is no basis for disregarding the moratorium legislation on public policy
grounds®*and

c. Wherethe relevant contract or obligation is governed by English law, the debt will remain payable on its
initially contracted due date. This follows from tliectrine that an obligation governed by English law
cannot be varied by a law passed in another coufitry

b3

introduce new legislation to defer the maturity date of its bonds for a period of its choosing. In principle, this should
not constitute an event of default because payment would not become overdue until the moratorium period
expired.

Equally, the imposition of a moratorium merely delays the due date of payment in respect-@xseng
obligations.In and of itself, this is na form of exchange contro(discussed explicitly belowsjnce it merely delays
the date on which paymensidue. It may therefore be argued that such an arrangement does not contravene the
Gree movement of capitalrules in the TFEU

Exchange controls

We take it thatexchange control will be necessdiyr at least long enough to restrain capital flight aroutig
moment of secessionThe impact ofsuchcontrolsmay be taken tovary according to the law applicable to the
contract:

a.

Where the obligations are governed bysaceding Stat6 O 1 Axh OEA 1T Ax A@GAEATI CA Ai1 0O
part of that law andwill be applied in the usual wd§ Thus, if exchange control approval is withheld, payment
will be unlawful and the obligation to discharge the debt will be deferred until such consent is obtained;

Where, however, the obligations are governed by English, Ihen aseceding Statd O AGAEAT CA AT 1 OOI
principle irrelevant, since they do not form a part of the applicable law. Consequertlyededing Staté O

obligoris due to make a payment to a London banlEmrounder such a contract, the obligor will be in default if

he fails to pay on the due date, even though he is in fact unable to pay because approval has not been

obtained.**

By way of derogation from the points made in (b) abovés ibpen to arguehat the English court should not enforce
the obligation in the light of article VI(R) (b) of the Articles of Agreement of the International Monetary Fund,
which requires that courts in member countries should not enfd@echange contractdwhich have been eered
into as a means of avoiding a country's system of exchange cofitnigcannot, however,apply to obligations

under bonds or agreements issued or entered into before redenomination. A contract which is @atarange

59
60
61

62
63

64

On mandatory rules of this kind, see arti@l&®ome |. The point has already been mbie a different context: seEoreign Courtsabove.
Article 12, Rome I.
Let it be repeated that we are working on the basis that other Member States assent to a seceding State's secession aaduhesrtaken

in connection with it. It is possible &b other EU courts would disregard the standstill if a seceding State had left the zone on a unilateral
basis.

Article 12, Rome I; Adams v National Bank of Greece and Athens SA [1961] AC 255
This invokes the risthat as soon as any secession becorapparent there will be a rush by international creditors to grab as many assets as

possible in jurisdictions where they are located (particularly in thg B&dingdT AEOOODPOET T 1T £ OEA OAAAAEI ¢ 30A
operations This gives rise to the nddor provisional arrangements to delay legal audience along the lines set out under Provisional
arrangements, p39.

Kleinwort & Sons Wngarische Baumwolle Industi®39] 2 KB 678.
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contractdowhen made cannot rebspectively mutate into such a contract when exchange controls are subsequently
: 65
imposed

Theimposition of exchange and capital controls will flatly contradict Treaty rules on the free movement of capital
and payments™ There are some exemptions for dsssituations, but these can only be invoked with the approval of
EU institutions In any event, these exceptions can only applexternalcapital movements, and not tmtra-EU
transfers® There may, however, be more genembvisionsthat could be invoked: foexample, under the heading
(Economic Polic§, Article 1221) states that
8OEA #1 OT AEI h T1T A DPOI BI OAl &£OT I OEA #1011 EOOEITh 1 ¢

This widely drawn formulation could be applied to sanction the temporary imposition of capital and egeha
controls by sseceding Statdor the duration of the crisis.

By way of comparison, a similar provision in the European Free Trade igregavas recently held to justify a ban
on the repatriation of Icelandic krona purchased at a depressed price duringithaxof the financial crisis in that
country.?® TheprovisionwasinvokedwhenIceland aced unilaterally; by contrasthe exceptionscontemplated by
the TFEU can only be invoked by EU institutioBsen so, thdaselinescenarioassumes thabther EU Member
States accept @eceding Statks position This opens up the possibility that theggard themselvesscompelled to
accept the logic oits consequencesnd that the Countiwouldinvokearticle 122(1) to sanctionthe seceding
Stated O A @ Adatéols C

Finally, aticle VIII(2)(a) of the Articles of Agreement of the International Monetary Fund states$ tha

811 1T AI AAO OEAIi T h xEOETI 66 OEA ADPDPOI OAI 1T &£ OEA &&1 Al
OO0OAT OEADO A1 O ABOOAT &6 EI OAOI AGET T Al OOAT OAAODBET 1T O8

We therefore taket that the introduction of exchange controls would be unlawful both under the Etafles and
under the IMF Agreement. Nevertheless, a waiver of both of these obstacles is in the hands of organishioins

we take to be involved iassisting sseceding State This means they would wish to &ctenablesecession from the
Eurozoneto occuron the most orderly basis possiblde necessary consents from the EU and IMF would be
forthcoming and aseceding Statevould be in a position to administer an effective system of exchange controls.
Foreign courtsmay episodicallyefuse to apply such controls simply on the basis that they do not form a part of the
law applicable to the contracEven sominor and sporadic exceptions will not detract from the overall effectiveness
of an exchange control regime.

Termination of contracts

It is open to argue thah monetary dislocation of this kinkdasthe effect of terminating an English law contract
through the doctrire of frustration. This would alartenders and other creditors becaugevould cast doubt upon
their entitlement tofull recovery®

The doctrine of frustration may apply where an unforeseen change of circumstances oendesingthe
performance of the contract radically different from thatiginallycontemplated7°However, all that occurs in the
present case is thahere may beuncertainty as to the currenay which the obligor is required to discharge his
debt. This can be resolved by the application of lve monetagrinciple discussed earlier. Even if this results in an
increased cost to the debtor, this wilbt usually be sufficient to bring the doctrine of frustration into operati76n

65 Support for this approach may be drawn from the decision in J Ze8ar& Ltd v Grindlays Bank (Uganda) Ltd (1975) 37 NY 2d 220, where a
letter of credit legitimately issued by a Ugandan bank was not converted into a prohibited exchange contract when the nyezedsange
control approval was subsequently revoked.

66 See aticle 63, TFEU.
67 Article 64, TFEU.

68 Case E3/11, Sigmarsson v Central Bank of Iceland (EFTA Court, 11 December 2011). Article 40 of the EEA Agreement provides for free
movement of capital, whilst articles 42) and 434) allow an EEA State to take peative measures if capital movements lead to
disturbances in the capital markets or threaten the balance of payments.

69 If the doctrine of frustration applies, then the parties may be required to make compensating payments under the termtafitRefom
(Frustrated Contracts) Act 1943, but the Act is unsatisfactory in certain respects.

70 Davis Contractors Ltd v Fareham UDC [1956]696.
71 Davis Contractors, above.
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This means thathe continuity of contracts will not be prejudiced hpeceding Statd O AADAOOOOA &AOT I O
Eurozone Disputesmay ariseas to the identityor amount of payments due under contradiut this will not bring

agreements to an end. This a nontrivial conclusioim that secessiomwill not causea meltdown of commercial

arrangements between aeceding Staté O AT OEOEAO AT A &I OAECT AT 01 OAOPAOOEA(

Confiscation/expropriation

If a debtor is entitled to discharge his obligations through the paymeredénominated currencyn line with the

principles discussed earlighen the creditormay suffer immediate losses. This is becahsewill receive
depreciatedcurrencyin respect of an asset that he had fundedduarcs. He will have no recourse against the debtor,

who will have discharged his obligationsderthe requirements of théex monetaeThis would cause thereditor to

explore hisecourse agaistthe seceding Statd O CI1 OAOT | AT O E Oi®idnesy lawhasOEA AAOEO
effectively deprived him of his property. He could purgaer avenues

European Convention on Human Rights

The European Convention on Human Rights prohibits the deprivation of property by the State, except in certain
narrowly defined circumstances. However, the deprivation would occur as a result of market forces affecting the
new currencyimmediately followinga seceding Statss departure from théeurozone It is difficult to characterise

this as &dleprivationdby the State In any event, there have been decisions by the European Court of Human Rights
to the effect that domestic inflation may reduce the valagcash deposits but this does not amount to a taking by

the State. In other words, the rule does not require a State effectively to iHidéxthe value of its own currency or
domestic savings?

Bilateral Investment Treaties

Where bondholders are resideirt countries that have bilateral investment treaties witls@ceding Stateit may be
argued that (i) the bonds contain an implicit guarantee that they will be paklioand (ii) the conversion of the
bonds into newcurrencyconstitutes a breach of thieguarantee. Arguments of this kind may be mounted in reliance
on recent arbitral decisions flowing from the collapse of the Argentine currelmatthose cases involvedneexplicit
guarantee of convertibility of the peso into the US dollar on a-6mreone basis*We take it thatin the absence of
explicit provisions of this kind, a tribunal is unlikely to irdach arnundertaking.

Customary International Law

Customary international law prohibits the taking of the property of aliens unless prompt, adecarad effective

compensation is paidn this instance, however, the currency substitution would be-d@triminatory as between a
secedingStatd © 1T AQET 1T Al On aAylevent AligéndrallrecAgdiéed that a State is entitled to manage

and control its own monetary systerfi’ Once again, it appears unlikely that tiseceding Statd © [ 1 1 AOAOU 1 Ax
would effect a taking of property for the purposes of this principle.

Other legal avenues
Other argumentsrelying oninternational treaties to which aeceding States a partyinclude

a. Atrticle IV of the Articles of Agreement of the International Metary Fund requing members to

8 avoid manipulating exchange rates or the international monetary system in order to prevent the
effective balance of paymentadjustment or in order to gain an unfair competitive advantage over
I OEAO 1 Ai AROOS
We take it thatone of theprincipalpurposes of the redenomination would be to gain a competitive
advantage but doubtthat the introduction of a new currengyer sewould be held tamount to a
Gnanipulatiomof exchange rates for these purposéhis is becausthe value of the neveurrencywould
be determined by market forceand not by action on the part d¢he seceding Staté © C1T OAOT I AT O

72 Rudzinska v Poland (1999) EGMR45223/97. The decision has been followed on a nuwifsrbsequent occasions.
73 See, for example, CMS Transmission Co v Argentine Republic ICSID Case No ARB/01/03.
74  Serbian and Brazilian Loans Case (1929) PCIJ Ser A Nis 20.
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b. TheGeneral Agreement o Tariffs and Trade seeks to regulate the provision of subsidiéch might offer
advantages to its export trade. However, the Agreement suggests @absidydrefers to a productor
market-specific arrangement. It seems unlikely that a wholesale curyesubstitution could be @&ubsidyd
within this definition.

Conclusion

Ouranalysisconveysa general absence oémedesagainst aseceding Statén respect of private losséscurredas

a result othe secession. This a substantial conclusigasany obligation on the part of the Government to
compensate creditors for resultant losses would undermine the purpose of the redenomination in the first place.

Provisional legal arrangements

We propose that theseceding Stateestablishprovisional tribunds to provide summary adjudication of disputes and
uncertainties arising under the standstill, to operate with the express priority of maintaining economic continuity;
giving preference to parties to the standstill agreement; a recognition of internatidrest-practise including
UNCITRAL protocols; an understanding that rulings set no precedents; and discretion to defer issues to the
resolution described in the following chapter.

Resolution is likely to take several years to agree. Until then, we propose thadabeding Statdéake the lead in
promoting ad hoc international arrangements to minimise the threat of turmoil. In particulapregose that the
seceding Stateanvasgurisdictionsgoverningbond issueso agree memoranda of understandii1OUs)intended
to preserve good order by discouraging vexatious litigatfdBuch MOUs woul@ither invoke public policy or
regulatory forbearancavith a view todeferring legaludiencefor owners of capital instruments whare minded to
act prematurely as plaintiffs enforcing Credit Default Swaps or invoking minority rights under Collective Action
Clauses.

Economicproposals

We propose thabver this periodhe seceding Stateadhere to bestpractice in such circumstances by introducing
economic liberalisation and reform; and by engaging in countercyclical monetary and fiscal policies to ease
adjustment These policiesvould contribute to the outcomes set out in the followinghapter on resolution.

Micro-economic reforms
We propose thaseceding Stateenter into eforms to free ughe economy. These would specifically include asset
sales. Principal elements in such sales would include:

A GreeceSundry privatisations have beéhOOET AOAA AO CAT KOS figres efateAT AU 4
T AT A xi OOE QQYAT | xA AEOAT O1T O i1 OA -listbdicanpanieDO AOOEI] ¢

x] OOE Q¢Al AT A ET £#OAOOOOAOOOA 1T PAOAOGET ¢ OECEOO x1 O

A Ireland The government has set upcammission to report on privatisation which has identified targets in

OEA AT AOgUh AEODPI 00 OAADI OOh OCJAb thidwie Bede addedia simdadOA O O/

sum for the workout value of banking and real estate assets in government hands

OX®AT A£OIT I OEA OAIlI A himmietuBdard edl éstat® dLiQalatatohsuch holdingg T WA
I £ Q81 YOI 8

75

76

e
78

US legal precedent is discouraging on this score. Past such attempts Wwanelaned after advice that the New York courts would view them

AO OOT 0001 6O ET OA O EA OA hskdWhertsirie boAdhdlddr®Heldl Gndo dabk vith tBefinfentiOrEofréquiring the

sovereign to pay in accordance with the contractual terreir challenges held up in court, so the countries settled privately and

AT T ZEAAT OEAT T U T OOOEAA OEA O0AOEO #1 OA8 4EEO EADDAmthelastiedse, doé 1 OEA
of this debt was held by neighbaug sovereigns so the oreff settlements were political and confidential.

Economic Adjustment Programme for Greece. Fourth R&Y@asional Papers §2.30ff, Spring 2011; cited by BraunigRevenue

privatisation growthDeutsche Bank 1 Decembed 1.

Review Group on State Assets and Liabijliéipsl 2011; cited by Braunigid.

Scalera, Stefano (2011)a valorizzazione del patrimonio delle Amministrazione Pubbliche. Dirigente Generale, Direzione VIII. Dipartimento del
TesoroRome. 29 September 2011; cited by Braunibet
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A Portugal Holdings for privatisation include the airline TAP Portugaitport operator ANA, utilitie§alp
Energiaand REN power grid, the TV broadcaster RTP, postal seGaceiosle Portugalrailway freight
companyCP Cargand water utility,Aguas de Portugal

Ai 11 AROEOAI™ OAI OAA A0 Qa8

A SpainHoldings for privatisation include Madrid Barajas and Barcelona El Prat airpoisnat Aeropuertos

where 20 year licences have be@rA1 OAA AO QVY8QAT h

xEOE OEA

inearly 2011. Thé IOOAOU EAO A A AThe sinfelalébhovins ihédpospabd tdlégraph system and

the rail network, including its freight business. We place a rough and réaflyy O A

IT OEAOA

These privatisations bear upon the outcome in workout negotiations described in the chapter following on

(Resolutiord, summarised in @ble6.

Table 6 Selected countries assets for privatisatioth QA |

Greece lIreland Italy Portugal Spain| Total
Real estate 35.0 55 42.0 - - 825
Publically owned industries 7.0 5.0 80.0 6.5 57.00 1555
Capital value of other negotiable income flows 9.0 80.0 - - 89.0
Total 51.0 10.5 202.0 6.5 57.0f 327.0

“ATER AGOEI 006

We propose a campaign of deregulation to bribgsiness practisegp to the first quartile for the Eurozone as
tabulatedinOE A 7 1 O i@bing BAdinEsd Table 7illustrates the scope for improvement: potentiatbeceding
States occupy fourth quartile ranks in eleven outlofty -five entries.

Table 7 Selected countries rank out of 16 Eurozone countries for selected business efficiency measures
State
Measures .
Greece Ireland Italy Portugal Spain

New busines$ormation (tail of three ranks) 15 10 10 7 16
Construction permit (tail of three ranks) 13 5 15 14 9
Registering property (tail of three ranks) 16 11 12 12 11
Getting credit (tail of four ranks) 10 15 12 10 12
Protection of investors (tail of fouanks) 6 16 12 10 12
Enforcing contracts (tail of three ranks) 14 12 16 8 16
Insolvency procedures (tail of three ranks) 9 7 16 11 15

Interim monetary and fiscal easing

Source Doing business2012, World Bank

We propose thaseceding State engage ininterim programmes of monetary and fiscal easing, the latter supported
by emergency subventionsubscribed by capitadurplus $ates from theEurozoneor elsewhereWe would prefer

the ECBo provide leadership fosuch subventionsAs we discusat length below howeverwe recognise that this
may not be possiblé0 Failing this, we propose the formation afl hoc banKike bodies, the Resolution Funds which
we specify inthe following chaptel‘BlTheextentof such action is set out ifiable8, suggesting a policy easing
OANOEOAI AT O T £ 0 Xiadplifidn towiiaever might Gdrequirkdit@stabilise banks

79 Programa de Estabilidade e Crescim2@ict2014. March 2011, cited by Brauniged.
80 See Chapter 4, Containment, Economic proposals. Institutional arrangements, p54.
81 See Chapter 4, Containment, &@womic proposals, Resolution Funds, pp&5

-39-

I OAOAT 1T Al

£ Q\

AOCOE



THEWOLFSONECONOMICEPRIZEMMXII

Table 8 Selected countries proposedmonetary and fiscal easingQ AT DA
Greece lIreland Italy Portugal Spain Total| Note
GDP 230.0 156.0 1,549.0 173.0 1,063.0 3,171.0
Change in broad money growth target 23.0 15.6 154.9 17.3 106.3 3171 a
Est change in bank liabilities arising (policy easing) 7.7 5.2 51.6 5.8 354 1054 b
Est fiscal easing 1.2 1.6 155 1.7 10.6 3141 c
Total policy easing 8.8 6.8 67.1 7.5 46.1 137.4)
Notes

a Taken as ten percent per annum; no allowance made for GD}
growth. Compare IMF mean 1.681x ch in reserve money ovel
b Ratio of change ifroad money growth: change ibank liabilities
taken as 3x.
¢ Taken as half of policy fiscal adjustment, ie 0.5% pa.
Source Authors

Priority for signatories

We propose thathe seceding Statenegotiate with other signatories during the hours before redenomination such
that signatories to the standstill agreement enjoy preferendesluding

Most favouredcreditor, ie, treatment as well as the most favoureekditor;

Early audience with provisionaltribunals, for the purposes agsolvinguncertainties of implementation of
the standstill; and

A Priority in asset sale negotiationdor exampleQirst-lookdand ime-limited exclusivity

Wealso propose that if @ed be, the bodies leading the resolution process offer further preferences to capital
surplus countries so as to incentivise them to subscribe to the Resolution Funds which we describe the following
chapter.

