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AS % OF GDP TREND

. We have long highlighted
eurozone (EZ) divergences and
lack of burden-sharing as risks to
European Economic and
Monetary Union (EMU)
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Years of living divergently under the same roof
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Rigid wages and labor market
while global demand shocks
did not lead to a slowdown in
wage growth.

High wage growth cum low
productivity growth led to an
increase in unit labor costs
that exacerbated the initial
competitiveness loss.

Thus, in Spain, Portugal and
Italy the external adjustment
mechanism has worked in
destabilizing — rather than
stabilizing ways: the
misalignment of the currency
has continued and become
worse since the onset of the
EMU.
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The calm before the storm...

. So strong was the apparent
convergence in national risk
premia, despite divergent
macroeconomic performance
and imbalances, that the Global

1000 Crash of 2008 seemed to

enhance EZ financial stability

Greece 10Y Government Bond Spread
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The calm before the storm...

. These risks finally surfaced with
a vengeance in Q2 2010, after

being suppressed in the first
10 Year Government Bond Spread decade of EMU by booming
1200 global liquidity, credit and
growth.
1000 I
BOD ‘J‘m . EZ officials and politicians
|n IJ congratulated themselves on
£ s00 W the shelter EMU offered during
200 . the storm; and small countries
in trouble looked for EZ succor
(Iceland, Baltics, Balkans).
® ® ¥ o o 0 o oam oo Node » o NN o o o o o o o . It took the revelation that
g g g = = = ] = = = = = o ] o = = = — — — — — — — — ’ f Id f . f
%S R R R S R R SEE &8 REAREEESEREEEREEEREBSE-E Greece’s fiscal deficit was far
F F ¢ f f F f 2 E . 5 F E E E P E F Z EE E E Z E Z worse than stated and 3
™ ™~ ™~ 1 ~ ™ ™~ ™ =] =] ™ ] ™ ™~ ™ 1 ~ ~l ™~ ™ =] =] =] =] ™ ™~
T ® F S S8 TN A F.H SR TS S SN TR FE LD - - o
S = 9 S kB o resulting breakdown in political
, unity to precipitate a
—GPEECE ]y Spain Paortugal =—Ireland divergencein national risk
premia that threatened to tear
Source: Bloomberg apart the EZ.
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cenario analysis: three main blocks

European Endgame Scenarios
L Scenario Block 7 Policy Response

Breakdown
(with one or
multiple exits)

Deflationary fiscal,
structural adjustment

Financial engineering; fiscal /
structural adjustment fudges

Structural reform; cyclical
adjustment - intra-EZ
rebalancing

A more perfect Economic and
Monetary Union with a partial
fiscal union

4 Rt Dianoss

+ EMU unsustainable - nationalism

trumps regionalism

= Greece cannot adjust; rest of
Periphery gives up too

« Liquidity / ;artiagwlvency /
competitiveness problem

+« EZ members cooperate to separate
given political constraints to integration

« Liquidity problem

« Liquidity / partial solvency /
competitiveness problem

« EU/EZ commitment overcomes
national sovereignty constraints

« EU/EZ commitment so strong that
member states cede sovereignty
enough to deploy tax/spending to
manage asymmetric shocks

rouLINIE™



Scenario analysis: 8 scenarios

V E Cro Factors

« Politically unsustainable;
economically destructive

« Intra-EZ divergences persist,
escalate as demand is weak

= Greece proves insolvent and unable
to stay in the EZ; but rest of Periphery
adjusts successfully

« Growth prospects lowered; EZ
faces weak domestic & global
demand

RGE Prognosis
Denouement

« Germany/North exit, sparking
run on Periphery

« Greece defaults/exits disorderly;
contagion, Periphery domino effect

« Greece restructures/exits orderly;
Periphery ring-fenced; EZ survives.
Threat of exit constrains policy,
imbalances

« Orderly separation, as with EMU
creation; high EU/IMF funding to
avoid crisis

A N
lﬂlfi&ll'{n]|[~gig]&~, N\ Scenario
« Escalating risks precipitate y

capital flight, financial crisis

« Steepening Periphery government,
financials long-term curves point to
refinancing crisis

