Would returning +to the
drachma be an overwhelming
tragedy?

by Céline Antonin

Following the vote in the Greek parliamentary elections on 17
June 2012, the spectre of the country leaving the euro zone
has been brushed aside, at least for a while. However, the
idea is not completely buried, and it is still being evoked in
Greece and by various political forces around the euro zone.
This continues to pose the question of the cost of a total
default by Greece for its creditors, foremost among them
France. The analysis published in the latest OFCE Note (No.
20, 19 June 2012) shows that, despite the magnitude of the
potential losses, several factors could mitigate the
consequences for the euro zone countries of a default by the
Greek state.

The withdrawal of Greece from the euro zone, which 1is not
covered in the Treaties, would cause a major legal headache,
as it would involve managing the country’s removal from the
Eurosystem [1]. In case of a return to a new drachma, which
would depreciate sharply against the euro [2], the burden of
the public debt still outstanding would be greatly increased,
as would private debt, which would still be denominated in
euros. Many financial and nonfinancial firms would go to the
wall. Legally, Greece could not unilaterally convert its debt
into new drachmas. Since the country’s public debt is not very
sustainable and it is denominated almost exclusively in euros,
Greece would certainly default (at least partially) on 1its
public debt, including its foreign debt [3]. Given that the
main holders of Greek debt are euro zone countries, what would
be the magnitude of the shock in the case of a Greek default?
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While more detail about this can be found in the OFCE Note
(No. 20, 19 June 2012), the focus here is on providing a
breakdown of the exposure of the euro zone countries (in
particular France) to Greek public and private debt. Exposure
to Greek public debt involves three main channels:

1) The two aid packages of May 2010 and March 2012;
2) Participation in the Eurosystem;
3) The exposure of the commercial banks.

An analysis of these channels shows that the main source of
exposure of the euro zone countries to losses is the two
support plans. The maximum exposure of the euro zone countries
through this channel is 160 billion euros (46 billion euros
for Germany and 35 billion euros for France). Euro zone
countries are also exposed to Greek government debt through
their participation 1in the Eurosystem: 1indeed, the
Eurosystem’s balance sheet swelled dramatically to support the
vulnerable countries in the euro zone, notably Greece.
However, given the Eurosystem’s capacity to absorb losses
(over 3,000 billion euros), we believe that the potential
losses for the countries of the euro zone are not likely to be
realized if Greece were to default unilaterally on its public
debt. Finally, the euro zone’s banking system is exposed to
4.5 billion euros in Greek sovereign risk and up to 45 billion
euros from the Greek private sector [4].

The cumulative exposure of the euro zone to Greek debt,
excluding the Eurosystem, amounts to a maximum of 199 billion
euros (2.3% of the euro zone’s GDP, cf. Table), including 52
billion euros for Germany (2% of GDP) and 65 billion euros for
France (3.3% of GDP). If we include exposure to the
Eurosystem, the cumulative exposure of the euro zone to Greek
debt comes to 342 billion euros (4% of euro zone GDP),
including 92 billion for Germany (3.6% of GDP) and 95
billion (4.8%) for France. France is the most heavily exposed


http://www.ofce.sciences-po.fr/pdf/notes/2012/note20.pdf
http://www.ofce.sciences-po.fr/pdf/notes/2012/note20.pdf
http://www.ofce.sciences-po.fr/pdf/notes/2012/note20.pdf
http://www.ofce.sciences-po.fr/pdf/notes/2012/note20.pdf
file:///C:/Documents%20and%20Settings/laurence-df/Bureau/BlogGrÃ¨ce_CA_2(relu%20LDF).doc#_ftn4

euro zone country, due to the exposure of its banks to Greek
private debt through subsidiaries in Greece. If we consider
only Greek government debt, however, it is Germany that
appears to be the country most exposed to a Greek default.

Summary of the exposure of different countries to Greek debt

In billien euros

3) Commercial

1) Support lans 2) Eurosystem

bhanks
Istplan 2eplan SMP TARGET2 Z‘:ﬂ‘ PV Total ELTL‘;LP:;L
Germany 14.7 a4 | 125 273 1.3 50 | 923 52.5
Austria 1.5 3.2 1.3 28 NC* NC* 8.8 4.7
Belgium 1.9 4.0 1.6 3.5 0.1 0.0 | 1. 6.0
Cyprus 0.1 0.2 0.1 0.2 NC NC 0.6 0.3
Spain 6.5 13,8 55 120 0.1 0.5 | 38.4 209
Estonia 0.0 0.3 0.1 0.3 NC NC 0.7 0.3
Finland 1.0 21 08 18 NC NC 5.7 31
France 1.1 23.6 94 205 13 291 | 950 65.1
Ireland 0.9 0.0 0.7 1.6 MC N 3.2 0.9
Italy 97 207 83 180 0.2 11 | 580 £
Luxembourg 0.1 0.3 0.1 0.3 NC M 0.8 0.4
Malta 0.1 0.1 0.0 01 NC NC 0.3 0.2
Netherlands | 3.1 6.6 26 57 NC NC | 180 9.7
Portugal 1.4 0.0 1.2 25 NC NC 5.1 1.4
Slovakia 0.5 1.1 05 1.0 NC NC 31 1.6
Slovenia 0.3 0.6 0.2 0.5 NC NC 1,6 0.9
Total EZ | 529 1077 | 450  98.0 29 358 3423 199.3

