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European Debt Crisis 101

Economic & financial market issues

The on-going saga that is the European debt crisis has sent investors heads spinning. With all the focus
on debts and deficits, many investors rightly want to know what that has to do with us in Australia. And
then there is the attention devoted to bond yields — hardly mainstream for most investors.

There are no easy answers to the issues facing European countries. Simply they need to get their financial
houses in order. And governments must convince investors, rating agencies and institutions like the
International Monetary Fund and European Central Bank that they are taking the necessary measures to
stabilise, and ultimately address the problems they face.

This article seeks to outline the key issues as simply as we can while also presenting the basics of bond
yields.

The big picture
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contagion. If Greece can't repay its debts then this would affect European banks and the shockwaves would be
felt across the globe. But it is worth pointing out the respective size of the countries involved and their importance
to global economic growth. Fundamentally the world would be in bigger trouble if China or India were to get into
difficulties.

Craig James — Chief Economist (Author)
(02) 9118 1806 (work); 0419 695 082 (mobile), (02) 9525 2739 (home) | craig.james@cba.com.au; Twitter: @craigjamesOZ

Produced by Commonwealth Research based on information available at the time of publishing. We believe that the information in this report is correct and
any opinions, conclusions or recommendations are reasonably held or made as at the time of its compilation, but no warranty is made as to accuracy, reliability or
completeness. To the extent permitted by law, neither Commonwealth Bank of Australia ABN 48 123 123 124 nor any of its subsidiaries accept liability to any person for
loss or damage arising from the use of this report.

The report has been prepared without taking account of the objectives, financial situation or needs of any particular individual. For this reason, any individual should,
before acting on the information in this report, consider the appropriateness of the information, having regard to the individual's objectives, financial situation and needs
and, if necessary, seek appropriate professional advice. In the case of certain securities Commonwealth Bank of Australia is or may be the only market maker.

This report is approved and distributed in Australia by Commonwealth Securities Limited ABN 60 067 254 399 a wholly owned but not guaranteed subsidiary of
Commonwealth Bank of Australia. This report is approved and distributed in the UK by Commonwealth Bank of Australia incorporated in Australia with limited liability.
Registered in England No. BR250 and regulated in the UK by the Financial Services Authority (FSA). This report does not purport to be a complete statement or
summary. For the purpose of the FSA rules, this report and related services are not intended for private customers and are not available to them.

Commonwealth Bank of Australia and its subsidiaries have effected or may effect transactions for their own account in any investments or related investments referred to
in this report.



Economic Insights European debt crisis 101 CommSec < p

The European Debt Crisis

e It wasn't that long ago when the only thing mentioned in the financial news was the GFC — or global financial
crisis. (Actually, as an aside, that period should be better described as the North Atlantic financial crisis because it
started in the US and spread to the UK and Western Europe, with other countries less affected.)
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highly indebted neighbours by offering funds, but in return

they have required these governments to meet certain
conditions in getting their spending more in line with their revenue.

e Governments have responded by trying to cut their spending or increase taxes, but understandably the people in
the affected countries haven’t been overly supportive — to say the least.

e The worry is that countries could fail — effectively go broke — because they can’t keep up with debt repayments.
Others worry that countries like Greece will abandon the euro and return to the drachma.

e Just like the GFC, one of the biggest concerns is contagion. That is, a country like Greece doesn't pay its debts,
causing its bankers to withdraw funds from other banks with the effect spreading through Europe and the world
more generally.

Let’s stick together
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e At the end of the day countries need to show discipline
in cutting some forms of spending, while at the same 2
time focussing on ways to grow their economies — say, II“II ““I
through building new roads, bridges, schools or
hospitals.

e As any business knows, you need to keep the money
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going to the government. Otherwise you just dig a Source: European Central Bank, CommSec

bigger and bigger hole.
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Investors need to be vigilant
e For investors these are clearly volatile times. If WORLD 10yr Benchmark Rates
governments do the right thing and work through Mevember 18 2071, percent
their problems, then confidence will return and Greece RE Slovenia 409
sharemarkets will recover. But the longer that the Ecrvnt 15 50 ALstraliz 407
problems continue and debt costs rise, then people gyp ' : '
will speculate about worst-case scenarios. F'_aklstan 12.20 Czech Republic 398
L . . Wietnam 11.96 MNew Zealand 3.84
e It is important to remember that countries like Turk g7 South Korea 781
Greece and Portugal are quite small — although UTHEY ' Huith ¥ '
Italy is a far different proposition — the eighth Ind|a_ 8.87 Ma!ayma 3.72
largest economy in the world. However, whether Fussia g.64 China 4.60
big or small, investors around the world want Hungary 845 France 348
countries to meet their obligations. Ireland 2268 Thailand 341
e As we found out through the GFC, no matter how South Africa 7.99 Austria 340
dark were the days, solutions were developed. Romania .68 Finland 261
What we don’t know at present is what form those Croatia FRIE MNetherlands 2403
solutions will take and how long the recovery Italy 5.72 Monway 283
process will be. But clearly those sharemarket lzeland B R Lk 2 94
investors that took a longer-term view and bought Mexico F 48 Canada 7 1R
in the dark days of the GFC have been rewarded. Spain £ 29 Denmark 9 1R
e Aussie investors also shouldn’t lose focus on the Indanesia B 33 s 700
big picture. China continues to buy our iron ore, Lgtvia E 00 E=tonia 1 0F
coal and other metals. Provided China continues to Philippines 500 Germary 10
grow, so will the global economy and so will our Poland 5.EHII Sveden 1'?5
economy here in Australia. . . ' . '
. Lithuania 874 Singapare 1.62
e As we found through the GFC if Europe or the US Bulgaria £ 9 Hong Kong 194
fell into recession again, China would cut interest Beloium 4.85 Taivan 1'33
rates and lift spending in order to keep its economy g ' '
growing. And here in Australia the Reserve Bank |sragl 4 61 Japan 0.95
Malta 433 Switzerland 0.84