Conclusion on containment

As a matter of practical politics, seceding Statevould have to draw back from thfelllest extentof its legalclaims

in order to secure the acceptance of its actions by other Member Stdetiscussedbove.We take it, however,
that these fallback legl positionsoffer significant bargaining chips in any negotiations that are necessary to that
end. These open the door for international eaperation in interim programmes of monetary and fiscal easing and
participation in micreeconomic reform, in particlar privatisationsThe following points support such bargaining
positions:

A Inso far as its outstanding debt stock is governed tseaeding Staté O iis doxelnment has legal tools
at its disposal to mitigate the consequences offisrozonesecessia;

A Inparticular, it can redenominate those obligations into the new currency and validly extend the maturity
date of bondggoverned by its own lawhrough the imposition of a moratorium or through other, specific
legislation;

A Although creditors would sufér significantlosses as a result of the redenomination, it appears unlikely that
they could recover those losses or any other compensation either under the terms of their contracts or
through other proceedings against treeceding Staté O ' T OAOT | AT ON

A Indebtedness governed by Engligit otherwise oversealaw will generally remain outstanding and payable
in Eurcs. The due dates cannot be validly deferred bseaeding Staté O |1 1T OAOT OEOI 1T O AQGAEA
legislation;and

A Secessiorcreatesuncertainty as to the currency in which an obligatisrtobe discharged, but does not
have the effect of frustrating or otherwise terminating contracts involvingegeding Staté O
counterparties
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Variations for strong secedingstate and generaldissolution
Strong seceding State

Economic consequences embrace riskekport markes, bcal and seconarder banking dislocatioand fcond
order effects on deficit countrieour modelling suggests that these effects are immaterial for a small coubéyal
consequences are very much as laid out for the baseline case, by vemaoflcommercial and financial contract
Reputational issues would embrace maintaining amicable relations witiaining members and neighbours in
general Our policy proposalare as in the following chapter, to the extent that sqller effects bear upon capital
deficit states, though there would be additional legal complicationsrmvinding legacy relationships witthe ECB
and other European central banks

General dissoluton

The possibility of a complete dissolution of tliirozonecannot be excluded. The legal problemssingare,

naturally, a multiple of the compléties already discussed. Nevertheless, the court would have to find a solution in
the sense that it would have to determine the currency in whi¢hueo-denominated contract is payable even after
that currency has completely ceased to exist.

Ultimately, this wil have to be decided by reference to the presumed intention of the parties. For example, if a
French buyer has contracted to purchase goods manufactured in Germany, then it may be inferred that the price
originally contracted irEurowas intended to reflet the cost of producing those goods in Germany and to yield a
profit. In such a case, the court should find that theroprice is henceforth payable in the new German currency at
the substitution rate prescribed by German law. This may be unfortunate filve perspective of the French buyer

but a principled solution has to be identified and there can be no guarantee that this would always operate fairly in
each individual case.

Equally, if a German borrower has takekaro-denominated loan from a French bank, then it may be inferred that

the pricing was intended to reflect the bank's cost of funding in France. This, coupled with the fact that the borrower
had elected to access the French financial markets, would lead tadhelusion that the obligation to repay the

loanwe present this as principled solutiomecognising that itwill not operate fairly irall cases.

Macro-economicconsequences encompaggecemealsovereign delinquencymllapse in expd markets of surpls
economies]ocal and seconarder banking dislocationandother secondorder effectsin deficit countriesLegal
consequences are very much as laid out for the baseline case, by vegaoylcommercial and financial contracts
the treatment ofpari pasu, CACsandCDS contractsReputational issues encompass maintaining relations with
creditor communities former membersof the Eurozone and neighbours in general; as well as addressing
demoralisation amondzuropean opiniorformers andthe populacein general.

Our policy proposals are for reform bearing upmapitalsurplusStates and official lenders &@a the following
chapter. Legatomplications would arise out of the need towind legacy relationships with European central
banksand generallyto allocate legacy ECB asseand liabilities. The proposals in the following chapter for
negotiations inad hocforums would apply to these circumstances.
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4 Resolution

In this chapter we set owdur proposals for theesolution phaseembracingthe customary policies ategulatory
forbearance workout, and monetary and fiscal easinye take it that the shock of secession causes all concerned to
recognise that problems can no longer be minimised as illiquidity; they are fairly and squarehemsolinthe

previous chapter we touched on tleemplications attaching tosecession from the Euravhich called for

innovations in the customary containment proce3ey continue to apply to the resolution process, together with
the additional complicatins we discusbelow.

Complicationsin the resolution process

Schematic 1 The fouway pull on resolution

A%# " statdtes prevent
lending directly to
member states

A Capital-deficit states
unwilling to tolerate
fiscal supervision

A Large states (UK France)
equivocal about such
supervision

A Germany profoundly
committed to central
bank independence

ALenders unwilling to A Usual source of
agree resolution without leadership, US,
fiscal supervision disengaged

AAny such resolution A Third-party cap-surplus
(& la IMF) requires political countriesunincentivised
leadership and capital to participate

Source:Authors

Schematic Mepictsthe conflicts inherent in developing a successful workout for a country seceding from the Euro
Essentially it is a matter of control. Both old and new lenders will wish to be assured that the seSedendoes

not become a serial dafilter. The latter willvishto surrender as littlesovereigntyas possibleThe E@ O

commitment to an ever more péect union furthercomplicates thisits principal monetary institution, the ECB, is
incompetent under its statutes from assuming leadership and its member states are themselves conflicted. We
expand orthis inPanel4.

European Central Bank

The ECB presents sevedlallenges It cannot be held wholly responsible for its ehanded approach to crisis
managementsince 20071t is hampered by its statutes which prevenfribm issuing bonds on behalf dlember

States. Indeed the ECB Governor 8a&hown some ingenuity in developing ways round some of these constraints, for
exampleparticipating in secondary markets and repo operatiobsfortunately these have beeimperfectly

effective, we would argue not so much because of lack of firepowepomgitment, but because the underlying
problem has gone beyond the capacity of firepower and commitment to addre¥gdtexplore thisoo in Panel 4

The ECB presents, moreover, other unresolved issues which threaten the good order of a workout.

A The ECBuwill claimlocus butfacesa mismatch between its responsibilities and its capabilities. This goes not
merely to its equivocal call upon and application of capital, but also the nature of its expertise, which lies in
central banking not sovereign defaultoFthe latter it must call upon others, specifically the IMF.
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Panel4 The institutional dilemma at the heart of the Euro- 1

Governance of thé&urozonehas been bedevilled by two

AT 1 OO0AET OO 8stabiiti add@ dwth @ &otk 19965
which enjoins fiscal discipline on the members of the
Eurozone™ Second, the statutes of the EU and the ECB
itself: article 123 of the TFEU prohibits the bank issuing
bonds for the direct account dflember States. This is
restated in article 21 of the fotir protocol on the Statute of
the European System of Central Banks and of the Europea
Central Bank$®

In fact theStability and Growth Paaivas violated at its
outset, inter aliaby its now most ardent defender, Germany.
This happened when the continuing costs of integrating the

provinces from the former East Germany pushed the Feder A

AOACAO 1T OAO OEA DPAAOGGO 1 EI
Even soTablel1shows that since the end of 2002he first
year in which theEurowas legal tender the balance sheet

of the ECB has grown by 14% pa, over five times the rate c
growth of the underlyingeurozoneeconomy. It now stands
ET AO Qs ¢ CHurodor@ OVi' M OF LAROWOIEDY
Although the overall loaro asset ratichas barely moveeit
72% (2002 73%), theatio of theloanbookto financial
institutions is nearly twice as high, up from 32% to 57% of

the total.

Table 11 ECB Balance sheets

Assets 29 Dec 2002 10Jan 2012 Changep.a.

Gold etc 131 423 13.9%
Forex claims on o/s residents 249 246 -0.1%
Forex claims on Eurozone residents 20 96 19.0%
Euro claims on ofs residents 4 25 22.6%
Euro lending to financial counterparties 236 836 15.1%
Other claims on Euro credit institutions - 67 na.
Euro securities 33 619 38.5%
Gen govenrment debt 66 34 -7.1%
Other 93 342 15.6%
832 2,688 13.9%
Liabilities 29 Dec 2000 10Jan 2012 Changep.a.
Banknotes in circulation 375 884 10.0%
Euro liabilities to Eurozone financial conterpar 129 832 23.0%
Debit certificates issued 2 1 -7.4%
Other Eurozone liabilities 55 91 5.8%
Liabilties to overseas residents in Euro 9 124 33.8%
Forex liabilties to Eurozone residents 1 6 22.0%
Forex liabilties to overseas residents 20 8 -9.7%
Counterparty to IMF SDRs 7 56 26.0%
Other 64 210 14.1%
Revaluation accounts 106 394 15.7%
Capital and reserves 64 82 2.8%

832 2,688 13.9%
SourcesECB, autho  irafedor 2011 GDP (201@F 8 X i

A SMP:The ECB purchases government bonds from the

This is because in practice te&@tutory restrictions are
imperfectly effective Thebanktakes action ostensibly
confined to promoting liquiditypurchase and repo
operations in the secondary market, buying sovereigns botl
directly and throughemergency support programs offered
through national central banks. Both programmes are
politically controversiat particularly in Germany; it is this as
much as statutory prohibitions which holshcksuch
measures

The bank supports commercial banks witho programmes.

Euro-area financial sector in exchange for emeek
deposits;

LTRO:4 EA %#" OAT OO1 x08 CI OA
issues from théeuro-area banking sector in exchange fo
three-year loansThese are loans at low rates (currently
1%) backed by acceptable assets and subject to a
Gaircuti T OEA AOOAOOSE OAI OA
though it remains unclear if the haircuts are enough to
serve. This programme has helped liquidity, also redgci
spreads paid by severBurozonegovernments on new
sovereigns, as commercial banks use them as collatera
to raise liquidity from the ECB.

Such facilitiesaaretakento be less inflationary than the direct
purchase of sovereigns on issue or in the seeopadnarket
This is becausthe comparatively early repayment
represents an automatic mechanism for mopping up
liquidity. By contrast, programmes of long term purchase of
sovereigns schematically defer realisation until markets
return to normal function. @art 15shows that there is
currently no evidence of increase in broad money creation
across theEurozone

Chart 15Change inEurozonem3z Jan2002 to Jan2011
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82 The pact is embodiethter aliain Article 121 of the Treaty (ex Article 99 TE®)e multilateral surveillance (basis for the stability and
convergence programmes and the early warning mechanism) ; ArtideoLthe Treaty (ex Article 104 TEQhe Excessive Deficit

Procedure (EDP); Protocol (No 12) on the excessive deficit procedure annexed to the Treaty; Council Regulation (ECpA1B&009
application of the Protocol on the EDP; Resolution of the EesspCouncil on the Stability and Growth Pact, Amsterdam, 17 June 1997,
European Council Presidency conclusions e232March 2005 endorsing and including the ECOFIN Council report of 20 March 2005 on
Improving the implementation of the Stability and GrolwPact; Consolidated version of Council Regulation (EC) 1466/97 on the
strengthening of the surveillance of budgetary positions and the surveillance and coordination of economic pdfieipseventive arm of
the Stability and Growth Pact ; the Code afnzluct- Specifications on the implementation of the Stability and Growth Pact and guidelines
on the format and content of stability and convergence programmes, endorsed by the ECOFIN Council on 7 September 2010.
83 The text reads,
Overdraft facilities oany other type of credit facility with the European Central Bank or with the central banks of the Member States
i EAOAET ABOAO OAEAOOAA O AO O1T AGEIT AT AAT OOAI AAlokdeds ET  EAOT OC
regional, local or other public authorities, other bodies governed by public law, or public undertakings of Member States shall be
prohibited, as shall the purchase directly from them by the European Central Bank or national central banks of debt irtstrumen
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Panel 4The institutional dilemma at the heart of the Euro- 2

Bond purchaseexpose the ECB to credit ridlor example
Greece is in negotiations to reduce interest and principal
payments to private bonéholders such that expected losses
are anticipated to amount to between 50% and 60% of theit
value. This is consistent with market prices, with the bonds
trading at betweern30% and 40% of their nominal value.
Current ECB direct holding of Eurozone government bonds
ET Al OAA O 1 A Xi 1DA&AOCABA DA A DC
billion of outstanding bond&? The ECB claims protection as

Al O1 ZEEZEAEA]T AOAAEDLGD drite) /£
AT xT 11 ' OAAAASO O1 GAOAECGT «
AEITEITh AOIO1T A TTA NOAOOA

i £ qfiBuiitiisard to see how this might apply to
purchases in the secondary market. Indeed, in that the ban|
hasbought below par, full protection up to redemption
would generate exceptional gains, which cannot be the
intention.

The ECB has not been alone is supporting capital deficit
members of the Eurozone. Chart 2 shows that the
Bundesbankas increased its exposure to European financic

El OOEOGOOGEI T O | EAh 1T AGET T Al
01 OI 1T A QYyodvAl AO DPOAOAT O8
Chart 16Bundesbank selected assets, 20062011
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Loans to Financial Institutions

Those calling for monetary easing would have the ECB
further violate its statutes by issuing its own bonds. The
argumert is that these would benefit frorde factgoint and
OAOAOAT COAOAT OAARO mEOI i OE.
how persuasivehis is. The reserves of the ECB are already
depleted, with the ratio of capital and reserves to total
balance sheet down from 7.7% after one year of full
operation to 3.1% at present. Its subscribers are not as
creditworthy as formerly: some 77% of i@pital comes from
just four subscribers, Germany, France, Italy and Spain. Or

13January, S&P downgraded three of these: indeed two

3PAET AT A ) OAIl Uh OADPOAOAT O

pool- are profoundly compromised by the current crisis.

Recant downgrades also compromise the formation of the

%OOT UT T A8O0 ET OAT AAA O0OBPDPI O

of three perceived failings.

A Institutional weakness: both the countries concerned
and the Eurozone of which they are a part are hampere
by theinstitutional failings of the Stability and Growth
Pact and article 123 of the TFEU. This leads to defectiv
decision making processes.

A Implausible commitment to fiscal balance:there is a
profound risk that Eurewide leadership will continue to
be conflcted. So too that leadership in one or another of]
the Member States will turn out to be fundamentally
ineffective, possibly following political turmoil attaching
to one of the countries with unelected leadership.

A No growth path: the current emphasis uporiscal
discipline drives austerity to the exclusion of all else,
notwithstanding the requirement for growth and the
threat of dislocation calling for emergency fiscal and
monetary easing. The latter seems close to impossible
given the existing institutionatonfiguration®®

Conclusion: no magic bullet

This chapter contains our proposals to address these
institutional failings. It would seem to go with the grain for
the EU to follow precedent in other such crises by exercisin
regulatory forbearance in respeof the Stability and Growth
Pact and for the ECB to do so by issuing bonds. We would
not rule out the former, but find it hard to see the latter. Nor
do we believe that Germany will ride to the rescue, as muc
for lack of means as the lack of inclinatihich is deeply
rooted in the foundation of the countrﬁ*/7

In this light we have no alternative but to resort to
institutional innovation. Below we propose recognising the
de factoincapacity of the EFSF and replacing it with country
OPAAEAEA O02A01 1 OOkke Hodieg,01 AO
OOAOAOEAAA AU OAIT ATl EOEITT O
would sell bonds benefitting from joint and several
commitmentsfrom the subscriberand issue them to global
capitaksurplus buyers. If the instruments were rated below
AAA, buyers would be incentivised by the enhancement,
economic or political concessions set out below.

84 Reuters, 26 January 201The figures in table 12, p51 allow for holdings byBhedesbank.
85 Reserves are attributable to the countries of the Eurozone rather than the ECB itself and are held on account at the GlettivabBank.

86 Long term criticsoof the Euro point out that asterity and growthneed not be contradictions. see J J Rdt#p://jjrosa.blogspot.com/

What is needed now, and urgently, is an across the board decline in public spendingaxesion labour to stimulate supply at the

same time. But this requires first a return to growth and a reduction of the bloated public debts (a public deleveraghn) 3T6

monetary policy and exchange rates are so important at this point. One haarember that the first countries to exit the gold
standard and devalue their currencies in the 1930s were those that returned to growth earlier than the laggards.

87 See the commentary on Table 15 belosomparingthe sums required to German GDP; and apper(d) for the history of th&ollverein
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A The ECB may be less than perfectly aligned with the IMF.|atker is bound to involve itself in a workout
and knows enough not to throw its weight around unnecessarily, particularly as European nations stand in
Al O O T A wim I.7tidlkely, hpwewed 1O hadeAldidntpdrdpectives from the ECRr
example on accounting for impaired assé&taVe take the view thatinless this can be resolved, the ECB
will eventuallyfacenegotiations with its subscribers and the IASB to regulatiseposition.

A In particularthe very standingof the ECBheeds to be stablished. Central banks normally present
themselves to workouts as debtors; indeed it is close to a necessary condition of a sovereign default that
the central bank has exhausted its credit. In this instance, however, the ECB is a creditor. Whatits more
has conducted itself as though it expects to be treated as an official creditor, with its claims senior to all but
other such creditors, generally the international financial bodies. But it is not clear that this would be
universally recognised’ This tas implications for a successful workout.

Capital market instruments

Sovereign bondsarean increasing element in national balance sheefften the predominant element on the
liability side Inthe case of the southertier states plus Ireland, they haveen estimated as 55% of the foreign debt
outstandinggllf these bonds are governed by New York or English law, they will co@allective action clauses
(CACs). The effect of these is that a proportion of holders over the threshold set in the bomsl rieaty bind all
holders® The corollary is that holders will not t®und if a majority over the threshold cannot be assembled. In the
event, delinquent bonds are sold in the secondary market so that some fall into the hands of iidgessed
debtdor Qrulturedfunds, who will go taourt to enforce their rights unless coerced by a majority meeting the
conditions of the CAC. This threatens good order during a workout negotialiorecent years, much scholarly and
practitioner attention has been devotkto creating an orderly environment for dealing with sovereign bondholders
in the event of a major default. In 1995, the IMF examined the issue in depth, without however coming to any
conclusion® So far debate has been theoretical, but the urgency ofrases likely to break new ground.

Credit Default Swap policieqCDS) offer indemnity against default in a credit instruméviginly used by lenders to
hedge their risk, they have also become a source of speculative income to financial organisationbaviei¢hken

the view that default by &urozonesovereign is unthinkable. This threatens the systenisk which analysts of CDS
predictedwhen they first emerge(?f1 French banks are said to be particularly expaggdsumably after assurances
AOT T 1061 AEATT ATIT PATETT O A£Obitwelekkeligbld fiyurde\s thé risiof &réek 1 OAE A
default has mounted, the objection has been heard that these policies were taken promiscuously by persong withou

88 This is after the full operation of the post Singapore reform of quotas.|B¥eQuota and Governance Refp®th October 2010

89 It has proved impossible to obtain a definitive view of this matter, despitensive enquiries to the accounting bodies and the principals.
Presumably it is on the tobard pile, pending either an emergency or the advent of agreement between the Sherpasefeamventional
view, see Dalton and DziobelGentral bank losses angperiences in selected countridsr, April 2005. But we could not be certain of the
prevalence seven years later of their generally hawkisimce

Accounting standards require that any interest payments received on securities issued by the govetarcever central bank losses
be recogrisedas income and recorded as such in the income statement. They should not be credited directly to a balance sheet
account. Once a profit has been determined, such profits may then be allocated toward redemptiorodization of assets created
to cover the losses. In this regard, a feature of central bank law in some countries is that when government securibeshiasied
to cover past central bank losses, any future profits are first allocated to the redempfisuch securities. Related to this is the more
general accounting principle that all payments and receipts that are in the nature of interest must be issigrthe income
statement for the determination of net profits. Failure to do so resultsnaricial statements that are not comparable with those of
other organizations, and which also lack transparency in terms of presenting the true position and results of centraldratikrp

90 Noris it clear that it would not. This is another topic ohieth a profound miasma applies. Again no definitive answers have come to the
attention of the authors, with nothing from the IMF and equivocation on the topic from the dusty archives of the WorldIBanmkgui
Kunt and Fernande?rias,Burdensharing amog Official and Private Creditoi&/orld Bank, August 1992.

