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Preface

In 2011, the International Monetary Fund (IMF) atkes to prepare an independent
assessment of its surveillance of the euro aremg@@007-09. The resulting report (Pisani-
Ferry, Sapir and Wolff, 2011) was published by bBthegel and the Fund.

Having studied crisis prevention, we thought thatvould be particularly interesting to
continue with a further study of the results ofd dessons from, crisis management. It is an
early assessment for sure, as all three countries ab\{@wreece, Ireland and Portugal) were
still subject to financial assistance programmeshattime of writing. Yet it is necessary:
three years after the first Greek programme stantespring 2010, policymakers and citizens
deserve to be offered a comprehensive and systematluation of what has been achieved,
and what has not.

This evaluation was carried out independently byueBel without having been

commissioned. We benefitted from many discussionih Wroika members, and with

policymakers and experts from crisis countries;alg® benefitted from feedback on an early
draft on the occasion of a workshop held in Brusssl 26 March 2013, and from detailed
comments on a later draft, for which we are indébte all those who commented. A
preliminary version of the study was presented ®rARril 2013 at the Peterson Institute of
International Economics (PIIE) in Washington DC doehefitted from input from Jorg

Asmussen of the European Central Bank, ServaasoBerof the European Commission,
Reza Moghadam of the IMF and Jacob Kirkegaard &.RPWVe did not get access to any
confidential documents. In particular, the datasprged in this study is all from public

sources.

We are grateful to all those who helped us decipeiintricacies of the Troika programmes
and improve our assessment. We would also like htmk Adrian Bosshard, Hannah

Lichtenberg and Carlos de Sousa for their veryctffe assistance in the preparation of this
report. The authors bear sole responsibility foy a@maining errors, and for the views

expressed in this report.

Jean Pisani-Ferry, André Sapir, Guntram Wolff
May 2013



Executive summary

Three years ago, in May 2010, Greece became tteefiro-area country to receive financial
assistance from the European Union and the InfematMonetary Fund in exchange for
implementing an economic programme designed by tbia of the European Commission,
the European Central Bank and the IMF. Within ary&aland and Portugal went down the
same path.

This study is intended to provide an early evabratof these assistance programmes
implemented by the Troika in these three coun{i@®@grus and Spain are not included in this

assessment because the programmes are too rddengtudy assesses the economic impact
of the programmes and the consequences of theicydar institutional set-up. The Troika is

a unique institutional construction that involves anprecedented degree of cooperation
between regional and global financial institutions.

Such an assessment is made difficult by two facteirst, at the time of writing, all three
programmes were still on-going, including in Greadere a second programme was started
in March 2012. Second, the circumstances are glaarique, not only because the three
countries are developed economies, but also bedhegebelong to a monetary union and
because the programmes were implemented at a thea woth the euro area and the global
economy were going through a severe financialsrisi

The three Troika programmes stand out comparegdical IMF programmes because of

their exceptionally long durations and the exceqlly large size of the financial assistance
packages. One reason for this is that the buildfumbalances in all three economies at the
start of the programme was much more significamintin typical programme countries.

Another one is that, unlike many IMF programmedicaafl assistance entirely substituted

markets in the financing of sovereign borrowingdeee

Economic and social hardship remains severe irthadle countries. However, assessment
cannot stop there and has to be based on a compdré&tween reasoned expectations and
outcomes. Against this yardstick, the programme Is& far been successful though subject
to risks in one of the three countries — Irelantjclv at the time of writing is on track to exit
the three-year programme and regain access tocfadamarkets; potentially successful in
Portugal, even though the economy remains strdbtuveeak and the situation remains
fragile to shocks; and unsuccessful in Greece, wison a totally different trajectory to the
other two countries. In Greece, early assumptionghle Troika about the ability of the
economy to adjust and of the Greek political-adstmative system to implement programme
measures proved unrealistic. The subsequent Eurapelaate on Greek exit from the euro
area further hindered progress in Greece. By csitthe Irish and Portuguese programmes
were based on more realistic assumptions, and meil&ation of programme conditionality
was much better.

A more subtle conclusion is that the programmeshasen successful in some ways and
unsuccessful in others. The main success has heeawtrent account, with deficits shrinking
much faster than expected, although, dependinp@rduntry concerned, the reasons for this
are either encouraging (an improvement in expatsjliscouraging (a collapse of imports
because of the recession).



The three countries have by and large adoptedubkter@ty measures prescribed to them by
the Troika. In structural terms they all implemeht&gnificant consolidation efforts. They
had little choice since lender countries were ulingl to provide more financing. The
alternative to austerity would have been debtuesiring.

In the Greek case, earlier restructuring would hiaeen preferable, at least from a Greek
point of view. In the Irish case, the bail-in ofng& bank bondholders might have been
desirable from the Irish point of view. But it wdulhave improved the programme’s
sustainability far less than in Greece, and it ddwdve had significant negative implications
for the funding of Irish banks.

In the absence of expansionary measures elsewhele ieuro area, austerity measures in
programme countries, the loss of confidence ineh and the fragmentation of the euro

financial system severely depressed growth. Thesson was deeper or much deeper than
anticipated. Together with the collapse of labauemsive sectors such as construction, this
also implied that unemployment increased far mbea tanticipated. This risks jeopardising

the sustainability of the countries’ necessary stdpent.

Compared to earlier IMF programmes, the drop in GIDB the slow adjustment in the real
exchange rate in the three euro-area countries wgoeptional. Also, unemployment
increased much more dramatically. Moreover, theetcaebt restructuring was the largest in
history.

Turning to institutional matters, EU-IMF cooperatiolearly played an important role in the
design, monitoring and, ultimately, the implemeiotaf the programmes.

Though fraught with many potential problems, EU-IM&operation to deal with the crisis
was inevitable in euro-area countries. From theskflé, despite various political misgivings,
recourse to the IMF was necessary because the édddaexpertise on, and experience of,
crisis funding, and also lacked sufficient trusttshown institutions to act alone.

Despite a number of tensions stemming from thdfemint logic and rules, the EU and the

IMF succeeded in cooperating in Greece, Ireland Rodugal. The issue on which Troika

members disagreed most was the risk of financidlosprs between euro-area countries,
which led to divergent views about the Greek debtructuring and about imposing losses on
senior bondholders of Irish banks, two options thatIMF viewed favourably.

Our evaluation of the functioning of the Troika eals a number of problems for each of its
members, which give rise to a number of reform psas. First, we argue that the European
Commission’s dual role as an agent of the Eurofstahility Mechanism/the Eurogroup and
as a European Union institution is problematic @ad lead to conflicts of interest. We
therefore propose that, eventually, the role shsbift to a European Monetary Fund (EMF),
which would replace the ESM and would be a true iB&fitution. A narrowly mandated
agency would also be less exposed to differentpalbjectives.

Second, the ECB is involved in the Troika in ‘l@amswith the European Commission’. It does
not offer programme assistanper sebut provides crucial liquidity assistance to bairks

programmes countries. We therefore see ECB paatioipin the Troika as necessary for it to
have access to full information and to retain thiitg to voice concerns. Yet, its role should
not be one of a full negotiating partner becaugeoténtial conflicts of interest. Currently, the



ECB does not publish independent documents onrtigrgmmes but it does co-sign mission
statements. We recommend that it discontinuesgriirg] such statements and behaves as a
‘mostly silent’ participant in the Troika.

Third, the IMF has become much more involved ingbeo area operationally and financially
than deemed sustainable by its shareholders. Weagyevpossible evolutions of its role, and
conclude that it should become a ‘catalytic lenaétbse participation in programmes would
be desirable — as long as the euro area has napsat EMF and become a member of the
IMF — but that could abstain from taking part witihgutting the whole package in jeopardy.
In concrete terms this would imply limiting IMF pigipation to about 10 percent of total
financing. More generally, we regard IMF-EU coopieraas an important template for future
cooperation between global and regional financiatiiutions. In this respect, the euro-area
crisis is an important test of the feasibility otk cooperation.



1. Introduction

With the decision in 2010-11 to establish largdesdmancial assistance programmes for
Greece, Ireland and Portugal, the European Uniah the International Monetary Fund

embarked on an unprecedented endeavour. It wadirtetime assistance was provided

within a monetary union and the first time the Famdl European institutions cooperated so
closely.

Other programmes followed, but they are outsidesttage of this study since too little time
has passed to properly evaluate them: in July 28f@ain was granted financial support by the
European Financial Stability Facility (EFSF), witte Commission monitoring the resolution
of banks, and the Fund providing technical asst&amn financial sector reform; in April
2013 the European Stability Mechanism (ESM) bodrgovernors agreed to grant assistance
to Cyprus.

Altogether, a new pattern for cooperation has lestablished, the consequences of which are
bound to be important for the fate of European Boainc and Monetary Union (EMU) and for
the future relationship between global and regidimaincial institutions.

The Greek, Irish and Portuguese programmes arecegented in two respects:

» First, because of the nature of the economic prokleey are addressind is the first
time since the second world war that financiallgow@mnd mature countries attempt to
adjust within a monetary union. This is a challeggventure, and it is no surprise that
it involves significant hardship. Other countries/d adjusted within the constraints of
a pegged exchange rate system — most recentlyalL &ut they were less open or less
financially developed. Furthermore, EMU participatientails abidance by a number
of rules that do not apply to stand-alone countriese results of the euro-area
programmes are therefore anxiously scrutiniseduimpe and beyond.

» Second, because of the institutional set-up ostasie Since EMU in 2010 was not
equipped with a crisis management regime, the iplex and modalities of assistance
had to be invented in real time in cooperation leetwthe European institutions and
the IMF. The result were the creation of dedicdiedopean financing institutions —
successively the EFSF, the EFSM and the ESMhich provide the greatest part of
the financing; and the assignment of negotiationts wrogramme countries to the
Troika, composed of the IMF, the European Commissind the European Central
Bank (ECB). It was not the first time the IMF paipiated in joint programmes with
other institutions, including the EU, but it hadvae been involved in such intensive
cooperation with a regional institution.

These three programmes have already proved to b#ogersial. Deeply disappointing
economic, social and financial outcomes in Gredssggreements over the treatment of the
creditors of failed banks in Ireland and socialdsaip in Portugal have attracted criticism.
The stakes are high for the citizens of these cmmand all those involved: governments,
European institutions, European partners and thé&. IMIso, there has been continual
renegotiation of the terms of assistance, espgdiallhe case of Greece, and this has proved
to be divisive within the Troika and among Europgamernments.

! Respectively the European Financial Stability Fgcithe European Financial Stability Mechanisna dhe
European Stability Mechanism.



This study is intended to help draw lessons from #©10-12 experience of financial
assistance programmes in Greece, Ireland and R#ttlig aim is to provide an objective
assessment that can serve as a basis for seribaedad reform initiatives. It addresses both
the economic and the institutional aspects of Hsee: the programmes’ achievements and
shortcomings, taking into account the particularstaints arising from participation in EMU
but ignoring the respective roles of the varioustitations involved; and the cooperation
between the IMF and European institutions withim Tmoika.

The conclusions from this evaluation primarily appb the programmes in the three
countries. But they are of broader relevance fbeoEMU countries, for the European policy
system and for cooperation between the IMF ancEtlm@pean institutions. The conclusions
may also shed light on discussions about cooper&taiween global and regional financial
institutions in Asia and elsewhere.

2 Time did not allow even an early assessment o€ypus programme. Nor do we cover the Spanistméiiaé
sector programme because of it is sectoral nature.
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2. What is special about the crises in the euro aa@
2.1 Varieties of crises

As documented by Kaminsky and Reinhart (1999) aaeven and Valencia (2012), among
others, financial crises are of various types, etreugh there is a rather high degree of
correlation between them. In order to specify tée rof international assistance, it is
important to clarify what crises might occur witramnmonetary union and how they are dealt
with.

» Banking crisesmight occur, whatever the monetary and exchangefredime. They
are normally dealt with by the sovereign and do moply recourse to external
assistance, unless the sovereign finds itself enebmobilise adequate resources, in
which case it may have to subscribe to a conditiassistance programme;

* Sovereign debt crisemre not specific to any particular policy regimther, although
countries where the sovereign borrows in foreigrrency, and countries in a hard
peg, and therefore those in a monetary union, ane mulnerable because they have
relinquished the option of debt monetisation;

» Balance-of-payment (BOP) crisese a potential threat to most countries. A countr
can find itself unable to honour its internatiofiabncial commitments in case of a
sudden stop in net capital inflows because of &lslo a fundamental disequilibrium.
Such payment crises can be overcome, if the coumtlgemed to be solvent, through
IMF lending’. Such crises were thought to be impossible in aatay union, but the
recent experience of EMU has shown that this wasmgras discussed below.

Before Greek former prime minister George Papandoadied the IMF to request assistance,
little thought had been given to the possible reatir crises within the European monetary
union and the potential role for financial assis&anThe crises that unfolded in 2010 and
afterwards caught EMU unprepared.

As far as banking crises are concerned, it had bederstood that they could occur within
EMU. But what was not understood was that the coatibn of strong interdependence
between banks and sovereigns and the absenceenfierlof last resort for sovereigns made
euro-area countries particularly prone to suchestisThe potential severity of what would
become known as the 'doom loop' was not foreseathérmore, the EU relied on a rather
loose framework of cooperation between nationahauities, and lacked a comprehensive
template for dealing with cross-border issues (Bsgin, Farugee and Fonteyne, 2007; Véron,
2007).

The generally prevailing view was that sovereightdgises — also because of the prohibition
of monetary financing — could occur. A substanbatly of literature had emphasised that
sovereign solvency would be a concern in a monetaripn and that crises had to be
prevented through fiscal surveillance. But no fraumek existed for such an eventuality and
its potentially serious consequences (EichengreenVdyplosz, 1998). In setting up the EU
policy framework, the focus was on crisis prevemtigainly through the Stability and Growth

3 If the country had adopted a fixed exchange rgénte, the BOP crisis might also entail a currestisis if
and when the authorities become unable to defeméixed exchange rate. It is important to note, &oav, that
as shown by international experience, a currenisysds not quite the same as a payment crisidlzatdhe
presence of one is not a necessary or sufficiemdition for the occurrence of the other.

* See eg Pisani-Ferry (2013).



Pact and other surveillance mechanisms. No thouglst given to crisis management. In
addition, until 2010, interpretations of the meanof Article 125 of the EU Treaty (the no-

bail out clause) differed in different countriesdanstitutions, but these interpretations were
not discussed, let alone reconciled.

Finally BOP crises were deemed impossible sincgestlagents within a country would
always retain access to private funding. BOP cngere in fact ruled out by most authors.
Writing in the 1970s, James Ingram thought théae “traditional concept of a deficit or a
surplus in a member nation’s balance-of-paymentsobres blurred. With a common
currency, no individual country can be exposedpecslative attacks{Ingram, 1973). This
view was echoed in the European Commission’s 1@9@ Market, One Money'eport that
paved the way for the design of EMUA ‘major effect of EMU is that balance of payments
constraints will disappear in the way they are eigreced in international relations. Private
markets will finance all viable borrowers, and s&ys and investment balances will no longer
be constraints at the national levgl|European Commission, 1990).

2.2 Balance-of-payment crises

BOP crises are the bread-and-butter of IMF assistatlowever, even the Fund was
unprepared for the possibility of BOP crises in¢lieo area. In their surveillance work during
the period 1999-2009, IMF staff never raised thesgmlity of major sovereign or balance-of-
payment crises in the euro area despite their aténknowledge of crises elsewhere and
potential parallels with the euro area that shcudde drawn their attention, in particular
consumption booms, real exchange rate appreciatidiarge current account deficits, which
are typical in countries before a BOP crisis (Figary, Sapir and Wolff 2011). The
Commission and the ECB were also unprepared.

What was not well understood in Brussels, FrankfurtWashington was that euro-area

countries could face BOP problems like emergingntaoes. A BOP crisis happens when

private markets stop financing viable borrowersadose of the country they belong to.

Because it is within the confines of its jurisdictj the state, as the ultimate insurer of private
agents — notably banks — tends to concentrateim@kred by households, companies and
banks. Banks with assets that are not diversifisgrnationally also concentrate risks

resulting from the potential insolvency of privatgents as well as of the sovereign. As they
rely on the state as their backstop, they trartbferisk to it. Finally, because in the euro area
the state issues debt in a currency over whicha#t ho control (De Grauwe, 2011), it is

vulnerable to liquidity crises. This perspectivetumn weakens private agents that hold large
guantities of government paper.

This web of interdependence between the state,sbank non-financial agents may lead
markets to price country risk and, in the extreteeshun all agents located in a particular
country, irrespective of their individual financiaalth.

After the Lehman Brothers collapse, financial m&skeassessed their exposure to euro-area
countries that had accumulated large current adcdaficits and net external investment
positions before the financial crisis. They conelddhat country risk existed in a monetary
union and suddenly stopped the capital flows tesé¢hoountries. The result was extreme
pressure on the most vulnerable euro-area counBigisa classical currency crisis, which
would have meant the partial disintegration of ti@netary union, was avoided thanks to the
provision of ample liquidity by the Eurosystem (eeted in TARGET?Z2 balances). The private
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sector could and did lose access to private fundargrary to the predictions in the academic
literature. Yet, this did not lead to a lack in fimg because the Eurosystem through its
liquidity operations replaced outflowing liquiditythe private capital flow reversals led to

acute liquidity shortages in the banking systemsth& countries concerned. The ECB
provided liquidity to the banks. It did so in thearhework of its Long-Term Refinancing

Operations (LTRO) as well as the Main Refinancingefation (MRO) (see eg Pisani-Ferry
and Wolff, 2012). This is in contrast to typicalr@ncy crises, in which national central

banks cannot replace the withdrawal of foreign-emey financing, which then leads to a
crisis.

Nonetheless, sovereigns in affected countriesatid & payment crisis. Because they had lost
access to private markets or a least because teey facing escalating borrowing costs,
governments in Greece, Ireland and Portugal hadhoae but to seek foreign assistance to
fill their financing gap. The problem, especialor iGreece, the first euro-area country to face
such a crisis, was to whom should they turn fohsagsistance?

