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Since the fifth review, a number of developments have pointed to a need to revise the
DSA. The 2011 outturn was worse than expected, both in terms of growth and the fiscal
deficit; the macroeconomic outlook has deteriorated significantly, due to events in
Europe; the fiscal outlook has deteriorated due to the economy and due to delays in
developing fiscal-structural reforms, and the strategy of the program has been adapted,
to place greater emphasis on upfront actions to improve competitiveness (which will
change the expected profile of the recovery and have implications for the fiscal accounts).
The DSA also must be updated to include the envisaged PSI deal between the IIF-led
creditor group and the Greek authorities

The assessment shows that, in a baseline scenario, public debt will decline to around 129
percent of GDP by 2020, staying above the 120 percent of GDP level targeted by
European leaders in October. The results point to a need for additional debt relief from
the official or private sectors to bring the debt trajectory down, consistent with the
objective of achieving a 120 percent of GDP debt ratio by 2020. The results will need to
be updated once information on additional debt-reducing actions is available.

There are notable risks. Given the high prospective level and share of senior debt, the
prospects for Greece to be able to return to the market in the years following the end of
the new program are uncertain and require more analysis. Prolonged financial support
on appropriate terms by the official sector may be necessary. Moreover, there is a
fundamental tension between the program objectives of reducing debt and improving
competitiveness, in that the internal devaluation needed to restore Greece
competitiveness will inevitably lead to a higher debt to GDP ratio in the near term. In this
context, a scenario of particular concern involves internal devaluation through deeper
recession (due to continued delays with structural reforms and with fiscal policy and
privatization implementation). This would result in a much higher debt trajectory, leaving
debt as high as 160 percent of GDP in 2020. Given the risks, the Greek program may
thus remain accident-prone, with questions about sustainability hanging over it.

I. Baseline assumptions

The revised DSA framework starts from the October DSA, and updates macro and
policy assumptions along several dimensions:

. The path for the projected economic recovery has been adjusted. Three
factors have contributed to the new profile: (i) the worse-than-expected outturn for
2011 (growth below -6 percent versus -5.5 percent projected); (ii) the deterioration
in the 2012-13 outlook for Europe (and globally); and (iii) the revised package of
structural reforms agreed, which will tend to deepen the contraction initially, but
will pull forward the recovery (by improving unit labor costs, which through the
other structural reforms assumed in the program, translates into increased price
competitiveness and higher investment). Medium-term potential growth


Michel
Tampon 


STRICTLY CONFIDENTIAL

assumptions have been maintained, on the assumption that the whole structural
reform agenda is able to move forward as envisioned in the October DSA.

Greece: Real GDP Growth Revisions Compared to 5th Review DSA
(cumulative, in percent)
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The fiscal path has also been adjusted. The revised path captures; (i) the slightly
worse than expected 2011 outturn (a deficit estimated to be 9% percent of GDP
rather than the previously projected 9 percent); and (ii) an adjustment of the
primary deficit target for 2012 (from 0.2 to to -1 percent of GDP), to
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macro context (including the 4
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to secure this outcome.

Estimated bank recapitalization needs have increased. The Blackrock
diagnostic exercise, the PSI exercise (including its likely accounting treatment),
and refined estimates of resolution costs (as opposed to recapitalization costs)
have pointed to higher needs than assumed at the time of the Fifth program review
(€50 billion versus €40 billion previously). Recoveries, through the sale of bank
equity, are not expected to be materially higher in the medium-term.

Market access prospects have become more adverse. The PSI deal, in the
process of being agreed with creditors (below), has worsened the outlook for new
market access due to the proposed co-financing structure with the EFSF (which
essentially implies that any new debt will be junior to all existing debt). It is now
uncertain whether market access can be restored in the immediate post-program



STRICTLY CONFIDENTIAL

years—a conclusive assessment on this issue also depends on the modality and
scale of debt reducing operations required to bring the 2020 debt ratio to 120
percent of GDP. For the purpose of constructing the DSA baseline, Greece is
assumed to maintain good policies post-program, and it is assumed that financing
needs are met by Greece’s European partners on standard EFSF borrowing terms.