91 Nordvig et alop cit
92 See Bradley and Gulatiollective Action Clauses for the Eurofbmaft), Duke, 4 October, 2011

The most frequently employed CAC is one that applies to the modificatif payment terms. These modification CACs come in a
variety of forms depending on the percentage of votes needed to change the@®@ayment terms. While 75% is the typical
requirement, there are modification CACs that require a favourable fagtasmany as 85% and as few as 18.75% of the outstanding
bondholders.

93 Morais,Legal framework for dealing with Diverting Debt DefaGltapter 13Current legal issues affecting central bakkdume 3,
International Monetary Fundl995
94 For a grim view othis, see VerdierCredit Derivatives and the Sovereign Debt Restructuring Rideegard Law School, 27 April 2004.
8AO OEA ET OAOOAAOGEIT 1 &£ O1 OAOAEGT AAAO AT A AOAAEO Aad&@ODAOEOAON
but they compound each other to a considerable degree. The brittleness of the current restructuring process makes it \aitoerabl

the destabilizing effect of credit derivatives. In turn, the legal uncertainties associated with credit risk transfeliegtivity amplify
OEA OUOOAI EA OEOE AOAAOAA AU OEA m ix 1 £ AAPEOAI 8
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an insurable interest’ Regardless of the rights and wrongs of this argument, much energy has been devoted to
ensuring that arrangements witfsreeceare so configured that CDS policiese not triggered for paymentThere is,
therefore, an incentive foa creditor to seek to invoke the jurisdiction of a foreign cowgither as a genuine attempt

to resolve a dispute or as an attempt to improve its position (for example by seeking to avoid the effect of a CAC
imposed by local law). In order to make itaioh more effective such a creditor may also seek to restrain the assets
of the debtor in one or more foreign jurisdictions. While such action could not be taken in England (or the courts of
any other EU state) where a local court has taken jurisdictios¢h®strictions would not apply elsewhere

(particulaty in the US).

The risk okuchcreditor actionthreatensuncertainty, particularly if creditors seek to restrathe assets of a
secedingState. As noted, provided local courts have taken jurisdictiom iparticular matter it is no longer possible
for the courts of another EU country to take competing jurisdiction. It would seem logical, therefore, for any
seceding government (or any other obligor in a seceding country who has Euro denominated obkjatidake
action as promptly as possible to ensure that local courts take jurisdiction over as many Euro denominated
obligations as possible.

To date, efforts have been made to show that any haircut taken by investors is assume@anrtarydbasis, &
that no credit event will be deemed to have occurred and, hence, no demand can be made on the protectioif seller.
aseceding Stataunilaterally changes its law to impose a moratorium on its bonds, then it will be very difficult to
maintain the argumenthat the arrangements arévoluntarydfor these purposedt may, however, be open to a
seceding Statdo secure agreementhowever grudging through a threat to use its lawnaking powers to reduce
the face value of the bonds by BBrcent In the face of that, bondholders may well determine that agreeing to a
seceding Statés wider proposals would be in their best interegtsimple reduction of the principal amount of the
bonds in this way may well amount to a deprivation of propertyviich compensation may be sougaﬁt Even so,
the prospect of years of difficult and uncertain litigatisnggests the merit oA moreaccommodatingattitude on
the part of creditors Systemicloss is threatened gecession triggers default clauses in spative CDSs where the
seller has taken a market position bettim@ainstdefault.97lf all else fails, the treaty process canditempted to
oblige participants to pass national laws prohibiting enforcement of such contricts.

This issue is the complement of the position taken by creditors who are refusing a haircu©oh A deld,&l@ming
that they would prefer a default which will trigger indemnity under their CDS contracts. It maogs sense to see

their quarrelas witOEA %#" 8 O Al AET O AO Al 1 £AFZEAEAI AOAAEOI 08 #%$3

central registry, leaving us unable to obtain definitive figures for the ownership of contracts for specific
contingencies; anaho basis for estimatingAs we are nable to rule out systemic risk, our proposals address it.

95. The International Swaps and DerivativAssociation(ISDA) ha®btained an opinion that CDS policies are not insurance busiaedghis
remains the generally accepted view.

96 See the disussion under European Convention on Human Rights, above.
97 The ISDA states

4EA AAOAOI ET AOEIT T &£ xEAOEAO AT U AAOGEIT AT T OOEOO&EMER A AOAAEO Ac

Determinations Committee on the basis of the specific facts and if a market participant requests a decision from the D@llyGene
however, the inclusion of a CAC would not, in and of itself, be expected to trigger a Credit Event. On the othéhdnasd,of such a
clause to effect a reduction in coupon or principal or one of the other events set out in the definition of the RestruCteditd=vent
could trigger if the other requirements of the Restructuring Credit Event were met (for examplaéeén creditworthiness), as its
effect would be to bind all holders of the relevant debt.

http://alea.tumblr.com/post/16019351037/isd@datesgreek sovereigndebt-g-a?goback=%2Egde_4223684_member_90304757

98 Overall, his may not be as worrisome as dreatment suggestsAfter weeks of maket rumours of holdout hedge-funds, the most recent
on ditisthat most holders for value have sold out and little has been bought by Vulture Funds whovagaid to find it unlikely they will
win cases based on sl claims.
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Workout

Workout covers the process of debt rescheduling. In principle this could occur without secession from the Euro, but
for the purposes of this essay we are assuming that secession occurs.

Attitudes of participants

First, we turn to an examination of the attitudes on the key issues of the pringggles toa workout. We explore
the positions othe seceding Statdtself; the IMF, as the lead body in or at ledse most experienced partyota
workout; the ECB and other European institutiqriee US, acting for these purposes as a surrogate for other non
European sovereignsand pivate sector creditorsThis excludes several parties who may come to play a role,
among them international regiatory and standaresetting bodies and global capitaurplus nations. Nonetheless,
the key issues are captured with the five participants set out above.

A

Forum for negotiation Theinterests of theseceding Statdie in making the negotiating process as inclusive as

possible in order to enlist the support of naneditors. This will cause it to favour an ad hoc forum, possibly

extending to an out and out treaty negotiation. The IMF and other official creditoldneline to the familiar

Paris club process, as it is proven and expeditious. They may however see the need for ad hoc participation

beyl TA TAOOI xI U AOAAEOI 005 C bictib Bsintegity®dii@ ieh®dyhdiow i OE A L
Paris Clb process. In either cagbey will be willing to entertain an ad hoc forum. European bodies are likely to

prefer ad hoc arrangements, mindful of the untested position of the ECB; no doubt they will push for a

European lead, though this could end up asmare than venue. The US together with other n&uropean

sovereigns will wish to follow the lead of the IM¥#th private sector creditors likely to follow the lead of
sovereigncreditors.

Third parties in roomWe noted above that theeceding Statevouldincline to an inclusive list of participants.

In particular, it would wish for regulatory forbearance going beyond the immediate period of resolution well into
the medium term, as set out in greater detail below. Timiay call for the participation of th&ank of

International Settlements (BIS), the International Accounting Standadard (IASB) and possibly other§ EU
regulators feel that they have insufficient discretion to act aloée IMF and other official creditors would

prefer something as sindp as possible but would almost certainly allow reneditors to participate in such
sessiongo move the process on. As with the issue of the forum for negotiation discussed above, European
bodies are likely to prefer ad hoc arrangements, while the UBfelibw the lead of the IMF, with private
creditorsonce agairfollowing the lead of sovereigns.

Priority of ECBThis is likely to prove a particularly contentious topic, particularly in the absence of clear

precedents. Theeceding Statewill wish the E® - almost certainly its principal creditorto be treated as other

banks, ie, fully qualifying for haircuts. The IMF and other official creditors will be conflicted. In the absence of a
precedent, they will wish to avoid creating one by placing a cefaak in their preferred position; on the other

EAT Ah OEA %#" EO 11 AAAOT O AT A EOO OOAOAOEAAOO OAPOA
them inclining at the outset to see the ECB as an official creditor, butEmmpean subscriberwill have to be

persuaded that it is in their interests to stand shoulder to shoulder with the ECB if it is obliged to take a haircut.

This will depend from countrio countryon how much their IMF subscriptions would be offset by whatever

their distres®d asses might recover; as well asn general by whatever scope there might be to recapitalise

the ECBOur proposals on page §4or Resolution Funds, ad hoc batike bodiesaddress failure on thiscsre.

Priority of bond-holders In many respecttiis is akin to the preceding issue, as most ofseeeding Staté O
obligations are likely to be bonds held by the ECB. Nonetheless, the balance of interests is not identical. The
seceding States almost bound to start out with the negotiating positionahbond-holders should be treated as
other financial creditor&nd qualifyfor an identicahaircut. This is another way of getting the ECB to shoulder
the pain. The IMF, other official creditors, the ECB and ofh@minstitutions will wish bonds to be senior to
other debt, reflecting precedent and the interests of the ECB as bhoftler. The US and other nelBuro
sovereigns will follow the private sector consensusjrfgenore than one way as private sector creditovil

have different interests reflecting the class of instrument which they hold. Bondholders predominate so are
likely to outvote other classes.
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Alternative forums

In the section above we touched on the forum for negotiation, which will determineikieéylcharacter of the

workout process. It is wortdwelling brieflyon the distinctions between the familiar Paris Club venue and an ad hoc
setting.

The benefits of the Paris Club are that it follows thirty years of precedent, there is an expert setratdhie French
Ministry of Finance and that although the famous eday process may stretch to slightly more than that in reality,

its agreements generally stick. It goes with the grain of officials and private sector practitioners, a matter to which
we attach great weight. On the other hand, its legal force is relatively weak; in particular its agreements are junior to
national and contract law. In addition its participants are drawn from the narrow group of debtor, creditors, and
secretariat although nternational bodies have observer status

An ad hoc process undoubtedly violates precedent, as the Paris Clutelase the institution for sovereign

workout. On the other hand, the Paris Club may not be sufficient. The complications of disappointddagbolit
ambitions, violated treaties, conflict of jurisdictions, the equivocal character of the ECB, prolargamhflicted
regulatory forbearance and novel capital market instruments, not to say the sheer scale of the issue involved, may
be seen to call fasomething which goes beyond the scopéexisting institutions. This is our reluctant conclusion

on the premiseset outabove that systemic threats invoke the precedent of going against the grain. Indeed, we see
the most effective outcome of a workout these circumstances as not the conventiokareed Minuteof the Paris

Club but a fultblown treaty.

Process

Inthis sectionwe set out details of the workout process we envisage f@veakseceding Staté, as this ishe most
likely event and it serves as our baseline scenario. We then exploréhiedwvaseline scenario would be altered for a
Gtrong seceding Statéor general dissolution.

Participants The parties to the workout would be the convening (ie, secedingfestcreditor states, national central
banks and other interested public bodies; the ECB and possibly other European institutions extending to
representatives of the European Court, Council of Ministers and Parliament; the international financial iosstuti

that is essentially the IMF, though also embracing other international bodies in particular including regulators. This
is because we see the need to bring in the Basel process to provide meeliomregulatory forbearance, desirable

to mitigate the curent pro-cyclical policy of reducing capital to asset ratios; and to enhance the liquidity of defeased
or collateralised exchange instruments by making them acceptable as Tier 1 capital (see below). It is likely also be
essential to bring in such othertarested parties as major trading partners and the US; and we could envisage a
place in the room for globalapitalsurplus Stats.

Heads of agreement

The eventual outcome of the workout process will be two classes of agreements, a financial and atligyakest.
Resolution will be based on the premise that it would be irresponsible to offer unconditional supperfollowing
is offered as a templatdhgased on the customary IMF/Paris Club process and to some extent on the exchange
instruments known a§Brady Bonda. It should be seen dBustrativerather than adefinitive specification.

A financial settlement would have heads embracing
A Sustainability In the first instance, negotiators neexh accurate picture of theondition of seceding Stateto

a) Drill down to an accurate view of the sustainability or carrying capacity af gteonomes, the sovereign
equivalent of@ree cash flodor (orimary surplug; andthen

b) ComparethisOT OEA OAI 1T U T £ OEA OOAOAGO 1T Al ECAOETT O8
Neither of these is easily don&able10sets out estimates of the indebtedness of select@kakseceding

Statesd, though theseshouldbe regarded as indicativas they are basednly on secondary sources and our
own estimates
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Table 10 Selected Gveak seceding states, indebtednessh briQ

Original Greece lIreland Italy Portugal Spain Total
Total foreign debt 4110 787.0 1483.0 349.0 1,867.0| 4,897.0
Foreign bank credit 87.0 4100 509.0 1250 427.0( 1,558.0
Com'l bonds held o/s 1510 329.0 816.0 148.0 1,293.0f 2,737.0
Sov bonds held o/s 173.0 48.0 198.0 49.0 1470 6150
Total bonds held o/s 324.0 377.0 1,0140 197.0 1,440.0( 3,352.0
Private holders 81.0 1885 3448 985  720.0( 143238
ECB/Bundesbank holdings 243.0 188.5 669.2 98,5 720.0] 1,919.2
Sources. | I O OA N edifafemi EOBBundesbank holdings

Tablellsets out our preliminary analysis tfe primary surplus and hairclsly way of principarising for the
selectedQveak secedingstates. These figures includerjvatisationswhich may also serve as collateral as
closingproceeds would go toetire exchange instruments.

Table 11 SelectedGQveak seceding Statesd, primary surplus and haircutQ A 1

Greece lIreland Italy Portugal Spain Total|Note

GDP 230.0 156.0 1,549.0 173.0 1,063.0 3,171.0 a
Fiscal debt as reported, 2010 (144.9) (92.5) (1184) (93.3) (61.0) (510.1} b

Deduct increment for 2011 (30.0) (11200 (12.0 (5.0) (10.0) (68.0) c
Est debt end 2011 (174.9) (103.5) (130.4) (98.3) (71.0) (578.1
Gross deficit as reported for 2010 (10.6) (31.3) (4.6) (9.8) (9.3) (65.6)
Deduct increment for 2011 (19.4) 20.3 (7.4) 48 (0.7) (24) c
Add back

Fiscal adjustment 115 7.8 na 8.7 53.2 158.6 c

Est interest expense 131 6.7 7.2 6.4 3.9 37.3 d

Est privatisation proceeds over four years 12.8 2.6 50.5 1.6 14.3 81.8| e
Est primary surplus after adjustments 7.4 6.2 457 11.7 61.3 132.2
Real long term sovereign rate 750% 6.50% 550% 650% 550% 5.7% f
Carrying capacity 98.2 94.7 830.4 179.5 1,114.6 2,317.4
Actual foreign debt 411.0 787.0 1,483.0 349.0 1,867.0 4,897.0| ¢
Overall haircut arising (%) 76% 88% 44% 49% 40% 53%

Sources and notes

a Sourced from Eurostat.

b Sourced from ECB.

¢ Authors' estimate.

d Based on default rate of 2.5% plus spreads as follows.
Greece 5.0% Ireland 4.0%
Italy 3.0%  Portugal 4.0%
Spain  3.0%

e Taken as one percent of GDP pa for five years.

f Taken as default rate of 2.5% plus spreads stated in (d) abo\
column 6 is average

g Taken from table 10 above

A Haircut The central element imworkout is theexchange of legacy obligatiorfer a new instrument or
instruments at formulas reflecting the agreed haircthe current issue facing the Greek negotiators is the
disinclination of theofficial creditorsto accept a haircut. Tablg2illustrates thaton the assumptions we make
for the holdings of the ECB or thBundesbankthen if the official creditors hold out for haircuits principal of
below 75% for Greece and 50% for Ireland, they will wipe out all private obligors.
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Table 12 Selected Gveak seceding States, haircuts for classes of obligoon selected assumptions
Greece Ireland Italy Portugal Spain Total/ave| Note
ECB/BuBa holdings of foreign bonds 75% 50% 66% 50% 50% 57%| a

Global haircu 76% 88% 44% 49% 40% 53%
ECB haircut  60% 50% - - - 12%
Haircut for other obligors  100%  100% 80% 68% 66% 79%| d
Sources and notes
Holdings sourced from Nomura except where stated be
a. Authors' assumptions.
b. From Table 11, p50.
¢. Authors assumptions to test obligors' poition; see text
d. See text.

o T

The position is less adverse in the case of the other states, where even if official creditors insist on no haircut
whatsoever, private sector obligors end up with 20%, 32% and 21be@har value of thaiholdings in the cases
of Italy, Portugal and Spain respectively.

Exchange instrumentWe propose one ageveral exchange instruments with characteristics depending upon

the objectives of the legacy holder. TheyayA A AAT T 1 ET AOAA ET OEA AOQOOOAT AU 1 £
terms such thapari passis waived and CACs are reconfigutedring in holdout bondholders.

Core economicdt is unrealistic to hope that these might offer ecan@ characteristics with makeholders

whole, but they should offer economics which make up for the haifattich may include any or all of a

prolongation of tenor, interest holidays or reductions or grace periods on principal repaymeitiisgnhanced

coupon, security, qualityliquidity and economic upside. We do not dwell upon coupon, both because the

calculations are mechanical and because there is a limit to what coupon enhancearesthieve with haircuts

at Greeklevels. This makes the other incentives all the more int@ot.

Security This is best established by depositing interest payments in an escrow aceeigiiteen months

would be the precedent. In the past the US Treasury has served such purposes but would probably not be
acceptable in a European setting. TBendesbankoffers satisfactory security, but may be seen as too much
parti pris so too the ECB. The Swiss Central Bank would serve as an acceptable depddgargominally
private companybut as an agency of the Svei&overnmentit sharesthe immunity from attachment of the US
Treasury Alternativelythe BlSmay be seen alest qualified taserve provided that it idheld to beadequately
capitalised.

Quality Holders will wish to persuade themselves and their rating agencies that they have obtahighex
quality instrument, so as to justify any concessions on coupon, augment the quality of their balance sheets and
qualify for the liquidity enhancements described below. Quality may come by collateralisation or defeasance.

It would be relatively straihtforward for theseceding Stateo put up collateral by placing publically owned real
estate or other incomeproducing flows or assets in trust, biltis lacks precedeniNor is itclear that every
seceding Statéas sufficient realisable assets to ctdelise its debt. In addition, there is bound to be political
resistance to such moves, possibly to the extent of making them impracticable.