2.3 A special set of constraints

Crises in the euro area are characterised by a ewofldfeatures that distinguish them from
the situations the IMF normally deals with:

a. lIrrevocably fixed exchange rategccording to Laeven and Valencia (2012), a
majority (37 out of 66) of the sovereign debt csigkat occurred between 1970 and
2011 were accompanied by a sharp currency depretiaA number of IMF
programmes, however, were conducted under fixedhamge rates. In the last 20
years, 44 out of 147 of all non-precautionary IMfarfsl-By-Arrangements (SBAS)
and Extended Fund Facilities (EFFs) were conductedker some variety of fixed
exchange rate regime throughout the programme gefi@ur (Ecuador in 2000 and
2003, Panama in 1995 and 2000) were even condwudtiedut a separate legal tender.
Although relatively rare, the absence of excharaje-flexibility cannot therefore be
regarded as completely specific to euro-area cmsmtiWhat was more specific was
the combination of irrevocably fixed exchange raed a regime of unfettered capital
flows;

b. Full capital mobility Of the 44 programmes that were conducted undeesa@riety
of fixed exchange rate regime, only eight, in additto the euro-area countries, had
unrestricted capital mobility: Panama (1995 and®@0Qithuania (2000 and 2001),
Estonia (2000), Latvia (2008), Djibouti (1996) aBdsnia and Herzegovina (2002).
Moreover, using the financial openness measurelaies@ by Chinn and Ito (2007),
only 21 of 118 non-precautionary IMF programmes f¥anich this measure is
available were conducted under full capital mofailit

c. No-monetary financing constrainin the euro area, national central banks are not
authorised to extend credit to sovereigns or to gayernment debt securities on the
primary markets. Purchases on the secondary markenot illegal, but they are
controversial within the Eurosystem, as demondirate the disputes that arose over
the ECB'’s Securities Markets Programmand its plannedOutright Monetary

® Of these 43 programmes under some kind of fixathamge rate regime throughout the programme pe2iod,
were conducted under pre-announced peg or curtereng arrangements and eight were conducted uleder
factocurrency pegs (Egypt, 1996; El Salvador, 1993519997 and 1998; Moldova, 1995; Latvia, 2008; and
Ukraine, 2008 and 2010). Other non-fully flexibkekange rate regimes, such as moving and crawingdy
were not considered for this subset.
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Transactions Such restrictions may exist in non-euro area t@sas part of the
framework that protects the central bank from goment pressure, but they typically
do not have international treaty status. This pal@r constraint opens up the
possibility of a solvent sovereign facing a liqiydshortage, which the central bank
cannot meet.

d. Balance-of-payment financing by the Eurosystémthe international context, IMF
assistance to countries in a fixed exchange-raggmee typically substitutes the
insufficiency of international reserves, or interes in response to a run on reserves.
As noted by Holmstrém and Tirole (2011), the Fuwctsas the provider of outside
liquidity and through the provision of hard-currgrioans, it solves the problem that a
country can only pledge to international lendeiome derived from the production
of tradable goods. In the euro-area context, howeample liquidity has been
provided by the EurosysténiThis stands in contrast to classic BOP crisesyhith
the national central bank cannot offset the wittvddaof foreign currency loans, which
then leads to a BOP crisis.

In combination, these constraints imply a very etéht role for international financial
assistance and a very different policy assignmentpared to standard IMF programmes.
First, in a standard programme the key issue isitla@cing of the balance of payments and it
is rare to face sovereign financing constraintseoiine balance of payments has been taken
care of. In the EMU case, balances of payments viaenced by the Eurosystem, but
governments needed financial assistance to cowar tiorrowing needs. Second, in a
standard programme, monetary and exchange-rateypate expected to contribute to the
achievement of a real exchange rate level consisiigh a return to external equilibrium. In
the euro-area case, monetary and exchange ratey @i not exist at the level of a single
country and the role of adjusting the real exchaag® must be assigned to structural reforms.
The relationship between structural reforms, doinesflation and the real exchange rate is
however very indirect, which makes real exchange aajustment particularly difficult in a
monetary union.

Figure 1 shows the role of international finan@askistance and Eurosystem liquidity in the
case of two programme countries, Greece and Pdrtaiga in two countries, Spain and ltaly,
that suffered from capital-flow reversals but whiitl not apply for a programrheln Greece
and Portugal, official financing has had to offaetomplete reversal of private capital inflows
accumulated since the beginning of the 2000s. A&éssbeen achieved through a combination
of programme financing and Eurosystem financingne@arly complete reversal of inflows in
Spain and a sizeable outflow in Italy have beemr@gtoffset by Eurosystem financing.

® It has been recorded in the TARGET?2 balances.
" Except for bank recapitalisation in the case afiSp
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Figure 1: Private capital flows, programme finangiand Eurosystem financing, Greece,
Portugal, Spain and Italy, 2002-12
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Source: Bruegel (updated from Merler and Pisaniy€2012). Note: Data for Ireland is not availalole a
monthly basis.

Figure 1 seems to suggest that euro-area couhtmasnot been confronted with any balance-
of-payments constraint because the Eurosystemegntoffset the withdrawal of private
capital. This interpretation would not be corrabe Eurosystem does not provide unlimited
financing of balance-of-payments deficits. ECB ldity is being provided within the
framework of its normal procedures such as the Lbeign Refinancing Operations (LTRO)
or through the Emergency Liquidity Assistance (Elp&ycedure.

In the case of general liquidity provision procesirthe quantity and quality of available
collateral sets a limit on the amount of liquidiivate banks can have access to. By reducing
collateral standards for Greece, Portugal and ricklahe ECB made its liquidity more
accessible. In spring 2011, the three programmatdes together made up more than 50
percent of total liquidity provided through the MR@d the LTRO windows (Figure 2).
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Figure 2: Share of ‘periphery’ countries in ECB maind longer-term refinancing
operations, 2002-12
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Source: Bruegel (updated from Pisani-Ferry and YVa@12).

In the case of emergency liquidity assistance,BR@# can set limits on the amount it is
willing to provide. ELA actually turned out to be anportant source of balance-of-payment
financing in programme countries (Figure 3).

Figure 3: Emergency liquidity assistance providgdie Greek and Irish central banks, 2003-12
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Source: Bruegel based on national central banknbalaheets. Data for Portugal is not availableeNBuiter
and Rahbari (2012b) provide estimates consistetht ouirs.

The main features of the crises in the three progra countries are thus:
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» Large-scale capital outflows;

» The vulnerability of sovereigns that borrow in areacy they do not have command
of;

* No control over the nominal exchange rate, whictplies a longer adjustment
process;

* Financing of the balance of payments by Eurosydigundity.

This particular combination meant that financiadisance did not have to be tailored to the
balance-of-payments needs that include the goverhamed private sector neéddn stark
contrast to typical programmes, in which the sizewo IMF programme is calculated as a
function of the need to finance the capital outBofnom a country and the current account
deficit, in the euro-area programmes, financingdsaegere a function of the fiscal needs only.
We provide below a simplified table of the computBdancing needs for the three
programme countries (Table 1). The financing needssence consist of the gross financing
needs of the public sector less the expected d#bowver in the public sector, plus the
resources needed for bank recapitalisation, anitheitase of Portugal, an additional liquidity
buffer. This is unambiguous evidence that the sizthe programmes was computed on the
basis of government, rather than balance-of-payspénancing hypotheses.

8 Barkbuet al (2012) show that capital flow reversals are thénneaplanatory factor for the size of financial
assistance in a sample of 40 years of IMF prograsnme
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Table 1: Financing needs and sources

Greece Ireland Portugal

10Q2-13Q2 2010-2013 2011-2014

A) General Government deficit 53.0 22.0
B) Debt amortisation 138.3 80.9
C) Adjustment 1.5 2.1

D) Gross financing need (A+B+C) 192.8 98.9 105.0
E) Debtissuance/Roll-over 935 48.9 47.0
F) Privatisation 0.0 0.0 5.0

G) Net Financing need (D-E-F) 99.2 50.0 53.0
H) Bank support 10.0 35.0 25.0
1) Total Financing need (G+H) 109.2 85.0 78.0
J) Contribution IMF 30.0 22.5 26.0
K) Contribution EFSM, EFSF, ESM, EU countries 80.0 45.0 52.0

Memo: Use of country’s financial buffers 17.5

Source: European Commission programme documents Edonomic Adjustment Programme). Note: The
assumptions for the debt roll-over are for Greete@rcent (short-term debt) and 36 percent (long-teebt);
and for Portugal 72 percent (short-term debt) adgdrcent (long-term debt). A more detailed versidhis
table can be found in Appendix 1. The financingdseef Greece are taken from the first programm20ih0
only.

2.4 Legal issues

When Greece decided to seek international assestitrveas a first for a euro-area country.
Had it been an EU country outside the euro areaoutld have turned for financial assistance
to the IMF just as Hungary, Latvia and Romania didew months earlier. Like these
countries, along with the conditional IMF loan, €te would have received an EU
conditional loan under the medium-term financiadistance (MTFA) facility, the EU’'s BOP
assistance scheme based on Article 143 of the hiSbeaty.

As a member of the euro area and a member of thd, Fereece still retained the option of
obtaining financial assistance from the IMF. Howevevas not eligible for MTFA assistance
because Article 143 of the Lisbon Treaty explicriigerves such assistance to member states
outside the euro area.

There are different views on why euro-area coustceuld not benefit from the EU’'s BOP
facility. One, which is often put forward in thesdussion in Germany, is that it is the logical
consequence of Article 125 of the Treaty, the dedano bail-out clause’. The clause
stipulates that neither the Union nor individualmier states shall be liable for the budgetary
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commitments of a member state. This clause wasedefrom the outset by the German
political system as one of the central pillars feé tommon currency, and as a precondition
for euro membership. However this interpretatiodisputed.

Marzinottoet al (2010) argue that the reason why Article 143 edetueuro-area countries
has nothing to do with the no bail-out clause. Befthe creation of the euro, the MTFA
facility was available to all EU countries. Accardito Marzinottoet al (2010), future euro-
area countries were excluded during the Maastnelgbtiations simply because negotiators
believed that BOP crises would not occur in a maryetinion.

Irrespective of the exact motives for excludingcearea countries from Article 143, the fact
is that when the crisis hit Greece, the EU hadegall framework on which to base financial
assistance or to work in tandem with the IMF, asvdts already doing in non-euro area
countries.

As the crisis unfolded and more euro-area counmmesded financial assistance, different
financial instruments were created. The first hgiypen to Greece was based on bilateral
lending, which was pooled by the European Commissind then disbursed to the Greek
government. In a second step, the balance-of-patgnassistance foreseen under Article 143
was further developed and the EFSM was created (gmencil Regulation 407/2010).
Simultaneously, the creation of the temporary EM&S decided on by euro-area finance
ministers. Finally, in October 2012, the EFSF wasndformed into the ESM based on the
intergovernmental ESM treaty. The ESM also requiaedhange to the Lisbon Treaty, a
modification of Article 136, which allows euro-areauntries to take specific measures to
strengthen the coordination and surveillance af thedgetary discipline (de Witte, 2011).

In practice, the three different cases of finanesdistance all used a different instrument to
provide the assistance. IMF lending represents taddhird of the overall lending given to
euro-area countries. The remaining two-thirds wasvided through a combination of
different lending schemes (Box 1).
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Box 1: Financial instruments used to support the thee euro-area countries and
Hungary, Latvia and Romania

Figure 4 breaks down the overall lending into th@nks from different schemes. In the three
euro-area countries, the size of the overall prognas was about three times the size of IMF
lending. It amounted to more than 120 percent ofPGDr Greece, while it is above 30
percent for Ireland and Portugal. This compareh typically somewhat smaller programmes
elsewhere in Europe.

Figure 4: Composition of financial assistance pragimes
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Source: European Commission, IMF.

In the three euro-area countries, different asstgtainstruments were used. For Greece,
lending was initially organised as bilateral lergliny euro-area member states pooled by the
European Commission together with IMF lending. Latdter the creation of the EFSF,
lending by euro-area countries shifted to the ERSHeland, EFSM, EFSF and IMF lending
was combined with bilateral loans provided by theted Kingdom (plus small contributions
from Sweden and Denmark). Similarly, in Portugdt3 and EFSF lending was combined.

In the other three EU countries to which finanessistance was provided, IMF lending was
combined with the balance-of-payments assistanaséen in the Treaty’s Article 143. For
Latvia, the central banks of Sweden, Denmark, RiuhlaNorway and Estonia provided
additional bilateral support via swap agreemenisalfy, the World Bank provided small-
scale support to each of the three countries.

Consistent with the absence of a legal base anghla@ihancial instruments, the euro's
founding fathers also did not conceive that an actostitution may become necessary to
provide the financial assistance in combinationhwat programme of conditionality. This
meant that when the crisis hit, the EU was ill-amepl and did not have the institutional
means to provide assistance. More specifically, Emeopean Commission had very little
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experience in providing financial assistance, d&®dECB had no experience whatsoever. This
was one of the reasons why at an early stage $exweraber states insisted on involving the
IMF in the design of programmes.

In sum, the legal framework resulted in a numbezaofstraints:

» The European Commission is bound by the Treatyvimg policy recommendations
to member states. This concerns in particular fiaod macroeconomic policieBe
facto, these Treaty provisions were overshadowed byrproge conditionality, but
they nevertheless played a role in the Commissiap{soach to assistance.

* Financial assistance to sovereigns in EMU was oigskeen by the Treaty and it was
regarded by some as illegal, even though the kygaflithe ESM was later confirméd
When the sovereign debt crisis escalated, creabhations were used to provide
assistance regardless. It took several years foeaty change to be agreed allowing
for the establishment of the ESM.

» There were no institutions in place that could ptevsuch assistance. In practice, to
overcome technical difficulties and to increaseitpall credibility, a solution
involving the European Commission, the Europeant@eBank and the IMF — the
so-called Troika — was found.

° European Court of Justice, Judgement of the Q&uit Court) of 27 November 2012. Thomas Pringle vs
Government of Ireland, Ireland and the attorneyegain
http://curia.europa.eul/juris/celex.jsf?celex=62012870&langl=en&type=NOT&ancre=
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3. The Troika

In Greece, Ireland and Portugal, the men (and amtaldy women) in dark suits come in
trios: one from the IMF, one from the European Cossion and one from the European
Central Bank. The Troika, as it became known, éslisic structure for negotiation between
the official lenders and the governments of recipemuntries.

3.1 Origins and mission

The Troika originated in the 25 March 2010 decislbgnthe euro area's heads of state and
government to contribute coordinated bilateral ®oemGreece as part of a package involving
“substantial IMF financing and a majority of Eurapefinancing®. The agreement was that
disbursement of the bilateral loans would be detida by unanimity among euro-area
member states. It would be “subject to strong domaility and based on an assessment by
the European Commission and the European Centrak’Ba A few days, later the
Eurogroup announced that “the Commission, in liaisath the ECB”, would start working
on a joint programme “with the IMF and the Greekhauties™ On 19 April 2010, the first
Troika mission started consultations in Athens.

The same template was later applied to IrelandRortligal (and to Cyprus, which is outside
the scope of this study). The gradual build-up d&uropean crisis management regime did
not result in any meaningful change in the striectand responsibilities of the Troika.
However, the creation of the ESM in October 201@ #re entry into force of the Treaty on
Stability, Coordination and Governance (TSCG) inuday 2013 resulted in a number of
additional provisions formalising the role and rasgibilities of the Troika: Since 1 March
2013, access to ESM assistance has been limitedutatries that have ratified the TSEG
IMF lending, however, remains available to all EQuntries in their capacity as Fund
members.

« The ESM has formally become the organisation resiptefor deciding on financial
assistance. Decisions to grant assistance are thieits Board of Governors,
consisting of the finance ministers of the parttipg countries (in other words, the
Eurogroup under a different name);

« Assistance decisions are to be taken by unaninytyhe ESM Board, unless the
European Commission and the ECB both assess thaktfto decide would threaten
the sustainability of the euro aféaln this case, the decision is to be taken by%n 8
percent majority, with voting weights depending tme size of the financial
contribution to the ESM.

« The European Commission is entrusted by the ESM wlie responsibility of
assessing the economic and financial situation h@ member state requesting
assistance and its implications for the stabilifytlee euro area as a whole. If
assistance is to be provided, the Commission [goresble for negotiating “wherever
possible, together with the IMF”, the conditionsg fmancial assistance. These tasks
are to be performed “in liaison with the ECB”. Fhetmore, the Commission is

10 statement by the heads of state and governmeheafuro area, 25 March 2010
11 |
Ibid.
12 Statement on support to Greece provided by ewa-aember states, 11 April 2010.
13 This provision of the TSCG applies to any assistagranted after 1 March 2013.
14 ESM Treaty, Art. 4.4.
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assigned the role of signing on behalf of the E&®NMemorandum of Understanding
negotiated with country authoriti®s Formally, the Commission therefore acts on
behalf of the ESM and thus on behalf of the menshages.

These decisions are a mere formalisation of exjgtractice. Nevertheless, they could open
the way to an evolution that would see the ESM mequore of the roles currently fulfilled
by the IMF. We return to this issue in conclusions.

3.2 What isthe Troika?

It is important to understand what the Troika igl @ not. It is a vehicle for economic and
financial evaluation and for negotiation. Repreagwes from the Troika institutions jointly
take part in meetings with national authoritiesseesments are shared and discussed within
the Troika; assessments are in principle commahpagh the IMF and the Commission
prepare separate reports (the ECB does not puliisbssments but the Commission reviews
are prepared “in liaison with the ECB”); negotiaisowith the authorities are held jointly; and
agreements on the conditions for assistance areheda simultaneously with the
representatives of the three institutions. The ltegustrategy, in particular as expressed in
the Letter of Intent and the attached memorandéageis addressed by the national government
to the IMF and, on the European side, to the Comions the ECB, the president of the
Eurogroup, and the finance minister of the courttrgt hold the rotating EU Council
presidency. Formal expressions of disagreement buisthey are exceptional (for example,
the ECB explicitly distanced itself from the indls of private-sector involvement in the
October 2011 debt sustainability analysis for Geéc

This modus operandivas adopted at the time of the first Greek prognenfAppendix 1) and
has not been substantially modified since.

15 ESM Treaty, Art. 13.
16 See Greece: Debt Sustainability Analysis, unsigi@iment attributed to the IMF, 21 October 2011.
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Box 2: Programme documents and the role of institubns

IMF procedures are highly standardised: financsgistance is formally granted to a country
after the finance minister and central bank govehave addressed to the Fund a ‘Letter of
Intent' outlining broad intentions, and a 'Memonamdof Economic and Financial Policies'
(MEFP) that spells out the policy strategy, plannealicy actions and corresponding
numerical targets. Although handed over by the tgishn government under its own
responsibility, these documents in fact result freagotiations with, and are drafted by, the
IMF mission team. Once the IMF's Executive Board la@cided in favour of support, the
implementation of the programme and the fulfilmehthe stated objectives are monitored by
the Fund on a quarterly basis. Each time a reveedone and published, the Letter of Intent
and the associated memorandum are updated anddevis

Assistance to euro-area countries is given basetiesame template, but with amendments
and additions:

* The Letter of Intent and the MEFP addressed tdNttie are copied to the vice-president
of the Commission in charge of economic and finalnaffairs, and to the presidents of
the ECB, the Eurogroup and the Economic and Fimhidfairs Council (ECOFIN);

* An additional Memorandum of Understanding on spe@&tonomic policy conditionality
is addressed to the European authorities (Euro@manmission, ECB, Eurogroup and
rotating EU Council presidency) and copied to tkk-.1 This is the document that serves
as a basis for EFSF/ESM financial assistance detisi

The two memoranda are consistent but not identi€apecially, the European MoU is
significantly more detailed and includes specifanditions, for example of a structural
character, that are not part of the MEFP. IMF cbodality therefore has a narrower scope
than European conditionality.