Financing assumptions have also been updated:

° Private sector involvement. The assumptions about PSI now incorporate the
design now in the process of being agreed between Greece and the IIF-led creditor
group: (1) a reduction in the nominal value of eligible Greek government bonds by
50 percent (15 percent paid upfront in EFSF short-term notes, with the remaining
35 percent exchanged into 30-year bonds amortisable after 10 years); (ii) coupons
of 3 percent in 2012-20 and 33 percent from 2021 onwards; (iii) a GDP-linked
additional payment (capped at 1 percent of the outstanding amount of new bonds);
and (iv) a co-financing structure with the EFSF concerning the 15 percent upfront
payment. The pool of debt for the debt exchange has also been updated (although
an exemption for retail investors, now under consideration by the authorities, is
not assumed). The creditor participation rate is assumed to be 95 percent.

° Official financing. EFSF funding is assumed to remain at cost, but the
amortization period has been shortened to 25 years, and interest is now assumed to
be paid annually, rather than quarterly. IMF lending is now assumed to be on EFF
terms with broadly unchanged peak exposure versus the SBA (and would finance
about three-elevenths of the projected need, excluding PSI-related financing, bank
recapitalization, and Greece’s ESM contributions). Importantly, the new official
financing assumed does not incorporate the impact of potential separate actions by
Greece’s European partners to help reduce the debt stock to 120 percent of GDP,
which would tend to reduce program financing needs.

I1. Debt dynamics

Projections indicate that, under the baseline scenario, and before any further action
to reduce debt, the debt ratio would fall to 129 percent of GDP in 2020 (Table 1).
This is noticeably above the target set by
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actions to reduce debt (or about €136 billion additional to what is already in the existing
program). For the period 2015-2020 official financing needs could amount to an
additional €50 billion (again before actions to reduce debt), although this figure could be
a little lower if Greece is able to gain some limited market access in the last years of the
decade.

Stress tests continue to point to a number of sensitivities with the balance of risks
mostly tilted to the downside:

° Policies. As before, if the primary balance gets stuck below 2%z percent of GDP (a
level it now only exceeds in 2014), then debt would be on an ever-increasing
trajectory. Significant shortfalls in privatization proceeds (only €10 billion of €46
billion realized by 2020), would raise the level of debt appreciably, and slow its
projected decline, leaving it at 148 percent of GDP by 2020.
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° Macro parameters. Debt outcomes remain very sensitive to growth or to faster
internal devaluation. Fixing the primary balance, nominal growth permanently
lower by 1 percent per annum would send debt-to-GDP to 143 percent by 2020;
nominal growth permanently higher by 1 percent per annum would allow debt to
fall to 116 percent of GDP by 2020. Interest rate sensitivities arise via the rate
charged on official financing (since Greece is out of the market for most of the
decade under the assumed borrowing rule). If the spread on EFSF borrowing were
to be 100 bps higher, then debt-to-GDP would reach 135 percent by 2020.
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. The PSI deal. Debt is sensitive to the degree of participation in the PSI deal, and
also sensitive to the pool of debt to 180 ———ro Govgrnmentdebt (inpercentof GDP)
which the deal will apply. 170 ¢ RN
Concerning participation, for every ' [

5 percent decline in participation 122 i

(with hold-outs paid in full) the 130 |

2020 debt to GDP ratio would 120 |

climb by 2 percent. With each €5 110 |

billion change in the pool of I Ej\slf::r;nicipaﬂon rate (75%)
eligible debt, the debt to GDP ratio ~ *° [ === Lowerpool (by 20 billion Euro)
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I11. Debt dynamics under an alternative unchanged policies scenario

The Greek authorities may not be able to deliver structural reforms and policy
adjustments at the pace envisioned in the baseline. Greater wage flexibility may in
practice be resisted by economic agents; product and service market liberalization may
continue to be plagued by strong opposition from vested interests; and business
environment reforms may also remain bogged down in bureaucratic delays. On the policy
side, it may take Greece much more time than assumed to identify and implement the
necessary structural fiscal reforms to improve the primary balance from -1 percent in
2012 to 4¥2 percent of GDP, and concerning assets sales, delays may arise due to market-
related constraints, encumbrances on assets, or political hurdles. And of course a less
favourable macro outcome would itself further hurt policy implementation prospects.