The principal precedent for defeasance adding to the quality of an exchange instrument occurred in 1990, when
the US Treasury issued zeapupon bonds to Mexico on concessionary terms. The mengpons were

configured to redeem the principal of outstanding instruments on maturity, bond for béimals sening as
collateral® In this schemawe proposefees payable inxechange instruments at par. The identity of the
underwriting body presents complications. Neither the US nor the IMF has reason to get involved as other than
a facilitator. For political reasons, neither tiBaindesbankor the ECB would be acceptable, iredethe latter

lacks capacity withouéltering its statutes andhew subscriptionsThe EFSF as envisaged is insufficient for the
purpose andacesuncertainties since the 13 January downgradHss suggests that the most likely

underwriters would be ad hdatergovernmental groups of Europeans, acting a@aalition of the willingfor
weakseceding Statelt would be desirabléo introduce globakapitalsurplus Stats into such groups,
incentivisedby the preferences described below.

The US Treasury obtained consideration for these bonds, but as Mexico was unable to pay for them in full, the US pr&gsdd Benk
and the IMF to break their own rules by advancing loans to cover them.
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None of this makesense unless at least official creditors accept enhanced quality as a qualification for a lower
coupon. Finally, at present the cost of zetoupon bonds is several times that prevailing in 1990, so
collateralisation may return to the fore as an alternative

Enhanced liquidity Exchange instruments of this kind will follow precedent if they provide for enhanced

liquidity by qualifying for negotiation at par for taxes, privatisations or tier 1 bank capital. This would require the
BIS to offer derogations frorBasel Il for the last of these to take effect. This is at odds with current policy, but
may be seen as required by new circumstances as well as of a piece with the regulatory forbearance customary
in workouts of this kind.

Preferencesincentives for undesriting or issuing a defeasance instrument inclufiest lookdor time-limited
exclusivity in purchasing assets against exchange instrumeatsess to preferential finance for such purchases
from the Resolution Fund§ thead hoc bankKike bodies deschied below as well asin the case of global
capitalsurplus State- the promise of higher quotas at the international financial bodies.

Economic upsideExchange instruments of this kind follow precedent by providing for warrants tied to a

variable econmic indicator. In the past these included the price of export commodities for example oil or
agricultural commodities. There is however, no reason why they should not be tied to the inverse of the oil price
if the seceding Stateés an oil importer, or to gpvatisation proceeds or exchange ratein both instances above a
threshold. Whether warrants should be detachable is a matter for negotiation. Once again escrow
arrangements apply.

The elements of the financial settlement aboaee a template rather tha a prescription. As we have stressed
throughout, a successful workout will go with the grain of institutions interests and precedents, subject always to
recognising when emergencies call for breaking new ground.

Legal settlement

The financial settlementlescribed above requisdegal backing. Secession constitutes a breach of the treaties; on

the basis of current documentation it is something of a le@dhck hol@. This makes the best route a formal
amendment which itself had the status of a treaty. &tg amendments are politically sensitive and time

consuming, but this should be less controversial as it would regularise a state of affairs which had bdadme a
accompli In addition, it would not involve a transfer of additional powers to the Europdsaion. This makes the

issue less sensitive at a national level, for example, the United Kingdom could sign up without the requirement for a
referendum under the terms of the European Union Act 2011. A treaty amendment of this kind is likely to include
the following features:

a) The secession would be recognised and ratified, with immediate consequences; specifically it would:

i. Restore monetary sovereignty to the seceding State, and thus remove any objection to the recognition of
the new currency law by other &mber States.

i. Acknowledge the necessary imposition of exchange/capital controls, and stipulate that these should be
exempted from the general rules on free movement of capital. A mechanism could be included for the
Commission and the seceding State to mtmmithe progress of the latter's economy with a view to
dismantling the controls as soon as new conditions allow.

iii. Restore the seceding country to the status of a "Member State with a derogation”, the treaty expression
used to describe a member that has nat qualified for Eurozone membership. We take it that this will be
essential from a political perspective; it will be important for the seceding State to be placed, so far as
possible, on gari passibasis with other Member States. From the perspectdfether countries, it will be
important that the departing State is not seen to receive preferential treatment. This has a several legal
consequences. For example, article 142 TFEU requires a Member State with a derogation to treat its
exchange rate policas "a matter of common interest". This may be a matter of some delicacy because this
formulation must generally prohibit a competitive devaluation when, in fact, that must be one of the prime
objectives of secession. It may be that the point can be reiizsed as in the "common interest” of all
Member States to see a revival in the fortunes of the State concerned.

iv. Waive breaches of the treaties flowing from the secession, thus insulating that state from financial claims
and penalties that might otherwisbe imposed by the European Court of Justice.
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b) The restoration of the seceding State to "derogation” status would also solve, in one fell swoop, the legal and
technical issues arising from the withdrawal. Article 139, TFEU provides that a Member Statedeitbgation
falls outside the Treaty provisions on Euro area economic guidelines, coercive provisions dealing with the
excessive deficit, the Eurosystem and other matters.

c) As part of the new treaty, it would be necessary to negotiate the financial teritissoMember State's
departure. This revolves principally around the financial relationship between Eurozone Member States and the
Eurosystem itself.

i. The first difficulty is posed by article 28 of the ESCB Statutes, which provides that national centkal ban
are the sole subscribers to the capital of the ECB and that such shares are generatignsiarable.
Transfers are only allowed to deal with changes in a Member State's key ratipnaarally? there is
currently no praision for adjustment based asecession from the @irozone. A settlement would
presumably involve the purchase of such shares on agteobasis among the remaininguEbzone central
banks.

ii. Foreign reserve assets pose greater difficulty. The National Central Bank of each particip&tingey!
State has a claim against the ECB equivalent to its contribution of reserve assets to the system (article 30.3,
ESCB Statutes). In principle, that claim should be repaid to the national central bank concerned on
withdrawal. The treaty does not, howey, contemplate withdrawal so does not create such a right of
repayment. As the ECB might expect to suffer losses on sovereign bonds held by it and which are caught by
the redenomination exercise, we take it that the quantum of refund will be the subjeicitacate
negotiations. On the other hand, the seceding State will need foreign reserves to support its new currency
and it may not be in the interests of the EU as a whole if the new currency is excessively weak as against the
Euro.

We take it that treély amendments can only achieve a settlement between the seceding Member State, other
Member States the EU and its institutions. They may ultimately bind creditors and other parties in the EU through
the implementation of the treaties into national law. Netheless, they cannot bind creditors resident in (say) the
United States and holding obligations governed by New York law. In the final analysis, this may not much matter, as
creditors will be bound by the restructuring arrangements through contracguad opposed to treaty

arrangements.This will be achieved through something akin to the exchange programme we have described.

Sidebar agreements

We take itthat as in the case of Argentin& Bd-outdcreditors would be prepared to litigate for an improveead.
This opens the door farollective action clausefsustrating suchmaverick creditors, particularly if jurisdictions
governing such clauses -@perate with the workout process, thoroughterim MOUs andidebar agreementas
part of treaty negotiatiors.

If need be, snilar such sidebar agreementgould effect regulatory forbearance foofficial bodiesin respect of
accountingtreatment of impairedassets by way afovereign borrowingsand ebalancing subscription and voting
rights attaching to internéional financial bodies to recognise globedpitalsurplus Stats.
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Economicproposals

Table 13illustratesassumptions abouinonetaryandfiscal easindogether with microeconomic facilitation,
essentially funding privatisationgo whichweaddOEA 11T OOAO 11 OEA %#"80 AITE & O
1

requirement® £ Q oBli FOOEAO OEAOA AAA Obp OF A OEIT 00 0x8YOIl 8
Table 13Selected Gveak seceding Statesé, illustrative budgets for recovery, Q A 1
Greece lIreland Italy Portugal Spain Total| Note
Losses on ECB book 185 16.6 295 4.8 29.0 98.3 a
Budget for monetary easing 38.3 26.0 258.2 28.8 1772 5285 b
Budget for fiscal easing 5.8 7.8 775 8.7 532 158.6( c
Budget for facilitating privatisation 255 53 101.0 3.3 28.5 163 d
Total policy easing 88.1 55.6  466.1 45.5 287.8 948.9
Notes
a Taken from Table 11, p50. Excludes Bundesbank losses, ¢
xEEAE xA 1110 ETix OEAO OF
Excludes private sector losses on CDS contracts.
b Taken from Table 8, p41. Five years at annual rate; no
allowance for GDP growth.
¢ As above.
d Taken from Table 8, p41. Assumes finance for one half of
total.
Source:Authors.
These figures exclude th@undesbang®i 1 AET CO 1T £ AQd8YOl 1T £ EIi PAEOAA AOOAOC

AAT EOh xEAOA ET OEA x1 000 AAOA OEA ' AOi AT AATEO Al O A
capital'®To place this itontext, i WYoX® ' AOi ATUBEO '$0 xAO QwWwaYOI h EOO AAA
AAZEZEAEO A& O OEA UA AmaygivdidtheDdaws@tdthode adgiink it GerRa@ Gedekobity is all

OEAO EO T AAAOGOAOU O1 Oil OA o6&lpropedas] UT T A6O POT Al Al 68 7A
InstititiOnal arrangements

The central institutional relationship is between the international financial community, represented by the IMF and
European bodies, presumptively led by the ECB. Given the mix of skills and resources, iserd@s$othe IMF to

offer technical knownow and the ECB to corral the funding; also possiblgplit responsibilities so that the IMF

leadsfor country transition andtie ECB for banking system transitioGertainly our peferenceisto go with the

grain of existing institutions

This is not impossible.he governors of theeCB mayrefera part leading the resolution of therisisto adherence

to monetary orthodoxy. AternativelyO E A AsibkcEib@r@nd sponsorsould offer to bargain forbearance ohe
byOEA %# " 8 O if de@lb&tiRIBIS On the @ccounting treatment of sovereign holdings already to hand or in
prospect.Any suchdeparture would however yviolate the statutes and the culture of the ECB and its principle
sponsor, theBundesbankThe record tells us that their supervening commitment to orthodoxy is likely to pné({}ail
Thisobliges us b resort toinstitutional innovation, specifically the ad hoc barlike bodies, which we call Resolution
Funds.Thesewould bedifferentiated from the ECB by beinfree ofthe restrictions of its articls and from a
hypothetical Euro firewalbby being open to capitalisation from a tadergroup ofad hoc subscribers.

100 See table 5p35.

101 For a cogenaind authoritative expression of this view see Neumann.
http://www.emergingmarkets.org/Article/2929497/ManfreNeumann The-ECBsdangerousgame.html

The ECB can be proud of having achieved and maintained price stability over a period of 12 years. But the recent infidivation o

securities programme has weakened the leng foundations of monetary stability in the Eurozone. An oparded programme of

sovereign debt acquisition is an invitation to investors to care less about sovereign risk, and a hidden invitation tongov®to

AT 1 OET OA xEOE 111 0A EZEOCAAI PI1EAEAO8 4EA 111 CAO OEQGivedtiel COAI | A E
1 ACOITO T £ ' AOIi ATuso 111 AOAOU EEOOI OUh EO OEI O1T A AAmiT OOOPOEOA
rejecting the idea that a European reserve fund, be it the current European Financial Stability Facility (ER8R)tare European

Stability Mechanism (ESM), should have unlimited access to refinancing by the ECB. Apart from the danger of laying théoground

1 AOCOET ¢ ET £ AGET T h OEAOA EO EOOOEAZAEAA AT 1 AAQbvertGddidudbutionfo  %# " § 0 OA
resources between nations.
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Resolution Funds
If the ECB is unable or unwilling involve itselfwe propose the formation of Resolution Funds for the purpose.
These would act as follows:

A Obtain subscriptions from ad hoc sovereigns to create diee capital meeting Basel Il ternfer the fund
itself.

>

Take deposits from global capitadurplus sovereigns

Act as agent to issuthe exchangenstruments describd above and participatas principaln secondary
markets for them.

>

Act as principal to isueother debt instruments generally to global capitasurplus names and participate
in secondary markets for them.

>

Placecashdepositswith the ECB or other central banks.

Purchase ECB holdings of sovereign issues in the target country at markes$ pmicte this implies the ECB
crystallising the haircut implicit in its own market purchases).

>

Purchase bank issués support monetary easing in the target country, against first class assets on market
terms. In order to minimise the risk of inflation, sug@urchase should be eardinated with the national
central bank, with a view to configuring the tenor of such purchases to meeting national policy objectives.

A Purchase sovereign issuesdapport fiscal easing in the target country against policy meastoeseform,
privatisation etc,andmeeting agreed timetables.

A Purchase commercial papéo facilitate bonafide privatisations
Schematic2 sets outan illustrativestructurefor a Resolution FundiVe propose that the Resolution Fund offers to
DOOAEAOA OEA %#" 80 EIT1AEIT CO 1 £ Ei PAEOAA O1 OAOAECT O AO
a view to upside by participating in the exchange programme

Schematic2 Resolution Fund illustrative structure
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Source:Authors.

A Resolution Fund would seek capitalisation and funding structures enabling it to issue capital market instruments
qualifying for AAA ratings. This woultispense wittthe need foreither joint and several guarantees
collateralisatioridefeasement. This is not to rule ositichfeatures as detachable warrants other political and
economic incentives for those providing capital gourchasingcapital market issues.

Table 14 illustrates balance sheets &Resolution Fund for Greece. The composition of liabilities and assaftects
OEA AT O1 6OU8 0O OANOEOAI AT 6h ET Al OAET ¢ AOOOI POET 1T O AAT 60O
made no assumption about growth rates.
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Table 14 Resolution Fund illustrative five yearbalance sheetfor Greece- Q A 1

On formation 12 months 24 months 60 months|Note

Bond issue - 9.1 26.0 69.6| a
Capital 7.7 7.7 7.7 77 b

7.7 16.9 33.8 77.3
Sovereign paper - 1.2 2.3 58/ ¢
Bank paper - 7.7 153 383 d
Commercial paper - 6.4 12.8 2558 e
Cash reserves 7.7 1.7 34 77 f

7.7 16.9 33.8 77.3
Memo: national accounts
Exchange instruments in isspie 312.8 306.4 300.0 2873 ¢
Cum privatisation receipts - 12.8 255 510 h

Notes
a Bond issue to meet year on year requirement
b Capital subscribed at outset to meet cap ratio of 10% in year five
¢ On half of fiscal adjustment taken at one percent per ar
d Targeted at M3 increase of 10% per annum, assuming monetary multiplier of 3x
e One half of privatisation receipts in memo line
f Ten percent of liabilities in year 5
g Initial figure from primary surplus calculations; reduced by one half of privatisation |
h Taken from table 2; chapter 3 - Containment.
Source:Authors.

Subscriptionto a Resolution Fund

We propose that subscriptions fte capital of a Resolution Fund follatie precedent ofthe ECE @ey raticd;

which isbasedas to 50% omopulation and GDPbut instead based as to 33.3% on eachasfk, import and export
exposure Tablel15illustrates how this differentiates a Resolution Fund for Greece from a firewall based on ECB
subscriptions. Whereas Germany, France, ltaly and Sp&dd OAT & Aé¢ ém | £ OEA %#" 80
only 51% of the capital of thResolution FundSpain is altogether unrepresented. In addition, the Resolution Fund
calls upon such meEuro subscribers as China (&} the UK (6.%0), Russia (6.3%gnd six othersincluding the US
(2.3%). Different proportions apply to the Resolution Funds for the ottmuntries in the southern tigolusireland

but the same principle applies.

Table 15 Resolution fund, illustrative subscription for Greece

Basis for subscription

Subscriber Bank Exports Imports
exposures to from Total| Note

France 48% 10% 19.2%
Germany 19% 17% 21% 18.9%
Italy 3% 17% 19% 13.19
UK 11% 8% 0% 6.4%
China 7% 12% 6.5%
Russia 19% 6.3%
Other Euro 9% 19% 19% 158% a
Other EU 16% 55% b
Other 3% 15% 6.199 c
uUs 7% 2.3%
Total 100% 100% 100% 100.09

Notes

a Austria, Belgium, Cyprus, Netherlar

Portugal.

b Bulgaria, Poland.
¢ Switzerland, Turkey.
Sources: Authors, CIA Factbook as table 1, BIS as table 2
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Comparison of debtinstruments

Resolution Funds are intended to issue innovative instruments with characteristics similar to but not identical to the
exchange instruments described aboanel Scompares the characteristics of the exchange instrumedgscribed
above with the other debt instruments issued by tResolution Fund

Panel5 Features of selected debt instruments

Exchange instrument Resolution Fundissues

Feature
(Old money) (Newmoney)

Reflectscore eonomics of
Coupon original instrumentsand Reflects rating
carrying capacity of issuer

Escrow in acceptable

No escrow
central bank

Security

Quality Collateralised/defeased AAA rating

Acceptable at par for taxes,
Liquidity privatisations or Secondary market
Tier 1 bank capital

Preferences Offered to early subscribers| Offered to early subscribers
Economic upside Detachable warrants Detachable warrants
Source:Authors

Greece

10 OEI A T &£ xOEOQOET ch OEA w#"h ' OAAAAGO cCIl OAOT I AT O AT A b
intended to fall short of formal default. As is customary, from time to time one or another party threatepssse

to the press. This posturingbscures an accurate sense of events, but illustrates the apparently ineluctable conflict
AAOxAAT OEA 1 AAE T &£ ET OOEOOOEITTAI 1 AAAAOOGEEDPh OEA %#"
or monetary easement, domestic anxiety abadislocation, and the bloodynindedness of private sector holders

who can only be mystified at the poortymanaged process in which they find themselves. It calls strongly for the
proposals we set forth in this essay; a standstill; the engagement of theabM&ad facilitator; the creation of new

institutions if need be; and resolution by treaty.

Ou

Would an explicit Greek default ksaii generisr the canary in the mirf@ More prosaically what is the risk of
contagion? The underlying risk profild#fer from one to another countryfor example Greece presents a high risk
of moderate turmoil; by contrast Italy presents a moderate risk of great turmoil. Little actuarial skill is required to
seethe need to take both seriouslyVe find little guidance from theages of the airport bookstallnithe current
Foreign AffairsFeldstein refers to his longstanding scepticism about the Euro but we© AAAAS O AAPAOOOO
not tempt Italy, Spain or others to leavi'®?0On the other hand a few pages awdsichengreen wites (restoring
financial stability] will require [European policymakers] to acknowledge that not just Greek debt but those across
much of southern Europe are unsustainab&Those arguing against the risk of contagion may point out thamd
markets drawa distinction between Greek risk and that elsewhereutBnarkets are given to moyend contagion

has its own dynamidveanwhile, private sector haircuts risk cutting Greece off from working capital and trade
finance, not to say underminether southerntier sovereigns.

We have the impression that poliayakers are relyingotto voceon the prospect that the pressures of an

emergency will break down rodudocks and bring forth effective policy. Even given the ardour of decigiakers'

commitment to the Europroject, this could be a lonrgdds betin the context oftoday's stances and conflicts.

. ACi OEAQGET T O xEOE ' OAAAA EAOA OAAAEAA OEA DPIETO T £ Al1
reform. It is hard to see this without belable penalties. Sanctions are contemplated by the Pact on Stability and

Growth, but these are fines which make no sense as they simply make a bad situation worse. It is unrealistic to

imagine that they would be applied. The commentsHanel 6suggest hat political sanctions mahave more

traction. But first, the EU has to develop a plan beyond temporary relief.