The Troika, however, is neither a lending nor aiglen-making institution. To start with, the
IMF and the ESM (previously the EFSF, after bilatéoans were folded into a common loan,
and marginally the EFSM) are responsible for legdlrending decisions are taken neither by
the Commission nor the ECB. Loans are provided udderent terms by the IMF and ESM,
even though their conditions and disbursement a@rdinated. Consequently, recipient
countries enter into separate and different firag@greements with the IMF and the ESM.
The two institutions’ lending facilities are alsotnidentical. Furthermore, the IMF enjoys
preferred creditor status over the ESM

Decisions to release loans are also made sepaflatdlye IMF executive board and by the
Eurogroup. IMF decisions follow standard practicghim the organisation but depend
crucially on the agreement of European partnersofigan decisions are prepared by the Euro
Working Group (EWG) in which euro-area governmeares represented by state secretaries,

" In accordance with, respectively, paragraph (Zhefpreamble of the EFSF framework agreement,35)

of the Council regulation establishing the EFSM] &mt. 13(3) of the ESM Treaty. The MOU is conclddzy
the Commission on behalf of the Eurogroup in th&EEase, in its own name in the EFSM case, anctbalb
of the ESM in the ESM case. In the case of the ERBMMOU is communicated to the European Parlidmen
and the Council.

18 As stated in the ESM Treaty (item 13 of ‘Whergasvisions).
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and taken by the Eurogroup (or, since its creaboi®©ctober 2012, the ESM’s Board of
Governors)’.

Table 2 summarises the roles of the three parinettse Troika. It is apparent that the main
roles of the IMF (programme negotiation and moimigy assistance decisions; lending) have
been distributed among European institutions.

Table 2: Distribution of roles in IMF and Europeassistance

IMF Euro area
Programme negotiation and| IMFE Staff Commission services in liaison
monitoring with ECB
Decision to assist IMF Board ESM Board of governors (aka
Eurogroup)
Lending IMF EFSF/EFSM/ESM

3.2.1 Theroles of the European Commission and the ECB

An important question from the European standpdsnthat of the exact roles of the
Commission and the ECB and their institutional iicggions.

The Commission’s role in euro area programmes ishhmarrower than its role in assisting
non-euro area EU countries within the frameworkAoficle 143 of the Treaty on the
Functioning of the European Union (TFEU), which vgagn in 2008-09 for Hungary, Latvia
and Romania. For non-euro countries, the Commigsasticipates alongside the IMF in the
negotiation of programmes and the actual lendingn®y lent is borrowed on the capital
markets using the guarantee of the EU budget. kwo-area countries, however, the
Commission has no authority to provide loans (ekémpthe €48.5 billion lent in 2011-13 to
Ireland and Portugal by the EFSM). It is merelyoteging on behalf of the member states, ie
the Eurogroup (or the ESM Board of Governors), Whpoovide the financial assistance.

This has two significant implications for the Conssion’s role in financial assistance. First
of all, the Commission acts merely on behalf of thember states, rather than as an
independent institution representing the generan@anity interest, which is its normal
function. In the case of non-euro area EU counttles decision to grant financial assistance
is taken by the Council based on a Commission @alpevhich comes from the College of
Commissioners. By contrast, the College has nodbrole in cases of assistance to euro-area
countries. Commission services receive their nagnog mandate from the Commission vice-
President who is responsible for economic and naopetffairs and from the EWG President.
Second, the dual role of the Commission as an agfethie member states but also as an EU
institution could lead to tensions. For example, @ommission should enforce the Stability
and Growth Pact's fiscal policy provisions. Yetthie programme context, these rules are not
a primary concern. A particularly interesting casehe dual role of the Commission in the
context of financial assistance to support bankruetiring programmes. The Commission
has a clear state aid mandate, with the objectfvavoiding competitive distortions and

9 n the case of Ireland, the UK participated infihancial assistance and was therefore part ofiéwésion-
making body. In the case of both, Portugal andchivéd] EFSM money was involved leading to a different
decision-making structure.

2 For the EFSM, the decisions are taken by the EGIdFduncil based on a formal proposal by the
Commission.
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ensuring the viability of banks and appropriatedeursharing. In the context of a programme,
member states may have different objectives, paigntcompromising the Commission's
state aid mandate.

The ECB'’s role is less clearly defined than the @ussion's. The legal texts refer to it in an
obliqgue way, using the formula ‘in liaison with tB€B’. Reasons for European authorities to
request ECB patrticipation in the Troika are notllspeout explicitly, and there is no
straightforward rationale for this involvement. Wihine IMF provides conditional assistance
to a country, that country's national central bsngenerally part of the negotiation, but on the
receiving country’s side of the table. This is tmieo for assistance to euro-area countries,
with the ECB being also present, but on the lendidg.

There are three possible reasons why the ECB wadved in the initial Greek negotiation.
First, the ECBde factohad very significant exposure to the country withbaving any legal
hold over the supervisory assessment of its bankystem. Being part of the Troika meant a
better assessment could be made of potential ttskise ECB’s balance sheet, and that the
ECB could have a say over policy decisions thathiniffect i*. Second, the European
leaders trusted the ECB and wanted it to be patti@fEuropean negotiation team alongside
the European Commission. Third, the European Isadanted to make it possible for the
central bank to participate in the policy discussidbecause it was fearful of possible
recommendations from the IMF that would have cingiézl ECB policies.

3.3 Divisions of labour within the Troika

There is no available systematic evidence on thisidn of labour within the Troika. The
IMF and the Commission publish separate assessrapdtprogramme reviews, but they are
closely coordinated. The ECB does not publishwia cndependent assessment of the country
situation or progress made on the implementatiche@programme.

Our discussions with country teams and governmaurggest that there is no strict division of
labour between the three institutions. The IMF idun the programme technology and it
proceeds as customary in countries to which itr@viding assistance. The Commission has
learned the programme technology, with which it was initially entirely familiar. The
Commission naturally has in-depth expertise on mber of structural and sectoral policy
areas (for example, product markets). In additiomust pay attention to constraints resulting
from the European framework (for example with relgr the Stability and Growth Pacd)
The Commission and the IMF compute the financingdseof the countries separately,
thereby introducing checks and balances at a teahthével. The ECB pays particular
attention to financial-sector issues, especiakydpplication of global capital standards.

2L A significant part of the BOP financing is provitlby the EurosystenRe factq lending decisions are
therefore also taken by the ECB governing couraiiduse of its ability to impose limits to ELA (Jee
example the 31 March 2011 ECB press release osugpgension of the rating threshold for Irish gowegnt
debt instruments). Moreover, governments issudihiat are used as collateral vis-a-vis the Eystesn.
While this is a monetary risk resulting from a eahbank operation with a commercial bank, in cafSilure
of the bank, the central bank ends up being a toretti the government. Also in the context of tlee@ities
Markets Programme, the EGI factobecame a creditor.

22 Art. 13 (3) of the ESM Treaty indicates tti@ihe MoU shall be fully consistent with the measuoé economic
policy coordination provided for in the TFEU, inntiaular with any act of European Union law, incind any
opinion, warning, recommendation or decision addegkto the ESM Member concernetihis provision
suggests that the Commission is compelled to ircladhe MoU conditions that are additional to thosplied
by a standard IMF programme.
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4. The euro-area programmes in perspective: a compaon with earlier IMF
programmes

The financial assistance programmes in the eura are not only special because of the
Troika construction, the legal constraints andgbenomic specificities of financial assistance
resulting from a monetary union. They are alsoedéht in terms of size, duration and shape
compared to earlier IMF programmes. This chaptenpgares the average of the three euro-
area countries as well as the three euro areamesimdividually with all non-precautionary
IMF programmes during 1993-2012 as well as withlasst of programmes in Latin America,
and with the Asian crisis along a set of key ecowoidicators. The details of the
methodology are explained in Box 3.

Box 3: IMF financial assistance programme comparatie statistics: the last 20 years

We consider all non-precautionary programmes tlaatehbeen put in place as Stand-By
Arrangements (SBA, the workhorse of the IMBesigned to help countries address short-
term balance of payments problemsihd Extended Fund Facilities (EFF, intentiedhelp
countries address medium- and longer-term balantepayments problems reflecting
extensive distortions that require fundamental eooic reforms’, including the three euro-
area programmes). We thus do not include Low-Inc@uoentries (the main target of a wide
variety of other forms of IMF programmes), courgri@ith very strong fundamentals for
which a flexible credit line is used and other prg@nary programmes that would have
distorted our sample.

This leaves us with a sample of 147 non-precautjo88A and EFF programmes between
1993 and 2012, of which 47 were implemented inre¢@nd eastern Europe (including the
Baltic States), 37 in Latin America and the Cardole20 in sub-Saharan Africa, 16 in the
Commonwealth of Independent States, 14 in devejppisia, seven in the Middle East and
North Africa, four in the euro area (counting Greéwice because there are two programmes;
the same is done for other countries with more thae IMF loan including consecutive
loans) plus Iceland and Korea. In all subsequenirés, we will refer to this sample as 'All
IMF 1993-2012'.

We define a new subset called 'Asian crisis' forimgéhdonesia, Korea and Thailand in 1997

and the Philippines in 1998. The second subsel witich we compare our three euro-area
countries, consists of Brazil (1998), Argentina @pP and Uruguay (2002), this subset is

labelled 'LatAm' in all figures in this chapter. Wkose these three Latin American cases to
form the Latin American subset in our comparatitaistics study because they were part of
one single regional crisis, sharing the same sylifacts, and have strong links with each

other, similar to the Asian Crisis subset and tm®-@rea subset.

The three Latin American countries had some fornfibxa@d exchange rate that ultimately
proved to be unsustainable, because it producezh@naous loss of competitiveness since
these countries had higher inflation than theiditrg partners, and their exchange rates were
either completely anchored or going through a drayweg with depreciation rates that were
insufficiently rapid relative to their inflation drabour costs differentials. In all of three cases
the IMF supported the rigid exchange rate policgieplemented by these governments, in
most cases explicitly in the official documents andhe Argentine case implicitly by not
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opposing them. Figure 5 shows the development efitibernational reserves in Brazil,
Argentina and Uruguay and the eventual abandonofahese rigid exchange rate regimes.

Figure 5: International reserves and exchange ratethe LatAm subset

Brazil Argentina Uruguay
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For all the comparative graphs in the chapter tithe variable is defined in relation with to
the IMF programme approval. T indicates the yearapproval. If the programme was
approved in the second half of the year, we tale dilendar year as the year T. If the
programme was approved in the first half of therye@ take the previous calendar year as T.
We show a simple unweighted average of all programrivioreover, we plot one standard
deviation of the entire sample of 147 programmesptovide a sense of statistical
significance.

The euro-area programmes are much larger and ldaggang than previous IMF
programmes. Figure 6 compares the size in perdeBD® and the duration in years. Euro-
area programmes are 15 percentage points largbrrespect to each country’s GDP, and
2.4 years longer than previous IMF programmes. Theya#so longer in duration and larger
in size than those in the Latin American and Asiases.

Figure 6: Size and duration of IMF programmes bgioa
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in the case of the euro-area countries the duriias currently scheduled.

% The average (and mode) length of the IMF’s prognesibetween 2003 and 2012 was 3 years, the same
length as the Irish and Portuguese programmeseel average length of the whole non-precautiosabget
(1993-2012) is 1 year; the Greek programme is $eiss long as currently scheduled.
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Figure 7 shows the size of IMF loans to individaato-area countries compared to previous
loans. The loan to Greece in particular is considlgrlarger than previous loans. This holds

both in terms of their size measured in per cer&DP, as well as in terms of their absolute
size.

Figure 7: Size of IMF loans (1993-2012)

30%
25% -
20% -
Q.
o
5 15% - Arg@ina 'I
&) 0
2 |
2 Hung.F‘anja

10% - , @y

. ' Pakitan:
5% - ' —

@c‘nesia ‘
0 .

R!ia .. ‘I Awgentina . Tuey
0% - . ] : .

1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

Source: IMF MONA database and IMF WEO (October 20Nbte: The diameter of the circles indicates the
absolute size of the loans in US dollars.

The large size and long duration of the loans to-@nea countries implies that IMF lending

activity has become increasingly focused on Euime the euro area in particular. Figure 8
shows the geographic distribution of outstandind-IMans. While in the decade before the
crisis, there was virtually no IMF lending to EUurtries, by end of 2012, the EU share of
outstanding IMF loans was more than 70 percent.tMbshese loans went to the euro area
(56 percent of total outstanding IMF loans).
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Figure 8: Weights of Europe, the EU and three Taogtogramme countries in total IMF
lending
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Source: IMF International Financial Statistics (fetry 2013) and Bruegel calculations. Note: Eurdpeludes
all EU27 countries plus Albania, Bosnia Herzegoyi@eoatia, Iceland, Kosovo, FYR Macedonia, Monteneg
Serbia and Turkey.

In summary, the three euro-area financial assistappogrammes have drawn very
substantially on the IMF's resources, even tholfk lending only contributed to about one
third of the overall programmes, as shown by Figure

How do the three euro-area programme countries acanp terms of their macro-economic
performance before and after the start of progras®r®iven the size and duration of the
programmes, one would expect an extraordinarilfradit macroeconomic situation. We first
study whether the programmes came at a period teda@xinary global financial stress. We
then show the development of debt, deficits, curaeaounts, GDP growth and the exchange
rate from five years prior to the programme to fyears after the start of the programme. For
the euro-area countries, this means including teary of forecasts for Greece and three years
of forecasts for Portugal and Ireland.

We first look at indicators of the global environmesuch as global growth and financial
stress in the year in which the programme staf@edtainly, the euro-area crisis was preceded
by a period of unique global financial stress. Wtienthree programmes started, global stress
as measured by the VIX (Chicago Board Options ExgaaVarket Volatility Index) and the
US sovereign-corporate bond spreads was stillquéatily high.
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Figure 9: Financial stress at the time of progransme
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Source: Datastream, IMF Mona database and Bruagmilations. Note: Average level of the stressdatlirs in
the year when the programme starts.

The euro crisis also happened at a time of a sogmf slowdown in global growth, though
global growth had recovered significantly by thgibeing of the programmes. However, it
would be going too far to ascribe a significanertd these factors because the level of risk
aversion was not much greater than in the otheogi®eunder consideration, and growth —
while being lower — may have been comparativelyliight before the great recession. We
therefore doubt that the external environment erplthe very significant size and duration
of the programmes.

Figure 10: Absolute and relative global real GDFogrth
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Sources: IMF WEO October 2012, IMF Mona databask Biruegel calculations. Note: the right hand panel
shows global real GDP growth in the year beforeaghygroval of each IMF programme relative to avergigéal
GDP growth in the previous 10 years.

Turning to the debt-to-GDP ratio, average debtlievwe the three programme countries was
significantly higher (115 percent) than the averdg€é programme country (61 percent). It
was also higher than that in our Latin America (&rcent) and Asian crisis (44 percent)
subsets. In Ireland, the debt-to-GDP ratio wasisugmtly below that in an average IMF
programme case five years ahead of the start gbribgramme. However, Irish indebtedness
increased very substantially in the five yearshim tun-up to the programme, leading to a debt
to GDP ratio above the average debt level of 6tqurin the year when the programme

29



started. Similarly, in Portugal, there has beeigaificant increase in the debt to GDP ratio

pre and post the programme start date.

Figure 11: Government debt-to-GDP ratios in IMF gramme countries
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Source: IMF WEO (October 2012), IMF Mona databas#® Bruegel calculations.

Corresponding to the substantial and increasingldgbls are very large fiscal deficits before

the programmes started. The average deficit in éh area one year ahead of the
programmes was almost 19 percent of GDP, a numhahws particularly high because of

the high Irish deficit related to its bank bail-eutWeymes (2012) estimates the impact of
banking assistance in Ireland in 2010 to be 20r2gme of GDP. But deficits were also much

higher in Portugal and Greece than in typical IMBggamme countries, and the levels are
clearly higher than the standard deviation acrossample.

Figure 12: General government net lending/borrowing
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The large deficits in euro-area programme countasslted in part from major private-sector
imbalances that were unwinding following the bungtiof the credit and housing market
bubbles. This was true in particular in Irelandt lbarge private sector imbalances that
subsequently had an impact on public financesetsied in Greece and Portugal.

The three euro-area countries also stand out mstesf their net international financial

liabilities. Greece, Ireland and Portugal has edkirfinancial liabilities of close to 100

percent of GDP at the onset of their programmed|, al®ve the 43 percent that was the
average in all countries in our sample at the sfattheir programmes.
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Figure 13: Net international investment position
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Source: Bruegel calculations based on updated @etided version of dataset constructed by Lanelditesi-
Ferretti (2007), and Eurostat.

High external financial liabilities were largelyrasult of persistently high current-account
deficits. Euro-area countries at the beginningh&f programmes had with current-account
deficits that were much more significant than iy ahthe other country groups examined. In
the three euro-area countries, the reduction imeatdaccount deficits started a couple of
years before the programme began and amountedieveourse of 10 years to a turnaround
of around 10 percentage points of GDP (Figure TArent-account deficits were much

smaller at the beginning of previous IMF programnidereover, there is no clear change in
the current account deficits in the 10 years ardtedrogramme.

Figure 14: Current account balance
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Euro-area programme countries also stand out mstesf economic growth. Their growth

rates dropped more significantly than in the La&merican and Asian cases, and remained
very subdued during most of the period under camaitbn.
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Figure 15: Deviation from GDP growth trend
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In terms of the performance of the exchange rae euro-area countries are again different
from the typical crises in Asia and Latin Ameriéagure 16 shows the dramatic depreciation
seen during the Asian and the Latin American crases the also very substantial decline in
the real effective exchange rate around the timéhefprogramme. In contrast, among the
euro-area countries, only Ireland saw a signifieathange rate adjustment in real effective
terms. Indeed, Irish prices and wages dropped drealig during the course of the
programme. By contrast, in Greece and Portugalptice adjustment is relatively slow.

Figure 16: Real effective exchange rates
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Source: Bruegel based on Darvas(2012). Note: Theéldodepreciation of the average REER of the Latin
American cases is mostly driven by the behaviouhefArgentinian peso. REER is based on CPI.

Unemployment in the euro area during the coursthefprogramme increased much more
dramatically than it did during earlier IMF programas, and exceeded very significantly
historical standard deviations of unemploymenteaases. In the three euro-area countries,
unemployment increased by more than 10 percentagg#spon average, with the greatest
increase in Greece.
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Figure 17: Unemployment rate relative to previo@sykar average
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Figure 18: Size of debt restructurings (1980-2012)
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Overall, the comparative data shows the dramaticaison in the euro-area programme
countries compared to the situation during previdlis programmes. The imbalances at the
start of the programme, in particular in terms ebil external debt, deficits and current
accounts, were much greater than those seen inmopgeeprogrammes. In addition, average
countries in earlier programmes saw significantreeptions in their real exchange rates,
while price adjustment in euro-area countries hasnbmoderate, except for Ireland.
Unemployment increased much more dramatically & ttiree euro-area countries than in
previous IMF programmes, and debt restructurinGrieece was the largest in history.

