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The Eurois failinginso faras it was designed. The situation in Greece
was never expected to happen because deficits were not supposed
to beabove 3% of GDP and debt to GDP was not supposed to surpass
60%. European authorities had not counted on “misleading” Greek
government figures, which “fudged” the numbers. If the problem
were limited to Greece, it would be manageable, butitis not. The
source of Ireland’s troubles are its outsized and now bankrupt
bankingsector. Inaggregate, the banks’ total assets represented
anastonishing 1o times that country’s GDP. The fact the Irish
Government took on those banking assets and liabilities during

the crisis means the country’s debt has exploded, landing it with a
sovereign debt crisis like Greece. Portugal is the most recent case
and, whenadded to fears that Spain might need a bailout, shifts the
dynamics from small to big countries where concerns of “too big to
bail” start to worry investors, as government liabilities are ultimately
taxpayer liabilities.

The original Greek bailout of 110 billion Euros has not worked as
planned. The aid package from the International Monetary Fund
(IMF) and the European Union (EU) was supposed to settle the
markets so that Greece could once again borrow internationally. Such
a capability might have allowed Greece to borrow enough to avoid
another bailout from the EU. There are numerous reasons why private
markets balked at conforming to plan, not the least of which was the
EU’s desire to have Greek bonds bought by the European Central
Bank (ECB) and European Stability Fund, considered of a higher grade
thanthose purchased by the private market, after 2013. The rationale
was to avoid the EU from becomingatransfer union, as feared by the
German electorate.

Atransfer unionis the term used to permanently assist a weaker
member, not unlike the way the federal government in Canada
transferred money to Newfoundland. Politically it is more acceptable
to be doingthis within a nation than one nation to another, which is
what many Germans fear.

Germany is the creditor nation with the resources to bail out the
“Periphery” [formerly referred to as the PIGS (Portugal, Ireland,
Greece, Spain) before that term was softened]. Thus all potential
losses had to be mitigated to avoid the political fall-out. This display
of financialilliteracy quickly lead to Greek bond spreads rising for
maturities after 2013. Why would an investor not demand a higher
yieldif they knew their bonds would be inferior to those held by the
ECB? The shorter (maturity) end of the market did somewhat better
but,in theabsence of avirtuous circle, which the longer maturities
might have provided, the situation deteriorated as it became obvious
Greece would not beable toroll over 75% of its medium to long term
debtafter March 2012, which the original bailout had envisioned.
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The financial illiteracy was again on display when the EU recently
insisted on Greece privatizingits state assetsat anaccelerated pace
toreduceits fiscal deficit. Selling state assets certainly makes sense
over time, but selling now, when risks have increased and investors
justifiably question the viability of Greece’s participationin the Euro,
ensures buyers will demand large discounts. Imagine private equity
having to sellassets during the financial crisis after the Lehman
Brothers collapse compared to what they are obtaining today, almost
threeyears later.

Thereare nosimple solutions to the sovereign debt crisis because
theyareall politically challenging to say the least.

To appreciate the scale of the problem, one has to review the
European banks’ exposure to Greek debt and the implications of a
debtrestructuring -- which appear inevitable. Greece has 340 billion
Euros of outstanding debt, or 142% of its GDP. Economists are
unanimous in saying that only debt relief will allow Greece a chance to
get out of this hole.

About 1/3rd of the Greek debt is outside the known banking system,
pension funds, insurersand EU, ECB andIMF

Greek Government Debt Exposures as of 31/3/2011 (100% = €340bn)

17 International Banksin
Stress Test 2010 12%

6 Greek Banksin
Stress Test 16%

EU & IMF 15%

ECB 15%

Greek Pension Fund 2%

EuroInsurers 6%
Other Banks 3%

Other (Small Banks, Insurers,
Pension Fund, etc.) 31%

Source: Stress Test results, ECB, EU, press articles, Bernstein analysis and estimates

Note: While the stress test data is fairly robust, the assessment of ECB, Pension funds and
insurersare estimates
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...and banks make up only 43% of the initial allocation vs. 49% held by

insurers,asset managers and funds.

Initial Allocation of Greek Government Debt ‘o5 - ‘10 by Type

Funds 22%

Insurance/Pension 15%

Asset Managers 8%

Central Banks/Sovereign 5%

Hedge Funds 4%
Other 4%

Banks & Trust 43%

Source: Hellenic Republic, Ministry of Finance

Using the Maastricht criteria target of 60% debt to GDP, would result
ina196.3billion Euro reductionin debt, less the 5o billion which is
expected to beraised through the sale of state assets. We argue, as
noted above, that it will probably be less than this figure.