102 Feldstein,The Failure of the Eurigoreign Affairs, January 2012, p116.
103 EichengreenWhen currencies collap#ad, p134.
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Panel6 Breaking precedent in 1989 and 2012

Comments made to the authors by Richard Bloom, former
Senior Vice President of Bank of Americad lead negotiator
for the banking group during the Mexican workout.

In 1989, it became apparent that any attempt to resolve
Mexico successfully would call for new thinking and substan
policy changes all round. This became all the more evident ¢
the framework of a viable workout took shape. The policy
changes were not the least subtle: they violated the way in
which all concerned did their business. But they had to happ
To touch on just a few critical elements:

A The IMF had to create a major, loterm, public sector
reform program with Mexico and monitor it for years, on

the basis that its failure would constitute default.

Mexico had quietly to surrender a degree of its
sovereignty to this external discipline; this was
tremendously courageous d&son by the borrower.

The US had to issue zero coupon bonds as defeasemel
instruments for the benefit of a thirgharty State,

although the US Government had no requirement for
them and notwithstanding that all US Treasury debt is
fungible.

The lead regudtor of the US commercial banks, the
Federal Reserve, had to support US baaksanteon a
broad front, to enable them to participate in a complex
exercise embracing debt reduction, defeasance, asset
improvement and future reserve requirements.

A The IBRB*had to break its own rules by lending money
to Mexico to buy the defeasement instruments.

The question arose as to the leadership of the negotiations.
Only the US Treasury qualified, as the body most closely
aligned with all participants in the process,wsll as enjoying
virtually independent power to form policy.

This came to a head late one Friday afternoon towards the €
of July 1989. The Secretary of the Treasury, Nick Brady,
summoned the cechairmen of the Banking Advisory
Committee (BAC)°to Washindon to meet him. The BAC
delegation was made up of Citibank, Bank of America and tt
Swiss Bank Corporation. They met Brady together with the
Mexican Minister of Finance, the lead Mexican negotiator,
their senior lawyer, the chairman of the Federal ReseA&an
Greenspan, the Head of the New York Fed, GeraldiGan,
and senior representatives of the IMF.

The Secretary of the Treasury was brief, telling the meeting.
O4EA 53 40AAOOOU EO 1 &£ OE
Government and the banks are very meadeal but at an
impasséo close it. We now want to see this done in this

i AAOGET ¢ OOAOOET ¢ 11 x85

O07A O1 AAOOOAT A OEAO OEAOA
sensitive decisions to be made to build a successful
program. Here is our position and the powevs are
assuming. These are intended to ensure necessary poli
support from the US Treasury to issue the needed bond
the acceptance of this program by the Federal Reserve
(and Mr Greenspan will speak to that point in a minute);
the support of the IMF Bad for such an expanded
program which we and major countries commit to suppo
and our acknowledgement of the political courage it will
take for the Mexican government to sign on to this
DOl COAIl 86

O7A T1x 00601 01 OEA Al
co-chairmen of the Banking Advisory Committee,
responsible to conclude this deal here and now, in this
building and at this table, not with the full participation of
the rest of the committee nor the entire banking

AT T 1T OTEOU T &£ 1T0A0 noo AAI

i A

So the driveiof these negotiations occupied the pinnacle of
political and financial power; not the Fed as the regulator of
banks or suppler of funds, nor the IMF as technical lead.
Remember, only the US Treasury had the political power to
engage with all those involvegind take on the public
responsibility of having broken policy rules and getting
everybody to go along.

Turning to a secession from the Eurozone, this suggests thg
negotiations should be led by those with political power; in th
first instance the EU (wbh would mean Germany and Francd
with the ECB and the IMF alongside and supportive. It then
becomes open for the EU to say to a seceding State,
O07A AOA CiEICc O AOAAE 10§
plan to enable you to carry on as a functioning StateuY
need this program, but this means you will relinquish a
AACOAA 1 &£ EET AT AEAT O O0AQ
It may make sense to raise the stakes by going on to say,
O7A80A TETEEIC UI OO £O6000
EU. If you fail, never mind about financialrdties; your
position in the EU is going to drop to observer status unt
uir 6 ATT A ¢ciTA80
If the EU is unable to assume such a leadership role directly
there is no alternative but intergovernmental leadership in a
hoc groups. But the negotiating positioof the lending group
calls for it to be an agency who is able to bind the EU and itg
institutions credibly and legitimately. The absence of such al
agency seems to me to lie at the heart of the institutional
dilemma facing the Eurozone.

This takes us to the scope for a firewall. We have pointed outtthiatis impossible with present institutisnlt is not

even dear that it is possible witthe proposed institutionO E A

havebeen compomised by the ratings downgrades of 13 January. In addition, even if these institutions were

realised at the originally intended level they risk being swamped by Greece. The apparent intention of the current

104 Thelnternational Bank for Reconstruction and Development, a subsiditiie World Bank.

105! 1 O OAEAOOAA Oi
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round of negotiations is to engineerde factodefault without devaluation. Our figuresuggest thatthisisa
defective solution.

Our modelling suggests that a Greek financial crisis is inevitable. Eurcamrexeignsare being valued as junk.
Many borrowers simply cannot support current debt levels, so renegotiation is inevitablas ends up i write-off
of the debt equivalent to a write dowim the nominal value of the bonddhis is currently being negotiateit
something of a dialogue of denidh a secessiohowever the debtwould undergo forcible devaluatioto a New
Drachma whichwould enable Greece to trade its way out.

Themodelrunsassume that all debt in Euros is exchanged for New Drachma, which devalues tagadtétthe
Euro.The model depictaninitial 50% devaluatiomecovering to eighty percent of its original lev@ler a six year
period. Thigeflects the role played bgxchange rates in helping a country adjust its econothpugh this isot a
substitute for reform We have modelled this a& 1% rise igovernmentspending overthe scenario in whicthe
country stayed in the Eurdrl hiscushions the worst social effects of economic changesitgiies reform The
modelshowsthat Greece sees a rise in investment (iegvard investment in thaourist industry) and GDP rises by
over three percent pa, with the trade balance improvsignificantly oveffive to sixyears.Even so, modelling shows
Greecewith a significant trade and primary government defiditistrating the merit of the proposalset out above.

Other scenarios

General dissolution

We envisage economic issues embracing sovereign delinquency in selected states, the decline in export sales of
capital surplus countries within the Eurozone and possible default on receiptss@tosidorder dislocation in the

banking and insouciance sectors. We see the institutional issues as reform bearing upon surplus states and official
lenders as the baseline scenario; unwinding legacy relationships with European central banks as above; and t
allocation of legacy ECB assets and liabilities. We see the reputational issues as bearing upon relations with creditor
communities, former members of the Eurozone and neighbours in general; and European deu@kans, opinion
formers and populacdfthe EU were to revert to separate exchange ratas: modelling suggests that greatly

improves performance over policy continuation and suffers a minuscule loss of growth by comparison to fiscal
union,**®

Maintenance of current policies

Our models indicte that acontinuatiOn of current policies reduces growth disastrouslythe entirety of the fifteen
years estimatedby comparison wittboth dissolution andiscal union This is because @blitical and economic
failings within the Eurozongvhich skewrisks towards lower performance

Fiscal union

Our scenarios suggest that fiscal union delivers marginally better growth than (3) dissatd@ne 0.2%, well
within the margin of error. And to achieve even this, poliogkers need to introduce politicahal economic reforms
from which they have so far flinched

Variation for a strongseceding State

We envisage economic issuesadecline in export sales within the Eurozone and possible default on receipts; plus
secondorder dislocation in the banking and insouciance sectors. The legal issues are as for legacy commercial and
financial contracts; as well as secendler effects on dficit countries. The institutional issues are the requirements
bearing upon surplus states and official lenders as the baseline scephrsounwinding legacy relationships with

ECB and other European central banks. We see the reputational issues &g tilase if a deficit country secedes,

106 Our scenarios are set out in full at appendix (g) , on the understanding tbdeling is an inexact scieacwith models themselves
imperfect and output only as good as the assumptions fed into the calculations. Our uselsiGEd progranfully participates in these
imperfections, with the dynamic of any equilibrium model risking a roseate outcome by wayafdlfrighting calculatiorsit embodies.
Notoriouslymoreover, macraeconomic modelling overlooks the financial sector and the effect of such m@camomic shocks as collapses
in the banking sector.

We make no claim to overcome these problems, thoughweaild arguethat our approach to macr@conomic shocksvarying sovereign
risk premia- capturesmuch of the microeconomic risk for a single economy and for the Eurozone as a whole. Even so, we accept that we are
unable to model spilbver effects of mim-economic shocks originating in large economies.

All of this saidour results present surprises. This goes particularly to the weaise scenariethe economic collapseonsequent upon
maintaining current policies, whicwe model by maintaining risgremia at current levels and excluding exchange rate adjustments within
the Eurozone. This defeats the seifihting tendency of the modéfor fifteen years confirming the commonsensical view of the
unsustainabilty of the current regime.
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though possibly more inflamed as giving rise to suspicio®efygar my neighbouspolicies among remaining
members and neighbours in general.

Should the Netherlands leave thHeurozoneand revert to EU membership onlthen there is a slight increase in GDP
growth, a marginal improvement in its trade balance and the Newild&r appreciates marginally against the Euro.
Given these results we have assumed that there is no accompanying financial crisis either forhikdahets or for
the remainingEurozonemembers. The common sense interpretation of this is that the Netherlands looks like a
bigger version of Denmark which has a close alignment with Germany but isEatconemember and retains its
own currency.

Conclusion on resolution

Our proposalsnay seem to sit more readily with a general dissolution, when all will be motivated topevate;

than secessiorby a single or small number of States, when remaining States may feel less constrif¢g\accept
that will be there will be challenges inativating individualsand institutions Webelieve however that the very

fact of placing proposalsf this kind in the public domaiwill add to good order by conditioning the capital markets
and encouraging all potentigdarticipants to draft contingency plans for emergency approaches along the lines
describedin the Containment chapter
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5 Conclusion

A piecemeal approachwhich adds
up to a comprehensivesolution for
secession from the Euro

At the beginning of the chapters on containment and resolution, we set out the issues which complicate a sovereign
default embracing a Eurozone state. In tleisnclusion we summarise how our piecemeal approasigages with
these complicationgo add up toa complete solution.

Politics

We propose that European institutions adMkember States enter into a treaty to regularise secessiarith the
treaty processaltogether following EU precedent and seivg as the most comprehensive way of tidying up a
complex matter. In addition it cultivates the reputation of all concerned as lawful entities. We recognise the
challenge facing European elected and appointed officiedghe extent that theyfind themselveslisconcertedat
the prospect ofeversing theprogressof aGnore perfect uniol. A more positive construction would be téew
such policies as agpisodeof reculer pour mieux sautes well ago take satisfaction in the achievement of the
European poject that policysetbacksneed no longer be fatal to amicable relations between neighbours.

ECB

We propose that either the ECB subscribers or an intergovernmental group broadly equivalent offer defeasance, by
way of guarantee or other concessionary instrent to sustain the exchange instruments of a workout. This follows
precedent in case of systemic threatsmay be that the IMF, US or other facilitators will need to promibte

recognition of alignmenbn the part of the ECB or its subscrib@rpreventing systemic banking failure. We also
propose thatthe ECB as lender acceqitefeasance (or collateralisation) as a qualification for a reduction in coupon.
There is no precedent as such, not least as the position of the ECB itself is unprecedentesb Bviémout such
acceptance defeasance is a waste of time. Alternatively or additionallygraeose thatthe ECB acceptthe need

for a haircut on the principal sums held on its books. Once again there is no precedent as such, but precedent exists
for the international financial bodies among which the ECB wishes to be counted in combining ewigting
concessionaryoansfor the equivalent effect. The ECB or its subscribers mlapbe incentivised to break new

ground in this wayvith concessions from th IASB(or other regulatorspn the treatment ofimpairedsovereign

assets held in its books.

Scale

We propose the IMF takes a technical lead so that the ECB or failing them ad hoc intergovernmental groups
subscrike for adjustment funds to be administered ifResolution Fundsdedicated to one or several thirparty

states facing banking crises and addressing them in a manner satisfying the IMF. Precedents exist in the case of
systemic threats. Once again, the IMF, biSother facilitators will need to promote recognition of alignmeon the

part of ECB subscribers. Should this fail or be insufficient, recourse lies in opening up political and economic
opportunities for globakapitatsurplus Stats.

Seceding state

Wepropose the acceptance of exchange instruments at par for privatisationsaams; as well as (if a defeasance
instrument is impracticable) offering statewned assets for collateral. The former follows precedent; the latter not
and may pose political cll@nges.

All bondholders
We propose that private bondholders follow the ECB as lenddraircut, as well as defeasance andéotlateral.
There would be no objection to the former and the lattepadly follows precedent
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Accounting standard-setting bodies

We propose the clarification of standards undke pertinent regulations, presumptively CRD fgF treating
impairedsovereign assets hine ECB etc; as well as pragmatic regulatory forbearance as required. There are no
precedents as such and ttslould be seen as ultimately a political matter as otherwise a workadliffisult to
achieve in a realistic timescale.

Banking regulators

We propose forbearance from the European Banking Authority under BRDif need be from the BIS under Basel
llIto permit use of exchange instruments at par for bank capital$e@eding State There are no precedents as such
and thistoo should be seen as ultimately a political matterapresentsuch polites areat odds withthe thrust of
Basel IlI.

Legal perimeters

Commercial contracts will be litigated according to the presumed intentions of the parties. This is inherently
uncertainex ante Financial contracts will follow the agreed jurisdiction, failing agreement upon which local courts
will applylex nonetag ie, a monetary obligation is discharged by payment in whatever is legal tender for debts in
that currency at the time when payment falls due. Even ingkeeding Statethe issue will remain problematic
because the Euro will still be recognisedaaf®reign currencyWe propose that @eceding Stateanvass

jurisdictions for provisional arrangements to discourage vexatious litigation threatening good order ahead of
complete resolution.

Capital market instruments

All bondholders

We propose that oftial negotiators put ito bondholders that they accept a reinforcement of CACs to coerce-hold
out distressed debt holders and agree to wapaei passuCACs are a novelty for workouts on this scale,daut
passuhas been waived in the past, establisgian indirect precedent. As the ECB and lady bond funds are

likely to command a majority, revision could turn out a minor matter though the latter will need to be brought
onside. In the worst case, the treaty process can be invoked for alteratioretional law.

Third-party holders of CDS policies

We propose that official negotiators put it to holders of CDS that the workout obviates grounds for indemnity.
Failing this, the legal settlement should contain provisions providing for national law fabsed to prohibit
enforcement of such contracts. This is unprecedented and on its face objectionable as undermining prudential
conduct, but it may be needed to prevent systemic threats triggered by barkish have writtenCDS policies
promiscuously.

Envoi

The Eurdsan ambitious project andetbacksare no disgracee may beapproaching anoment for opinion
formers and decisiormakers to find the wherewithal to deal with the dilemmas thrownlpsecession. If souo
essay argues thahis can bemanagedwithout chaos, using the accumulated experience of many decades and
accepting the responsibility of developing institutions to accommodate tleenands of the situationOur

piecemeal solutions do more than offer a realistic way of minimigingopeanturmoil. They also address a problem
extending beyond Europ® O A 1, $p€EHyinghSitutions to play a part ithe rebalancing purposes of recycling
capitalon a global scale
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¢ Theoretical bases of Optimal Currency Areas **’

We summarise the technical attributes of an optimum currency area (OCA) under 21 heads as ilows.

Panel 7Attributes of an optimum currency area

Variable

Theoretical effect

Labour mobility

More labour mobility eases a common currency area.

Wage and price flexibility

Wage and price flexibility in a common currency area ease overcoming
asymmetric shocks.

Openness

The more open the economy, the stronger the case for participation in
currency union.

Diversification of production/exports

As economies diversify, the case for a currency union improves.

Size of economy

The larger the economy, the strongené case for participation in a
currency union.

Inflation differential

High inflation differentials between members threaten the exchange raf

Capital mobility

High levels of capital mobility threaten the exchange rate.

International risk sharing

Risksharing in a common currency area paves the way to ameliorate
rigidities in the area.

Usefulness of money

Joining a currency union enhances the usefulness of money

10.

Effectiveness of monetary policy

The legacy of ineffective monetary policy diminishes thes of monetary
independence.

11.

Credibility of monetary authorities

The legacy of ineffective inflation policy makes a fixed exchange rate a
nominal anchor.

12.

Endogeneity

As business cycles synchronise, this test tends to satisfaetigquostrather
thanex ante.

g

Specialisation

Increased specialisation may take away fremantesatisfaction of this
test

14.

Similarity of shocks

Costs of losing independent monetary policy are lower the higher the
association of shocks between the client (potential membea abmmon
currency area) and the anchor is.

s,

Monetary shocks

If a country is facing monetary shocks, having a fixed exchange rate wi
helpful.

16.

Real shocks

As counties face real shocks (domestic or foreign), a flexible exchange|
is helpful.

17.

External nominal shocks

If a country is facing external nominal shocks, a flexible exchange rate
be helpful.

18.

Effectiveness of exchange rate
adjustments

The cost of abandoning exchange rate adjustment varies with its
effectiveness.

19.

Labour market instutions

As labour institutions vary, currency unions may impede adjustment.

20.

Business cycle synchronisation

As business cycles synchronise, the need for flexible parities diminish¢

21.

Dominant trading partner

A country with a dominant trading partner mdind it helpful to form a
currency union.

This list is not completely congruent with the benefits attributed to EMU, but the theory of OCA played a major part
in creating the intellectual climate for the Ewqroject. Until the emergence othese theories scholarly attention to

SourceAuthors, after Broz

monetary topicshadfocusseduponsound currency and the distribution of the rewardssefgniorage The new

theory purported to reframe more ambitiously to dispel debate with theory and eamometrics. This didn't work for
everyone buteffectivelymovedscholarly focuslt alsowrong-footed opponents of EMU adherents of monetary

orthodoxy found themselves courting demonisation ldeanderthals; the Anglophone Eurosceptic schdeked
lookinglike bad sports; and advocates of fiscal rebalancdegmed toshow themselves up as irresponsible.

107 This review ofhe literature draws extensively ofhe Theory of Optimum Currency Areas: A Literature R&aiej@ Broz, The Institute of
Economics, Ekonomska Politika, Zagreb, 20@8d HorvathOptimum currency area theory: A selective re\Bank of Finland, 2003.

108 Adoptedby authorsfrom Brozop cit.
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History

Theories of the®ptimal currency are@demerged at the beginning of the 1960s and came to form the intellectual
underpinning of theEuroproject. A lively debate developed, with dissent from policy based upon the theory coming
from those who argued that the political underpinning was absent. At the outset, attention was devoted to narrowly
economic mattersIn his pioneering work on the topic, Munidd9613°°drew attention to the key criterion of labour
mobility. This was built upon by McKinnon (1983)with his observations on theegree of opennesswhich he
measured as theatio of tradeables to nontradeables The final element in the classic ey was provided bKenen
(1969)"'who introduced the issue qfroduct diversification This early work gave rise to commentary, generally
with a view to refining the earlier work from one or another technical perspec@eeden (197éi2p0inted tothe

loss of direct control over monetary and exchange rate poéing argued thatvage and price flexibilityas

essential Mundel (1973}3continued to argue for labour mobilitgut added asset diversificatioas a criterion.

