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
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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.
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