A tailored downside scenario can help to capture these joint risks. Specifically, a
failure to reinvigorate structural reforms is assumed to hold up the recovery, forcing
higher unemployment and deeper recession to secure internal devaluation over a longer
period. At the same time, it is assumed that this, and difficulties in identifying reforms,
delay the completion of fiscal adjustment by 3 full years. Finally, it is assumed that
privatization plans take an additional 5 years to complete (with proceeds through 2020
reduced by €20 billion). Prospects for a return to the market become even less certain. For
illustrative purposes, the additional financing requirements in this scenario are assumed to

Greece. Baseline vs. Tailored Downside: Key Macro and Policy Assumptions
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be covered by the official sector on EFSF terms (under the assumption that despite delays
Greece continues to make slow progress towards program objectives).

The debt trajectory is extremely sensitive to program delays, suggesting that the
program could be accident prone, and calling into question sustainability (Table 2).
Under the tailored scenario described above, the debt ratio would peak at 178 percent of
GDP in 2015. Once growth did recover, fiscal policy achieved its target, and privatization
picked up, the debt would begin to slowly decline. Debt to GDP would fall to around 160
percent of GDP by 2020, well above the target of about 120 percent of GDP set by
European leaders. Financing needs through 200
2020 would amount to perhaps €245 billion.
Under the assumption that stronger growth
could follow on the eventual elimination of the 160 |
competiveness gap, the debt ratio would slowly
converge to that in the baseline, but likely only
in the late 2020s. With debt ratios so high in the ' |
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IV. Official Sector involvement

These projections do not account for potential actions by Greece’s European
partners to reduce debt to GDP, under the baseline, by about 9 percent of GDP to
about 120 percent of GDP by 2020. The DSA will have to be redone once information
on steps to reduce debt further are available. At this point, several main options that are
being considered as follows:

. Restructuring of accrued interest. At the time of the debt exchange, Greece is
expected to pay the interest that creditors have accrued on each bond since the
latest coupon was paid. Depending on the date of the exchange, this is estimated at
around €5-5.5 billion. A decision to accelerate accrued interest and add it to the
principal amount to be restructured would reduce the debt ratio in 2020 by about
1¥2 percentage points, and would reduce the official financing envelop during the
program by nearly €5 billion.

° Interest rate reduction on Greek Loan Facility (GLF). The Commission
services estimate that there is scope to reduce the spread on GLF loans to 210 bps
over their entire life (versus 200 bps increasing to 300bps over time).This
reduction, if implemented, would lower Greece's interest bill (and deficit). The
Commission estimates that it would reduce the projected debt ratio in 2020 by
about 1%2 percentage points. The official financing in the programme period
would also be reduced by around €0.5 billion.
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. Restructuring of Greek bonds held by the National Central Banks (NCBs) of
the euro area in their investment portfolios." Including Greek government
bonds held by NCBs in their investment portfolio in the debt exchange in PSI
would reduce the debt-to-GDP ratio in 2020 by about 32 percentage points (net,
after accounting for sums needed to recapitalize the Bank of Greece).

. SMP income. The income stream resulting from the orderly repayment Greek
government bonds in the ECB’s SMP portfolio (interest and capital gains) is
assumed to be transferred to NCBs. NCBs will, in turn, distribute dividends
reflecting this and other income to the respective government according to their
statutes or regulations. This could be reflected in the DSA if euro area member
states make explicit commitments to transfer specific amounts to Greece. If euro
area member states commit to transfer over time specific amounts matching the
expected income accruing to their NCBs from this source, this could reduce debt
to GDP in Greece by about 5%2 percentage points by 2020. During the program
period official financing could drop by about €5 billion.

Table. Estimated effect of OSI options.

Reduction in financing
Debt reduction by 2020 during program period

(percent of GDP) (Euro billion)
Non-payment of accrued interest 1.5 5.0
Interest rate reduction on GLF 1.5 0.5
Restructuring of bonds held by NCBs 3.5 n.a.
SMP income 55 5.0

! The ECB Governing Council does not support this approach.
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