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4600 - 70% of funds outlayed = $551 hillion
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Figure 7: Recovery Act Outlays and Tax Relief over Time (dollars in billions)
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Figure 8: What Remains to be Outlayed and Provided in Tax Relief in the Recovery Act (dollars in
billions)
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Trichet warns on bail-out system dangers

By Peter Spiegel in Brussels Published: October 29 2010

The European Central Bank chief warned the heads of Europe’s governments
that a new rescue system they are designing for future Greece-style
bail-outs could inadvertently drive up short-term borrowing costs,
imperilling struggling eurozone debtor nations.

The warning by Jean-Claude Trichet, ECB president, came at a two-day summit
where European leaders reluctantly agreed to a Franco-German push to
reopen the EU’s treaties to set up the new, permanent bail-out mechanism,
which would replace the current €440bn ($612bn) fund expiring in three
years.

Germany and France have said they want the new rescue system to put
more of a burden on private bondholders and investors so they shoulder
more of the costs of future sovereign bail-outs. The Greek bail-out was
largely backed by European taxpayers.

But according to EU officials, Mr Trichet on Thursday told the summit that
signalling to markets that private investors would be more at risk in
restructurings could spook the bond market, driving up interest rates for
countries such as Ireland and Greece, both of which are struggling to
regain investor confidence.

The EU officials said Mr Trichet's warning was met with bitterness by Nicolas
Sarkozy, the French president, who complained he did not understand the
challenges facing heads of state.

Mr Sarkozy was supported by Angela Merkel, the German chancellor, who has
counted on Mr Trichet as a close ally during the euro crisis. She also publicly
broke with Mr Trichet, saying it was essential German taxpayers did not
pay for any future eurozone bail-outs.
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Germany is right: bondholders must pay
By Otmar Issing Published: December 1 2010

Miscommunication has accompanied Europe’s monetary union since the start.
Now, most observers would apparently want to put at the top of the list of
mistakes the announcement that holders of government bonds issued after 2013
should take losses in the event of a sovereign debt crisis.

As a consequence, the argument goes, uncertainty was increased and the_
bonds of Ireland, Portugal and Spain fell. Not everyone had the same opinion,
but there seemed virtual unanimity that such a statement should not have been
made until the crisis was over.

I would not suggest that the announcement deserves a Nobel prize in
communication. But | think the timing and core message were appropriate.

First, it seems to me of crucial importance at this stage in the monetary union’s
development that if a permanent rescue mechanism is established we should
also have arestructuring regime for sovereign debt that involves losses
for private investors. Why should taxpayers be taken hostage endlessly by
investors who enjoy the benefits of high interest rates and who can rely on being
bailed out once an indebted country gets into trouble?

Second, what about the argument that any announcement of a sovereign
debt mechanism should have been delayed until the crisis was over? |
would argue it was hardly premature. As long as investors can reasonably
hope for a bail-out, investment decisions will be distorted by speculation about
politically motivated intervention.
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Europe Fiddles as Its Periphery Burns

By Desmond Lachman Intereconomics Monday, December 6, 2010

European policymakers remain in denial about the severity and the
immediacy of the eurozone periphery's sovereign debt crisis. At a time when
recent economic and financial market developments underline the
intractability of the periphery’'s solvency problem, European
policymakers mainly confine themselves to addressing the liquidity
aspects of the crisis. And at a time when the periphery's excessive
budget deficit train has long since left the station, European
policymakers vainly wrestle with proposals to reform the
eurozone's architecture in a manner that will prevent the future
recurrence of budget profligacy. By so doing, they only delay facing up to

the reality that the euro is presently well on its way to unraveling.
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Markets appear to have grasped that the periphery's problems are more
those of solvency than those of liquidity. In particular, unlike the
European policymakers, markets seem to understand that the
extraordinarily large budget deficit adjustments being required of
the periphery cannot be achieved within the straitjacket of
continued euro membership without provoking the deepest of

economic recessions.