Ishiyama (197%34advocated multiple criteriain particulardifferences in rates of inflation and wage rises

Academic attention lapsed for some time, reinvigorated by the commitment of the EU to a common currency. Mélitz
(1991 sounded a note of caution on economic grals, arguing thatountries confronted with identical shocks

may need different policy responses due to differences in initial economic posit®osdhart (1995)°was one of

the first to revisit the political dynamic, drawing attentionter aliato the reservations of German economists who
believed that

81 1TTAOAOU OTEITT AAT TT1U x1 OE EZ EO EO8B8AAAT I PAT EAA
AAT OOAsS8
He pointed out that divergence of view on this score went back to 1969, with Giavaz@ianannini (1988’
noting that at the Hague Summit of 1969, the French wanted
8OEA Ei Tl AAEAOABOOAT OEOEIT O EOOAOT AAAT U EEQGAA AQGAL
a monetary union was the convergence of macroeconomic policies andpesihces, and the transfer of
powers in the area of economic policyaking to the EEC Commissidh’
3AT 00 j woodi q Al T £ZEOI AA OEAO OEEO AUl Al EA OQGuadtidnaligob b1 E A A
and Gundamentalisbviews*°*Buiter (1®5)*returned to technical matters with eodel for forming a currency
unionwhich distinguishd the character of shocks affecting the econonijis view was thathite nominal exchange
rate flexibility in adjustment to real shockes a significant impact,jbcontrast withfinancial shocks. If monetary
shocks dominate, a fixed exchange rate provides more stability and if shocks are mostly real or external, a floating
exchange rate is preferabl@bstfeld and Roggoff (199631touched on the political dimensiofut placed most
emphasis on economic matters in identifying theam benefits oforming a currency union as:

A Reduced transaction costs from currency conversion;

A Reduced accounting costs;

109 Mundel,A Theory of Optimum Currency Argasierican Economic Review, 1961, pp.-65B.
110 McKinnon,Optimum Currency AreAmerican Economic Review, September 1963, pp-725/ cited in Broap cit

111 Kenen,The Theory of Optimum Currency Areas: An EclecticlMidamdell and Swoboda (ed$Vjonetary Problems in the International
EconomyUniversity of Chicago Press, Chicago, 1969, cited in @vazt

112 Corden,Monetary Integration, Essays in Internationahfce International Finance Section No.F#Biceton University, 1972, cited in Bajz
cit.

113 Mundel,Uncommon Arguments for Common Curreniigs.G.Johnson and A.K. Swoboda (edBhg Economics of Common Currencies
George Allen and Unwin Ltd, Londph973, pp. 1182, cited in Bropp cit

114 Ishiyama,The Theory of Optimum Currency Areas: A SUM&yStaff Papers, 22, 1975, pp. 38 cited in Brobp cit
115 Mélitz, Brussels on a Single Mon&pen Economies Review, 2, 1991, pp-328, cited in Bz op cit

116 Goodhart (199%0p cit.

117 Giovazzi and Giovannirijmitingexchange rate flexibility, the European Monetary Sydwif, 1989.

118 See AppendiXe), which illustrateshe ambitions and experience of the countries concerned over two centwigls the Germans drawing
lessons from the part played by monetary union in the formation of the country.Zidilwereirdemonstrated that union is best approached
slowly after creating economic and political underpinnings; as well as that concentratibarrgeographical extension was rewarded by the
success of th&leinDeutsche Losumgther thanGrof3deutschlandthat is a lesser German solution over the more ambitious Greater
Germany which would have embraced the indigestible element of Austria. By astritie French history of monetary unions attested by the
Latin Monetary Union and various colonial administrations stems from the extension of an existing State rather than itsdiorma

119 Scott, Off Whitehal) I.B. Tauris, 2004

120 Buiter, MacroeconomiBolicy During a Transition to Monetary UnioBPR Working Paper, No. 1222, 1995, cited in @vait

121 Obstfeld and Roggoffi-oundations of International Macroeconom@ambridge: MIT Press, 1996, cited in Bopzit
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A Greater predictability of relative prices for firms doing busingsthe countries forming the currency area;

A Insulation from monetary disturbances and speculative bubkiaéch might lead to temporary fluctuatins
in the real exchange rateand

A Less political pressure for trade protection because of sharp shifts ineileexchange rates.

They pointed to he main costs of a currenewion, specifically

A Regions in the currency union forgo the ability to use their monetary policy to respond to resgieaific
macroeconomic disturbances;

A Regions in the currency unidargo the option to use inflation to reduce the real burden of public debt;
A Political and strategic problemsiay arise insharingseignioragerevenue;and
A Speculative attackon individualcountries

Frankel and Rose (1997 resumed a narrowly technical coursesuggestinghat increased trade ia currency
union may causeone of two effects. Eher there isincreased industrial specialisation between regiaviserethey
have comparative advantage, leading to asynchronous business cycles resulting in indestificsghocks
Alternativelyincreased trade may result greatercorrelation between their business cycles if common demand
shocks prevail or if intréndustry trade accountprevail Frankel and Rosadhered to theatter conclusion, arguing
that international trade patterns and internationélusiness cycle correlations are endogenous.

Alesina, Barro and Tenreyero (Zoézf)arguajthat the costs of giving up monetary independence vary inversely with
the rate of shocks between countrieBe Grauwe (200@34pointed to three types of labour market centralisation
highly centraisedunions, intermediate union centralisation amt&centralisedunions Edwards (1996f5and Collins

(1996)dwelt on political matters from the point of view afstability and governmat incentive to inflate!?®

The application of OCA theories to European Economic and Monetary Union

yT Xiii OEA 1 AAAET ¢ OEAIT OAGEAEAT 1T &£ / #! Al ApriddElA OCI A £A
Economic Sciencenter aliafor his work on le topic, while cannily noting the central question facing the Euro:

Will theEurocreate a situation that will alter the convergence conditions of exchange rate dynaiajedi)|

it turn a stable system into an unstable one or aggravate any instabflitieexisting exchange rate

system There is not to my knowledge any answer to this question in the economics literdtlre
He went on to sound a cautious note:

[tlhe Euro8 has two weaknesses: it is not backed by a central stakel it has no fallback wae;"®
but concluded in bullish spirit,

TheEuroshould stand up very well. It has two great strengths: a large and expanding transactions size; and
a culture of stability surrounding the ECB in Frankftitt.

Within a few years, the theory was being examimadre critically. In 2003, Horvath analysed exogenous shocks in
the Eurozone for the Bank of Finland, using material from the econometric literature as summarised below.

122 Frankel and Rose, 1998,PaneProject on Purchasing Power Parity: Mean Reversion Within and Between Cdantriasof International
Economics, 40, pp. 20924, cited in Brozop citand Horwarthop cit

123 Alesina, Barro and Tenreyer@ptimal currency areaBIBER Working Paper, N6072, July 2002, cited in Brog cit
124 De GrauweGerman Monetary UnificatipBEuropean Economic Reviews6, pp. 445153, 1992¢ited in Brozp cit

125 EdwardsExchange Rates and the Political Economy of Macroeconomic DjskipAireapers and Proceeds, 86(2),1996,pp. 159163,
cited in Brozop cit

126 Collins,OnBecoming More Flexible: Exchange Rate Regimes in Latin America and Cadbbedrof Development Economics, 3996,pp.
117138cited in Brozop cit

127 Mundell, 1998pp cit.
128 Ibid
129 Ibid
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Table 16 Correlation of exogenous shocks between Germany
and selected WesterrEuropean nations, 1960-1994,**°

Supply shocks Demand shocks Fiscal
shocks
a b c a b C c

Netherlands 0.59 0.51 0.45 0.17 0.47 0.32 0.05
France 054 0.26 0.37 0.35 0.14 0.07 0.37
Belgium 0.61 0.40 0.21 0.33 0.18 0.04 0.20
Denmark 059 031 0.42 0.39 0.24 -0.04 -0.13
United Kingdom | 0.11  0.45 0.37 0.16 0.31  0.00 0.11
Austria na 0.62 0.26 na 0.34 0.17 0.12
Greece 0.14 021 0.13 0.19 0.22 0.15 0.08
Italy 0.23 -0.05 0.35 0.17 -0.28 0.09 0.38
Sweden na 0.35 0.20 na -0.09 0.26 -0.01
Portugal 0.21 014 0.01 0.21 0.22 -0.02 -0.07
Finland na 0.22 0.12 na -0.01 011 0.00
Norway na -0.06 -0.25 na 0.12 0.22 0.16
Spain 0.31 -0.25 -0.02 | 0.07 0.1 -0.12 -0.01
Ireland -0.06 -0.04 0.07 | -0.08 0.16 -0.09 0.12

Results of structural vector autoregressive estimations; countries reranked by authors
simple sum of coefficients; shadings for emphasis added by authors

Sources:a. Bayoumi and Eichengre(1992) based on yearly data for the period-1988
b. Funke (1997) based on yearly data for the perioel 2984
c. Dibooglu and Horvath, (1997) based on yearly data for the period 1950 to 1

Horvath comments,

These measurements, which focus thre contemporaneous correlation of shocks, appear to indicate that
symmetry prevails for a suggroup of countries. It also appears that asymmetry prevails for some countries
at the geographical periphery®*

Heconcluded,
Babetski, Boone and Maurel (2003) mM& OOAA OEI A OAOUET ¢ AT OOAT AGET 1 O8 AT
overall transition period and theost recent period. They stated that] their results show an ongoing
process oflemand shock convergerarad supply shock divergen@mphasis added by authar)

In 2002, Mongelli covered similar ground for the EG&ngon to note that

8 O EEArozones not likely to become a single state in the traditional sense in the very near téture

Heals)OA £FAOBRAOARA OEBT ¢ A£O1 AGET 1T Al rebck dfE@EdigAty ovedf se@rlalRRrAeDE | 1 8
i £ i Al AROOGGY AATTTITEA PI1EAU8 +A8AYAEABROAAOAAARNAAA A
[the] EMU has the character of a collective endeavour both from an institutional and economic standpoint.
There is &zoredof countries that could pull towards it th@eripherabones. It would be interesting to see
this hypothesis tested in a more detailed model. Furthermore, the tralannel should be operating in
addition to other channels such as the nominal anchiée (i.e. monetary discipling™

Imbalances since the financial crisis of 2680 prompted writers taevisitboth the economic and political
underpinnings of currency unions, with particular reference to the Euro itSeifero and Giavazzi (2008)
examned interest rates in the Eurozone to conclude that they

8 respond more to financial shocks, particular shocks to term premia, than they do to monetary policy
Ghocks® i.e. instances when the ECB deviates from its rule points to the importanireofporating into

130 Reproduced from Horvathgp cit Table 1

131 Ibid Table 2

132 Mongelli, The OCA Approach to Exchange Rate Regikikat the EMU is telling USCB, January 2002
133 Ibid

134 Favero and Giavazzshould the Eurozone be Run as a Closed EcoN&®B{R January 2008
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the analysis oEuro Areamonetary policy of the effects dfuctuations in international asset prices. They
also suggest that the ability dhe ECB to affect macro fluctuations could be limited.

Others argued that economics alone would not determine the outlook for the currency. Goodhart has recently
pointed to the fierce determination of decisiemakers and opiniofformers in the Eurezone.

The current financial crisis has caused many ofthese ET EOEAT 1 U AT OAOAA OEA
introduction now to forecastts imminent dissolution. But just as its original introduction was a matter of
political will, rather than the result of an economic cdmnefit exercise, so angissolutian would follow

from a conscious political act of separation, not frgurely economic straind®

going on to say

It is hard to see quite how and when this will end, but we doubt if this crisis will end either swiftly or well.
Europe, or rather th&uro-zone within it, could easily come to appear in tatters, at least temporarily. But
the European ideal has so much power that crisis and even division will not permanently pevail.

801 OAOOETI ¢ OEA A1 0A@O £l O OEEO AOOAUS

135 Goodhart,Understanding the Euro requires political economy not just econgdwtsJanuary 2010
136 Goodhart,Europe after the crisis, Institute for New Economic Thjrikatgber 2011
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d Summary of sovereign defaults since 1970**

Country Systemic B.nking Crisis Currency Crisis Debt Crisis Debt Restructuring
;i (starting date) (year) (default date) (vear)
Albapia 1004 1997 1000 1982

Algera 1920 1988, 1994
Anzola 1991, 1996 1988 1082
Argentina 1980, 1989, 1995, 2001 1975, 1981, 1987, 2002 1982, 2001 1993, 2005
Armenia 1002 1994
Austalia
Austia
Azarbaijan 1925 1994
Bangladesh 1087 1976
Barbados
Belarus 1095 1994, 1999
Belgium
Belize
Benin 1088 1994
Bhutan
Bolivia 1986, 1904 1973, 1981 1980 1982
Bosnia and Herzegovina 1902
Botswana 1984

1976, 1982, 1987, 1992,
Brazil 1990, 1002 1999 1983 1004
Brunpsi
Bulzaria 1926 1996 1900 1904
Burkina Faso 1990 1994
Burund: 1802
Cambodia 1971, 1992
Cameroon 1987, 1985 1994 1082 1982
Cazada
Cape Verde 1903
Central African Rep 1976, 1925 1994
Chad 1083, 1992 1994
Ckile 1976, 1081 1972, 1982 1083 1980
China, PR. 1908
Colomd:a 1082, 1993 1985
Comoros 1994

1976, 1983, 1989, 1994,
Congo, Dem Rep. of 1983, 1991, 1002 1999 1976 1989
Congo, Rep. of 1092 1994 1086 1002
Cosa Rica 1987, 1002 1981, 1991 1981 1980
Cote d'Ivoire 1083 1994 1984, 2001 1897, na.
Croatia 1023
Czech Republic 1096
Denmark
Djibouti 1091
Dominica 2002 na.
Dominican Republic 2003 1985, 1990, 2003 1932, 2003 1094, 2005
Ecuador 1982 1998 1982, 1999 1982, 1982 1995, 2000
Ezypt 1980 1979, 1990 1984 1002
El Salvador 1089 1986
Equatorial Guinea 1083 1980, 1994
Enitrea 1993
Estonia 1092 1992
Ethiopia 1993
Fij: 1998
Finland 1981 1993
France
Gabon 1924 1986, 2002 1084
Gambia. The 1985, 2003 1086 1988
Georzia 100] 1992, 1999

137 Reproduced from Laeven and Valenaig, cit
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Summary of sovereign defaults since 194¢0nt)

Country Systemic aning Crisis Currency Crisis Debt Crisis Debt Restructuring
(starting date) (year) (default date) (vear)

Gemany

Ghana 1082 1978, 1982, 1993, 2000

Graace 1983

Grenada 2004 2005

Guatemala 1986

Guinea 1985, 1003 1982, 2005 1985 1082

Guinea-Bisau 1005 1980, 1994

Guyana 1003 1987 1082 1082

Hait 1602 1992, 2003

Honduras 1990 1081 1092

China, PR.: Honz Kong

Hungary 1801

Iceland 1975, 1981, 1989

Ind:a 1803

Indoresia 1097 1979, 1998 1902 2002

Iran, IR of 1985, 1993, 2000 1002 19004

Ireland

Tsrael 1977 1975, 1980, 1985

Ttaly 1981

Jamaica 1006 1978, 1983, 1991 1978 1000

Japan 1007

Jordan 1089 1989 1089 1083

Kazakhsun 1999

Kenyva 1985, 1802 1993

Korea 1097 19938

EKuwait 1082

Kyrzyz Repubdlic 1095 1997

Lao People’s Dem. Rep. 1972, 1978, 1986, 1997

Latvia 1985 1992

Lzbanon 1000 1984, 199C

Lzsotho 1985

Libena 1001 1080 na.

Libya 2002

Lithuania 1005 1992

Luzemburg

Maczdonia 1003

Madagascar 1083 1984, 1994, 2004 1081 1002

Malawt 1994 1082 1088

Malaysia 1097 1998

Maldives 1975

Mali 1087 1994

Mauritania 1084 1993

Mauritius

Mexico 108], 1602 1977, 1982, 1995 1082 1060

Moldova 1999 2002 2002

Monzolia 1990, 1997

Morocco 1080 1981 1083 1900

Mozambigue 1087 1987 1084 1991

Myacmar 1975, 1990, 1996, 2001

Namibia 1984

Nepal 1988 1984, 1992

Netherlands

New Caledonia 188l

New Zealacd 1082

Nicaragua 1960, 2000 1979, 1985, 1990 1980 1085

Niger 1083 1994 1083 1001

Nigana 1001 1983, 1989, 1997 1083 1902

Norway 001
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Summary of sovereign defaults since 1970 (cont)

Country Systemic B_nb'ng Crisis Currency Crisis Debt Crisis Debt Restructuring
- (starting date) (year) (default date) (vear)

Pakistan 1972
Pazama 1083 1983 1906
Papua New Guinea 1995
Parazuay 1095 1984, 1989, 2002 1082 1002
Peru 1983 1976, 1981, 1988 1978 1996
Philippines 1983, 1987 1983, 1998 1983 1982
Polaad 1922 1981 1984
Portugal 1983
Romania 1920 1996 1982 1987
Russia 1008 1998 1008 2000
Rwanda 1991
Sdo Tome and Principe 1002 1987, 1992, 1997
Senegal 1083 1994 1981 1986
Serbia, Repudlic of 2000
Sierra Leone 1990 1982, 1989, 1998 1077 1905
Sinzapors
Slovak Republic 1928
Slovenia 1802
South Africa 1984 1985 1903
Spain 1977 1983
Sn Lacka 1089 1978
Sudan 1981, 1988, 1994 1972 1985
Surinams 1990, 1995, 2001
Swaziland 1095 1985
Swaden 1091 1993
Syrian Arab Republic 1988
Switzerland
Tajikistan 1999
Tanzania 1087 1985. 1990 1084 1002
Thailand 1983, 1997 1008
Tozo 1003 1002 197¢ 1087
Trinidad and Tobago 1986 1082 1989
Tunisia e8]

1978, 1984, 1991, 1996,
Turkey 1982, 2000 2001 1978 1982
Turkmenistan 1993
Uzanda 1002 1980, 1988 1981 1903
Uknaine 1008 1998 1908 1992
Un:ted Kingdom 2007
Un:ted States 1088, 2007
Unuguay 1981, 2002 1972, 1983, 1990, 2002 1983, 2002 1991, 2003
Uzbekistan 1994, 2000
Venszusla 1002 1934, 1589, 1594, 2002 1982 1090
Viemzam 1027 1972, 1981, 1987 1085 1007
Yemen 1996 1985, 1995
Yaugoslavia, SFR 1083 1088
Zambia 1925 1983, 1989, 1996 1983 1904
Zimbabwe 1905 1983. 1991. 1998. 2003
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e Review of monetary unions

This appendix draws heavily on the work of others, in particular (in alphabetical order) Bardo and James*{2008)
Bardo and Jonning (1999}’ Goodhart (1995}*° Graboyes (1990} Sharp (2008f?and Vansay (1999§°We cite
them specifically in the following text only to draw out divergences of vieanel 8dentifiesfifteen currency unions
going back to the American colonies. Columns five and six address the characteristic problem of such unions:
inflation following loss of control of money supply in the face of the political temptation of promiscuous issue.