Our findings are largely consistent with those drigu et al (2012), who studied the
historical record of financial crises and multilaleresponses. They compare the 1980s debt
crises, the Tequila crisis, the Asian crisis, thus$tan crisis and the European crisis consisting
of the eight recent European programmes. One af fihdings is that emergency lending in
the last forty years has tended to increase, vaala restructuring has tended to become less
likely or has been delayed.
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5. Assessing the three euro-area programmes
5.1 Methodological issues

The evaluation of assistance programmes raises rabew of typical yet difficult
methodological issues:

1. Programmes are based on forecasts, and forecast are unavoidable and should not
be confused with programme failures. A programnre t@ example, fail to reach the
pre-set targets because of a less-favourable-tkected external environment, yet
can be simultaneously successful in that the maialsg— say, macroeconomic
balance, financial soundness and market accesge-bleen achieved;

2. The programme parameters — say, the terms of fingre the associated conditions —
are often subject to renegotiation. An assessnamiat take the initial parameters as
given and neglect their evolution over time. Iniéidd, this evolution can in part be
regarded as an endogenous response to early results

3. Not all policy decisions taken by a country redultim the assistance programme.
National governments might have taken importanicgeddjustment decisions before
the programme negotiations, and might continue ake tinitiatives after them.
Furthermore, the programme itself is only partha overall international framework
that affects policy decisions. Decisions by poligstitutions taken outside the context
of the programme can be of major importance fooutcome;

4. Programme success is contingent on implementagorabonal authorities. Failure to
implement does not necessarily imply that the mmogne was ill-designed, at least
from a strictly economic standpoint. It may meaowhver, that not enough attention
was given to domestic political-economy factors #mlneed to ensure national-level
ownership;

5. Programme outcomes cannot be assessed in isoladicause they are affected by
spillovers from other countries. These can arisemfreconomic interdependence
channels such as trade and capital flows, and émmagion channels arising from the
conclusions drawn by markets on the implicationsaf@ountry of decisions taken in,
or about, another counffy

All five of these issues are highly relevant fore tEU-IMF programmes in euro-area
countries. To start with, all three programmes weitgated at a time when the euro area was
expected to recover smoothly from the 2009 recassnitial developments were in line with,
or ahead of, expectations, but after mid-2011 theovery stalled, capital markets got
excessively nervous about the very survival ofébeo, and the growth trajectory turned out
to be significantly lower than forecast (Figure .1®jhen assessing the programme results, it
is therefore important to discount the impact dess favourable external environment, in
particular after 2012.

%4 See Forbes and Rigobon (2001, 2002) for a dismussi the distinction between interdependence and
contagion. They define contagion as a significaotéase in cross-market linkages after a shockéacountry.
A classic example of contagion was the rise in gmegrmarket spreads after the 1998 Russian defghib.rise
could only be explained by the fact that marketipigants had drawn general lessons from the treatrof the
Russian crisis by the G7 and the IMF.
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Figure 19: The changing euro-area growth forecast
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Second, the euro-area programmes have been sulgedonstant renegotiation and

redefinition, to a much greater extent than stamhdisli~ programmes, for which the template
is standardised and well-tested. The Greek progemior example, started with the

assumption that EU leaders had made up their mmdl r@jected the option of debt

restructuring for euro-area members. Only five rheriaiter, in October 2010 in Deauville, a
different stance was adopted, and after another manths, in July 2011, debt restructuring
was officially endorsed as an option for Greecet. te size of that restructuring was revised
again three months later, in October 2011. Simatasly, the interest rate on official

European lending was revised several times.

Third, major decisions were taken outside the fraork of the programmes. In the Irish case,
adjustment started before the negotiations withTitweka, and the programme did not alter
the policy course in a fundamental way. In all éhoases, decisions by EU institutions that
were not formally part of the programmes still lmgignificant bearing on their outcomes.
European Central Bank policy is the best examplehaf. neither the Securities Market
Programme (SMP) of spring 2010 and summer 2011, ther three-years Long-Term
Refinancing Operation (LTRO) of end 20l1l-early 20h#r the announcement of the
Outright Monetary Transactions (OMT) programme umser 2012 were part of the
programme design, yet they, in particular the LTR@ OMT, had significant effects on
bond markets.

Fourth, implementation by national authorities wasy uneven. In Greece, especially,
government support for the programme weakened ataaly stage, a series of political
upheavals affected the country’s willingness anifitglio implement agreed measures, and
negotiations with the Troika were regularly intgrted. The situation was different in Ireland
and Portugal.

Fifth, contagion between countries was particulgdyvasive in 2010-12 when the euro area
was in the process of setting the rules on thesbakicase-by-case decisions. Repeatedly,
decisions taken about the Greek debt problem affidabnd spreads in other countries. Rating
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agencies very explicitly linked assessments ofsthleency of the weak euro-area sovereigns
to the jurisprudence set in Gre&teDecisions taken on the treatment of Irish bargditors
also affected the funding conditions for bankstimeo countries. Caution should therefore be
exercised when assessing country programmes ooeeby

The issue, in a nutshell, is that we are facing sgomidentification problem. There is no
methodology that makes it possible to isolate gedgi the set of policy initiatives that
corresponds to an assistance programme and toatwatleir effects independently from
changes in other relevant variables affecting thieep outcome.

In what follows we make extensive use of the progre documents. For the euro-area
countries, the IMF and the European Commissionigsdl, at the start of each programme,
comprehensive documents presenting the Troika degnthe strategy deemed appropriate,
the list of policy measures subscribed to by the@egoment, and associated economic
forecasts. These documents were then updated quarjer on the occasion of the reviews
carried out by the Troika to take into accountrinéional and domestic economic and policy
developments. Together with actual data and othreicasts from other sources (in particular
the IMF and the European Commission), these doctsmprovide the basis for our
assessment.

However, for the reasons indicated above, compasidmetween programme forecasts and
outcomes provide only partial and biased indicabbisuccess. In analysing them we aimed to
determine:

+ What changed in the country’s economic policy andrfcing conditions when the
programme was agreed;

+ Whether the economic strategy outlined in theahjgfrogramme was consistent and
appropriate, given the information available at thme of its publication, and
whether the policy instruments that the stratedjgdeupon were sufficient to reach
the stated goals;

« If outcomes turned out to be less favourable thareeted, and if so, if this was due
to flaws in the strategy, to implementation faikrer to changes in the external
environment.

It should be emphasised that we are not, howevevigng a counterfactual analysis. This
would have implied assessing actual Troika prograsiagainst alternative programmes with
different priorities or modalities. This is a réahitation, but one that is difficult to overcome
in macroeconomic evaluations. In view of the paittic conditions of the euro area, there are
even fewer natural experiments we can refer to tfmanstandard IMF programm@s
Moreover, developing alternative programmes antinggghem with macro models is beyond
the scope of our report.

% A May 2011 assessment of the consequences ofek@edault by Moody's, the rating agency, concluthet
“a confirmation that the euro area was willing tetlone of its members default would inevitably edosestors
to reassess the limits of euro area support. Tiogther with the assumption that other weak eueaa
sovereigns might be more likely to choose to takdas steps to Greece — particularly if a Greelsticturing
were perceived as ‘orderly’ — could result in Irathand Portugal, and perhaps stronger countrieshsas
Spain and even ltaly and Belgium, finding marketess considerably more expensivB8burce: Moody's
Investors Service, 'Assessing the Effect of a Riate@reek Default'Special Commen24 May 2011.

% The issue of counterfactuals has also been raisessessments of the work of the IMF’s Independent
Evaluation Office. See Lissakers (2006).
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5.2 A very special context

To evaluate financial assistance programmes iretine area, it is necessary to start from the
special circumstances of a monetary union. In @rapt we saw that financial assistance
programmes in the euro area are larger and lorger that unemployment increased much
more significantly, than elsewhere. We also saw ithéhe euro area, programmes were only
used to support public finances, whereas largenbataf-payments assistance was given to
the private sector via the banking system’s actesthe ECB liquidity window. So two
questions need to be asked: why was the progranmeesg extraordinarily large, and why
was the programme duration so long? The answehdset questions can be found in the
specific situation in the euro area at the begigmihthe crisis in terms of institutional set-up,
degree of financial integration and size of imbaém

In the run-up to the crisis, financial markets relgd EMU as completely stable and
dismissed the possibility of a liquidity — let atoolvency — crisis. Sovereign risk premia
were largely absent and euro financial markets weghly integrated. While financial
globalisation meant that cross-border financialdhmgs relative to GDP increased by 149
percentage points in the US and 69 percentagespmintapan between 1999 and 2007, such
cross-border financial holdings increased by 35tewage points in euro-area countries. In
other words, monetary union led to a very high degof cross-border financial integration
(Figure 20§".

Figure 20: Cross-border assets and liabilities agaacentage of GDP
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The high degree of financial integration was almasanimously celebrated as a success of
monetary union, by policy makers, market participaand academics. Yet, as the crisis
unfolded, markets and policy makers realised tlaéntial market integration was too
advanced compared to policy integration and touth@erlying level of political, social and
institutional integration. It was also biased tossmrdebt instruments rather than risk-
absorbing equity instruments. The appropriate stftecture to regulate and supervise, let

" See European Commission (2012) and Lane (2012).
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alone resolve, cross-border financial institutiovss largely absefft The banking system
was also deeply exposed to government debt anchélgative feed-back loop led to a
significant deterioration of financial conditiorig. short, the euro-area financial and banking
system was extraordinarily fragile.

Second, the counterpart of large downhill capitalvé was a significant increase in the
indebtedness of the corporate, household and gaosarinsectors. The combination of high
debt levels and real exchange rate misalignmers te the contradiction that countries
would simultaneously need higher and lower inflatibigher inflation in order to reduce
debt-to-income ratios and lower inflation in orderestore competitiveness.

Third, in the absence of nominal exchange ratesaaljent in a monetary union, wages and
prices would need to be sufficiently flexible. Withe inflow of capital into peripheral
countries because of EMU, the three future progranuauntries witnessed significant
booms, low unemployment rates and wage increaggsfisantly exceeding productivity
developments, especially in the non-traded sedtbe. over-valued real exchange rate has
been difficult to correct in the programme courgyibecause of insufficient wage and price
flexibility — the exception being Ireland. Lowerflmtion rates, in turn, mean that the real
interest rate is too high compared to the cyckdaiation.

A fourth important aspect is the economic growthlamk in partner countries. Economic
growth in the euro area in 2012-13 has been extyemeak. The EU has not provided a
solution for the weak growth pattern resulting frexpensive financing conditions in some
major member states, the loss of confidence insingtainability of the euro, relatively
restrictive fiscal policies and, to some extentgmg enshrined structural weaknesses. This
combination had a deep impact on the design artbsaof the programmes.

The fragility of the euro-area financial systent i mark on the programmes in three main
ways:

* The imposition of losses — on bank creditors oregoment bond holders — was
considered highly dangerous for the stability af fystem. As a result, the size of the
programmes became larger and the cost imposedpay@rs was also significant;

» All euro-area countries had to be considered systémcause failure to succeed in
any of them could have had major consequence$¢aresilience of the euro area as a
whole. This was most apparent for Greece, wherdtbika hardly had the option of
walking out of difficult negotiation phases;

* Financial instability in some parts of the eurcaamgeant that other parts, including the
programme countries, would be affected by contagion

The absence of the nominal exchange rate instryna@nimportant tool for adjusting real
price misalignments in typical IMF programmes, il in the focus being put on a
combination of structural and fiscal policy to amhe adjustment. The hope was that structural
reforms would trigger significant aggregate produigt boosts that would help reduce the
unit labour cost gap, even in the presence of adegree of nominal wage flexibility. Fiscal
consolidation was also seen as a way to triggeeveagustment — in particular through public
sector wage restraint.

2t is currently in the process of being built @ppolicy agenda dubbed 'banking union'. At the tiheriting,
the banking union is not yet in existence.
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As for growth, in typical IMF programmes the foneigrowth environment can be taken as
given. In the euro-area context, the fragility lo¢ three programme countries, the contagion
effects on other peripheral countries and the divereomplete architecture of the euro area
resulted in significantly worse euro-area growtlarnthdesirable for the success of the
programmes.

These factors were present alongside the diffisiiliation at euro-area level and in the
individual countries. Every major political and eomic set-back in Greece meant renewed
calls by senior politicians in the north of Eurdpestop the programme and eject Greece from
the euro area. In turn, the political situationtle north of Europe had implications for the
other programmes as well. The design of the progresnitself was significantly shaped by
political motivations and decisions in the Eurogroiloreover, political uncertainty about
the willingness of national governments to progreshk further institutional reform to fix the
birth defects of the euro area continues to bejamohstacle.

In addition, procrastination by national and EU hawities in coming to terms with the
necessity of financial assistance probably resuitetdigger programmes than if financial
intervention had taken place before market accesslost, or even preventively. Support at
an earlier stage could have been associated wittinced market financing and therefore it
could have resulted in smaller official financingcgages. It could also have prevented the
rise in financing needs for the financial sector.

5.3 A horizontal overview

It is against this complex economic and politicabation that our evaluation has to be
undertaken. Certainly at the beginning of the Grpedgramme, nobody could foresee the
series of major policy choices that euro-area gotiakers would be confronted with (See
Annex 2: Timeline of events). We acknowledge tlmd has been a major difficulty for the
Troika, which makes our assessment of its perfoomgarticularly challenging.

Before getting into the details of the individuabgrammes, we provide some elements of

comparison between them. Table 3 documents theidsyable complexity in terms of
different financial contributors. It also shows #draordinary size of the Greek programme.
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Table 3: Overview of the Financial Assistance Pesgmes in Greece, Ireland and Portugal

Greece Ireland Portugal
1% programme 2" programme
Date May 2010 until March 2012 until December 2010 until | May 2011 until mid-
June 2013 end 2014 end 2013 2014
Size €110 bn €164.5 b’ €85 bn €78 bn
Nature IMF: SBA IMF: part of EFF IMF: EFF IMF: EFF
EA: Greek Loan | €28 bri° EA: EFSF EA: EFSF
Facility arrangement EU: EFSM EU: EFSM
EA: EFSF Bilateral
Ireland
Contributors | IMF (€30) IMF (€£19.8 bn) IMF (€£22.5 bn) IMF (€26 bn)
Pooled bilateral EFSF (€144.7 bn) | EFSF (€22.5 bn) EFSF (€26 bn)
from EA (€80 bn) EFSM (€22.5 bn) EFSM (€26 bn)
UK (€3.8 bn)
Sweden (€0.6 bn)
Denmark (€0.4 bn)
Ireland: Treasury and
National Pension
Reserve Fund (€17.5
bn)

Source: DG ECFIN. Note: The abbreviations stand S&A: Stand-By Arrangement; EFF: Extended Fund
Facility; EFSF: European Financial Stability FagiliEFSM: European Financial Stabilisation Mechanis

Table 4 compares forecasts for 2013 at the oufsegrogrammes with the latest available
forecasts for 2013. The table shows that programrogctions were way off in Greece, but
much less so in Ireland and Portugal. In all thoeeintries, however, the increase in
unemployment was underestimated. Moreover, in @dai in Greece and Ireland, the
contraction of domestic demand was significantlgenestimated. In terms of inflation, the
forecast changes were close to those realise@lenil and Portugal, but for Greece, expected
inflation was significantly lower than realisedlatfon rates. Finally, the improvement in the
current account was generally better than predicted

29 Euro-area member states and the IMF approved éitiaagal €130 billion for the term 2012-14; this sva
added to the undisbursed amounts (€34.5 billiothefirst programme (Greek Loan Facility). Hertbe, total
of the second programme amounts to €164.5 billion.

% The IMF approved a four-year arrangement undeEffe for Greece in March 2012. €19.8 billion ofthi
arrangement were contributed to the second Traikgramme for Greece. The other €8.2 billion will be
disbursed in the two years after the end of theékarprogramme (ie 2015 and 2016).
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Table 4: Economic indicators for 2013: projectiorss outcomes

Greece Ireland Portugal

s Programme| AMECO | Programme| AMECO | Programme| AMECO

ource

May-10 Feb-13 Feb-11 Feb-13 Jun-11 Feb-13
Projection* 2009-2013 cumulated 2010-2013 cumulated 2010-2013 cumulated
0,

Real GDP (% 35 -21.0 5.4 2.4 2.8 6.5
change)
Domestic demand
(% change in -11.8 -28.4 -3.4 -11.1 -10.5 -14.0
volume)
HICP (% change) 3.4 8.3 2.6 2.8 6.9 7.0
Projection 2013 2013 2013
General
government deficit -4.9 -4.6 -7.5 -7.3 -3 -4.9
(% of GDP)
Current external
balance (% of -5.6 -4.3 2.6 3.4 -3.9 -1.4
GDP)
Unemployment (%) 14.8 27 11.6 14.6 12.4 17.3
General 149.7 175.6 1205 122.2 108.6 123.9
government debt
Net IIP (negative) 106.0** 97.6 n.a. n.a 123.4** 106.1

Source: European Commission economic adjustmengrgmomes, European Commission forecasts as of
February 2013 retrieved from the AMECO databasdeNoData for 2009, respectively 2010 refer to erfid
year data. The date is the year before the progmsiarted. **Taken from IMF programme documents@ais
available in European Commission economic adjustipergramme.

So what can explain the better than predicted mpore performance? We look at the
development of total exports and compare them ®lif27 export developments and world
export developments. While Ireland and Portuguaperes have broadly performed similarly
to EU exports overall, the Greek export performamae been worse (Figure 21).

Figure 21: Total exports (goods and services) atent prices.
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Source: WTO Statistics database.
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When we look in more detail at what the programmglly forecast for 2013, and compare
that with the outcome according to the Februaryopean Commission estimate, two results
stand out. First, export growth plays a significeste in the change of the current account in
Ireland, and to some extent in Portugal and Gresaing the programme period (Figure 22).
In Portugal and Greece, exports disappointed comdpéw what the programme initially
predicted, while in Ireland, the export performantached the forecast very closely. Second,
the better than expected outcome in terms of tlieecuaccount is to a significant extent
determined by the greater than expected decli@réek and Portuguese imports. In Ireland,
by contrast, imports increased during the progranpeeiod contrary to the forecast
contraction. Consistent with the erroneous prapectiof demand developments, the
programmes did not project a significant contractb Greek or Portuguese imports.

Figure 22: Change in the current account during gnegramme years (as % of 2013 GDP)

Change in current account during the programme years
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Source: AMECO winter forecast 2013, European Comsimisprogramme documents. Note: The durations of
the programme are from the beginning of the prognarantil the most recent available data: 2010 tt30r
Greece and Ireland, and 2011 to 2013 for Portdde.projected data is taken from the European Casion's
original Economic Adjustment Programmes.

Current-account performance is of course relatetheéodevelopment of relative prices and
costs. Figure 23 shows the very strong pre-crisigergence relative to euro-area trading
partners and the adjustment since the beginnitigeotrisis. Unit labour costs adjusted first in
Ireland and later in Greece and Portugal, whiledbeelopments of the GDP deflator have
been more muted. As discussed by Wolff (2012), peed prices thus seem to move more

sluggishly than costs. The consequence has beamgardthan-planned reduction in real
wages.

In the individual country sections, we discuss 8pecific price adjustments. Yet, the

horizontal view already indicates that lagging er&djustment may have been one of the
reasons for the relatively slow pick-up in growth.
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Figure 23: Real effective exchange rates, basedronlabour costs (left panel), and GDP

deflators (right panel), performance relative teethest of the former EU15: double export
weights
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The programmes started at a time when risk premiha sovereign bond market were rising
fast. Figure 24 shows that after the start of tleggamme, the credit default swap (CDS) risk
premia typically continued to rise until turningdaon. The turning points came at different
times. In Ireland, risk started to decline in tiensner of 2011, while in Portugal, risk peaked
in the spring of 2012. In Greece, the positive cffef the debt restructuring on vyields is
clearly visible. This could suggest that decliniigk premia were not only the result of action

at the European level but also reflect a reassedsofethe economic situation of each
country.