« High volatility before exit subsides
after, but national risk premia
divergences are both structural and
cyclical

* High volatility, diverging risk
premia amid huge uncertainty
about success

Breakdown Probability

= Bank stress tests fudged;
fiscal/structural measures
accepted as ESM/EFSF, easy
money/global recovery restore
EZ stability

» Greece proves insolvent; rest of
Periphery adjusts successfully

« Current crisis contained but EZ
viability / governance & national
weaknesses not fully addressed,
may resurface

« Current crisis contained but EZ
viability / governance & national
weaknesses not fully addressed,
may resurface

* Volatility remains high; moral

\
hazard remains the main anchor | 5
for divergent national risk premia i
« Volatility remains high; moral 6

hazard remains the main anchor
for divergent national risk premia

Muddle Through Probability

« Insolvency regime mitigates.
moral hazard of a permanent
ESM/EMF type BoP/fiscal
financing facility

« Gradual, thorough EZ
governance, national compliance,
structural reform, with popular
legitimacy via Treaty change

+ Economic & Monetary Union
with harmonized economic
structure and strong, credible
fiscal rules

« Structural / fiscal convergence
enhanced by partial fiscal union
so that the EZ becomes fully
credible and viable

« Volatility subsides; national
risk premia converge once
again, but less than before, and
with cyclical variability

« Volatility subsides; national risk
premia converge significantly
and permanently

Deeper Integration Probability

Cumulative Probability
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RGE Probability
By end of 2012

Between 2013-2020
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Macro scenario analysis
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European Endgame Scenarios RGE Prognosis \ RGE Probability
Scenario Block EZ Policy Response. RGE D iagnosis Macro Factors Denouement \\ Market Conditions: Scenario By end of 2012 Between 2013-2020
+ EMU unsustainable - nationalism « Politically unsustainable; . :m, Sp: : . ing risks precip
trumps regionalism economically destructive run on Periphery capital flight, financial crisis 2.0% 3.0%
* Greece cannot adjust; rest of « Intra-EZ divergences persist, * Greece its dis . ing Periphery
Periphery gives up too escalate as demand is weak contagion, Periphery domino effect financials long-term curves point to - o
refinancing crisis 12.0% 20%
Breakdown Deflationary fiscal « Liquidity / partial solvency / * Greece proves insolvent and unable * Greece restructures/exits orderly; * High volatility before exit subsides
(with one or structural ad]ustm,ent competitiveness problem to stay in the EZ; but rest of Periphery Periphery ring-fenced; EZ survives, after, but national risk premia 20% 20%
: 5 adjusts successfully Threat of exit constrains policy, divergences are both structural and o 2
multiple exits) Uibalasies cydical
+ EZ members cooperate to separate « Growth prospects lowered; EZ + Orderly separation, as with EMU * High volatility, diverging risk 1.0% 2.0%
given political constraints to integration faces weak domestic & global creation; high EU/IMF funding to premia amid huge uncertainty ) kb
demand : avoid crisis about success
Breakdown Probability
« Liquidity problem + Bank stress tests fudged; « Current crisis contained but EZ + Volatility remains high; moral
fiscal/structural measures viability / governance & national hazard remains the main anchor 5 ,m
‘accepted as ESM/EFSF, easy weaknesses not fully addressed, for divergent national risk premia b
moneylglobal recovery restore may resurface
Financial engineering; fiscal / _ EZstability. A
= d « Liquidity / partial solvency / «Greece proves insolvent; rest of « Current crisis contained but EZ = Volatility remains high; moral 6 .

competitiveness problem

« EU/EZ commitment overcomes

Structural reform; cyclical
national sovereignty constraints

adjustment - intra-EZ
rebalancing

« EU/EZ commitment so strong that
member states cede sovereignty
enough to deploy tax/spending to
manage asymmetric shocks

A more perfect Economic and
Monetary Union with a partial
fiscal union

» Gradual, thorough EZ
national

Periphery adjusts successfully viability / governance & national
weaknesses not fully addressed,
may resurface