More disturbing yet is the mounting evidence that the Greek economy is
already contracting at a much more rapid rate than was
contemplated in its IMF three-year stand-by arrangement. It is doing
so largely as a result of the brutal fiscal adjustment that the IMF has imposed on
the country. It might be recalled that the IMF programme required of
Greece ten full percentage points of GDP in fiscal measures in 2010
alone, an amount of fiscal adjustment that the IMF has never before
imposed on a country within a fixed exchange rate system. It is little
wonder then that already by the second quarter of 2010, Greece's

economy was contracting at an annualised rate of 7.2 per cent.
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More ominously yet for Ireland'’s future public finance outlook, at the end of

September 2008 the government announced a blanket guarantee

on all of the liabilities of the main Irish-controlled banks. It did so in

response to the inability of Anglo-Irish Bank, a major Irish bank, to roll over its

debt and to fears of a contagious reaction affecting the other banks. Since the

gross bank liabilities guaranteed by the government amounted to

well over twice Ireland's GDP, the open-ended nature of the possible bank

losses constituted a very large potential charge on the Irish government's

finances.

The market was particularly taken aback by S&P's estimate that Ireland's

blanket guarantee could in the end cost the Irish government a

staggering €80-€90 billion, or the equivalent of between 50 and 58

per cent of Ireland’'s GDP. The market was also shocked by S&P's estimate

that Ireland's banking sector problem could raise the country's public debt

level to 130 per cent of GDP by 2012. Further compounding Ireland's

economic problems is the fact that deflation has now taken hold in the

Irish economy, which both increases the real cost of borrowing and

aggravates Ireland's real debt burden.
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The Euro at Mid-Crisis Kenneth Rogoff

The Germans have been widely castigated for pointing out that Europe has no clear
mechanism for sorting out sovereign (government) defaults, and that surely it needs
one. Many pundits would have one believe that Ireland would have pulled through
unscathed absent Germany’s blundering statements. That is nonsense. With huge
private debts, falling house prices, and external claims on Ireland amounting to more

than 10 times national income, there was never going to be an easy way out.

Indeed, only last July the eurozone made a big show of its financial “stress tests” of
its banks, giving almost all of them, including in Ireland, a clean bill of health. Denial is a
not a useful policy for dealing with a financial crisis. Europe ’s debt problems should, in
fact still be quite manageable — provided the requisite write—downs and debt
restructurings are implemented. Here is where the latest Irish bailout is particularly
disconcerting. What Europe and the IMF have essentially done is to convert a
private—debt problem into a sovereign—debt problem. Private bondholders, people and
entities who lent money to banks, are being allowed to pull out their money en masse
and have it replaced by public debt Have the Europeans decided that sovereign

default is easier, or are they just dreaming that it won’t happen?
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Ireland’ s Reparations Burden Barry Eichengreen

The Irish “rescue package” finalized over the weekend is a disaster. You can say one
thing for the European Commission, the ECB and the German government: they never

miss an opportunity to make things worse.

The Irish “program” solves exactly nothing — it simply kicks the can down the road. A
public debt that will now top out at around 130 per cent of GDP has not been reduced
by a single cent. The interest payments that the Irish sovereign will have to make
have not been reduced by a single cent, given the rate of 5.8% on the international
loan. After a couple of years, not just interest but also principal is supposed to begin
to be repaid. Ireland will be transferring nearly 10 per cent of its national income as

reparations to the bondholders, year after painful year.

Nor is the situation economically sustainable. Jreland is told to reduce wages and
costs. It must engage in “internal devaluation” because the traditional option of
external devaluation is not available to a country that /acks its own national currency.
But the more successful it is at reducing wages and costs, the heavier its inherited
debt load becomes. This is the phenomenon of “debt deflation” about which the Yale

economist Irving Fisher wrote in a famous article at the nadir of the Great Depression.
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Desmond Lachman

European policymakers fully understand that a default in any peripheral

eurozone country would likely trigger contagion to the other countries in the

periphery. They also understand that a series of defaults in the eurozone's

periphery would have devastating consequences for the European

banking system. After all, the combined sovereign debt of Greece,

Spain, Portugal, and Ireland is around US$2 trillion, and a major part

of that debt sits on the European banks' balance sheets. The Bank for

International Settlements estimates that French banks are particularly

exposed to the troubles in the peripheral countries, since they have

lent the equivalent of 37 per cent of France's GDP to those countries.