Panel8 Selected monetary unions over last three hundred years

Slng!e or Money supply Money supply Reason for failure
Dates multiple . . Note
) controlled by restrained by of restraint
currencies
American currency unions
New England 16601750 Multiple Ind|V|d_ua| Mas_sachusetts as Growth of_smaller
colonies dominant member colonies
United States 1776 to date Single Various arrangements see text na a
US/Panama 1904date Single us na a
Ea§tern Caribbean Currency 1965date Single Union central Peg to US dollar na a
Union bank
European currency unions
Prussian Central Prussia as dominant
GermanZollverein 18341870 Multiple member; various na b
Bank -
metallic standards
National central CalEnse il
Latin Monetary Union 18671920 Multiple Gold standard standard during a
banks
Ww1i
National central Gold and silver in DHIEE CU O
Scandinavian Union 18881924 Multiple . silver;shocks of a
banks coins
Ww1
Belgium/Luxemburg c192062002 Single Belgium na G
Switzerland/Lichtenstein €192062002 Single Switzerland na a
France/Monaco/Andora €192062002 Single France na G
Italy/San Marino/Vatican c192062002 Multiple Italy/Vatican na na G
African currency unions
. — . Collapse of
East African Currency Union 19221977 Multiple NEEIE EEmIE] Convert!blllty LA sterling a
banks sterling area Lo
convertibility
West African Monetary Union 1994-date ) National central
- Single France na a
Central African Franc Zone 1945date banks
US/Liberia 19441980 Single Natlogzlnﬁentral us Civil war a
Notes
a. See text.

b. Evolved into Deutschmark and now Euro; see text.
c. Evolved into Euro; see text.
SourcesGraboyes, Authors

*8Bardo and JamesA long term perspective on the EINBER, February 2008
*¥¥Bordo and JonungThefuture of EMUwhat does the history of monetary unions tel|lNBER, September 1999
“Goodhart,op cit

! GraboyesThe EMU forerunners and durability, EconoiRieview Federal Reserve Bank of Richmond, Julygust 1990

“25harp,The history of monetary unions and the optimal currency @ogenhagen, March 2005

43\/anssayMonetary unions in historical and comparative perspet989
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American monetaryunions

American currency uniasmstem fromnation-building by the United States or its predecessor colonigdse
subsequent provision of central banking services to client states in Latin America (Panama) and Africa {labdria)
the convenience of the 600,000 persons in tastern Caribbean Currency Union

Colonial New England

The New England settlements were founded over a fifteen year period followingsteblishmentof the

Massachusetts Bay colony in 1620 (New Hampshl623; Rhode Island and Connectied636). Uitil c1750, a

monetary union existe@mongthe four colonies The paper money of each was acceptellegal tender by the

othersfor private and public debts, includirfgr tax payments.The union lasted nedy a century and relied on the

economic dominance of Massachusetts, whasenetary policy was followed by the otheplonies. The three

smaller colonies gre®@i AEAT 1 AT CA - AOOAAE OOA OO OvadisshethéiriolvnicutrdncyBnOE | AA U
the 1730s and 40%Rkegional monetargooperation deterioratecandin 1751 Massachusettsdeemed its paper

money, resumed a silver standaddl A AAAOAA AAAADPOET Qnoeg A T OEAO AT 111 EAOS

The USA

The US monetary union wdsermally created with the signing of the Constitution in 178hisgave Congress the

sole power tooin moneyand Gegulate the valughereofd The Coinage Act of 1792 defined the US dollar in terms
of fixedweights of gold and silver coins, placing the courdrya bimetallic standardwith anational mint

establishedn Philadelphia in 1792.

Although the USCongress was given the exclusive power to coin moneyséweralStates wereallowed to charter
commercial bankss at present. They were also empoweredegulate their note issuewhich was controlled only
by the requirement that they beonvertible into speciat the bimetallic standard Alexander Hamilton founded the
First Bank of theJnited States (1791811), succeeded ltge Second Bank of the UniteStates (1816.836) Both
operated as hybrid institutions, privately owned but with functions which we would recognise as central banking
Both were sulfficiently well capiteledto provide the government with mediunterm bridge loans to finance
shortfallsin tax receipts. Both were also authorised to provide loans to the prisattor to spur economic
development.They were required ttold sufficient specie reserves to maintain convertibility of their notes. One of
the practices oboth banks was ta@onwert note issuedy statechartered banksand to transferspecie between
regions.Both banks failed, however, discrediting the concept for eighty years.

After the demise of the Second Bank of the United States in 1836¢dhbeatry did without acentral bank until the
establishment of the Federal Reser8gstem in 19140ver this periodhe U.S. Treasury served as a monetary
authority andmaintained specie convertibility. The National Banking systeasestablished in 18650 createa
uniform naional bank noteg the @reenbaclé. For the next half centurygold coins, silver coins, gold and silver
certificates, and U®otescirculated atpar. Throughout this period there was conflict between East Coast creditors,
pressing for hard currency polés, and Western debtors, campaigning for easier money. The matter was resolved in
1914, whenhe Federal Reserve Systemas established. It was made up of tweheglional Reserve Banks
coordinated by theBoard of Governors in Washington DRarenthetically dthough bank notes now circulated
across the country at par, demand deposits did.n@targes for check clearing varied depending on the distance
from the East coast money cemrds. The Fed instituted par checking for the member baftkeughnot non

members), eliminating the final hurdle to par acceptance of all forms of mankye Reserve Banks initially had
degree ofmonetary independencevith the power to set discount rate€onflicts on this scoreccurred throughout
the 1920s and 1930he BankingAct of 1935avethe Board of Governors full power to implememinetary policy.
Thusfull monetary unification of theJnited States was natompleteuntil 160 yearsfter politicalunification.

US and Panama

The oldest continuing monetary unidinksthe U.S andPanama. Since 1904, Panama has pegged its currency (the
Balboa) to thel.S. dollar. The U.S. dollar is legal tender in Panama and represents theflihtkmoney supply.
There is 8anco Nacional de Panamahich is not @entral bank issuing Blboa (mainly coins)it maintains no

AT 10011 T OAongBupplyAl O1T OOUGB O
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The Eastern Caribbean Currency Union

The ECCU was established in 19§3he Organization of Eastern Caribbean Sta{€ECS) athe successor to the

British West Indies dollaiThe member countries ugsbhe East Caribbean dolldEC$) Supply is supervised hifie

Eastern Caribbean Central Bankith paritypegged at EC$2.7169 to US$EIx of the states using the EC$ are
independent states: Antigua and Barbuda, Dominica, Grenada, Saint Kitts and Nevis, Saint Lucia, and Saint Vincent
and the Grenadines. The other two are British overseas territories: Anguilla and MontseatgleOECSmember

the British Virgin Islandsemains outside the currency union. The territory has alwagesnproblematic for currency
purposes due to their proximity to the Danish West Indies which became the US Virgin Islands Brit@h7Guiana

and Barbadosvere members ofthe currency union but withdrew in 1966 and 1972 respectively. Trinidad and Tobago
had been a member of the earlier British West Indies currency union, but withdrew in 1964.

European monetary unions

Europeancurrency uniongjo back 200 yes to the Congress of Vienna. The most famous and most successful was

the fruit of a multigeneration nationbuilding programme (Prussia and t@llveeing8 2 AAAOET T O 61 000
ambitions together with the first episode of globalisation led to a secomghd of currency unions, the Latin and

Scandinavian uniong\fter WW1 caused the collapsef the Latin and Scandinavian unionthere was a third round

of piecemeal uniongBelgiumLuxemburg, Andora, Monaco), also mopping up incompletditical unifications (San

Marino, Vatican City).

The GermanZollverein

In 1815,he Congressf Viennasanctioned the creation of the Germdiederation (theDeutscher Burjdontaining
35 independent states arfdur free cities whichremoved restrictions on the internahigration of labour and capital.
Prussia representef4% of the populatiomndfrom 1816 to 182ihtegrated newly acquirederritories by
eliminating internal trade barrierdrussiahen set out to establish customs unions with neighbourstgtes (1831:
Zollverbund. On January 1, 1834, Prussia formeclatoms unionZollverei with 25 other statesspecifically
excluding Austriaits rivalin the German FederatiorAustria and the members of th2ollvereirreached an
agreement on currency exchange the 1857 Vienn&oinage Treatywith Austriaabandoning its ambitions for a
gold standarahroughout Germany insteada silver standardvas toprevail Rivalry between Prussia and Austria
boiled over into theSeven Weeks War of 1888russia defeatedustria and thereupon resumed Germanification
on its own terms The German Federatiowas replaced by th&lorth German Federationvhich outlawed the
creation of new fiduciary money kts constituentstates. The issuing dfank notes was now essentiatlye
responsibility of the Prussian BanWwhichhad beenformedin 1847.

00DOOOEAGO OOAx AOA OE E Bhearangéniedt todethéuAtiOGenanuriitatoh in 18#1A Thé

Prussian bank themvolved into theReichsbankwhich survived untéWorld War Il, and was supplanted by the

institutionsOE A O C OA x BindeStdank@adbdyAspidcdd weight omb factorsasOA ODT 1T OEAT A &I O O
durability prior to political unification: Prussia had the sipswer, and will to enforce compliaeapon the smaller

states; andhe enactmentof consistent metallic standards depolitiedthe currencyA U OAT T OET ¢ OEA DPOE
to debase theitocal coinage.

The final instalment of German monetary unification came with treation of theReichsbanin January 1876. It

was a transformed Prussid®ank, but with more legislative power. The@sionwas controversialthe Prussian

government opposedhe creation because it feared a loss of power, influencesgigniorage; he south German

states were in favour because they hoped to use Rechsbanko reduce0 O O OrBdadiadyfredominance

Initially, there were 38gional noteissuing bankss it wasot politically feasible to eliminate thenkventuallythe
Reichsbankssumeda monopoly oser the issue of bank notek theory theReichsbankas subordinatedo the

government indeed, theBanking Aci AAA OEA 2AEAEGS O # BRAthgbAnkn pratticepdwvdverE AAA T
the Reichsbanknjoyed considerable autonomy andvith minor exceptions remained free from government

interference whichcould not use thé&keichsbankor itsfiscal needs.

This account of the part played by monetary union in natlmrilding plays an important part in the wordew of
every educated German, drawirie following lessons.

A The process of German monetary union was gradual and slow, extending oveiividtyears from the Congress
of Vienna in 1815 to German unification following the Frafcassian war in 1870.
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A The architects of German monetary uniondk pains to introduce the necessarganomicand political
underpinning without which the enterprise would have faced much greater difficulties.

insight that German unification under Prussia could only occur if its rival, Austria, was excluded from a
KleinDeutschland®esser Germang rather thanseeking aGroRdeutsche Lésund@yreater German solutiod

The Latin Monetary Union

In 1867a canference was held in Paris to discuss the possibility of univemsiahge for industriabedcountries This
wasa time ofincreasing economic integratiowith the decline of protectionism in Europe and the woritzenthe
UK, then as now sceptical aboussiag monetary independence anwith a currency dating back over a thousand
years was interestedThe economistStanley Jevonsargued beforea RoyalCommission that

We have established free trade with every other country. We have admiittel goods,and we have
admitted their ships, and we have done everything to promistercourse; and this scheme of an
international money is the next great stegs it seems tane - to further communication.

He was referring to th&atin Monetary Unior(LMU),formed in 1865 by France, BelgiurBwitzerland andhe
recently uniteditaly. Greece joined soon afterwards. The basis of the union was gold and sdeérmember
country was permitted to mint unlimited quantities of identical gold and sileeinage which wa legal tender in all
member countries. This was backed by ttemmitment of each national Treasury to accept coins from any other
Member State

The spurs to the union were the first round of globalisation together Wwithnchambition - if not anxieties France
saw the LMU as the nucleus of emernational- perhaps globat system based on the franc and Pard as a
counter to the emergence of Prussian power embodied at first inzbkvereinand then in a unified Germany

& O A1 Idadedspwasunderminedby its defeatin the FrancePrussian War of 187Dandthe union never
recovered its momentum.

The union also faced technical difficulties. Each countyyld produce subsidiary silver coinghesewere legal
tenderonlyin the issuing countryalthough each country was required to acceptQp X odd A£OAT AO EIT
subsidiary coins on individual transactions. This bimetalistem began to be strained when the price of gold

started to rise relative to silver. This meaht silver wavervalued in a textbook instance of OAOEA| § O 1 A x

member countries tried to force silver on each other, leading to the suspensifutl sflverconvertibility.

The final blow to the LMU watkie First World War, when countries begesuing paper cuancy in order to finance
their debts andallowedtheir currenciego depreciate.Silver flowed into whichever country had the least depreciated

A 4eA O1T AAOI UET ¢ AOAEEOAAOOOA xAO AAI EAAOAOAT ¥ OAOOOEA

money. Bythe end 0f192Q members refusediltogetherOT AAAADO A A A Bhe LMUEVAS &I GaIyYOET OAO £

declared dead in the late 1920s.

The Latin Monetary Union is a disagreeable template for EMU, in that both have as much to do with French anxieties

as ambitions. The LMU does, however, illustrate the longstanding interest in monetary unions throughout the
continent, for both economic and political reasons.

The Scandinavian Monetary Union
After the Napoleonic wars,\8edenwas awarded Norway in compensation furrenderingFinland to Russia.
Between1814 and 19Q05weden and Norwaghared a crown, thougm most respectshey remained

administratively separate. The currency union between the two and Denmark took place when the three neighbours

began toexperiene the dislocations of the first round @&conomic developmentthe modernization of agriculture
gawe rise to rural depopulation in particular leading to mass immigration from Sweden

Meanwhile tadewas growingbetween the three countriegpgether withtransactions in foreign currencyrhis gave
rise tocurrency intercirculation causingoanksandlocals to accumulatand accepforeign coins For example,
Danish coins wer&eely negotiablein the south of SwedenThe incompatibility of the denominations and weights
between three currencieed the governments to initiatediscussions focurrency uificationin 1862.1n 1888, the
union was agreed by Conventiosubsidiary coinsvere legatender in all three countries;gper money(52 % of

Danish money supply70% in Sweden and 74% in Noryaas also rendered fully convertitle %AAE AT &1 OOU S C

bank accepted bank notes from the othevo countries at paand the three central banks established inter-bank
mechanism such that debts were settledgnld or draft.
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The unionfaceddivergences imonetary policystemming fromthe First World WarAt the start ofhostilities, the

Scandinavian countries suspended convertibilitypafhknotes. Thisallowed inflaion: Norway and Denmark

expanded the currency in circulation more ralyithan Sweden putting a strain on the unionin October 1915 the

Bank of Sweder(the Riksbankstopped accepting Danish bank notes at par. In Decermil®dss, it also refused to

accept Norwegian notes at par. By 1920, the ratelgfreciationwas22.95% on Danishotes, and 19.25% on
Norwegiannotes.) T AAAEOEI T h 3xAAAT 80 A@bPl 000 @ddThAdwAs AAI 1 ECAOAI
inflationary, asgold would be converted into local note¥heRiksbanlksought to contain the threat byuying

Scandinavian gold at higher than wontdices After the summer of 1917, imposed an absolutgold embargo

preventing trade irgold coins and bankotes at parity between the three countries. This vihe effective end of the

monetary union.

Belgium and Luxembourg

Luxembourg was declared autonomous by theaty of Vienna in 1839 and neutral by the treaty of London in 1867.
Even so, after 1842 it participated in tEellvereinas an independent state and remained until its formal dissolution
in 1919. Following thde factocollapse in the Latin Monetary UnigBelgium and Luxembourg signed an agreement
for a currency union on 25 July 1921. This survived until the introduction of the Euro as legal tender BeRfi02)
and Luxembourgnaintained separate currencies (Belgian and Luxembourg francs), linked at par anddegiir.
Monetary policy was set by the Belgian central bank.

Switzerland and Liechtenstein
Since the end of the Latin Monetary Uniomet Swiss franbas beerlegal tender in bdt countries Monetary policy
is managed by the Swiss Natioriaank.

France, Monaco and Andorra
Prior to the introduction of the Euro as legal tender in 200@&hbMonaco andAndorra use the Frenchfranc, with
French authorities in control ahonetary polcy. Andorra alscacceptedthe Spanish pesetas legal tender

Italy, San Marino and Vatican City

Vatican City and San Marino are survivals of religious origin (though the latter is now wholly secular) neither being
included in Italian unification. Prior tine introduction of the Euro as legal tender in 2002tican Cityissuel its own
Vatican lira at par with the Italian liravith both legal tender in botltountries. San Marino also useoth the Italian
andVatican lire and miregd some coins of its owrltalianauthorities effectively contrded the monetary policie®f

the Vatican and San Marino.

African currency unions

East African Currency Area

British colonial administratiorestablished currency boards to exchangaonialmoneyfor foreign currencyin
particularSterling.In 1922 British East Africa (Kenydganda, and Tanganyika, plus Zanzibar in 198&)pted a
common currency, the East African shilling.

After independenceEast Africa remained part of the Sterling Aredichguaranteed local cuemcy convertibility

into pounds.Subsidies to the emergingations were sufficient to offset their desires fimdependent monetary
policies. In 1966, Kenyalganda, and Tanzania (the merger of Tanganyaka Zanzibar) each adopted its own local
shilling,but all three remained legal tender across the region, and all remained convertibl@duods.

Depreciation ofsterlingin the late 1960and early 1970s led to tlellapseof the SterlingArea in 1972. Without
Sterling Area constrainten national monéary policies, the three Eagtfrican national monetary authorities were
free topursuetheir ownpoliciesand n 197the East African Currency Areeas dissolved

West African Economic and Monetary Union (UEMOA)

Formerly known as the West African Moneyddnion (WAMU/UMOA), the West African Economic and Monetary
Union (UEMOA) was founded on 10 January 1994 in response to the devaluation of the common currency, the CFA
Franc, on 11 January 1994. The Treaty establishing UEMOA (the Dakar Treaty of 10 I88datheoretically came

into effect on 1 August 1994 after ratification by the seven member countries, thereby also replacing the since then
dissolved West African Economic Union (WAEU/CEAO).
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TheWest African Monetary Union is characterised by the regtgn of a common monetary unit, the Franc of the
African Financial Community (CFA F), issued by the Central Bank of West African States (BOEAQAMU
currentlyincludeBenin, Burkina Faso, Guinea Bissau, Cote d'lvoire, Mali, Niger, Senegal andTfegmion
survives to this day and should be seen as a success for its principal sponsor, the French Treasury.

CFA Franc Zone

The CFACommunaute Financiere Africdifr@anavas introduced to the French colonies in Equatorial Africa in 1945,
replacing the French Equatorial African franc. The Equatorial African colonies and territories using the CR#efranc
Chad, French Cameon, French Congo, Gabon and Ubat®fiari. The cuency continued in use when these

colonies gained their independence. Equatorial Guinea, the only former Spanish colony in the zone, adopted the CFA
franc in 1984.