. regime . ic & y Union
moral hazard of a permanent with harmonized economic

ESM/EMF type BoP/fiscal structure and strong, credible

financing facility fiscal rules

» Structural / fiscal convergence
by partial fiscal union

structural reform, with popular
legitimacy via Treaty change

so that the EZ becomes fully
credible and viable

hazard remains the main anchor “"‘!I’f U’A
for divergent national risk premia

Muddle Through Probability

« Volatility subsides; national
risk premia converge once
again, but less than before, and
with cyclical variability

* Volatility subsides; national risk no/.
premia converge significantly 8 Eml*
and permanently

Deeper Probability 25% 40%

A

Cumulativ ility 100% 100%
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Scenario analysis: breakdown

European Endgame Scenarios
2 olcy Rospanst AN \IRGE Disgnosi

« EMU unsustainable - nationalism
trumps regionalism

» Greece cannot adjust; rest of
Periphery gives up too

Breakdown Deflationary fiscal, « Liquidity / partial solvency /
(with one or "_structural adjustment ENREGREHEES PGt
multiple exits)

* EZ members cooperate to separate
given political constraints to integration
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Scenario analysis: breakdown

JAaCT0 Factors

* Politically unsustainable;
economically destructive

* Intra-EZ divergences persist,
escalate as demand is weak

* Greece proves insolvent and unable
to stay in the EZ; but rest of Periphery
adjusts successfully

* Growth prospects lowered; EZ
faces weak domestic & global
demand

RGE Prognosis
Denouement

» Germany/North exit, sparking
run on Periphery

+ Greece defaults/exits disorderly;
contagion, Periphery domino effect

« Greece restructures/exits orderly;
Periphery ring-fenced; EZ survives.
Threat of exit constrains policy,
imbalances

* Orderly separation, as with EMU
creation; high EU/IMF funding to
avoid crisis

« Escalating risks precipitate
capital flight, financial crisis

« Steepening Periphery government,
financials long-term curves point to
refinancing crisis

« High volatility before exit subsides
after, but national risk premia
divergences are both structural and
cyclical

+ High volatility, diverging risk
premia amid huge uncertainty
about success

Breakdown Probability

]

RGE Probability

Scenario By end of 2012

Between 2013-2020

2.0% 3.0%

12.0% 20%

20% 20%

1.0% 2.0%
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Breakdown: inflation and growth

GDP growth %
ranges Breakdown

| 1+ [ 2 | 3 [ a4 | N [} 2 | 3 | 4
. 05t0 |  03t01 | . 07t09 | 06t008 | 07t009 |
Spain |  05t00 | -02t02 | . 08tl . | 07t09 | 1ltol5
Belgium | 08t01.0 | 10t012 | 12to14 | 1tol12 | 1.2tol4 | 1.0

Inflation % (ranges Breakdown

| 1+ | 2 N\j“3s [ SNw ] 1 | 2 [ 3 | a4 |
Portugal | 10010120 | 20t025 | 10010120 |  70t080 | 19t021 | 7.0t080 |
spain | 8010110 | 20025 | 8010110 | 60t080 | 19t021 | 60t080 |
Belgum | 401050 | 20t025 | 20t025 | 40t050 | 25t035 | 19t021 | 19t022 | 25t035
Netherlands | 30t040 | 20t025 | 20t025 | 301040 | 25t035 | 19t021 | 19t022 | 25t035 |

2.0to 2.5

Germany -} .25t035 2.0to 2.5 2.5t03.5 1.5t02.0 1.7t02.0 1.7t0 2.0 1.5t02.0
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Scenario analysis: muddle through

European Endgame Scenarios

DI ¥ JUI ',1,. L b .{E’a(ﬁ‘.“\

* Liquidity problem

Financial engineering; fiscal /

idle Through structural adjustment fudges « Liquidity / partial solvency /

competitiveness problem

\3‘;
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Scenario analysis: muddle through

Central scenario in the short term

Viacro Factors

« Bank stress tests fudged;
fiscal/structural measures
accepted as ESM/EFSF, easy
money/global recovery restore
EZ stability

» Greece proves insolvent; rest of
Periphery adjusts successfully

RGE Prognosis
Jenouement

« Current crisis contained but EZ
viability / governance & national
weaknesses not fully addressed,
may resurface

