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The Germanization of theterest rates

10year sovereign yields
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The Italianization of the exchange rates

Real Effective Exchange Rate - Perc. Variation
(Basis: Jan. 1994)
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The Italianization of the exchange rates

Current Account Balance as GDP %
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Public Debt Europeanization

Eurozoned Share of government Debt held by Foreign Investors
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The break up of the single interest rates curve,

10year sovereign yields
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The break up of the single interest rates curve

10year sovereign yields
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I*implicaion =~ Shadow Currencies/Exchange Rate

Interest Rate Parity Theory:
a full picture of German/Italian economics

Exchange rate lira/mark —Govt Spread (BTBund)

1400

1300

1200

1100 —4

1000 —— A

900

800 |

Italian Lira/Deutsch Mark

700 -
600 W / KA‘

500

400 ‘ ‘ M




I*implicaion =~ Shadow Currencies/Exchange Rate

Interest Rate Parity Theory fails:
only credit risk

Exchange rate liralark ~ —Govt Spread (BTBund) —CDS Spread (OE)
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I*implicaion ~ Shadow Currencies/Exchange Rate
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2 implication Collateral discrimination, spread intermediation*
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3 implication Public Debt Nationalization

Eurozoned Share of Government Debt held by Foreign Investors
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Public Debt Nationalization

3 implication

l l THE ITALIAN CASE STUDY

Sovereigebt - sectorial breakdown (262713)

24

55%

50%

45%

40%

35%

30%

ETINC
eT-Ae
ET-1eN
gtTuer
ZT/ON
ztdas
zZTine

zt-ReN
ZT-1eN
ZTuer
TTAON
TTdas
TTinC

TT-Aey
TT-reN
TTUer
OT-ON
otdas
otTine

oT-Aen
0T-1eiN
otuer
60/\ON
60€as
601inC

60- e\
60-TelN
gouer
80/\ON
godas
801inC

80-Ae
80-1eN
gover
LO"\ON
L0d8s
Loinc

L0-KeN
10-1eN
Lover

Debt held by foreign banks

Debt held by Italian banks




3 implication Public Debt Nationalization

THE ITALIAN CASE STUDY

LTROsfeed the presence of soverdigndsin the Italian banks portfolio
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4* implication COMpetitiveness gaps between member couyj

Balance of trade (Eurostat 2002013)
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4= implication COompetitiveness gaps between member couy

Balance of trade (Eurostat 2@02013)
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4* implication Drivers of the trade surplus

B THE GERMAN CASE STUDY
INBLATITONN
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4* implication

Drivers of the trade surplus

SPREADS

spread on industrial borrowing rates

Industrial sector: excess funding cost of Italy, Spain and France w.r.t. Germany
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4™ implication Drivers of the trade surplus

B THE GERMAN CASE STUDY
SPREADS

spread on industrial borrowing rates and sovereign spread

Industrial sector excdssding cost oftaly, Spain and France w.r.t. Germany
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4™ implication Drivers of the trade surplus

B THE GERMAN CASE STUDY
SPREADS

spread on industrial borrowing rates and sovereign spread

10 year Sovereign spread
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4= implication COmpetitiveness gaps between member cou:
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4™ implication Drivers of the trade surplus

B THE GERMAN CASE STUDY
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4™ implication Drivers of the trade surplus
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4 implication Drivers of the trade surplus
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4™ implication Drivers of the trade surplus

B THE GERMAN CASE STUDY
EURO as affixetl exchange 1ateckegime
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4* implication COmpetitiveness gaps between member cou,

EU export % to rest of the worddopposite trends
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5% implication
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5* implication EZ member so Publ i c
osubstantiall yo deno
The publiadebt denominated foreign currency is unsustainable when around 70% of Gl
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6* implication Systematic Target2 imbalances

Target 2 Net Balance for Eurozone Peripheral and Core countrieant
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6™ implication Target2 paymest/stem
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6® implication Target2 paymest/stem
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6™ implication Target2 paymesystem
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6™ implication Target2: Mutualization of the credit risk borne by private %n

B THE GERMAN CASE STUDY
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6™ implication Target2: Mutualization of the credit risk borne by private_.fafh
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6™ implication Target2: Mutualization of the credit risk borne by privatigéh
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7* implication Vendor financing credit recovery

B THE GERMAN CASE STUDY
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7% implication Vendor financing

- The German banking system expands detlite periphery
to support the German current account surplus
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7% implication Credit recovery

——

- TheGerman banking systamllects its credits towards Peripheral Countries
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7% implication Vendor financing

- The German banking systemllects expands credit
to support the German current account surplus
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T implicaon  \/endor financing Eddycle (2002013)
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7 implication  \Vendor financing Eidycle (2002013)
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T implicaon  \/endor financing Eddycle (2002013)

- break down by countries

Peripheral Countrieannot longer support the German Current Account.
France is the only EU country that still does it.