Figure 24: 5-year credit default swaps and 10-ykanchmark bond yields
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5.3.1 Greece

The Greek programme is by far the least succesdfithe three under review. Since its
inception in May 2010, it has been held back byneaaic disappointment, financial about-
faces and political upheavals. The implementatidhagreed measures has repeatedly
disappointed the Troika. Economic performance heenldismal and social hardship much
more devastating than expected. The restructurdngieate claims on the Greek sovereign
was repeatedly rejected as an option, only to bbednced in February 2012, yet it did not
take long for the IMF to argue that there was adrteego further and contemplate also the
restructuring of official assistance loans. In g@2012, the IMF and the euro area were forced
to add €130 billion to the initial €110 billion gramme, and to extend its duration far
beyond the initial three-year horizon. Politicalilge adjustment has proved domestically very
controversial: after three general elections iee¢hyears, formerly dominant parties have seen
their approval ratings dwindle and have been fointma fragile coalition.

Yet the adjustment programme continues, marketausmness has diminished since summer
2012 and Greece is still part of the euro arethilrespect the programme has achieved what
was perhaps its main aim.

It is important to find out what explains this coree. In the next section, we first provide a
guantitative account of economic developments siheeMay 2010 start of the programme.
We then examine possible explanations for thismuts and offer a few conclusions.

5.3.2 Anatomy of a setback

Greece entered into a stand-by agreement in Ma@.2l}ie start of the programme was the
provisional conclusion of a sequence that startétl the disclosure of budgetary deficit
figures far in excess of what had been communictieitie EU in the previous years. The
country suffered at the same time from massivalfigobalances, excessive private credit and
a severe deterioration in competitiveness. It waschmless open than other European
economies of similar size, its traded-goods sewtas underdeveloped, rent-seeking was
pervasive, the state machinery was largely inaffecnd tax evasion was common. By any
possible standard, ensuring adjustment within naygatnion was bound to be a challenge of
exceptional magnitude.

The Troika and the Greek government designed argmome focused on fiscal rebalancing
and competitiveness. Front-loaded fiscal adjustmexd considered indispensable to restore
confidence in public finances and bring about #lgatancing between domestic and external
demand. A structural reform package was devisel thi¢ aim of restoring competitiveness
in the medium term. It was expected that:

* Growth would resume in 2012;

* Unemployment would peak at 14.8 percent in 2012;

* No debt restructuring would be needed,;

* The debt ratio would peak in 2013 at 149 percei@bP;
e Government would recover full market access in 2013

These hopes were unambiguously dashed by eventse Fears on, the programme is off-
track by a wide margin (Table 5).
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Table 5: Greece in 2013: expectations versus rngalit

Initial January Performance |
programme 2013 relative to
(May 2010) forecast expectations*
Real GDP (2009=100) 96.5 79.6
Nominal GDP (base estimate for 2009=100) 99.2 77.8
Real domestic demand (2009=100) 89.7 72.5
Gross fixed capital formation (2009=100) 82.6 56.6
Unemployment rate (per cent) 14.3 26.6
Government deficit (per cent of GDP) -4.8 -4.5
Government gross debt (per cent of GDP) 149 178.5
Exports of goods and services (billions of euro 60.6 50.6
Imports of goods and services (billions of euros 57.5 51.2
Current-account balance (per cent of GDP) -4.0 -1.2

Source: IMF programme documents. Note: * red: wdhse expected; yellow: as expected; green: béiser
expected.

It is not unusual for IMF programmes to disappamtcomparison to initial forecasts, but

orders of magnitude are usually much smaller. Om blasis of an assessment of 159
programmes, the IMF Independent Evaluation Offaenf] that growth disappointed in about
60 percent of programmes, and that the averagaubshwrtfall over a two-year period was

1.5 percent and -6.4 percent in cases of capi@buat crises (IEO, 2003, Table 5.3). An

output shortfall as large as Greece's could onlipbed in one percent of the programmes.

The differences between performance indicators adse remarkable. Greece under the
programme experienced a true collapse in domestimadd and especially of fixed

investment. In January 2013, unemployment in 203 wxpected to be more than 12
percentage points higher than foreseen at the toofs¢he initial programme. But the

government deficit was expected to be 2 percentagets higher only and the current
account was expected to be closer to balance.

To monitor these developments in more detail, vak lat key indicators and their expected
evolution at roughly one-year intervals in theiaiMay 2010 programme, the March 2011
third review, the March 2012 request for an extenagreement and the January 2013 second
review of the extended arrangement. Unless otherimidicated, all data is taken from IMF
documents.

Growth and employment

As Figure 25 shows, the programme was still rougimytrack at the time of the March 2011
third review. However, there was a sharp deterionabetween spring 2011 and spring 2012,
and a further deterioration between spring 2012sgmishg 2013. Instead of a slowdown in the
pace of contraction followed by a stabilisation,expected in March 2011, the decline in
domestic demand accelerated sharply in 2011 andinceda in 2012. In 2011 fixed
investment declined by close to 20 percent. Thipse was not offset by foreign trade. On
the contrary, exports performed worse than intiathped.
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Figure 25: Projections of real GDP and domestic deh
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Source: IMF programme documents.

The same pattern can be seen for unemploymentoddtin a significant deterioration was
thought likely in the initial programme, the uneyphent rate was expected to peak in 2011.
In fact the deterioration went much further. Thejgcted increase in the unemployment rate
between 2009 and 2013 is expected to be 17.2 gagepoints in the January 2013 review,
against 4.9 in the programme — more than threestimare (Figure 26).

Figure 26: Projections of the unemployment rate
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Source: IMF programme documents.
Wages, prices and the real exchange rate

The initial programme foresaw a moderation of idia in 2010 and a small decrease in
consumer prices in 2011, followed by a gradual eogence towards a one percent inflation
rate (Figure 27). This scenario was compatible wiiow improvement in the real exchange
rate vis-a-vis the rest of the euro area. Competitess gains were, however, expected to take
place, as a consequence of productivity-enhan@fayms affecting the traded-goods sector
and the economy as a whole.

In reality consumer price index (CPI) inflation reased in 2010, partly as a consequence of
the rise in the VAT rate, and started to decline20l2 only. By this measure the real
exchange rate vis-a-vis the euro area is not eggdotpost a material improvement by 2013.
The GDP deflator-based real exchange rate suggeptevement already in 2012, albeit a
modest one.
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Figure 27: Projections of CPI inflation and the techange rate
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is taken from the closest vintages of the IMF'ssbirualWorld Economic Outlook

It is only for wage-based competitiveness indicgateuch as unit labour costs that the
improvement is noticeable. Thanks mostly to dowmnwaage adjustment, ULCs started to
decline already in 2010 and the trend accelerdatedgly in 2011-12.
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Public finances

Notwithstanding the February 2012 restructuring, diebt ratio in 2013 is expected to be still
significantly above the initial target. As a propon of GDP, the government balance is
expected to be 1.9 percentage points worse thasaged in the first programme (Figure 28).
This gap, however, can be entirely ascribed tofalsethat the actual 2009 deficit was itself
notably worse than assessed at the time of thechaoh the first programme. In terms of

change, the 2009-13 evolution as foreseen in JarGk3 is the same: almost 9 percent of
GDP.

Figure 28: Projections of the general governmenhae and primary balance
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Source: IMF programme documents.

This is an extraordinary result in view of the ghdeterioration of the output forecast. It can
be first explained by a large drop in the intepestments (€8.4 billion or 5.2 percent of GDP
in 2013 according to the January 2013 forecasteausof €18.9 billion as initially foreseen),
which itself resulted from improvements to the terofi lending by the EFSF/ESM, and from
the rescheduling agreement of February 2012. Sedbed improvement in the primary
balance has remained almost as strong as inigalysaged (€24.7 billion between 2009 and
2013, instead of the initially expected €27.8 billl. As the economy shrank, Greece
increased its efforts to meet the deficit targeis largely succeeded.

Its performance is clearly less brilliant in ternfghe public debt ratio, largely because initial
conditions and the shrinking of the denominator ima@ecally affected the result. In spite of
higher inflation, nominal GDP significantly fallhaert of the rebound expected in the first
programme. In the initial programme it was expedtethave returned by 2013 to the then-
estimated 2009 level. In the January 2013 forecdisisas expected to be more than 20
percent lower (Figure 30).

Against this background, the Troika pushed for amregful privatisation plan. In the first
Troika programme privatisation receipts were exp@db be nearly negligible: €3 billion
during the 2010-13 period, roughly 0.3 per centGidP per year, a target the IMF staff
considereddisappointing”. As public debt concerns worsened, the Troikaterencreasing
pressure on the government to be more ambitiopgcesdly as public-sector assets — not all
of which were marketable — were assessed to benwmarly €200 billion (85 percent of
GDP)™. It was hoped that in 2012-13, privatisation cowalide about one percent of GDP per

31 See Table 18 in the IMF’s Second Review, Decer2ban.
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year. In addition, divestiture of state assets wapected to contribute to economic
performance.

Enthusiasm for privatisation was however dashediti¢adly, the Troika was accused of
pushing for the dismantling of state property. Ewnuorcally, weak equity market conditions
undermined potential revenues. In December 2014, Tiiwika recognised that results had
disappointed but nevertheless set as a goal thatigation proceeds should reach €11 billion
by end-2012, €20 billion by end-2013 and €35 hillioy end-201%. This was still quite
ambitious. However the envisaged programme wagaied out in 2012, partly because of
the two elections the country went through in tinst sSemester. In early 2013, privatisation
receipts for 2012 were assessed as negligible.

Figure 29: Greek privatisation plans
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In retrospect, the Troika repeatedly proved to be optimistic about the ability and

willingness of the government and the privatisatiagency to prepare and execute
privatisation plans.

Figure 30: Projections of the gross government dabb and nominal GDP
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Table 6 details the contributions of various fastr the changes in the deficit and debt ratios
between the 2010 commencement of the programme taadJanuary 2013 review.
Concerning the deficit, the very large revenue salbrresulting from adverse growth

32 See Annex Table 1 in the December 2011 Review
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developments was largely offset by an additionsddi effort estimated to be of the order of
magnitude of 7 percentage points of GDP over faary, or almost two percentage points per
year. This considerable consolidation came on fahe@ major effort already pencilled in in
the first programme. Concerning the debt rationi§icantly worse initial conditions and the
mechanical effects of a lower nominal GDP weretti@ main factors accounting for the gap
between the initial and the final debt ratios. Regtiring contributed to reducing the 2013
debt ratio by 25 percentage points, but this wagheoe near enough to offset the two adverse
factors.

Table 6: Greece - breakdown of the gap between 2049 and Jan 2013 fiscal targets for
2013

(All variables expressed as % of GDP)

Primary Overall Gross debt
balance balance
2013 target as set in the May 2010 SB 3.1 -4.8 149.0
programme
- Worse 20009 initial conditions -1.8 -2.0 14.3
- Revenue shortfall due to adverse GDP -9.0 -9.0
developments
- Effect of lower nominal GDP -1.0 38.4
- Interest rate on public debt 4.5
- Larger than expected overall deficits 1.7
- Fiscal consolidation effort (residual) 7.7 7.8
- Debt accumulation residual 1.7
- Debt restructuring -26.6
2013 result as forecast in the January 2013 revie 0.0 -4.5 178.5

Source: Bruegel calculations, IMF programme documeétote: See methodology in Appendix 2.
External account

The external balance is the one indicator for whiwére have been positive developments
during the last three years: the current-accoufititibas shrunk faster than initially expected
and it is expected to nearly vanish in 2013. Tiegatiopment is not due to an improvement in
the trade balance, however: in 2013 Greece is ¢xg@do post a small (-0.3 percent of GDP)
trade deficit instead of a 1.3 percent of GDP sugpExports that were supposed to grow at
about 6 percent annually in volume terms stagnate?l011-12 and are only expected to
rebound modestly in 2013. Imports have contractcerely, in line with the collapse of
domestic demand. So the Greek economy does ndtieahy sort of competitiveness revival.
In comparison to the assumptions of the first progne, the improvement in the current
account stems exclusively from lower interest payisie- because of the restructuring and
higher unilateral transfers.

% The deviations from the initially projected ovétadlance in 2010 and 2011 were partially competshy the
smaller than expected overall deficits in 2012 2083 as consequence of the debt restructuring.
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Figure 31: Projections of the current-account baterand the trade balance
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Source: IMF programme documents.
5.3.3 Reasonsfor setbacks

The Greek programme may still achieve its ultimgdal of keeping Greece in the euro area
and of making it able to recover and grow. But Ikié& and the ESM have had to commit
many more resources and for a much longer periad fthitially envisaged, and results
remain deeply disappointing, and the ultimate ouEancertain.

It was not immediately obvious that things wouldntwut this way. As indicated already,
macroeconomic evolution in 2010 was roughly in hvith programme forecasts and the first
evaluations by IMF services were positive: thetfiraview in July 2010 spoke of an
“impressive start”, the second, in December 20H53essed the programme as “broadly on
track”. But the situation took a turn for the worsge 2011. Against the background of
heightened market concern, domestic demand and @DWRth underperformed markedly,
investment collapsed and exports stagnated. Thgrarone went off-track and the
unsustainability of Greece's debt became obvious.

In the following sections, we examine a numberadgible explanations for this failure:

* The external environment was more adverse thanceeqhe

e Euro-area policies were inconsistent;

* Implementation by the Greek authorities was inadégjor insufficient;
* Debt restructuring should have been front-loaded;

« Fiscal austerity has been excessive;

 Not enough weight was given to the structural mfoand competitiveness
objectives.

Adverse external environment

As shown in Figure 3, Greece, until summer 201heb#ted from a rather benign external
environment. Growth in the euro area remained pesibroadly in line with forecasts made
in May 2010. The environment during the first féte months of the programme was thus
significantly better than later, when the Irish d@aftuguese programmes were in their early
stages.
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European policy indecision

The Greek programme undoubtedly suffered from #mtant European policy stance. The
start of the programme was delayed by lingeringettamty about the principle, procedures
and terms of assistance. After Greece revealedddciober 2009 the extent of its budgetary
misreporting, it took eight months to agree on amisgance programme. By the time the
programme started, market access had been losttefhmes of European assistance were
revised several times. The announcement in DeauwillOctober 2010 that debt securities
would include collective action clauses from 20X8vards sent confusing signals about the
stance towards restructuring. Debt restructuring #re desirable extent of private-sector
involvement were the subjects of numerous discassiand less than four months after the
heads of state and government agreed on a schejngyi@011, it was replaced by another —
deeper — scheme in October 2011. Even the degiyabil adjustment within the euro area

was a matter for open discussion, which contributedmarket doubts about Greece’s
membership of the euro. These vacillations createdtmosphere of uncertainty about the
context in which the programme was being executed #&s chance of success. The
uncertainty impacted bond rates significantly aexkrberated in the domestic policy debate.

External factors, however, are certainly not théy aeason why the programme went off
track. Errors in its design and calibration andeade domestic developments also played
major roles.

Inadequate and insufficient programme implementatio

Troika members are adamant that the major cauieedetback was lack of implementation
on the Greek side. More precisely, they claim thatcommitment of the Greek authorities
started to waver towards the end of 2010, andestafi late spring 2011. Quarterly reviews
and press releases published by the Troika orMtteihdeed confirm that from this period

until autumn 2012, the Troika repeatedly expresisshtisfaction with the implementation of
the programme, especially about structural reforable 6).
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Table 7: Greece - Troika and IMF statements on pgogne implementation, 2011-12

Date Document Statement |
11-12/2/2011 Troika statement The underlying fiscal and broader reforms necessary
deliver the program’s medium-term objectives armdpe
put in place [..]JGreece’s economic programme remains

on track.

3/6/2011 Troika statement Reinvigoration of fiscal and broader structurabretis is
necessary to further reduce the deficit and achtbeq
critical mass of reforms needed.

8/7/2011 Statement by the MD of the IMF The program is delivering important results: thecil
deficit is being reduced, the economy is rebalagpcamd
competitiveness is gradually improving. Howeverthwi
many important structural reforms still to be
implemented, significant policy challenges remain.

11/10/2011 Troika statement The reform momentum has not gained the criticalspas
necessary to begin transforming the investmentatbr
[..] It is essential that the authorities put meraphasis
on structural reforms in the public sector and [the
economy more broadly.

5/12/2011 Statement by the MD of the IMF The program is in a difficult phase, with structufa
reforms proceeding slowly, the economy weak, are|th
external environment deteriorating.

9/3/2012 Statement by the MD of the IMF Restoring competitiveness and a sustainable fiscal
position will require Greece to undertake sustained
deep structural reforms over a prolonged period.

5/8/2012 Troika statement Staff teams [..] concluded a visit to discuss vtita new
authorities the economic policies needed to regtore
growth and competitiveness, secure a sustainabbalfi
position, and underpin confidence in the finansigtem
in line with the objectives of the economic adjustrh
program.

17/10/2012 Troika statement The authorities and staff teams agreed on mosteodre
measures needed to restore the momentum of refodn a
pave the way for the completion of the revigw.
Discussions on remaining issues will continue.

-

Source: IMF Website.

Official press releases tended towards understatenk®r more than a year, at a crucial
juncture, implementation of agreed policies wasicigit and the Greek authorities, the
parliament and government bodies in charge of esfoent lacked ownership of the
objectives and priorities of the programme.

In hindsight, it is clear that lack of implementatiwas a major hindrance to policy reform.
The Troika overestimated the effectiveness of theets government machinery and its ability
to follow through on priorities and measures agreegrinciple by Greece's political leaders.
Without underestimating the responsibility on thee€k side, this suggests that the Troika
could have made more effort at an earlier stadgaitiol capacity and to tailor the programme
in such a way that its implementation could be estonce agreed.

True, technical assistance was provided, by both Thoika (for example to the tax

authorities) and, later, the European Commissibro(igh the Task Force on Greece). But it
proved insufficient.

53



Delayed debt restructuring

In retrospect, debt restructuring should have tgklexe at an earlier stage or should have
even been front-loaded — at least, judging fromGheek viewpoint. In the initial programme,
debt was expected to peak in 2012-2013 at 149 pecfeGDP, an already perilously high
figure, and the government was supposed to maifbaiseveral years a 6 percent of GDP
primary surplus, a performance in excess of whaeroOECD countries have been able to
achieve (Darvast al 2011). By the time of the third review, in MargB11, it was already
clear that revisions to the 2009 debt and deferels were making this scenario even more
unlikely, even though the programme seemed to bdramk from the growth and fiscal
adjustment standpoints: in spite of its greatereeiqtions for privatisation receipts, the IMF
expected the debt ratio to peak 10 percentagegbigher at 159 percent of GDP. As growth
began to disappoint markedly during 2011, publistdmsustainability became obvious.

Furthermore, there were two internal contradictiamsthe economic and public finance
strategy. First, to restore sustainability Greeeeded a nominal GDP growth rate that was
unrealistic for an uncompetitive economy in needredl exchange-rate depreciation. The
Troika correctly assessed in May 2010 that Greadéered from a debt sustainability
problem and a competitiveness problem, and it egéchits real over-valuation to be of the
order of 20-30 percent. There was an inherent aenbetween the two objectives of debt
sustainability and real depreciation, which wasogeised in the first programme, when it
noted thatpolicies to restore external price competitivenestich in a monetary union have
to rely on reductions in domestic costs and prieed, initially weigh on economic activity,
government revenue and debt dynamics”

The second contradiction — in fact an avoidablemsistency — was caused by European
leaders rather than the Troika negotiators: theegsige stringency of lending conditions.