[NC == MA]

M Mot available, as the BIS gives only the exposures of Germany, Belgium, France, Italy and Spain. The totals are thus
caleulated without Laking into account the second tier banks, except for Germany, Belgum, France, Itaby and Spain and
the: Euro fone Total,

vobirceEs: *The Eoonoimie .l"|.1,||L|*:.‘[|'|"-eL|'|t [-'rllgraﬂ'llﬂ& foor Gieece — First renview Suimime E'CI'ICI". E{:[i. EFSF_, BIS uwr.fw.'}» Bawiwy
(June 200 2%, Bank of Greece, author's caloulations,

These amounts constitute an upper bound: they represent the
maximum potential losses in the worst case scenario, namely
the complete default of Greece on its public and private debt.
Furthermore, it is impossible to predict with certainty all
the chain reactions associated with a Greek exit from the euro
zone: everything depends on whether the exit is coordinated or
not, whether a debt rescheduling plan is implemented, the
magnitude of the depreciation of the drachma against the euro,
and so on.
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The "reassuring” element in this analysis is the magnitude of
the potential losses (Table): the shock of a Greek exit would
be absorbable, even if it would generate a shock on each
member country and widen its deficit, undermining the members’
efforts to restore balanced budgets. However, this analysis
also points out how intertwined the economies of the euro zone
are, even if only through the monetary union, not to mention
the mechanisms of the solidarity budget. A Greek exit from the
euro zone could therefore open a Pandora’s Box — and if other
countries were tempted to imitate the Greek example, it is the
euro zone as a whole that could go under.

[1] The Eurosystem is the European institution that groups the
European Central Bank and the central banks of the countries
in the euro zone.

[2] On this point, see A. Delatte, What risks face the Greeks
if they return to the drachma?, OFCE blog, 11 June 2012.

[3] The foreign debt designates all the debt that is owed by
all a country’s public and private debtors to foreign lenders.

[4] This refers to a textbook case, where the drachma’s
depreciation would be so great that the currency would no
longer be worth anything.

What risks face the Greeks if
they return to the drachma?

By Anne-Laure Delatte (associate researcher of the Forecasting
Department)
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The debate about whether the Greeks will stay in the euro zone
is intensifying. Christine Lagarde, head of the IMF, has
lamblasted the Greek government. The German Finance Minister,
Wolfgang Schauble, believes that the euro zone can now deal
with a Greek exit, and that the Greeks no longer have a
choice. What would be the risks for the Greeks of a return to
the drachma? Would this inevitably plunge the country into
chaos? Argentina’s experience with returning to the peso in
2002 provides some insight.

In Argentina, the peso/dollar parity was set at one peso per
dollar by law in 1991. The dollar could be used freely in
domestic exchange. The result was that dollars began to be
used for everyday transactions, including the denomination of
financial assets. In practice, in the 1990s, on average more
than 70% of bank deposits and two-thirds of private sector
lending were denominated in dollars. These figures peaked in
the last quarter of 2001, just before the system was
abandoned, when 75% of private deposits and 80% of all loans
were denominated in dollars.

The average Argentinean’s strong commitment to the dollar was
propped up during the 1990s by the promises of all the
presidential candidates to continue the system. Moreover, the
abandon of the dollar in January 2002 took place in an
especially dramatic context, after five presidents in a row
had resigned and amidst a period of popular revolt that was
felt beyond the country’s borders. The peso was devalued by
more than 70% against the dollar, and a massive amount of
domestic savings fled the country into foreign banks. While
the barter economy remained marginal, the provinces and the
central State began to issue their own currency to pay civil
servants and government suppliers. According to the country’s
central bank, in 2002 these parallel currencies accounted for
an average of 30% of all bills in circulation.

The context in which Argentina returned to its national
currency in 2002 therefore bears some resemblance to the



current situation in Greece: widespread political confusion, a
serious recession, and above all a national currency with no
credibility.