() France -
_————'_'_'_'_'_ _"“—\—._____\_\_\_
a0 B ltaly — ~———___ Current Account towards Europe
<: H _'_'_'_'_'______‘_'_'_'_'_ _\_\-\_____\_\_\_-_——\—\_.___ _-__\_\_\____-\_‘_"———_\_\_\_
c g | @ span -
e — q_____'-——__ ____“—-_____ _—_h_'“——.___
e — - —

(n e — T — o — e —
c 30 — —— — — — .




w @
e

7 implication  Vendor financing Eidycle (2002013)

- break down by countries

The drop of demand iReripheral Countries redutiesir credit demand to German banks.

France increases its liabilities towards German banks
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™ implication  Vendor financing Eidycle (2062013)

- break down by countries

The drop of demand in Peripheral Countries reduces their credit demand to German &
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._ Italy — e T (cumulatigerrergiccoursturplud TargetBet balance)
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I Spainj________
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™ implication \endor financing Credit recovery Edycle

break down by countries
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European countries Balance of trade
(Eurostat 2003 2013)
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[ France is the only EU country

displaying a trade balance deficit
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Target2zand LTROA Impacton reakeconomy

\

The European mechanisms anc
interventionhave allowed:

Germany

A tofinance itdrade surplus;

A to transfethe risk of its
banks on the European

System of Central Banks; Y,

{

Peripheral Countries

A tore-paytheir debts to
Germany;,

A to nationaliz¢heirsovereign
debt.

Positive impact
on German
real economy

Negative impact on
Peri pher al
real economy
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8% implication

Vendor financing WM cle
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82 implication Vendor financing WMy cle

S
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B THE GERMAN CASE STUDY

After having exhausted the EU demand
Germany moves its export attitude outside Europe

Cumulativeurrentaccount surplus

B Restof the World —
160
140 4—" |
120 1—"
1001—"
Rest of the world
20 1

0

~~ Europe

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

63



8% implication

Vendor financing WM cle

B THE GERMAN CASE STUDY

In order to finance its exports Germany expands its credit towards the rest of the wo
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g8® implication\Vendor financingycle (from 2018nwards)

i THE GERMAN CASE STUDY

The next vendor financing cycle would have likely unfolded on a global sca

fa ) Any newsupportfrom the ECB to the German
@ pemoitend bankingsystemshould have envisagedhe de-

leveraging of credits granted to extraEU
entities

“““““““

-

> Theo t r a d iLTROeTarget2 &cheme was
no longerhandyin this environmentinceonly
EU bankshadacces$o LTRO loans

= -
M

This issueshould have affectedthe structuring
| ) of theECB Quantitative Easing
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8® implicationVendor financingycle (from 2018nwards)

E— THE GERMAN CASE STUDY

The next vendor financing cycle would have likely unfolded on a global sca

uuuuuuuuuuuuuu

Any newsupportfrom the ECB to the German
. Lo bankingsystemshould have envisagedhe de-

G m B k g Sy t m
edits towar (EU17 includec

EU bankshadaccesm LTRO loans

B

This issueshould have affectedthe structuring
of the ECB Quantitative Easing
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9 implication Euro break up probability

Sovereign CDS in euro

Periodic
payments
(CDS spread)

Party A Party B
buysprotectio sellsprotection
Expected loss €

in case of
sovereign
default

Protection against sovereign default

67



9% implication

Euro break up probability

Sovereign CDS in dollar

Periodic
payments
(CDS spread)

Expected loss #¥
in case of
sovereign

default

Protection against
sovereign default + Euro break up
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9* implication Euro break up probability

SovereignQuanto CDSspread

Sovereign CDS in dollar Sovereign CDS in euro
Periodic Periodic
payments pavments
(CDS spread) (CDS spread)

- m

Party A

Premium for the protection against Euro break
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9 implication Euro break up probability

Quanto CDS Spread

Evolution of 5YearQuanto Spread¢Period 20092014)
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9% implication

Euro break up probability

Quanto CDS Spread
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Euro break up probability inferred from
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Eurozonecountries
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THE EVOLUTION OF THE EUROZONE RISK MORPHOLOGY