European insistence that, in order to prevent mmaahrd, financial assistance could only be
provided at penalty rates, led credit to be prie¢dEuribor + 300 basis points (rising to

Euribor + 400 basis points after three ye¥rshs recognised later, this lending policy was
inconsistent with the aim of ensuring sustainahiind it helped fuel market expectations of
an eventual restructuring.

Restructuring was advocated early on by outsideerokss and market analysts. But
according to participants in the negotiations betwthe Troika and the Greek authorities, it
was not seriously considered as an option in thegR010 discussions, for several reasons:

« First, the fiscal situation seemed significantlytéethan it was: as indicated in Table
9, both the deficit and the debt ratio for 2009 evstill underestimated.

« Second, an early debt restructuring could havedeskk citizens to believe that they
could shift the burden onto non-residents at nd, aekich would have discouraged
domestic consolidation efforts.

- Third, an early restructuring could have had neaide spillover effects on the rest of
the euro area. Banks were vulnerable to the Greedrsign risk both directly, as they
were holding more than €50 billion in Greek goveeminsecurities, and indirectly,
through their exposure to the Greek banking system.

¥ In the words of the euro-area lead8&tse objective of [the financial assistance] mectsam will not be to
provide financing at average euro area interesegtbut to set incentives to return to market foiag as soon
as possible by risk adequate pricin(gtatement on assistance to Greece, 25 March 2010)
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« Fourth, debt restructuring would have set a preusedar other heavily indebted
sovereigns.

For these reasons the ECB and several euro-areamgognts were adamant that restructuring
had to be avoided. Reportedly, none of the keygrgdvocated it strongly.

For the IMF, the decision not to advocate restniletuwas difficult. As already discussed ,
the Greek programme involved exceptionally largent from the IMF, far in excess of
standard access limits. IMF rules state that lemdinexcess of the limits is only possible if
“a rigorous and systematic analysis indicates thhere is a high probability that the
member’s public debt is sustainable in the medieirm't. This would have excluded Greece,
for which the IMF appraisal was thain balance, staff considers debt to be sustainaiier
the medium term, but the significant uncertaintesund this make it difficult to state
categorically that this is the case with a high lpability” *°. In a clear if implicit reference to
Greece, the solution was to amend the rules tooasththe IMF to lend in excess of limits

when“there is a high risk of international systemic piers”®.

By the end of 2010, however, it was increasingfffiailt to avoid the conclusion that a
restructuring was unavoidable. Spreads on 10-yeaergment bonds vis-a-vis Germany had
remained close to or above 800 basis points fomsixths, and projections indicated that
return to a safe debt ratio required implausiblyhhprimary surpluses for an extended period
(Darvaset al, 2011). The IMF’s third review of the programmentiened“large risks” to
sustainability,“including from growing contingent banking sectdabilities”*”. By the time

of the fifth review in July 2011, the IMF was adatiag “deep private-sector involvement”
(PSI) over and above that agreed on 21 July. Brgesgent on the principle of such a deep
PSI had to wait until October 2011, and negotiaiamre only completed in February 2012.
The delay had a high cost as more holders of govenh debt were reimbursed on par in the
meantime, implying deeper net present value cutshi® remaining holders and limiting the
impact on debt sustainability of the restructurifgirthermore, uncertainty over the debt
settlement clouded the policy agenda during 2011.

Excessive austerity

The fiscal stance is difficult to measure but thF] the European Commission and the
OECD concur: between 2009 and 2013 Greece impledart exceptionally vigorous fiscal
consolidation package (Table 8). On average, refwment amounted to more than four
percentage points of GDP per year. It was sigmtigamore in 2010 as the programme called
for a front-loaded adjustment.

% Greece: Staff Report on Request for Stand-By Ayeament, May 2010, p. 20.

3% Amendment of 9 May 2010 on access policy and $inSeeSelected Decisions and Selected Documents of the
IMF, Thirty-Sixth Issue, 31 December 2011.

3" Third review under the SBA, March 2011, p. 9.
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Table 8: General government structural balancegéae, 2009-13

2009 | 2010 | 2011 | 2012(e) | 2013(f) | Change

Initial programme -10.0 -2.4 0.8 2.8 4.6 14.6
(IMF)

Current estimates
IMF -18.6 -12.1 -8.3 -4.5 -1.3 17.3
European -14.8 -8.1 -4.7 -0.5 1.8 16.6
Commission
OECD -16.5 -9.3 -4.9 0.0 2.5 19.0

Source: IMF WEO database, October 2012; Europeann@ission AMECO database, March 2013; OECD
Economic Outlook database, December 2012.

Table 8 indicates that retrenchment went signitiyabeyond what was envisioned in the
first, already very ambitious, adjustment plannethe first programme. The rationale for the
initial strategy was that Greece needed a masBimet-loaded adjustment to put public debt
on a sustainable path, stem excessive domesticrikrat the external deficit and restore
confidence. Furthermore, as Greece had lost makeess, a slower pace of budgetary
adjustment would have mechanically implied morec@f lending, for which there was no
willingness among European leaders. The recessiompact of these measures was
recognised but it was hoped that in the short hay twould be partially offset by a strong
export performance and that domestic demand waatftite recover in 2012.

It is difficult to assess whether the programme twafitrack because the macroeconomic
impact of the fiscal adjustment exceeded what heehlpencilled in, or for other reasons.

Greece in 2010 was already in recession and it evedently hazardous to impose a 10

percent of GDP shock to a leveraged and uncometirivate economy. Private demand

could hardly replace public demand in a contextimch banks, having been rendered fragile
by their exposure to the sovereign and by thegigioportion of non-performing loans, were

in the process of tightening access to credit.feurtlevelopments increased the severity of
the banking problem, leading to additional credjhtening and adverse consequences for
domestic demand.

It is sometimes argued that the deterioration ef ¢lsonomic situation did not arise from
austerity but from a confidence shock resultingrfrthe confusing statements made by
European policymakers at and after the Franco-Germ®wauville meeting. The increase in
bond spreads and the rise in credit default swagstlze resulting worsening of the banking
sector situation were factors in the programmelsréato reach its objectives.

Monthly indicators give mixed messages (Figure 84} true that some indicators at the end
of 2010 suggested a further deterioration of theasibn after a period during which
stabilisation at a low level had been observedhAtsame time, the programme itself resulted
in clear compression of domestic demand when nitextan mid-2010.
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Figure 32: Selected monthly indicators, Greece, 200
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Competitiveness and structural reforms

According to the Memorandum of Economic and Finalnéolicies annexed to the May 2010
request for a stand-by arrangemétite main objectives of the programme [were] to remt
fiscal and external imbalances and to restore amrice”. The programme indeed started
from the recognition that Greece suffered from ddatary problem and a competitiveness
problem. It also acknowledged that to correct fisgal external imbalances at the same time
was“challenging” and required anajor reorientation of the economy”

Addressing the first problem required nominal GBDRytow and to contribute to alleviating
the debt burden. Addressing the second in the idlation context of the euro area and
closing the competitiveness gap by the end of tlogramme required the GDP deflator to
drop or at least to remain roughly constant, whagmginst the background of a real domestic
demand adjustment, mechanically implied a significavorsening of the sustainability
conditions.

To reach these twin objectives, the strategy wasmtike the fiscal adjustmerithe
cornerstone of the programmeto use income and social security policieshottress the
fiscal adjustment effort and restoration of comipetness” and to introduce structural
reforms to“boost the economy’s capacity to produce, save exygbrt”, while maintaining
financial stability. The intended assignment wasrefore to rely on a major, front-loaded
fiscal adjustment effort to strengthen public finas, and to rely on a combination of public-
sector instruments (such as wage reductions) andt@tsector reforms (such as the reform of
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the wage bargaining system) to set in motion a latibur cost reduction and disinflation
process.

From the outset there was an unmistakable asymnmetine programme: while the correction
of fiscal imbalances relied on a clearly definetddedudgetary instruments, the effectiveness
of structural reforms in delivering the intendedngetitiveness gain was bound to be much
more elusive. In particular, the programme did @by on a fiscal devaluation strategy (for
which it was probably estimated that the countokéal fiscal space). Initially, there was also
to be a discussion on making the abandonment ofotiréeenth month of salafya part of
the programme conditionality, but this option wagected. As a consequence, the GDP
deflator was expected to experience a small deatin2011 (-0.5 percent) and to grow at
about one percent per year thereafter. This wadfia®nt to restore price competitiveness
and led to reliance on optimistic assumptions alibat ability of the tradable sector to
engineer an export rebound.

Almost two years later, in March 2012, the memotendattached to the request for an
extended arrangement under the EFF included anhigaous recognition of failure on the
competitiveness front. It spoke td good deal of primary fiscal adjustmentiut only of
“some improvements in unit labour costiat left a competitiveness gap of 15-20 percent
and highlighted the tension between these objextiv@oted thatthe economy’s tendency to
correct the competitiveness gap through wage andepreductions, and thus a deep
recession, works directly against efforts to imgralre fiscal position and financial stability.
And efforts to improve the fiscal position, with@tompetitiveness boost, generate large
negative multiplier effects (with no interest rated exchange rate channels to offer offsets).”

Recognising thatuneven progress towards restoring competitiveripsinted] to a need to
recalibrate the programme strategythe IMF concluded th&a shift in the structural reform
strategy to directly prioritise internal devaluatid. The Commission was equally explicit,
indicating that“in the second programme, the implementation of gfiewth-enhancing
structural reform agenda [gained] prominence [.while the debt restructuring and higher
official financing [allowed] a slower fiscal adjusent and a more gradual privatisation
process™®.

Structural reforms and considerable slack in theua market eventually resulted in nominal

wage adjustment. According to the European Comonsghe unit labour costs-based real

effective exchange rate indicator relative to tbst 1of the euro area declined by 14 percent
between the first quarter of 2010 and the thirdrgmaf 2012. Troika-supported reforms have

furthermore encouraged decentralised wage agresnagnt there is evidence of a deeper
decline in firm-level wages. The problem is thatlitact taxes, administrative prices and

terms-of-trade factors, and the persistence ofsrenfprotected sectors have contributed to
keeping prices high.

3 |n the Request for Extended Arrangement (March220it is mentioned th&if competitiveness
improvements remain elusive by end-year, it wasedjto consider more direct interventions (in ttostext,

staff viewed a suspension of th'/I3™ monthly salaries as one way to deliver an upfredtuction in all

relative wages)."But this was not mentioned in the First and Sed®ediews under the Extended Arrangement
(January, 2013).

% See European Commission, “The Second Economicsémjent Programme for Greec@ccasional Paper

94, March 2012.
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A simple Phillips curve confirms these observati(figure 33). It is apparent that in spite of
the very high unemployment rate and the high degfesdack in the economy, disinflation
until 2011-12 remained slow. Furthermore, wagesstdd much more than prices, implying
higher-than desirable purchasing-power losses aflalvar-than-desirable improvement in
competitiveness.

Figure 33: Phillips curve for Greece (1990-2013)
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This re-examination led the Troika to push for aclnmore detailed structural reform agenda.
While the first programme merely indicated the keforms deemed necessary, the second
started from the observation that Greédees not have the capacityfor a strategy of
“rapid, full and effective implementation of refasin Consistent with this observation, the
Memorandum on Specific Economic Policy ConditiotyaflMSEPC) of March 2012 included
an extremely detailed list of actions to be undeata each associated with a strict timetable.
This list has continued to grow and the MSEPC afuday 2013 includes 26 pages of
conditions relative to structural reforms with bethyy relevance and 22 pages of conditions
relative to labour and product markets. While tbepe of reforms has admittedly remained
the same, the programme now specifies the minofiaghat has to be done in which sector
by what date.

This move was the logical consequence of the neeely on structural instruments as a
substitute for the lack of an adjustable nominaihexge rate, and of the Greek authorities’
inability to implement enacted reforms. It is ndletess in stark contrast with the IMF’s
stated philosophy of ‘parsimonious conditionalitgtjopted in the aftermath and on the basis
of the experience of the Asian crisis. Insteadtgasnlining conditions and focusing on the
“core area[s] of Fund responsibility”- financial stability, macroeconomic stabilisatiand
“closely related” structural measures, as advocated in the 2002lgued for conditionality,
the Troika has immersed itself more and more in #eetor-specific regulation of
microeconomic behaviour.
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5.3.4 Conclusions: Lessons from the Greek programme

Correcting the major disequilibria that had accuated in the Greek economy while keeping
the country in the monetary union was bound to lexceptionally difficult challenge: not
only because both the fiscal imbalance and the exethange rate misalignment were both
very large, but also because the economy was ralbeed and because the government
machinery was ineffective. Furthermore, politicalnership of reforms was partial at best. In
2010-11 there were significant voices within goveemt and the parliamentary majority that
did not support the agenda proposed by the Trdtkaally, the EU was undecided on its
stance towards Greece: the principle, timing, cihorss and modalities of assistance were all
matters for continuous and often inconclusive disan.

The Troika was not responsible for these extraamlynadverse conditions. It was perhaps
not even fully informed of the true extent of theoeomic, administrative and political
challenges — although the past misreporting of budgimbers was enough reason to be
cautious. The EU and the IMF learned from develapgs@n the ground and accordingly
adjusted the parameters of the programme.

Nevertheless, what was known should have been énmugrr on the side of caution and to
calibrate a programme that would have had a greadéability of success.

This did not prove possible. Political reluctanoeEurope to start debt restructuring, the fear
of potential moral hazard effects and the absericeffective mechanisms to contain its
possible financial fallout made this option unapipga The alternative, nearly-concessional
lending within the framework of a large and longtiag assistance programme, was not
politically palatable either. This conundrum lede thMF and the EU to bet on the
materialisation of optimistic tax revenue and ptisa@ion assumptions. Instead of formulating
a robust programme capable of withstanding advexsanomic, political and financial
developments, they did just the opposite. It issngorise that these optimistic assumptions
were not vindicated by events.

In spite of significant economic and political smtks, the programme was not derailed
completely. A few months after the technical goweent of Lucas Papademos completed the
PSI in early 2012, implementation stalemate enddtie aftermath of the June 2012 election.
The new government endorsed a consolidation amdmefgenda, which made it possible to
unlock financial assistance. Speculation aboutssipte Greek euro exit has abated, halting
(even reversing) deposit outflows and making itsgale for the government to concentrate on
the domestic agenda. However, the short-term ecanomiook remains grim.

Beyond macroeconomic achievements or the lack afigia@rness has gradually emerged as a
major issue, especially in connection with tax eatt As noted by the IMF, by early 2013,
“the mounting sense of social unfairness [was] undaing support for the programmé”
Although the programme could not be characteriseduafair from a public finance
standpoint, it did not correct pre-existing inedtigs and the high degree of tax evadfon
Furthermore, the substantial absolute impact it load the bottom deciles and the
distributional effects of a very high level of unglmyment added to the perception that there
was a disregard for fairness.

“0IMF, First and Second Reviews under the Extendedmyement, January 2013.
“1 See Avrarret al (2013) on the distributional effects of fiscal sofidation in Greece and other European
countries.
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5.4 1reland
5.4.1 Introduction

When on 21 November 2010 Ireland became the seeonolarea country to officially
request financial assistance, it had already beenorisis for more than two years. The
Economic Adjustment Programme for Ireland was fdlynagreed in December 2010. It
included a joint financing package of €85 billioor 2010-13 with contributions from the
EU/EFSM (€22.5 billion), euro-area member stateSEF(€17.7 billion), bilateral
contributions from the United Kingdom (€3.8 billiprEweden (€0.6 billion) and Denmark
(€0.4 billion) and funding from the IMF (€22.5 hdh). Moreover, there was an Irish
contribution of €17.5 billion through the Treasuwgsh buffer and National Pension Reserve
Fund investments.

The design of the Irish programme cannot be unoedstvithout being aware of pre-crisis
developments. When Ireland entered the monetagnuiits catching-up process was largely
over. The 'Celtic Tiger' was among the top groupEafopean countries according to a
number of indicators, and GDP per capita was ayredmbve the euro-area average. Ireland
then experienced a very large real estate boomKgpee 34) accompanied by a massive
credit expansion. The real estate boom resulted fiocombination of (1) overly optimistic
expectations, (2) lower interest rates, (3) capiflbws into the banking system, (4) tax
incentives for property speculation and home buyargl (5) poor regulation of banks. The
subsequent ECB rate cuts during the euro-area dowmt 2002-03 further added to the
boom. The domestic construction sector grew vegpiicantly. At the same time, Irish
households increased their direct property holdingghe hope of continuing capital gains.
Private sector balance sheets were inflated assegoience.

Figures 34 and 35 show the extraordinary expansioprivate credit in Ireland, which
according to Nyberg (2011) was quite concentratedspeculative property lending.
Meanwhile, public debt had fallen to a very lowdevHowever, public revenue was heavily
dependent on the real estate boom. Public expeaditages, salaries, benefits) dramatically
increased on the back of this artificial boost agenues. While the headline budget was in
balance, the underlying structural deficit was satigal (Regling and Watson 2010).

“2 Information taken from European Commission, Ecoisohajustment Programme for Ireland,
http://ec.europa.eu/economy_finance/assistance_sueland/index_en.htnpretrieved on 17/03/2013.

61



Figure 34: Ireland, UK, Germany - house price index
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Figure 35: Ireland — evolution of loans and grosgianal income
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When the real estate boom came to a halt at theoeB606, the economy entered a severe
downward spiral. The most immediate effect was tablout the banking system. Irish banks
had tapped international capital markets on a laggde. When the global interbank market
froze during the 2007-08 financial crisis, the Hribanking system started to experience
liquidity problems. To prevent a banking systemage, the Irish government at the end of
September 2008 issued an almost complete guarpratecting the creditors of all domestic
Irish bank&®. That guarantee protected all retail and corpataposits (to the extent that they
were not covered by existing deposit protectionesuds), interbank deposits, senior
unsecured debt, asset-covered securities and daibdrdinated debt. Only undated
subordinated debt was left out of the guarantee. Jurarantee was valid for two years and
was called the Credit Institutions Financial Supggcheme (CIFS). In December 2009, the
government introduced a second scheme called tiggblél Liabilities Guarantee Scheme

“3 http://www.irishstatutebook.ie/pdf/2008/en.act. 8@ 18.pdf
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(ELG) to allow credit institutions to issue debtssties and take deposits with a maturity
beyond September 2010, when the first scheme wasodexpire.

The decision to provide blanket guarantees to lcaaditors was taken at a moment when the
share prices of three major Irish banks had alrektyined dramatically (Figure 36). When
the decision was taken, the prevailing view was tledand was a solid country with sound
fundamentals that was subject to a liquidity rurguarantee from a sovereign with one of the
lowest debt levels in the EU was supposed to regtast and end the liquidity crisis. Right
after the introduction of the guarantee, Irish migsued significant amounts of senior bonds
and commercial paper. While the guarantee providetorary relief, it did not allow banks
to re-establish non-guaranteed market adéess

Figure 36: Share prices of three major Irish banks
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The government guarantee initially led to a revesfaapital flows and an inflow into Ireland
of additional capital from other EU countries. Hwege as the housing market continued to
decline, it became increasingly clear that the bankystem did not only have a liquidity
problem but also that there was a question mark its/eolvency. The government eventually
had to bail out its banking system during 2009 2640, leading to a budget deficit of more
than 30 percent in 2010, more than 20 percentagpspaf which was just for the banks. The
overall cost of the banking crisis according to \&xe and Valencia (2012) amounted to 40
percent of GDP. The Irish government deficit hackady significantly deteriorated, from
balance in 2007 to more than 7 percent in 2008,amdst 14 percent in 2009, in large part
due to the collapse of revenues that had fed effrising real estate market. In addition, by
the time the programme started, GDP had collapgeddund 17 percent in nominal terms.