The CFAencompasses mogif the former French colonies of West and Cenffica, plus onedrmer Spanish
colony. The CFZone is one of the most successful modern monetamjons, having held a large number of
geographically politically, ethnically, and economicalljisparate nations together for over 30 yeafscommon
currency, the CFA fran@qual toone fiftieth of a French franc since 1948) circulates acrossagmn and has
survivedthe departure of colonighdministration and the establishment in the ead$60s of the modern monetary
authorities. Thereare two central banks, responséfor monetarypolicy in two diferent groups of countries.
Membernations of each central bank pool their reservegh@a French Treasury. There are few exchange conwals
converting CFA francs into French franttspugh there are some trade and capitantrols. Convertibility is
guaranteed by an overdraft privilege the French Treasury.

&OAT AA EO AOOAEAI O OEA OITEiIiTh OOEI1T AQGAOAEOEI ¢ AOQOOEI
economies througtdirect assistance and subsiditgat protectthem from outside competition.Gains from

continued association with the French areewed as outweighing the negatives of grantiRgance power over

monetary policy France has been able to maintain its influence indhea because iteconomic sie makes it the

dominant partner and its costs are lowd total CFAranc money supply is less théimree percent of French money

supply.Here too, the union survives to this day and should be seen as success for the French Treasury.

US and Lberia

In 1944, the Liberian dollar waegged to the US dollar at par. Uanknotes were made legal tender and remained
the © O A éni 8ir€ulating paper moneyntil 198Q with Liberian coins minted for use as small chang&e link with
the dollar was boken during the financial disruptions of the civil waollBwing the 198Goup d'état capital flight
created a currency shortage, exacerbated when the government began minting $5wbicls resembled already
existing one dollar piecesn 1997anew seres of banknotesvas issued, with one Liberian dollar currently valued at
$0.137.

Lessons to be learned

The most ambitious unions have always had political motives: nalioiiding by Prussia and the United States,
proceeding stepwise and over prolongedegriods orresponsedo globalisation- possibly to be seen as defensive
together with attempts to ameliorateother political predicamentn the part ofthe sponsors of the Latin and
Scandinavian Unions. Elsewhere the motives for currency union have fpeee prosaic: essentially an outsourcing
of monetary responsibility by client nations in Latin America or Africa to their political or economic sponsor.

Most observers agree that neeconomic considerations are paramount. Graboyes wrote under the auspitthe
Federal Reserve Bank of Richmond. He largely addressed the traditional problems of soundness and seigniorage, but
felt obliged to make an excursion into politics in his conclusion.

development in these federations was driven by exception&res, often economic disastersQver issue

of moneyf[in failed unionsjvas initially restrained by factors which separated the money from the political
authorities. In each case, the depoliticizing factor disappeared, leaving the individual political jurisdictions
free to determine their own money supplies, and leaving monetary authorities vulnerable to political
pressures.

Sharpagrees, specifying exampdefrom the nineteenth century
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The first[point] is undoubtedly the primacy of political motives when forming a monetary union. The Latin
Monetary Union was in many ways based on the political ambitions of one country, France, but also on a
foundation ofpolitical solidarity as was the Scandinavian Monetary UBidvihen France was weakened

after losing the FrancePrussian War, the LMU never really recovered. Likewise, the SMU was undermined
by a collapse in political solidarity due to the differences betw8areden and Norway.

He reinforces this with reference to other unions, not explored in this survey:

Theshort-lived AustreGerman monetary union, WKEAE x AO AA OOD DHe Bwish indhdtadky AU x AC
union only survived under a united Switzerland. A commarrency soon followed in a united Italy.

He concludes on the same note as Graboyes, linking sound money to political will and institutions.

Unions fail due to promiscuous issue unless there is effective and politically acceptable control. In the
modern erathis has to be combined with arrangements to avoid social tension; high integrations, mobility
of labour, or fiscal transfer. Unions attempted for reasons of political ambition need profound cultural and
institutional underpinning in both the economic amablitical arena, if they are not to fail.

Bardo and James incline to a more spacious approach to the Edlléast at the outset.

8 objections thatEMUis not anoptimal currency areare misplaced, because the workings of an
integration process are likglalso to induce moves toward a closer approximation to an OCA.

They do then move to greater circumspection.

The incomplete transfer of sovereignty on the other hand means that there are substantial political
pressures that build up in national areas tlae no longer also the area of a single currency that can be
adjusted against external currencies. There may be a momentum toward further fiscal

integration8 Analogies with the monetary unins of Germany, Italy and theSJsuggest that the process of
evolving a fiscal union takes a long time.

They then go on to spell out the problems.

The EMU has the additional problem that its area will change more dramatically because of the addition of
new members, and because of the governance issues raised by theawucidence of EMU and the EU.

[It will be] difficult if there is a widespread perception that the international role of the euro is at odds with
domestic political demands that the currency should be supportive or sustaining of growth.

Financial sector instality, with a potential need for bank bailouts, could also be a source of difficulty.

Finally, in addition to all these threats, domestic responses to the challenge of globalization in markets for
goods and services may also be displaced into a discus$ittre euro, with the single currency and the
central bank that manages it taking the position of fall guy for radssdand generakeddiscontent.

[1]f all these bumps are overcome, and a process of gradual transfer of fiscal responsibility towate gre
centralization occurs, thes is the possibility that the ito zonewill match the achievement of other late
achievers of monetary unification, such as the United States or Germany.

Goodhart colours this with cautious remarks about fiscal transfer.

There is no likelihood whatsoever of transferring overt unconditional redistributive functions to Brussels.
That is ruled out by the principle Gubsidiarityy, by the fact that regional disparitigsetween EU countries,
for example lItaly, Spain, and the Wad Kingdom are greater than most disparities between those
countries, and, above all, by lack of political cohesion.

This reminds us that the history of monetary unions seems to show that politics may trump economics at the outset
and with a fair wind fodecades of successful operation. But if the economics are or become profoundly unaligned,
the union will fail notwithstanding the most ardent ambitions of its sponsors.
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Conclusion

Our examination of the record shows that Europe has been a hotbed of experiment in monetary union from the
beginning of the nineteenth century. There is an unbroken path from the success @otheerein to the failures of
the Latin and Scandinavian Umido the piecemeal unions from the end of WW1 to the advent of the Euro.

To take a small example first, Belgium has been part of a monetary union for most of its history since its foundation
in 1830. In 1867, the country entered the Latin Monetary Unidmemthat collapsed it entered into union with its
smaller neighbour, Luxembourg, itself a member of thellvereinfrom 1842 till its collapse at the end of WW1. The
currency union between Belgium and Luxemburg survived until the advent of the Euro in 2002

To turn to the principal member of the EMU, the very existence of Germany stems froZolheerein a monetary
union which was prosecuted over three generations bysighted and ambitious politicians. Tt#ollvereirwas
erected gradually and on firmecenomic and political underpinnings. The architects of the system deliberately
confined its geographical extent and when the project reached culmination, they made the independence of the
central bank a central feature of the completed system.

The French have their own long involvement in monetary unions. Their ambitions were not so much-inailiing

as defending their interests in the face of a perceived threat of the Prudsifiollvereinas well ago respond to

the first round of globéisation. The Latin Monetary Union foundered on technical failings and political shocks. More
recently, however, the French can take satisfaction in presiding over two-$baigding and successful monetary
unions in Africa which survive to this day.

Two centuries of momentum are not lightlyo be disregarded. We need to recognise how the history of their own
participation in monetary unions has given Europeais particular the two principal protagonistsvery different
views of the topic and its part iheir own history.
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f Review of selected major bank crises **

Country

Systemic banking Share of NPLs Gross fiscal Output loss Minimum real

crisis (starting cost (% of (% of GDP) GDP growth

date)

at peak (%)

GDP)

rate (%)

Comments

Argentina

Armenia

Azerbatjan

Bangladesh

Belarus

Benin

Bolivia

Bolivia

Bosnia and
Herzegovina
Brazil

Brazil

Bulgaria

Burkina Faso

2001

1994

1995

1987

1995

1988
1986

1994

1992

1990

1994

1996

1990

201

80
30

75

16

9.6

144 Reproduced from Laeveand Valenciapp cit

427

34.7

1.9
0.0

0.0

-109

e
™

-13.0

-8.0
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In March 2001, a bank run started due to increasing doubts about the sustainability of
the currency board. strong opposition from the public to the new fiscal austerity
package sent to the Congress, the resignation of president of the Central Bank. and
the amendment to the convertibility law (change in parity from being pegged to the
dollar. to being pegged to a basket composed of the US dollar and Euro). During the
second half of 2001, bank runs intensified. On December 3. 2001, as several banks
were at the verge of collapsing. partial withdrawal restrictions (corralito) were
imposed to transactional accounts while fixed-term deposits (CDs) were
reprogrammed (corralon) in order to stop outflows from banks. On February 4. 2002,
bank assets were asymmetrically pesified adversely affecting the solvency of the
banking system. In 2002, two voluntary swaps of deposits for government bonds
were offered but received little interest by the public. In December 2002, the
corralito was lifted. By August 2003. one bank has been closed. three banks
nationalized. and many other have reduced their staff and branches.

Starting in August 1994, the Central Bank closed half of active banks. Large banks
continued to suffer from high nonperforming loans. The savings bank was financially
weak.

Twelve private banks closed: three large state-owned banks deemed insolvent: one
large state-owned bank faced serious liquidity problems.

In 1987 four banks accounting for 70% of credit had nonperforming loans of 20%.
From the late 1980s the entire private and public banking system was technically
insolvent.

Many banks undercapitalized: forced mergers burdened some banks with poor loan
portfolios.

All three commercial banks collapsed.

Five banks were liquidated. Banking system nonperforming loans reached 30% 1n
1987: 1n mid-1988 reported arrears stood at 92% of commercial banks’ net worth.
Two banks with 11% of banking system assets were closed in 1994. In 1995. 4 of 15
domestic banks, accounting for 30% of banking system assets. experienced liquidity
problems and suffered high nonperforming loans.

Banking system suffers from high nonperforming loans due to the breakup of the
former Yugoslavia and the civil war.

Deposits were converted to bonds. Liquidity assistance to public financial
institutions.

The Brazilian economy entered a new phase with the implementation of the “Plan
Real” in July 1994. The plan triggered a major process of structural changes. which
aimmed primarily at lowermg nflation. With this process. a remonetization of the
economy took place and with it, liabilities and assets of banks expanded rapidly—
loans to private sector grew by 60% during the first year of the plan--despite higher
reserve requirements. At the same time a sharp deterioration in the trade account
took place, to which the central bank responded by raising interest rates and imposed
credit restrictions. The financial situation of banks weakened as bad loans increased
noticeably and also because they lost their inflation revenues. The problems were
particularly more acute at public banks. For federal banks. the ratio of loans in arrears
and in liquidation to total loans increased from 15.4 percent in June 1994 to 22.4
percent at end-1995. and to slightly more than 30 percent in October 1996. For state-
owned banks the ratio increased from 8 percent to almost 12 percent and more than
14 percent for the same dates. For private banks. the ratio increased from 5 percent in
June 1994 to 9 percent in December 1995. The problems in the banking sector
triggered a restructuring of public banks and the resolution of private mstitutions.
Most of the closures were medium to small-sized banks. while large banks were
resolved under a “good bank/bad bank™ approach.

The 1996 banking crisis had its roots in bad loans made during 1991-1995. but the
deepening msolvency of the system was not reflected in sustained liquidity problems
until the second half of 1994. Two ailing state banks required ongoing refinancing
from the Bulgarian National Bank (BNB) and the State Savings Bank (SSB) until
they were bailed out in mid-1995. The public began to lose confidence 1n banks after
the collapse of pyramid schemes in some cities. and in response to reports on the 11l
health of other banks. In late 1995 withdrawals of deposits .especially from First
Private Bank (the largest private bank). were reflected in substantial BNB refinancing
and falling foreign reserves. By early 1996 the sector had a negative net worth equal
to 13% of GDP. The banking system experienced a run in early 1996. The
government then stopped providing bailouts. prompting the closure of 19 banks
accounting for one-third of sector assets. Surviving banks were recapitalized by 1997.
In 1989. the system of sectoral credit ratios was abolished. and deposit and lending
rates were partially liberalized. During 1990, the financial condition of the banking
sector deteriorated sharply. Nonperforming loans increased to 23 percent of total
credit. and commercial banks’ deposits in the money market declined sharply. Three
major commercial banks urgently needed restructuring, while two other large banks
contified to experience liquidity problems. In 1991, the government merged these
three major commercial banks into one bank with minority government participation
and rehabilitated the two other banks. while assuming nonperforming assets.
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In 1995 one bank was liquidated.
Five commercial banks were closed and three banks were restructured.
Three banks were restructured and two were closed.

In 1993, the former monobank was split into a Central Bank and a commercial bank,
with 90 percent of banking system deposits. The commercial bank had accumulated a
large fraction of nonperforming assets and was recapitalized by the government in
1994 by converting its portfolio of nonperforming loans into interest-bearing notes to
the equivalent of 17.5 percent of GDP. All commercial banking interest rates were
liberalized 1n 1994, with the exception of one benchmark interest rate on time
deposits.

Four banks were liquidated.

The two largest banks. accounting for 90% of assets. were restructured.

All banking offices closed in 1979 and 1980 when N'Djamena was the scene of heavy
fighting. Banking sector experienced solvency problems. With the collapse of world
cotton prices in 1985, Cotontchad's revenues dropped. and foreign exchange flowing
into Chad declined. As a result. the BEAC's exchange reserves dropped precipitously
in 1986. Operations in the banking sector ground to a halt as Cotontchad fell into
arrears on repayments of its shortterm debt. In late 1986, the BEAC negotiated a
rescheduling of some three-fourths of the short-term debt. allowing a ten-year
maturity. including a five-year grace period with an interest rate of 6%. In 1983 the
government imposed a five-year moratorium that froze all deposits and outstanding
credits before 1980. The moratorium's purpose was to prevent a run on banks and to
staunch capital flight when banks restored operations in early 1983 under the new
government.

The Chadian banking system came close to collapse in 1992, owing mainly to the
vulnerable state of the economy and an expansionary credit policy. To avoid a major
financial crisis. the monetary authorities embarked on a comprehensive rehabilitation
program of the banking system. involving enhancement of central bank supervision
through the COBAC. and the liberalization of banking activity. In addition, they
eased the liquidity crisis of the commercial banks 1 1993 by consolidating into a
long-term loan to the Government the rediscounted commercial bank loans that had
been extended mainly to public enterprises. Credit policy was tightened: the amount
of dilrect advances to the Treasury by the Central Bank was stabilized: and the
Banque Internationale pour le Commerce et 1'Industrie du Tchad was liquidated. As a
result. the net foreign assets position of the banking system was strengthened and the
liquidity position of the banks was gradually restored.

Entire mortgage system insolvent.

By the end of 1981. a 6-year expansionary period ended abruptly. High international
interest rates. a world recession. lower copper prices. and an abrupt cut of voluntary
foreign credit to Latin America pushed Chile into a costly economic crisis. The
problems were agravated by unsound financial practices among banks. which
included substantial connected lending ranging from 12 to 45% of the total loans
portfolio. The financial system was affected in two waves. The first one 1 1981-82
including 11 liquidations (banks and finance comp s). where all dep s were
protected. The second one 1 1983. mvolved liquidations and rehabilitations and in
the liquidation cases, domestic depositors were compensated only partially. While
foreign creditors were offered the same compensation. they threatened by cutting
trade credit lines and were ultimately restructured under the external debt
restructuring plan.

At the end of 1998 China’s four large state-owned commercial banks. accounting for
68% of banking system assets, were deemed msolvent. Banking system NPL’s in
2002 and 2003 were 20 % and 15% respectively of total loans. The restructuring cost
to date 1s around RMB1 .8 trillion based on estimates of capital mjections and loans to
AMCs to purchase assets, or 18% of 2002 GDP.

During the early 1980s. an economic downturn affected the profitability of the banks.
They came under pressure as the 1981 recession intensified. This. m tum, caused a

sharp detertoration in asset quality through an increase in defaults. Colombia began
experiencing capital outflows. Subsequent bank failures and nationalizations
generated widespread decline 1n public confidence which led to a massive
government intervention. The Central Bank intervened in six banks accounting for
25% of banking system assets. and in 8 finance companies.

Capital account reversal during the first half of 1998 triggered by pressures in
emerging markets led to a response from the Central Bank oriented towards
defending the currency. As a result, interest rates increased in real terms. harming the
quality of banks' loan portfolios and putting a downward pressure on asset prices and
hence on the value of collateral. especially real estate. The already weak large public
banks faced a severe asset quality deterioration which spread to private banks and
other financial entities.

Ban'kmg sector experienced solvency problems.

Four state-owned banks were msolvent: a fifth bank was to be recapitalized with



THEWOLFSONECONOMICSPRIZEMMXII

Review of selected major bank crises (cont)

Country

Systemic banking Share of NPLs Gross fiscal Output loss Minimum real

crisis (starting cost (% of (% of GDP) GDP growth

date)

at peak (%)

GDP)

rate (%)

Comments

Congo. Dem. Rep. of

Congo. Rep. of

Costa Rica

Costa Rica

Céte d’Ivoire

Croatia

1994

1992

1987

1994

1988

1998

105

6.9

0.0

0.0

1.6

0.0

0.0

=54

=35

34

0.9

-1.1

-86-

private participation.

Two state-owned banks have been liquidated and two other state banks privatized. In
1997, 12 banks were having serious financial difficulties.

Between 2001 and 2002, two large banks were restructured and privatized. The
remaining insolvent bank 1s in the process of being liquidated. Situation aggravated
by the civil war.

In 1987, public banks accounting for 90% of total banking system loans in financial
distress as 32% of their loans considered uncollectible. Implied losses of at least
twice the capital plus reserves. Pressure on banks to negotiate a “Brady ™ settlement of
foreign debt: settlement reached 11/89 at 16 cents/dollar. Budgetary relief to
government enables restructuring of state bank debts.

One large state-owned commercial bank with 17% of deposits was closed in
December 1994. The ratio of overdue loans (net of provisions) to net worth in state
commercial banks exceeded 100% in June 1995. Implied losses of at least twice the
capital plus reserves.

The recession of 1987 and problems with the cocoa and coffee markets (main
exports) substantially increased private sector's non-performing loans. These
problems were aggravated by a large amount of nonperforming loans in the public
enterprise sectors. the large accumulation of government payment arrears. the
substantial decline in public and private deposits in the banking system, reduction in
credit lines from abroad. and poor management in some banks. Four large banks
affected, accounting for 90% of banking system loans: three definitely and one
possibly insolvent. Six government banks closed.

The introduction of a market-oriented legal framework 1in the early 1990s. led to
significant progress in establishing a modern banking system. The banking sector
expanded vigorously until end-1997. Meanwhile, the incentives for sound bank
behavior had not yet been fully established. coupled with bad debt problems mherited
from the old regime. These weaknesses were in part addressed with the Bank
rehabilitation plan (Law of 1994) mmplemented in 1996-1997. Four state-owned
banks. accounting for 46 percent of total bank assets (as of 1995) entered
rehabilitation, with an overall cost of 6.1% of GDP. However. a new wave of
problems began in March 1998 with the failure of the 5th largest bank, Dubrovacka
(5% of total assets). Problems at this bank triggered political turmoil, which in turn
induced runs at other banks, perceived indirectly related to Dubrovacka. In july 1998,
the sixth largest bank ran into problems and several medium- and small-sized
institutions experienced liquidity difficulties in the fall of 1998 and early 1999 as



