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The Greece and Euro-zone bailout may not end their solvency pratblems thut
it signals that EU policymakers remain committed to global financial stability
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n anxious fortnight in which fi-
Anancial markets grappled with the

consequences of a spiralling debt
crisis in Europe and the prospect of a de-
fault by the US treasury (with the con-
tinuing impasse between the Democrats
and the Grand Old Party over the sover-

eign debt ceiling) ended with a collective
sigh of relief. European authorities finally
set their bickering aside and ammounced
acomprehensive package both for Greece
and other fiscally-stretched countries.
The Euro jumped as a result climbing by
what currency traders call three “big fig-
ures” against the US dollar from of 1.415
to0 1.4421 and led a rally in a large basket
of currencies including the rupee.

In a nutshell, here’s what the new res-
cue package is about. Greece will get ad-
ditional support of €160 billion (over and
above the €110 billion assistance an-
nounced in 2010) with €109 billion com-
ing from Eurozone governments and the
rest from the private sector. Private par-
ticipants might have to swap stort-term
securities that are due for redemption
for longer ones. Other economies such
as Portugal and Ireland will also see in-
terest rate reductions and maturity ex-

tensions while mechanisms such as the
Europeam Financial Stability Fund
(EFSF) and European Stability Mecha-
nism (ESM) have been made more flex-
ible to prevemt default or a liquidity
shortage. They can now, for example,
recapitalise financial institutions, pro-
vide precautionary credit lines and in-
tervene in the secondary markets. The
European Central Bank on its part has
said it will accept Greek debt as collat-
eral in its liquidity operations even if it
is downgraded to selective default. A
Marshalll Plan-like revival programme
for Greece also seems to be on the cards.
This might help address the nexus be-
tween fiseal austerity and slower growth
that in turn hurts rather than helps the
ability te serviee debt.

What is the big deal about the mew
“rescue package'? To answer that, it
might make sense to take stock of what
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the markets had been fretting over. For
one, they were worried that Greece’s at-
tempts to raise money from the markets
for 60 per cent of its fiscal funding for 2012
(that the 2010 bailout package stipulat-
ed) would come a croppet. That would
mean a certain default on its sowereign
debt that could send shockwaves to the
European banking sector that have sig-
nificant exposure to Greek debt. The new
rescue package takes Greece's funding
requirermenits off the market for the next
couple of years and thus minimises the
possibility of default.

The bigger concern both for EU poli-
cymakers and the markets was about a
contagion spreading across all the other
fiscally-stressed states, including the big-
ger economies such as Italy or Spain. Sov-
ereign yields were rising across the board,
setting off an explosive spiral of higher
interest bills, bigger deficits and Jarger
borrowing needs. Italy, which has a mas-
sive stock of debt and roll-over needs, saw
the markets mercilessly batter its bonds
over the last few weeks. By expanding the
package to address the problems of oth-
ef economies and expanding the seepe of
mechanisems like the EFSF, this risk of
contagion is also likely to reduce.

Is this the end of Greece and the Eu-

ro-zone's problems? Perhaps not entire-
ly. The fact remaimns that even with in-
terest rate reductions and “rescue fund-
ing” the debt levels of some of these pe-
ripheral economies remain extremely
high. At some stage later, apprehensions
about their long-term solvency will sur-
face. It also remains to be seen how the
private sector responds to the attempts
to restructure debt and how rating agen-
cies view this. That said, the European
initiative does two things. In the mear
term, the fact that it addresses some im-
mediate uncertainties should encourage
risk-taking. Thus, not only will non-dol-
lar currencies gain but other assets such
as commodities (traditionally consid-
ered risky) should see arally. The de-
fault "safe-haven” currency, the dollar,
that attracts flows when tisk-appetite
deelines is likely to lose steam. The ral-
ly epuld sustain until ether risks sueh as
the prospeet of a slide in global growth
eerne baek n the table.

There are long-term implications as
well. The fact that European heavy-
weighits, particularly the notoriously tight-
fisted Germany (Chancellor Merkel is
widely referred to as Madame No) could
reach a consensus on a rescue plan and
actually loosen their purse strings should
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signal that EU policymakers remain com-
mitted to the Euro project and to global
financial stability in general. In specific
terms it could set a floor to the Euro at lev-
els of over 1.30 to the dollar and reduce
the intensity of the market’s response to
the flow of bad news from the region.

There is another key reason to be dol-
lar-bearish in the near term. Focus will
now shift to whether the US debt ceiling
is raisted in time to avoid a default. Mar-
kets have two sets of demands from US
policymskenrs: (a) to raise the debt ceil-
ing beifore Augusst 2, 2011 and (b) the
preparatiion of a long-term fiscall consol-
idatiom programme that averts the possi-
bility of the US losing its prized AAA rat-
ing. The most plausible outcome is one in
which the debt ceiling level is raised by a
small ammownt to avert another financial
crisis but the issue of long-term fiscal con-
solidatiom is put off for a later date. This
impasse will work against the dollar un-
til another set of risks unfold that would
send mankets seurrying baek to the green-
baek. That could well happen by the next
guarter if there is mere evidenee that the
glebal econemy is lesing traction.
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