According to Bernstein Research, Greek banks could not sustain the
impact of adebt restructuring costing between 9o and 150 billion
Euros, whereas the rest of the listed European banks could.

The problem, however, isalso one of politics as the ECBand the
EU/IMF each hold 15% of the debt. They would invariably have to

be recapitalized. This would also put stress on the viability of the
European Financial Stability Facility (EFSF), the vehicle through
which the loans are provided to Greece and that are only backed by
IOU’s. Arestructuring would likely resultin actual losses being taken,
something whichis not currently politically acceptable.

Arestructuring would set off a “credit event” triggering the exercise
of credit default swaps which would likely heighten fears over
counterparty riskand pressure the banking sector.

Finally, Greece cannot be viewed inisolation. It has to be addressed
with the other Periphery countries (Ireland, Portugal and Spain). The
risk of contagionisvery large, very realand very unpredictable.

Sowhat are the solutions:

Anononsense Anglo Saxon approach would see European authorities
designinga generous bailout package to negotiate the exit of Greece,
Ireland and Portugal from the Euro. There are no legal measures

to kickamember out of the Euro butamember can leave. A bailout
package would be essential because any departure would lead to a
national banking collapse as citizens would surely make arun on their
banks before converting back to their old currency, in the accurate
assumption that it would quickly be devalued. Thiswould also cause
major stressinthe European banking sector, with unpredictable

consequences.

Thereislittle to no chance of this happening. There is simply not

the political will, vision or desire to execute such a strategy, which
would be an admission of failure and a step backwards in the founding
fathers’attempttointegrate Europein the quest of keeping the
continent sustainably at peace.

A more draconian version of the above, and one many Euro-sceptics
have espoused since the introduction of the Euro, is simply to allow
its collapse as either Germany refuses any more bailouts or a nation
decides to exit the Euro spontaneously. The impact of such an event
would be nothing short of another Lehman Brothers, but many times
over. The consequences would be so dramatic that this will not be
allowed to happen.

Let’s keep kicking the can down the road:

The most likely scenario, and the one that regularly plays out when
Europe facesacrisis, is to “kick the can down the road”. The political
willis not there to make the hard and visionary decisions, but there
is enough historical baggage dating back to the founding fathers to
prevent the dismantling of the European experiment.

Inthe short-term Germany is proposing a supplemental package

for Greece, butisinsisting that the private sector participate by
extendingall Greek sovereign bond maturities by 7-years. Rating
agencies have declared suchamove be deemedacredit event. The
ECBisfiercely opposedto this proposal. It appears that the president
of the ECB, Jean-Claude Trichet, fears that a credit event, no matter
how much authorities would say it is contained, might be the thin edge
of the wedge, in the same way sub-prime U.S. mortgages proved not
to be containable in spite of all of the markets key players claiming it
would be. A possible solution appears to be a voluntary extension of
maturities, but it’s difficult to see who would be willing to extend their
Greek bond maturities.
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Germany is still likely to extend a further bailout, with more fiscal
austerity in return. This process will be repeated because in the
absence of debt relief, Greek debt levels will continue to rise while
GDP will continue to decline on account of the increased austerity.
Greece will stillnot be able to access the private bond market and will
bereliant onthe ECB and the EU for funding.

What about the European banks?

Markets dislike uncertainty and the likely process we’ve outlined
suggests there will be no permanent solution to the crisis. Could
European banks be coercedinto voluntarily rolling over their Greek
bonds? That possibility cannot be dismissed. There will be periods
when sovereign pressures will dissipate, allowing European banks to
rally fromarguably very depressed levels.

At some point, the situation will reach a breaking point wherea
restructuring of the Greek debt, and that of all who comprise the
Periphery, will be addressed ina holistic approach. Europe will
continue to muddle through, kicking the can down the road and
hoping tomorrow will be better than today.

McLean Budden manages portfolios forits clients onadiscretionary basis and does not make recommendations
regardingthe purchaseandsale of individual securities. This reportis prepared for informational purposes only.
Itdoes not constitute investment, legal,accounting or taxadvice orarepresentation regarding the suitability of

any particularinvestmentorinvestmentstrategy.
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