would similarly cut interest rates to boost spending
and building.

For every risk, there is an opportunity and the
current environment is no different.

Why all the fuss about bond yields?

Sowrce: Redters, CommSec

e One of the by-products of the European Debt Crisis is that there has never been so much written on government
bonds. In the past the subject barely got a mention — being confined to a relatively small section of the financial
markets or in university courses on finance. Now it seems that everyone is an expert on Italian bond yields.

e So what is a government bond? Well when governments spend more than they take in in taxes, they need to
meet the shortfall. There are only so many things you can sell to raise the necessary funds, so the main way of
meeting the shortfall is by borrowing.

e Similar to a company issuing shares to raise funds, governments issue bonds. The government hopes to entice
investors by promising to pay back the funds in full at the end of the term or investment period. And in return for
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the use of the funds, governments offer an attractive
return (coupon).

The interest rate or yield may be lower than you
could get, say, on a term deposit, but the added
attraction is that government bonds were considered
the safest of investments. Companies or banks may
fail, but on a government bond, you’ll always get your
money back in full — or so it was generally believed.

Government bonds trade like shares on financial
markets. And the usual principle applies — demand
and supply. If demand for the bonds fall or supply
rises, the price of the bonds fall. On bond markets,
the actual yield or interest rate moves inversely to the
price.

Not all countries are the same

So if investors become worried that a certain
government — say, Greece — may be more of a risk
than a bond of another government — say, Germany —
they may buy less Greek bonds and more German
bonds. The Greek bonds may fall in price, pushing up
the interest rate or yield.

If for instance Greece now has to pay a return of 7 per
cent on its bonds, rather than 5 per cent, then it will
need to pay out more to its investors. In other words it
pays the price for being in worse financial shape —
bigger budget deficits and higher debts — than other
countries.

The bad news doesn’t stop there

So a country may be in worse financial shape and it
pays the price by having to pay out more to investors
on its debt, or bonds. The problem is that this can
make already poor finances even worse.

When government bond vyields hit 7 per cent in
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Greece, Portugal and Ireland, the countries fretted that they wouldn’t be able to find the money to pay investors
as well as other obligations like old age pensions and salaries to public servants. As a result they sought “loans”
or “bail-outs” from other European economies and the International Monetary Fund.

Now the yields on Italian bonds have hit 7 per cent and investors are again worrying. Italy has around €350 billion
of bonds that are reaching the end of their terms or maturities next year and they may have to pay roughly three
times the interest rate that they paid last time round. Clearly that has the potential to cripple the country.

The solution

The solution is quite simple. Investors need to have confidence that the Government is good for the money — that
they will be able to pay back investors when the bond matures. If that is the case then demand for bonds rise, and
if the supply of bonds doesn't change then the price of the bonds goes up, and thus the interest rate or yield

Volatile
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comes down.

e Alternatively, the Government needs to find investors that are willing to buy its bonds — a white knight if you like,
like the European Central Bank. If the yield on the bonds is kept low, then this takes pressure off the government
to meet the interest bill as well as its other bills.

So what does it mean for us ‘down under?’

e Ifinvestors are worried whether they will get their money back on government bonds, then we could end up with a
re-run of the global financial crisis (GFC) when banks didn’t want to lend to other banks. As a result the cost of
borrowing goes up. And as we saw in the GFC, if banks have to pay more for their money, we have to pay more
as well — that is, it tends to get passed on to home loan and business borrowers.

e And as we also saw in the GFC if banks aren’t lending and money is harder to get, investors get worried that less
borrowing will lead to less spending and therefore slower growing economies. As a result, sharemarkets fall on
fears about weaker economies as well as investor jitters.

e Clearly, it's in everyone’s interests for the highly indebted countries of the world — especially Europe — to make
attempts to reduce their debts to manageable levels and thus gain the confidence of investors.

Craig James, Chief Economist, CommSec
Work: (02) 9118 1806; Home: (02) 9525 2739; Mobile: 0419 695 082; Twitter: @craigjamesOZ

Stabilised y Portugal - long run

14

Portugal, 10yr bond yields, percent Portugal, 10yr bond yields, percent

Jan-95 Jan-98 Jan-01 Jan-04 Jan-07 Jan-10
Source: Reuters, CommSec

03Jan-11  01-Mar-11  29-Apr-11  27-Jun-11 23-Aug-11 19-Oct-11
Source: Reuters, CommSec

November 21 2011