C Risk assessment at the origin
C The financial crisis turnaround on the risk structure

C The «whatever it takes» relefinition of the risk shape

C Proposals for risk normalization
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C Genetic flaws: no fiscal union, no political union, monetary orthodoxy

CECBOs i nflation t ar gverage vaomsb Stategs ur s

C Unsound policies to manage the crisis and increase Eurozone resilience:

O 0 0 00000000

Deauville meeting)Agreement on Private Sector Involvement
PSI at work: the second Greek debt crisis

Fiscal Compact

Nationalization of public debts of peripheral countries
CACs on EZGoviesfrom Jan.2013

Collateral discrimination

Spread Intermediation

Burdensharingandbailin regulation

No agreement on EDIS

NCBs as insurance providers within the PSPP

and still: «all on the same boat»
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Persistent divergence across member countries.

Unemployment
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Persistent divergence across member countries

R
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Persistent divergence across member countrieg

Ao ¥

Germany
total debt breakdown by sector (as GDP %).
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The overall /leverageof the German system increased just 10% in 20 years



Persistent divergence across member countrieg
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Persistent divergence across member countries.
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Persistent divergence across member countrie:
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Persistent divergence across member countri
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Persistent divergence across member countries

Level 2 & 3 assets in terms of total assets of domestic banks
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1* Risk Backbone Competitiveness gap risk

Current Account Balance (% of GDP)
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1* Risk Backbone Competitiveness gap risk

LargeCurrentAccountimbalanceédata in GDP %)
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Competitiveness gap risk

1=t Risk Backbone

Endless inflation differentials
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1* Risk Backbone Competitiveness gap risk

Endlessnflationdifferentialsitaly vs Germany
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1* Risk Backbone Competitiveness gap risk

EndlessnflationdifferentialsSpairnvs Germany
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1* Risk Backbone Competitiveness gap risk

EndlessnflationdifferentialsFrance vs Germany
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1* Risk Backbone

DivergingRealEffectiveExchangdkates
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1* Risk Backbone Competitiveness gap risk

Creditriskdiscoverynddissolutiorof the singlenterestratescurve
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1 Risk Backbone ~CoOmpetitivenesgap measures

Financial RealEffectiveExchange Rate-{REER)
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& Bisk Deleveraging from the periphery
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BZ:,‘;,“?; Deleveraging from the periphery

GREECE IRELAND
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2~ Risk

Backbone 1talY O capital flight and risketionalizatiomnder the LTROs
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stms Public debt nationalization in Italy and ECB lending to Italian

mm ECB Net Lending to Italian Banks - EUR bn (LHS)
=¢=Public debt held by Italian residents - EUR bn (RHS)
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Italy @ capital flight and riskstionalizatiomnder theQE
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Backbone Public Debt Nationalizatian Italy

Therole of NCBs during the PSPP
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Bm; Chronicshortage of safe assets

Safe assets apdblicdebt w.r.t. the Eurozone GDP
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2 Rigk
Backbone Targetdmbalances

Evolution of the Target2 balancesofeand peripher&urozone countries
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2 Risk
Backbone Targetdmbalances

Targethet balanceBreakdown by main area

m Germany m Other peripheral countries Italy Other core countries
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2 Risk
Backbone Targetdmbalances

Italy - Target2 Net Balane®ecompositiorviaBalancef Payments flows
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2 Rigk
Backbone Targetdmbalances
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ﬁ;ﬁ.‘,’ﬁﬁg RiskSegregatiokleasures

Real (sovereiggieldspreads

600
500 - . .
l L 10year BTP-Bund spread innominal terms
400 -
=]
2'30(,) -
f <>
200 - 4 L |

100

-~ A, :
NIFOSIIGNCLEP G N S S R PO SO S
N o ¢ N N o ¢
V¥ vy vy NNy Y

Source: Bloomberg



2" Risk

RiskSegregatiokleasures

Backbone
Real (sovereiggieldspreads
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K d RiskSegregatiokleasures

Italy: Target2 Balanaad real sovereign yisfaread
Bank of Italy Target2 balance (LHS) —Italy real sovereign spread (RHS)
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C Bisk RiskSegregatiokleasures

Observedrersus Fittedealsovereign yielsbread
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2 Risk

PeripheraRiskAssessment

Backbone
Spaimnd Italy: private and public debt in Giefns
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e inil PeripheraRiskAssessment
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