When the government guarantee was approachingdtsneSeptember 2010, the six banks
had significant re-financing needs as nobody wadyéo provide longer-term funding. A full

41t can be debated, whether this initial guaramias the real mistake in the Irish crisis. FromEueopean
point of view, there were concerns that depogiht to Ireland would undermine stability elsewh&aen
later the value of the guarantee became more ddutité guarantee was seen by some as preventirgye
appropriate involvement of bank creditors. Yetpirthe Irish point of view, at the moment the demrisivas
taken, the problems were widely perceived as litpijgroblems and the Irish government debt was l@myso
that the risks associated with the decision seamiadr.
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vicious circle was in swing with significant capitatflows. Investors with funds in the banks
no longer trusted the state guarantee becaus®teergnent itself was under stress.

Figure 37: Irish government bond yields
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5.4.2 Thelrish programme

The Irish government had to ask for financial dasise in November 2010. The programme
consisted of €85 billion: €50 billion to providending for the government and €35 billion in
loans to the government earmarked for the bankiegtos. The Memorandum of
Understanding (MoU) of 8 December 2010 committed thsh government to policy
conditionality in three key areas: fiscal reforimaincial sector reform and structural reforms.

Many of the fiscal reform measures stipulated & phogramme were taken from the already
planned Irish National Recovery Pfanwhich were, of course, partly a result of distwss
between the Irish authorities and the Troika in tinee preceding months. The excessive
deficit procedure already foresaw reaching the &eque target in 2014. In the National
Recovery Plan, the government put significant emashan cutting expenditure overall while
maintaining expenditure that was important for cetitveness. The key element on the
fiscal side was a plan to bring down the largedisteficit to below 3 percent by 2015. This
fiscal adjustment was deemed a necessary response tlarge structural deficit that the
country was exposed to following the bursting oé throperty bubbf8. €21 billion of
adjustment had already been undertaken during 2@08The programme essentially
continued with the government's plan to adjustaligolicy during 2012-14, in line with the
national reform plans and with a bias towards egpare reductions. The adjustment was
required because government revenue from realeelséat collapsed from almost 20 percent
of total revenues (5 percent of GDP) to below 1ceet of GDP in 2010 (European
Commission, 2011). On the fiscal side, the Troikeswhus in a unique position of having a
government as a negotiating partner that had afréadgreat detail planned significant
reforms that were consistent with Troika demands.

“5 The national recovery plan was published on 24exuber 2010, i.e. at the beginning of the formal
negotiations with the Troika following the officiedquest for assistance of 21 November 2010. Tére gdn be
found herehttp://www.budget.gov.ie/The%20National%20Recove2gRlan%202011-2014.pdf

8 IMF (2011) estimated the structural deficit fol080to be more than 11% of potential GDP.
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The second key pillar was financial sector refomvhich focused on downsizing and
reorganisation of the banking sector while maintajrfinancial stability. The first step was a
significant capital injection into banks and a stam to NAMA, the National Asset
Management Agency, which was established in Decer@b@9 to absorb impaired bank
assets. The second element was a stress test dBGIAR to assess banks’ balance sheets.
The third element was a Prudential Liquidity Assesst Review” (PLAR), which had the
declared aim of achieving an ambitious deleveragimgj a much lower loan-to-deposit ratio.
Moreover, legislative changes to improve bank rgsmh regimes and other more structural
financial aspects were agreed. In terms of the d@irg, the plan foresaw a rapid
deleveraging towards lower loan-to-deposit ratiésr¢pean Commission, 2011). The speed
of deleveraging was later reduced. In terms ofrdmgganisation, the agreement foresaw the
establishment of a resolution plan for Anglo IrBank and INBS. Both banks had borrowed
very large amounts of liquidity under an ELA pragrae from the Central Bank of Ireland.
The Irish Bank Resolution Cooperation (IBRC) resdilfrom the resolution of the two banks.
The Irish government provided the IBRC with promoirgsnotes that would result in a
payment of the government to the IBRC that woulentillow the repayment of the ELA
liquidity*’. The plan also foresaw the imposition of lossestareholders and subordinated
debt, but exempted senior debt holders.

The third pillar of conditionality concerned a sttwral reform package to underpin growth.

Here, the MoU mentions an array of measures tha¢ wesigned in some detail, and that
essentially took up what the government had putrdowNational Reform Plans sent to the

EU previously. It would go beyond the scope of tiisdy to further assess these elements.
Certainly, the Irish economy was already one ofrtteest liberalised and flexible economies

in the EU before the crisis. The programme condglity may have further helped to make

Irish labour and product markets more efficient.

5.4.3 Assessment

Was the overall package appropriately designeddbasethe information available at the
time? To what degree was it implemented? Was iptadain response to economic or other
developments? What were the main shortfalls? Wt@iunts for them?

In terms of the broad structure, the programmees$ds all the key issues. The emphasis was
rightly put on financial and fiscal reform, bothwhich were in need of significant overhaul.
We turn first to the macroeconomic and fiscal anient and then to financial sector reform
and the role of the ECB.

5.4.3.1 Overall structure

Starting with the fiscal part, the adjustment wasdal on fairly realistic forecasts. The lIrish
government's original plan foresaw a slightly qeickscal adjustment with the deficit falling
below 3% in 201%. The Troika discussions thus led to a postponerérnhe 3 percent
deficit goal by one year already at the beginnifithe programme thereby giving somewhat
more breathing space.

" See for example Whelan, Ireland’s promissory ndess, Forbes 2/11/2013,
http://www.forbes.com/sites/karlwhelan/2013/02/d€lAnds-promissory-note-deal/
“*8 The national recovery plan, published 24 Noven®f4r0.
http://www.budget.gov.ie/The%20National%20Recove2dRlan%202011-2014.pdf
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Figure 38 shows that in contrast to Greece, theesstve revisions for Ireland of GDP, debt
and deficit forecasts were modest. The return3garcent deficit was originally foreseen for
2015. The promissory note announcement in Febri20%3® improves the general
government deficit by 0.6 percent of GDP in 2014 2015 (Irish Fiscal Advisory Council,
2013¥° The Irish Fiscal Advisory Council foresees thatduse of the better-than-forecast
performance in 2012 and the promissory note agregnaedeficit of 2 percent for 2015 is
feasible if all budgetary measures are implemertethat sense, the initial programme was
appropriate and allowed a realistic time periodtf@r fiscal adjustment.

Moreover, price developments were not completely tbé mark considering the entire

period, even though the December 2010 and Decegtlder GDP deflator estimates clearly
predicted much faster adjustment early on and l&ss on. Despite this good performance,
the unemployment rate rose to higher than expeleteels. However, the current-account
improvement was greater than expected, showingrénearkable capacity of the Irish

economy to grow externally (Figure 22 in sectio® ghows the contribution of exports to the
adjustment of the current account. Exports wenaajbr importance from 2010-13).

9 The promissory note deal transformed the promyjssotes that were transferred from the IBRC, whevais
liquidated, to the Central Bank of Ireland. Themissory notes were transformed into long dated barfid
maturities between 27-40 years. The deal essgnéitiirs the time profile of the fiscal costs. Sékelan
http://www.forbes.com/sites/karlwhelan/2013/02/d€lAnds-promissory-note-deédr more details.

0 Whelan (2012) points out that the interest rat@rmmissory notes has no impact on Irish publictdeb
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Figure 38: Projections for the Irish programme
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Source: IMF programme documents.

This meant that the debt level forecast made astdne of the programme was quite accurate.
As a result, the deviations between forecast atubhtigures are relatively small (Table 9).
This shows that the Irish programme was fully @chrin terms of fiscal policy. By contrast,
in terms of unemployment, the Irish programme heenldisappointing.
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Table 9: General government structural balancelanel 2010-13

Primary Overall Gross
balance (incl. | balance debt
bank support)

2013 target as set in the May 2010 EF -1.4 -7.5 124.5
programme

- Changed 20089 initial conditions 0.4 0.5 -0.4
- Revenue shortfall due to adverse G -0.6 -0.6
developments

- Effect of lower nominal GDP -0.1 2.1
- Interest rate on public debt -0.3

- Larger than expected overall deficits 2.5
- Fiscal consolidation effort (residual) -0.2 0.5

- Debt accumulation residual -6.2
2013 figures as forecast in the Dec 2012 revie -1.8 -7.5 122.5

Source: Ireland: Request for an Extended Arrangém8taff Report; Staff Supplement; Staff Statemeni]
Press Release on the Executive Board Discussiargrbteer 2010, International Monetary Fund. Ireldighth
Review under the Extended Arrangement; Staff Re®ieff Supplements; and Press Release on the fx@cu
Board discussion, December 2012, International Nergd-und.

It is also worth emphasising that the Irish adntraison worked rather efficiently and
implemented the reforms to a great extent as agf@edinterviewees confirmed that one of
the defining features of the Irish programme waes hilgh degree of compliance of the Irish
authorities with the agreed MoU. Some of the intees underlined that the programme
and MoU actually had little impact on the fiscaljusiment path, because it was already
largely decided on and planned before the Troikaed in Dublin. In any case, the fact that
the Irish authorities published their fiscal adment plan, which was more ambitious than
that in the programme, at the beginning of thec@fiTroika discussions shows that national
ownership was a significant factor.

Was the agreed speed of fiscal adjustment apptepaiad was the mix of expenditure cuts
and revenue increases the right one? For the égsinomy, a frontloaded fiscal adjustment
approach was probably justified. The Irish econasiwery open and flexible, and thus
adjusted relatively quickly from a condition in whithe construction and domestic sector
was dominant to one in which the external sectaygu the central role. Domestic demand
compression in Ireland played a relatively limitesle in explaining the negative growth
surprise in the forecasts (Vihriald, 2013), whiolygests that fiscal consolidation was perhaps
not the primary concern for the Irish economy. éasl, since the export sector is so large,
Ireland’s adjustment went ahead very quickly in the@ernal sector. As predicted by the
Optimum Currency Area theory, a highly integratedreomy with a large trading sector
would also have relatively flexible prices. This wla then facilitate adjustment, which was
clearly visible in Ireland where prices, and intgalar wages, fell significantly.

5.4.4 Financial sector reform
Reform of the financial sector was needed becawsénancial sector was largely priced out

of the market and was oversized relative to the sfzthe economy. The years preceding the
programme can be characterised as a period of magrhaul of the banking system with
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several banks running into serious difficultiess ttreation of an asset management agency
(NAMA) to purchase property loans and other diffi@s (see for example, Honahan, 2012;
and Donovan and Murphy, forthcoming). The governt'serpre-programme bank
recapitalisation commitments were estimated byniteaminister Michael Noonan to amount
to €46.3 billion, of which €34.6 billion were uséar IBRC (Anglo and INBS)". It is very
difficult to provide an overall assessment of tieamcial sector programme, in particular
because many pre-programme decisions had alreaythken and had a significant effect
on the financial and fiscal outcomes of the progrem

One issue was patrticularly controversial and wasatedly brought up in conversations with
key stakeholders: the non-participation of seniesacured bond holders in absorbing bank
losses. A further question was raised about thedspé deleveraging. Both issues, which we
discuss below, have led to significant criticisntlod ECB’s role in the Irish programme.

Turning first to the issue of senior bond holderalwement, a number of points need to be
made. The 2008 state guarantee was given by trergoent unilaterally and without outside
interference. Yet this guarantee meant that foryears (September 2008- September 2010) a
large portion of unsecured senior bonds was ircetfetouchable. During this period already,
some commentators argued that the state guarambeddshave been abandoned. Yet, this
would have meant that de facto the government wbakk defaulted on its guarantee, an
option that was therefore rejected. Ahearne (20de3cribes in detail that, nevertheless,
significant losses were imposed on bank creditarparticular shareholders and junior debt
holders. Yet, senior debt was left untouched, evessued before the guarantee and expiring
after the end of the guarantee.

In the autumn of 2010, a significant debate ablbetinposition of losses on senior unsecured
and unguaranteed bond holders began. AccordingetdCentral Bank of Ireland, the total
amount of unsecured and unguaranteed senior detiraed to €16.4 billion in February
20172 About €2.5 billion matured between September 28 February 2011 according to
Coffey (20125°. If this estimate is correct, about €19 billion sEnior unsecured debt (ie
about 12 percent of GDP) could have been useddiacesbail-out costs to taxpayers. Of this
amount, a part was domestically held, eg by bankispgnsion funds, and would therefore not
have reduced the savings for the national economy.

The controversy was about the imposition of lossesthis €19 billion of unsecured and
unguaranteed senior debt. One key distinction meake between the going concern and the
gone concern. Gone concern referred to the credutothe two banks that were in the process
of being wound down, Anglo Irish Bank and Irish iatvide Building Society. Many argued
that for gone concerns, financial stability considi®ns and contagion effects would be of
minor relevance, in contrast to going concernsafbich there was more fear about potential
financial contagion. The amount of senior unseculsat in those two institutions is reported

*1 Response by Noonan to question by Deputy Noellighed 8 April 2012,
http://debates.oireachtas.ie/dail/2012/04/18/004%y .

52 http://www.financialregulator.ie/press-

area/Documents/Information%20Release%20Note%20ab@étite %20Senior%20and%20Sub%20Debt.doc.p
df andhttp://www.financialregulator.ie/press-area/presigases/Pages/Clarification-
SeniorDebtandSubordinatedDebtlssuance.agnth documents retrieved 12 April 2013.

%3 http://www.independent.ie/opinion/comment/seamui§egeso-how-much-has-been-paid-out-to-unsecured-
unguaranteed-bondholders-in-the-irish-banks-2683%dl|
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at €3.7 billion*. A further important aspect was the size of thiechithat could have been
imposed on this debt. Assuming that a haircut afvab50 percent is unlikely, we would
speak of €1.9 billion for the gone concern and €8lbon for the total banking system.
However, one has to acknowledge that at that time,EU did not have clear resolution
framework, rendering it difficult for the EU inaitions to actually act on bank resolution.

Several interviewees confirmed the ECB's firm ojpaws to the imposition of losses on both
going and gone concerns. The ECB was worried thgtsaich move would substantially
increase funding costs for the Irish banking sysberty even more importantly, for the euro-
area banking system. The Irish authorities couldawb against the will of the ECB as they
were dependent on significant ECB support in fofrEl0A®. In the eyes of the Irish public,

the decision was perceived as a bail-out of Fresnath German banks by Irish taxpayers
(Ahearne, 2012), yet it is not clear if the ownefsthis debt really were euro-area banks.
However, ECB board member J6rg Asmussen, in a It 2Q12 speech, acknowledged that
the bail out of Anglo Irish bond holders wae ensure no negative effects spilled-over to
other Irish banks or to banks in other Europeanrtoies”®.

However, the evidence that this decision was only th ECB pressure is not entirely clear
cut. One interviewee also pointed to the signific@servations of major IMF shareholders.
Donovan and Murphy (2013) state that, while nottwa public record, it is well known that
US Treasury Secretary Timothy Geithner via the @ged that a proposal to involve senior
bondholders, which was being developed by the IM§otiating mission in Dublin with the
Irish authorities, be abandoned. The US positioa @raven by fears of the potential negative
effects of any such moves on the CDS markets

In any case, it is difficult to say whether thellmait of senior bond holders was a mistake or
not. From the lIrish point of view, a more substntiontribution from senior bond holders
would have been helpful. The Irish government @agignificant political price for paying the
relevant creditors in full, in particular becauaethe same time, significant fiscal adjustment
was undertaken. The wiping out of senior unsecutedt of gone-concern banks could
probably have been managed from a financial stglploint of view, but this would have
hardly affected the Irish government's debt burd®ith regard to going concern banks, the
imposition of losses on senior bond holders cowddehmaterially reduced the Irish state's
debt. This could have potentially allowed for mar&kecess more easily but it could also have
weighed on investor sentiment towards Ireland. Momgortantly, the financial system in the
euro area at the time was very fragile. Large-seal# indiscriminate creditor bail-ins bear
substantial risks that may ultimately lead to eti@gher costs. We therefore do not conclude
that it was a mistake to use taxpayers’ resourceday the relevant creditors, but
acknowledge that the burden sharing certainly deseadiscussion (see below).

A second issue was the optimal speed of delevagagiith some commentators pointing out
that the speed of deleveraging of the Irish finahsystem agreed with the Troika was
initially too high. It is difficult to assess wheththis is true or not as this depends on a

** See Ahearne (2012) for a detailed discussion. Whg012) emphasises that for the Irish Bank Réisolu
Cooperation, the entity emerging from Anglo Iristddrish Nationwide Building Society, €35 billionowld
almost be “dead money” that would not be returmethé state. The amount discussed as regardsriloe se
unsecured bond holders is thus small comparecktadtual cost to the tax payer of bailing out the institutes.
% See footnote 19 of Ahearne (2012) for more details

%% http://www.ecb.int/press/key/date/2012/html/sp12Déh.htmlretrieved on 12 April 2013.

> Donavan and Murphy (2013).
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difficult risk analysis. From an Irish point of vie the speed was fast at the beginffiraj the
programme and was reduced only I&tefThe high speed of deleveraging also meant that
early firesales of assets excessively reduced figes since raising additional deposits was
difficult. Donovan and Murphy (2013) report thaetbstimates in March 2011 by BlackRock
Solutions showed that most of the increase in ik lbecapitalisation needs resulted from the
rapid asset deleveraging required under the bagogramme. On the other hand, the ECB
insisted on a rapid deleveraging because it waserord about its own exposure to Ireland.
Lending to Ireland made up 25 percent of overalBEHénding with an estimated €35 billion
in ELA®®. The ECB felt that it was increasingly taking @sks that could ultimately become
fiscal risks. It therefore had urged the Irish awities to apply for a programme and it insisted
on a significant part of the programme to be eakethifor bank®. In the winter review of
March 2012, the European Commission confirms thataggregate the Prudential Capital
Assessment ReviéW banks had met their deleveraging targets during12Gnd that
correspondingly, reliance on Eurosystem funding higdlined (European Commission,
2012d).

Overall, in our assessment, the Irish programmbragdly on track and this success has
hinged on the high degree of ownership by the lasthorities from the outset. The fiscal
reforms were necessary. On the financial side ptbgramme initially made the mistake of
pushing for hurried deleveraging. This arguably pgeed the recession in 2011, but the
alternative was politically controversial. The awtities then changed course on the speed of
deleveraging, implicitly admitting that it had be&wo rapid. The Troika took a difficult
decision not to impose losses on senior bond helfderfinancial stability reasons. A bail-in
could have reduced the size of the debt burdethirish taxpayer by a maximum of €19
billion on the basis that an unrealistic haircut 1df0 percent would have been applied.
Realistically, the relief might have ended up cidsebetween €5 billion and €10 billion. This
would have alleviated fiscal sustainability coneeriVhether or not it would have been
appropriate to take the risk of bailing-in privdtend holders remains a matter of judgment.
At any rate, since this decision was taken becaiseuro-area wide financial stability
consideration¥, and because of the reported concerns of the ©8sTiry Secretary, it would
have been appropriate to share the burden witrateexp in other euro-area countries.