Realising the potential threat to Europe's banking system from a significant

write-down in the periphery's sovereign debt, European policymakers

have chosen to mask the periphery's solvency problem with a

massive dose of liquidity. They have done so by putting in place a €750

billion support system for the eurozone's periphery in an attempt to convince

markets that there is little risk of a sovereign-debt default anytime soon.
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T for bank speci blicatio ress tes

Name of bank: ALLIED IRISH BANKS

= 2 i SRR T e )
At Dacember 31, 2009 ‘min EUR

Total Tler 1 capital B,542
Total regulatory capital 12,316
Total risk welghted assets 121,605
Pre-impalrment income (including operating expenses) 2',294
Impairment losses on financlal assets in the banking book -5,380
1 yr Loss rate on Corporate exposures (%)" 4.6%
1 yr Loss rate on Retall exposures (%)" 0.7%
Tier 1 ratio (%) ) 7.0 %

The stress test was carried out under a number of key {e.q. balance sheet,

wniform o P the relative to the is pi
only for comparison purposes and should In no way be construed as a forecast.

Benchmark scenarlo at December 31, 2011% min EUR
Total Tler 1 capital after the benchmark scenario 6,838
Total regulatory capital after the benchmark scenario 11,175
Total risk weighted assets after the benchmark scenario 72,313
Tier 1 ratio (%) after the benchmark scenario 9.5 %
io at 31, 20117 min EUR
Total Tier 1 capital after the adverse scenario 5,305
Total regulatory capital after the adverse scenario 9,642
Total risk weighted assets after the adverse scenario 73,771
£ yr cumulative pre-impairment INcome arter the adverse scenario (INCIuCing operating
expenses)? 901
Zyre Iesses on assets In the banking ook arter the
adverse scenario® -9,829
2 yr cumulative losses on the trading book after the adverse scenario® -20
2 yr Loss rate on Corporate exposures (%) after the adverse scenario® * 6.11%
2 yr Loss rate on Retall exposures (%) after the adverse scenaric™ 4.31%
Tier 1 ratlo (%) after the adverse scenario 72%
Additional sovereign shock on the ad at 31, 2011 min EUR
Additional impairment losses on the banking book after the sovereign shock® -606
losses on sovereign exp in the trading book after the sovereign shock® -36
2 yr Loss rate on Lorporate exposures (Y) arter the agverse scenano and sovereign
shack™2? 6.38%
£ yr LoSS rate on Hetall exposures (Ye) arter the adverse scenanc and sovereign snock™ ™ 4.94%
3 .
Tier 1 ratio (%) after the adverse scenario and soverelgn shock 6.5 9%

ACOITIONal CEPITal NEE0Ed [0 reach a b ¥ 118 1 ratio UNOer the agverse scenano +
additional sovereign shock, at the end of 2011

L Impeirment losses as a % of corporate/retall exposures In AFS, HTM, and loans and recelvables portfellos
2 Cumulative for 2010 and 2011
 On the basis of losses estimated under both the adverse scenario and the additional soverelgn shock
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Doubts return on stress tests’ credibility

By Patrick Jenkins, Banking Editor Published: November 23 2010

Back in July, Allied Irish came through the stress test with a 6.5 per cent tier one

capital ratio, comfortably above the 6 per cent pass mark set by the Committee

of European Banking Supervisors, while Bank of Ireland achieved 7.1 per cent.

Under the CEBS exercise, each country applied its own stresses to their

banks, modeling both for a “benchmark scenario” and an “adverse

scenario”. But how adverse was adverse? The short answer is, “not very”,

say analysts. The Irish regulator’s projected “adverse” development in

property prices of 17 per cent this year, both for commercial and

residential property, was hardly bearish. In the first quarter of the year,

house prices had fallen nearly 19 per cent, according to analysts at Capital

Economics. For next year, the test projected only a 5 per cent fall under the

“adverse” scenario — less than Sweden, Belgium, the Netherlands and

Germany, none of which is known for its property boom-and-bust. Capital

Economics believes further falls of at least 20 per cent in Irish residential

property prices are perfectly possible over the next year or two.
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A test cynically calibrated to fix the result

By Wolfgang Minchau Published: July 25 2010

The third problem is the most severe, and knocks the credibility of the entire

exercise. There was no provision for the possibility of sovereign default.

Banks hold most of their bonds on their banking books — where they

usually keep them until maturity — and a small minority on their trading

books. The stress tests assumed some further loss only on the value of

those bonds in the trading books. Yet the pricing of Greek bonds already

implies a non-trivial probability of a default — and that would affect both books.

Certainly, the stress tests should be based on what one might call a plausible

worst-case scenario, not one that represents the absolute worst. Nobody is

asking the bank supervisors to stress-test the impact of an alien attack. But

sovereign default in the case of Greece is not such a far-fetched scenario —

even if you believe it to be unlikely. It is irresponsible for the stress testers

to ignore that sort of event. That is like a car crash tester failing to consider the

possibility of an oncoming vehicle.
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Euro crisis fears grow amid debt moves

By David Oakley in London Published: December 12 2010

Eurozone countries have to refinance more debt next year than at any time
since the launch of the euro amid investors’ warnings that the debt crisis in the

region will intensify in the new year.