« Current crisis contained but EZ
viability / governance & national
weaknesses not fully addressed,
may resurface

' RGE Probability
| ‘
@;ﬁfwmmuﬂ? Scenario

» Volatility remains high; moral

By end of 2012 Between 2013-2020

hazard remains the main anchor no/. = N0/
0% 9.0%
for divergent national risk premia 5 L Al
« Volatility remains high; moral 6 0o |
hazard remains the main anchor <k ¥
for divergent national risk premia
Muddle Through Probability 40% 15%

-
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Muddle through: inflation @‘)growth
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Scenario analysis: deeper integration

European Endgame Scenarios

U110 CONUI C ‘ 16} JidYlil
Structural reform; cyclical * EU/EZ commitment overcomes
adjustment - intra-EZ national sovereignty constraints
rebalancing
A more perfect Economic and « EU/EZ commitment so strong that
Monetary Union with a partial member states cede sovereignty
- fiscal union enough to deploy tax/spending to
‘ manage asymmetric shocks
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Scenario analysis: deeper integration

RGE Probability

RGE Prognosis

g oy

+ Insolvency regime mitigates
moral hazard of a permanent
ESM/EMF type BoPffiscal
financing facility

+ Gradual, thorough EZ
governance, national compliance,
structural reform, with popular
legitimacy via Treaty change

» Economic & Monetary Union
with harmenized economic
structure and strong, credible
fiscal rules

« Structural / fiscal convergence
enhanced by partial fiscal union
so that the EZ becomes fully
credible and viable

* Volatility subsides; national
risk premia converge once
_again, but less than before, and
with cyclical variability

* Volatility subsides; national risk
premia converge significantly
and permanently

Deeper Integration Probability

By end of 2012 Between 2013-2020

20%  250%

4

rouLINIE™



Deeper integration: inflation and growth

GDP growth % (ranges) Deeper Integration
Period 2010-2012 Period 2013-2020
7&38 7&8
Greece -2.0to-2.7 1.0to 1.5
Portugal 0.4t0 0.5 0.8t0 1.0
Ireland 0.7t0 0.9 1.0to 1.5
Spain 0.4t0 0.6 10to 1.4
Italy 0.8to 1.0 1.0to1.3
Belgium 13to 1.5 1.5t01.7
Austria 14to1.6 1.6t01.8
Netherlands 1.4t01.6 1.6t01.8
France 12tol4 1.5to0 1.7
Germany 1.3t0 15 1.6t01.8
Inflation % (ranges) Deeper Integration
Period 2010-2012 Period 2013-2020
7&38 7&38

Greece 3.0t0 3.5 2.0 to2.5
Portugal 14t01.6 1.5t01.7
Ireland -0.1t0 0.4 1.0to 1.2
Spain 1.4t01.6 1.5t0 1.7
Italy 1.5t01.7 1.5t01.7
Belgium 15to1.7 1.7t0 1.9
Austria 14to1.6 1.6t01.8
Netherlands 14to 1.6 1.6t01.8
France 1.5t01.7 1.7t0 1.9
Germany 13to 15 1.5t01.7

-
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Disclaimer / Terms & Conditions

http://www.roubini.com/terms-and-conditions.php

RGE analysis is the property of Roubini Global Economics, LLC for the internal use of RGE clients. Any redistribution,
including summarizations or synopses, is expressly prohibited without prior agreement from RGE. All rights reserved,
Roubini Global Economics, LLC. For questions about reprints or permission to excerpt or redistribute RGE content, clients
should contact their RGE account representative.

Disclaimer of Liability and Warranty.

RGE’s disclaimers of liability in this Section are in addition to any other disclaimers elsewhere.

RGE has the right, but not the obligation, to monitor, modify, restrict the contribution of and/or remove User-Supplied
Content, in RGE's sole discretion. RGE has no liability or responsibility to Users for performance or nonperformance of such
activities. RGE is not responsible to you for your reliance on or use of any content or materials constituting all or part of any
RGE Content, any User-Supplied Content, or any other aspect of the Service. You understand and agree that any loss or
damage of any kind that occurs as a result of the use of any User-Supplied Content that you access through your use of the
Service, is your sole risk and responsibility. By viewing the Service, you may be exposed to content that you rely upon to your
detriment. You take sole responsibility for such exposure and reliance.