Against all expectations, despite the serious crisis, the
social and political disorder and monetary disintegration,
which led to predictions that it would take 10 years for
Argentina’s GDP to return to its pre-crisis level, an economic
recovery began to take hold by the second half of 2002. With
nominal annual growth of 9% and controlled inflation,
Argentina ultimately restored its pre-crisis level by 2004.
How did the country manage to leave the dollar with such
results?

The default on 90 billion dollars in public debt, followed by
a fiscal pact between the provinces and the central State,
along with budget controls, led to a recovery in public
finances. But the unique feature of Argentina’s experience was
the monetary reform carried out in January 2002.

The devaluation of the peso rocked the country’s financial
equilibrium. With 80% of lending contracted in dollars, most
consumers and businesses saw the value of their debt virtually
quadrupled! After the devaluation, in 2002 the amount of
private debt came to 120 billion dollars, whereas the
country’s GDP was only 106 billion dollars. To avoid
bankrupting the entire private sector, the national
authorities came up with a rule for the reimbursement of debt.

The logic was that, to avoid bankruptcy, business revenue
should be denominated in the same currency as the debt. Hence
on 4 February 2002, the government issued decree 214/02, which
imposed the “peso-fication” of the entire economy: all prices
and all contracts in the real and financial sectors, all
salaries and debts, were converted into pesos at a rate of one
peso per dollar, whereas the market rate was almost four pesos
per dollar. Contracts in the financial sector were also
converted: deposits that did not exceed thirty-thousand



dollars were converted at a rate of 1.4 pesos for 1 dollar
[1]. How could such a rule be imposed in 1light of the
disastrous wealth effects on creditors?

The conversion at a rate of one for one (or 1.4 for 1) imposed
by the authorities resulted in a settlement of conflicts over
debt in favour of debtors, and to the detriment of national
and foreign creditors. However, the main debtor in the economy
is the productive sector, that is, businesses. By offering
them a protected way out of the crisis, the new monetary rules
neutralized balance sheet effects and permitted the
devaluation to have the expansionary impact one would
conventionally expect. In effect, trade began to run a surplus
and the country’s economy was able to benefit from the booming
global economy in the early 2000s. Exports rose from 10% to
25% of GDP, and by 2004 GDP was 2% higher than the average for
the 1990s. In short, the government’s monetary rule led to a
return to growth and employment, which explains why it won the
support of the majority of the population.

In actuality, the Argentines, like the Greeks today, were
caught in a trap: with contracts denominated in dollars, the
return to the peso, following the devaluation, was leading
towards a generalized bankruptcy of the private sector. If the
Greeks were to leave the euro right now, the entire country
would go bankrupt. If the drachma were devalued by 50%, as
certain forecasts currently predict, private debt would
double. With revenue denominated in drachmas and debt in
euros, businesses and consumers would be incapable of repaying
their lenders. This was the same kind of trap that paralyzed
Argentina’s leaders before 2002.

Argentina’s experience thus provides several lessons. First,
the main risk for Greece of leaving the euro is that the
entire private sector would go bankrupt. Given that the public
sector has already restructured 50% of its debt, all else
being equal, a return to the drachma would lead to financial
conflicts between private creditors and debtors that would



paralyze the entire system of payments. Secondly, the State
has to play a key role as arbitrator in order to resolve the
crisis. In conditions like these, the nature of the rules
adopted is not neutral. A number of solutions exist, and these
reflect different policy orientations and have different
economic consequences. In Argentina, the decision to favour
national debtors ran counter to the interests of the holders
of capital and foreign investors. Furthermore, contrary to the
assertions of Wolfgang Schauble, the Greek government does
have choices. This is the third lesson. The resolution of the
Greek crisis is not simply an economic matter, and the options
being offered to the Greek people involve political choices.
The choice made will have a more favourable result for some
economic groups (such as European creditors, Greek employees,
holders of capital, etc.).

Depending on the nature of the political order, the State
could seek to maintain the existing balance of forces, or, on
the contrary, disrupt them. A reform could lead to a rupture,
and provide an opportunity to establish a new balance of
forces. The option pursued up to now has consisted of
spreading the cost of resolving the Greek crisis over
creditors, on the one hand, by restructuring the public debt,
and over debtors, on the other hand, by means of structural
efforts (cuts in wages \and social transfers), along with an
increase in the tax burden. In contrast, a withdrawal from the
euro zone accompanied by an Argentina-style restructuring of
private and public debt would place the burden of the crisis
resolution more on the shoulders of creditors, mainly the rest
of Europe. This explains the renewed pressure seen in the
discourse of some European creditor countries with respect to
Greece, as well as the confusion that typifies the debate in
Europe today: in the absence of an optimal solution with a
neutral impact, each party is defending its own interests — at
the risk of destroying the euro.



[1] Deposits of greater amounts could be either converted
under the same conditions or transformed into dollar-
denominated Treasury bonds.