Eurozone nations will have to refinance or repay €560bn ($740bn) in 2011,
€45bn more than 2010 and the highest amount since the launch of the

single currency in January 1999, says UniCredit, the Italian bank.
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Italy, which has Europe’s biggest debt market, is expected to issue up to
€50bn of bonds in the first quarter of 2011, with a large amount expected in

January.

Portugal, which is of greater concern to markets, will also face growing
pressures from the markets as worries mount that the country will not be able

to refinance €9.5bn of debt coming due in the middle of the year.
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Desmond Lachman

European policymakers understand full well that a default in any peripheral

country is almost certain to trigger contagion to the rest of the periphery. They

are also highly cognisant of the fact that a wave of defaults in the

periphery would more than likely precipitate a fullblown banking

crisis in West Europe. These considerations would make one think that

European policymakers in the north will not lightly turn off the financing spigot

that presently keeps the periphery, and thereby the European banking system,

afloat. Rather, one must expect that European policymakers will

continue to Kick the can forward in the forlorn hope that something

might turn up to rescue the periphery. They might also do so in the

hope that time might allow the West European banks to strengthen

their balance sheets in a manner that would allow them to more

easily absorb the shock of a sovereign debt default in the periphery.

-34 -



Europe’s Time to Learn Harold James

There was no institutionalized write—down of Latin American debt until five years
after the crisis, when a haircut no longer threatened banks’ stability. It was only at
this moment that real lending for new projects could really begin. In the meantime,

Latin America remained mired in what became widely known as “the lost decade.”

The contemporary European solution seems to be repeating the same time—buying
tactics of the lost decade of the 1980’ s in the developing world. There is the same
combination of international support, highly unpopular domestic austerity measures
(which are bound to set off major protests), and the apparent absolution of banks from

financial responsibility for problems that they produced.

Major European banks — in the United Kingdom, Germany, and France — have, like their
1980’ s predecessors, built up a gigantic exposure to what they erroneously thought
was safe debt A substantial immediate haircut on the sovereign debt of the
vulnerable eurozone countries would be so destructive that it would set off a new
round of bank panics. Recognizing this problem, banks can hold their host
governments to ransom. That is why the crisis has become a challenge for the UK,

Germany, and France.
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Europe should rescue banks before states

By George Soros Published: December 15 2010

The authorities are making at least two mistakes. One is that they are

determined to avoid defaults or haircuts on currently outstanding

sovereign debt for fear of provoking a banking crisis. The bondholders of

insolvent banks are being protected at the expense of taxpayers. This is

politically unacceptable. A new Irish government to be elected next spring is

bound to repudiate the current arrangements. Markets recognise this and

that is why the Irish rescue brought no relief. Second, high interest rates on

rescue packages make it impossible for the weaker countries to improve their

competitiveness vis-a-vis the stronger ones. Resentment between creditors and

debtors is liable to grow and there is a real danger that the euro may destroy the

political and social cohesion of the EU.

Both mistakes can be corrected. With regard to the first, emergency funds

ought to be used to recapitalise banking systems as well as to provide

loans to states. The former would be more efficient than the latter.
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Germany must lead fightback

Frank-Walter Steinmeier and Peer Steinbriick Published: December 14 2010

The required solution is a combination of a haircut for debt holders, debt

guarantees for stable countries and the limited introduction of

European-wide bonds in the medium term, accompanied by more aligned

fiscal policies. How would these three measures work? First, Greece, Ireland

and Portugal urgently need to be released from a substantial part of their debt.

Painful spending cuts and structural reforms alone — of an extent unheard

of in modern economic history — will not allow them to escape their debt

trap. In the interest of all of Europe, we need to restructure their debt. Debt

restructuring also has to be accompanied by measures to avoid contagion,

making it obvious that the eurozone is indeed our common destiny. Here,

Germany should be in the driving seat for more, not less European integration.

Financial markets expect an unambiguous political signal of the

irreversibility of economic and monetary union, and they expect it now.

And such a signal could be sent by introducing, in the medium term, new

European bonds — although to avoid any moral hazard they should cover only a

limited share of public debt.
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