Because user authentication on the Internet is difficult, RGE cannot and does not confirm that each User is who they claim
to be. Because we do not and can not be involved in user-to-user dealings, nor do we control the behavior of participants on
any portion of the Service, you release RGE (and our licensors, agents and employees) from claims, demands and damages
(actual and consequential, direct and indirect) of every kind and nature, known and unknown, suspected and unsuspected,
disclosed and undisclosed, arising out of or in any way connected with any dispute among or between you and one or more
Users. If you are a California resident, you waive California Civil Code Section 1542, which says: "A general release does not
extend to claims which the creditor does not know or suspect to exist in his favor at the time of executing the release, which
if known by him must have materially affected his settlement with the debtor."

THE SERVICE IS PROVIDED ON AN "AS IS" BASIS WITHOUT ANY WARRANTIES OF ANY KIND. RGE, TO THE FULLEST EXTENT
PERMITTED BY LAW, DISCLAIMS ALL WARRANTIES, WHETHER EXPRESS OR IMPLIED,
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Point forecasts: growth

GDP growth
% Deeper Integration Muddle Through Breakdown
Period Period Period Period
2010-2012 [2013-2020 | |2010-2012 [2013-2020 Period 2010-2012 Period 2013-2020
7&8 7&8 5&6 586 1 2 3 4 1 2 3 4
Greece -2.3 1.3 -2.5 1 -3.8 -3.3 1.1
Portugal 0.45 0.9 1.4 1.8 -0.3 -0.1 0.8 1.7 0.8
Ireland 0.8 1.3 1.8 1.2 0.2 0.7 1.2 1 1.4
Spain 0.5 1.2 1.4 1 -0.3 0.0 0.9 0.8 1.2
Italy 0.9 1.2 1.9 1.2 0.2 0.3 0.6 0.3 1.1 1 1.1 1.3
Belgium 1.5 1.6 1.5 1.5 0.9 1.1 1.3 1.1 1.3 1.1 1.4 1.3
Austria 1.5 1.7 1.3 1.6 1.0 1.1 1.4 1.2 1.4 1.5 1.6 1.5
Netherlands 1.5 1.7 1.5 1.6 1.0 1.2 1.4 1.2 1.4 1.5 1.6 1.5
France 1.3 1.6 1.3 1.5 0.9 1.1 1.3 1.1 1.3 1.2 1.4 1.3
Germany 1.4 1.7 1.5 1.6 1.0 1.2 1.4 1.2 1.4 1.5 1.6 1.5
P31
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Point forecasts: inflation

Inflation %
(ranges) Deeper Integration Muddle Through Breakdown

Period Period Period Period

2010-2012 [2013-2020 | [2010-2012 [2013-2020 Period 2010-2012 Period 2013-2020

788 788 5&6 5&6 1.0 2 3 4 1 2 3 4

Greece 3.2 2.2 3.2 2.2 11 7.5
Portugal 1.5 1.6 1.5 1.6 11 2.3 11 7.5 2 7.5
Ireland 0.5 1.1 0.5 1 8.5 2.3 8.5 6 2 6
Spain 1.5 1.6 1.5 1.6 9.5 2.3 9.5 7 2 7
Italy 1.6 1.6 1.6 1.6 13.5 2.2 2.3 13.5 11.5 2 2 11.5
Belgium 1.6 1.8 1.6 1.8 4.5 2.2 2.3 4.5 3 2 2.1 3
Austria 1.5 1.7 1.5 1.7 3.5 2.2 2.3 3.5 3 2 2.1 3
Netherlands 1.5 1.7 1.5 1.7 3.5 2.2 2.3 3.5 3 2 2.1 3
France 1.6 1.8 1.6 1.8 4.5 2.2 2.3 4.5 3 2 2.1 3
Germany 1.4 1.6 1.4 1.6 3.0 2.2 2.3 3 1.8 1.9 1.9 1.8
P31
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