The ultimate aim of the Irish programme, namely foérket access, is not yet fully ensured.
The deal reached on promissory notes was an imygaritermediate step. Further support
was demonstrated by the decision of the April 2BCODFIN meeting to extend the maturities
of EFSM loans to Ireland by seven years. Irelansl temently been able to sell long-term
government bonds in the international market asaeable ratés. Yet, individual selling in

the markets does not mean that full access is gtesmd. Certainly, the big fear is that the
return to the markets will turn out not to be rabtequiring a programme later on. Two

%8 European Commission (2011) speak&amfibitious target loan-to-deposit ratiosfor each bank.

*9 European Commission (2012d)

% Emergency Liquidity Assistance, provided by théaral central bank against collateral that is Uguat
lower quality than that used for getting liquiditpm the ECB directly.

®1 European Commission (2011) provides the numbé€B6fbillion as available funding to overhaul thakiag
sector.

%2 The design of the Prudential Capital AssessmenieRRe(PCAR) was the responsibility of the centrahk in
cooperation with the Commission, ECB and IMF. thad to establish a true picture of the health efttanks.
83 http://www.ecb.int/press/key/date/2012/html/sp12Déh.htmlretrieved on 12 April 2013.

% The Irish Times reports a rate of 3.3 percengfbond maturing in 2017:
http://www.irishtimes.com/business/markets/bonddind-generates-2-5bn-on-bond-market-at-lower-yield
level-1.955999
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factors would reduce that probability. First, Iredlaas a small open economy needs a
favourable external growth environment. A deepenafigthe current euro-area recession
would be a central problem for Ireland and its metto the markets. Second, Ireland could
benefit from a deal with the ESM to sell Allied shi Bank, which is currently almost
completely state owned, to the ESM. Such an omeratiould not necessarily constitute a
transfer depending on the price at which AlliegHhrBank is sold. It would shift risks from
Irish to European taxpayers and would thereforedresistent with the June 2012 declaration
of heads of state and government to de-link bartes Bovereigrs.

5.5 Portugal

After several months of hesitation, the Portuguesgéorities decided in April 2011 to make a

formal request to the IMF and to European authewifor financial assistance. The country

had no choice. It had lost affordable market ace¢sstime when sizeable bond repayments
were due.

The reform programme proposed by Portugal is desdrin the Memorandum of Economic
and Financial Policies (MEFP) attached to the letté Intent addressed to the IMF and the
European authorities. The stated objective Wt@sestore market confidence and to raise the
potential of our economy to generate socially batahgrowth and employmenglol, 81). In
order to achieve this objective, Portugal propoaettrategy [that] envisions bold and
upfront structural reforms to improve competitivesiean ambitious but credible pace of
fiscal adjustment, and measures to ensure a stattedynamic financial systenMEFP,
82). The strategy wa%acked by substantial international financing toeet balance of
payments needs{Lol, 81): €78 billion over three years, which @sponds to the public-
sector financing gap due to reduced market access Table 1). This amount is indeed
substantial since it represents roughly 50 peroktite country’s 2011 GDP.

More specifically, the programme concerns four s#fgaareas: (1) fiscal policy aimed at
reducing public debt and deficit; (2) structuractl reform to streamline the public sector;
(3) financial and corporate sector policies aimégratecting the financial system amidst
deleveraging; and (4) structural reforms to enhatm®petitiveness and rebalance growth
from the non-tradable to the tradable sector.

This section examines three questions. First, Wwasptogramme well designed to meet the

objective of restoring market confidence and reigginmarket access after three years?
Second, was the programme well executed and is titack two years after it was launched?

Third, will Portugal be able to regain market ascasthe end of the programme and what are
the country’s prospects thereafter?

5.5.1 Programme design and risks
Since joining the euro, Portugal suffered from wetilactural conditions with low growth and
rising imbalances, which made it particularly vubidgde to shocks. The financial crisis and

the euro sovereign-debt crisis were major shocksshtad a big impact on Portugal.

The programme clearly recognised the nature of ugalts problem, stating that:
“Competitiveness indicators have suffered, econogrowth has been anaemic, and the

% See Véron and Wolff (2013) for a detailed disamssif the matter in relation to the legacy assettk
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current account deficit is at 10 percent of GDPeTdlobal crisis exposed Portugal’'s weak
fiscal and financial position with public debt atoand 90 percent of GDP at end-2010 and
private sector debt about 260 percent of GDP. Bahks financed this build-up in debt now
have the highest loan-to-deposit ratio in Eurog®dEFP, 81).“Against th[is] background of
the structural challenges facing the Portugueseneony and contagion from the sovereign
debt crisis in other euro area countries, finanaainditions facing the Portuguese sovereign
and banks have sharply worsengd®l, 81).Although it clearly identified the meass that
Portugal needs to adopt to boost growth and redubalances, the programme probably
lacked a full appreciation of the difficulty of ifgmenting such measures within a monetary
union undergoing a financial and a sovereign dabisc

As a result, the programme was somewhat over-cogtitniAccording to IMF staff reports,
Portugal started on an ambitious and comprehempsoagramme, the policy mix and the speed
of adjustment were well calibrated and the fisgalgpamme was well-balanced and credible
(IMF, 2011, §45-47).

This likely over-optimism translated into over-opistic projections of macroeconomic
developments:

* Real GDP was expected to contract in 2011 and 2E2to fiscal adjustment and
private deleveraging, but to subsequently rebound.

* Unemployment was expected to rise in 2011 and ®»@t2hen to decline.

» Inflation was expected to be high in 2011 and 2bB&@ause of tax increases but low
afterwards.

* The fiscal deficit was expected to reach 3 perc#érGDP by 2013 in line with the
Excessive Deficit Procedure objective. Public delais expected to peak at 115.3
percent of GDP in 2013 and then to decline.

« The current account deficit was expected to narmgnadually thanks to both
decreasing imports associated with lower domesgmahd and rising exports
resulting from improved supply conditions.

* The net international investment position (1IP) veapected to reach a peak of -123.4
percent of GDP in 2013 and thereafter to improve.

Projections for the period 2011-14 are shown inle¢ftehand panel of table 10.

At the same time, IMF staff reports recognised thatprogramme entailed several important
downside risks: (1) the programme might not allevisovereign debt concerns; (2) social
support and political consensus in favour of thegpmme could erode; (3) lower growth
than assumed by the programme could worsen sutagiarthe public debt dynamics; (4)
there could be unforeseen additional liquidity aont/ency pressures on banks; and (5) there
could be negative spillovers from deepening proklem other euro area countries (IMF,
2011, 843).

IMF staff reports also acknowledged that restoramgnpetitiveness in a monetary union
would be challenging (IMF, 2011, 851). In the alusemf the exchange rate instrument,
external rebalancing would require structural nef®rto increase productivity and improve
competiveness at given nominal wages. Otherwisalaabing would entail a deep recession
with a surge in unemployment and painful adjustmienhominal wages whiclwill be
socially very difficult”. While acknowledging that a recession and a risenemployment in
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2011-12 are unavoidable, the IMF staff considerteat &2 gradual recovery in 2013 was
feasible”provided that the ambitious reform programme iplemented as planned”

The IMF's debt sustainability analysis (DSA) alsesisted that Portugal’s public debt
sustainability will be*highly dependent on the growth recovery starting2013 and, in the
long-run, on the success of structural agenda rafoto boost potential growth(IMF, 2011,
Annex 1).

5.5.2 Programme execution during the first two years

How has Portugal performed since the implementabiothe programme and what are the
revised projections for the period up to 2014 adicwy to the winter Commission forecasts of
February 2013? The major macroeconomic developnagatthe following:

There was a slightly lower contraction of real GIDR2011 than originally expected.
On the other hand, the contraction will be 3.2 peténstead of the earlier predicted
1.8 percent in 2012 and will remain around 2 peraer2013. A shallow recovery is
now expected only in 2014. For the period 2011thé, accumulated loss of GDP
growth compared to the initial expectation will 668 percentage points, an average
annual shortfall of 1.7 points.

Partly as result of the less favourable growth grerbnce, unemployment is now
expected to rise until 2013 instead of 2012, andceawh a much higher peak with a
value of 17.3 percent in 2013 compared to an egtedicted value of 13.4 percent.
Inflation is more or less on track, with high vaduef about 3 percent in 2011 and
2012 and low values of about 1 percent thereafter.

The fiscal deficit was lower than expected in 2011 Portugal will not meet the EDP
objective of 3 percent of GDP by 2013.

As the IMF's DSA had suggested, a lower than ptedigrowth performance risks
jeopardising debt adjustment. Instead of reachipgak of 115.3 percent of GDP in
2013 as originally predicted, the Commission noedmts that Portuguese public debt
will continue rising, reaching 124.7 percent of GIDR2014.

On the other hand, the current account deficiedsicing much faster than expected. It
stood at 7.2 percent of GDP in 2011 instead ofotiginally predicted 9 percent and
should reach 1.4 percent in 2013. For the peridd 234, the reduction in the external
deficit compared to the initial expectation will bE).4 percentage points, an
impressive figure.

Table 10 shows the details of these developmertigtair comparison with the programme
forecasts.
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Table 10: Portugal, selected macroeconomic indicgt@011-14 (In percent of GDP, unless

otherwise specified)

Programme June 2011 Projected February 2013
2011| 2012 2013 2014 2011 2012 2013 20[14
Real GDP (percent change) -2.2-1.8| 1.2 25| -1.6| -3.2| -19 0.8
Consumer prices (percent 3.5| 2.1 14| 15| 3.6 28| 0.6 1.2
change)
Unemployment (percent) 12|113.4| 13.3| 12.0| 12.9| 15.7| 17.3 16.8
General government deficit 5/9 45| 3.0 23| 44| 50| 49 2.9
General government debt 106.112.| 115.| 115.| 108.| 120.| 123.| 124.7
4 2 3 0 0 6 9
Current account deficit 90 6.7\ 41| 34| 72| 30| 14 1.2
Net IIP (negative) 116. 123.( 123.| 121.| 103.| n.a.| n.a. n.a.
9 3 4 4 8

Source: IMF programme request (June, 2011) anddearmeconomic forecast - winter 2013

Figure 39 shows the differences between the in{tlane 2011) projections and revised
projections by the time of the third (April 2012)dasixth (January 2013) review missions.
Once again the main elements are the disappoigtiogth and unemployment performance,
and conversely the better than expected curreauatsituation.

Figure 39: Projections for the Portuguese programme
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Overall, Portugal’s macroeconomic performance fiesti the 15 March 2013 Troika
statement, following its seventh review mission Rortugal, that implementation of the
programme isbroadly on track”. After nearly two years of programme implementatithe
situation in Portugal exhibits two contrasting ttencompared to expectations. First, the
recession in 2012 and 2013 has been much deeperimected. The March 2013 Troika
statement acknowledges that growth in 2013 and 20llde slower even than indicated in
Table 2 and that unemployment could peak at ovgrel8ent. The government is even more
pessimistic. It predicts that unemployment will aleal9 percent by end 2013 and remain
above 17 percent till 2016. This disappointing perfance can be attributed to three main
factors: fiscal austerity measures and deleveragingrivate-sector balance sheets; slower
than anticipated productivity growth and rebalagcof economic activity from the non-
tradable to the tradable sector; and continued vaeskand in the euro area, especially in
neighbouring Spain, which traditionally absorbsgloly one quarter of Portugal’s exports.

The main problem is that, so far, the programmenrmssucceeded in boosting investment.
On the contrary, investment performance has beetmeragly disappointing, with a
contraction of more than 10 percent in 2011 andnaiga2012, and a further contraction of 8
percent now expected in 2013. Portugal's investrperformance is far worse than Ireland
and only slightly better than Greece. It is alsovi@rse than anticipated by the programme,
with an accumulated loss of investment growth camgbato expectation of nearly 19
percentage points for the period 2011-13.

Disappointing growth has made the deficit targetschievable. In order to allow the
operation of automatic fiscal stabilisers, the goweent was forced to request an upward
revision of the deficit targets in 2013 and 2014ick the Troika staff supported in their
March 2013 statement. As a result, the original3®0éficit target of returning below the 3
percent excessive deficit threshold, which in 20/B2 already postponed to 2014, was further
postponed to 2015. Accordingly, public debt wileifurther. In its March 2013 statement,
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however, the Troika predicted that public debt stlll peak at around 124 percent of GDP,
as already predicted by the Commission in Febrg@is. The lack of an upward revision for
the debt despite the worsening deficit was probdolky to the expectation of the Troika that
EU lenders would reschedule some loans, an expattditat was fulfilled by the ECOFIN
Council in April 2013 (see next section).

On the other hand, external adjustment has beerh master than expected, thanks to
improved export performance and a fall in imports.

The apparent contradiction between these two cstiritatrends arises from the fact that
exports to non-traditional destinations outside ¢leo area seem to have increased rapidly
despite the lack of significant changes in supmgditions in Portugal. One explanation for
this apparent contradiction in the performancegfoets is the possibility noted by the IMF
staff that‘the improvement to date is simply cyclical [rathéan] of a more durable nature”
(IMF, 2012, 816). There is evidence that the shalijgn domestic demand that has occurred
since the beginning of 2011 is the main driver behihe recent improvement in export
market share. There is also evidence that, in Baktuhe relationship between export
performance and domestic demand is asymmetricglsionger and more significant when
domestic demand is falling than when it is increg®Si This would suggest that the recent
gain in market share is durable and may not be(tosat least not entirely) when domestic
demand rebounds.

5.5.3 Prospects for exiting the programme on time and for afterwards

Portugal is conscientiously swallowing the Troikbisdgetary remedy, which was adapted in
view of weaker growth prospects. Portugal's defigit not return below 3 percent of GDP in
2013 as originally foreseen by the programme, d2(h4, but it probably will in 2015. The
debt-to-GDP ratio will probably peak also one yeahind schedule in 2014, by which time it
will be about 10 points higher than initially foses.

The main reason for the slippage in public delthéscontinuing growth under-performance.
This is confirmed by the decomposition in Table Whjch indicates that four-fifths of the
gap between the initial debt target for 2013 ar&l dixth review mission's revised estimate
can be attributed to lower than expected nominaPGD

% See Esteves and Rua (2013).
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Table 11: General government structural balancertirgal 2011-13

Primary Overall Gross
balance (incl. | balance debt
bank support)

2013 target as set in the June 2011 EHF 2.1 -3.0 115.3
programme

- Changed 2010 initial conditions -0.9 -0.7 0.3
- Revenue shortfall due to adverse GDP -1.8 -1.8
developments

- Effect of lower nominal GDP -0.2 54
- Interest rate on public debt 0.9

- Larger than expected overall deficits 0.7
- Fiscal consolidation effort (residual) 0.4 0.4

- Debt accumulation residual 0.5
2013 outturn as forecasted in the Dec 2012 -0.2 -4.5 122.2
review

Sources: Portugal request for a Three-Year Arraegenunder the Extended Fund Facility (June 2011),
Portugal: 2012 Article IV Consultation and Sixthviav Under the Extended Arrangement and Request for
Waivers of Applicability of End-December Performarriteria — Staff Reports; Public Information Netiand
Press Release on the Executive Board DiscussianStiement by the Executive Director for Portydahuary
2013). Bruegel calculations.

Despite this situation, markets seem quite satishgth Portugal. The country’s National
Debt Agency successfully issued 3- and 12-monthstrey bills in January and February
2013. It also returned to the bond market with ye&r issuance at a yield of 4.9 percent. At
the same time, 10-year bond yields fell below &eet, a level last seen in October 2010 and
well below the peak of more than 17 percent reachelde beginning of 2012.

The positive market sentiment is explained by tHes¢ors. First, there is a strong domestic
consensus in favour of the Troika programme, thomgisks being severely tested in the
course of 2013 as the austerity measures lead dordeunemployment levels and tax
burdeng’. Second, and related to the first point, therthés perception of a high degree of
mutual understanding, trust and close cooperateiwden the Portuguese authorities and the
Troika, which our private interviews corroboratehirf, and related to the previous point,
market participants feel, and we agree, that Pattugl receive all the necessary support to
be able to exit the programme on schedule in 28ih support was demonstrated by the
decision at the April 2013 ECOFIN Council meetiogeixtend the maturities of EFSM loans
to Portugal by seven years. Moreover, in case fiicdity after it leaves the programme,
Portugal could benefit from insurance in the forfrpeecautionary financial assistance from
the ESM via its enhanced conditions credit line QEE facility, which would then probably
qualify the country for the ECB’s OMT.

The seventh Troika review confirmed the positivewiof market participants, stressing that,
“Provided the authorities persevere with strict gramme implementation, euro-area
member states have declared they stand ready fposuportugal until full market access is

regained. Continued strong programme implementadiod the envisaged adjustment of the

%7 See, for instance, Pereira and Wemans (2012).
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maturities of EFSF and EFSM loans to smooth the detlemption profile will support the
government's return to full market financing dur2@l3” (Troika, 2013).

Despite some tough times ahead provoked by thesrtysmeasures and the delay in the
implementation and/or the effects of growth-promgtstructural measures, Portugal seems
likely to exit the Troika programme on scheduleisTwould clearly be a success for Portugal
and for the Troika.

Exiting the programme would not, however, be thd eh Portugal's problems. In 2014,
Portugal should be able to stand on its own fedtiasue long-term debt, but the economy
will remain fragile. One way to appreciate thigasgo back to the situation before the crisis,
when“Portugal faced an unusually tough economic chajjenlow growth, low productivity
growth, high unemployment, large fiscal and curraotount deficits”(Blanchard, 2007).

Table 10 compares the situation in 2004-08 with giteation that will prevail in 2014
according to the 2013 winter Commission forecabt® good news is that the fiscal and the
current account deficits will be much reduced. Bhd news is that unemployment and public
debt will be considerably higher. Social and delfstainability will, therefore, be fundamental
after Portugal exits the programme. The key willgrewth. Here the problem, which the
Troika programme correctly identified, is that Rl needs to radically change its pre-crisis
growth model, which produced stagnation after thentry joined the euf8. With nominal
long-term interest rates of around 6 percent, Baitwill need nominal GDP growth of at
least 4 percent (which implies real GDP growth bfleast 2.5 percent) and a sufficient
primary balance surplus to ensure debt sustaitabilhis will be a major challenge.

Table 12: Portugal, selected macroeconomic indicgat®004-08 averages and 2014 (in
percent of GDP, unless otherwise specified)

Actual Projected
(2004 — 08) (2014)

Real GDP (percent change) 1.2 0.8
GDP deflator (percent change) 2.4 0.8
Nominal LT interest rates 4.0 6.0
(percent)

Productivity (percent change) 1.1 0.3
Unemployment (percent) 8l4 16.8
General government balance -4.4 -2.9
Primary balance -1.6 1.6
General government debt 7Q.0 124.7
Current account deficit 104 1.2

Source: European Commission, 2013.

Reis (2013) points out that Portugal was an outherong peripheral euro-area countries
during the 1999-2007 period. Like them, it witre$duge capital inflows, but it saw no
boom in production and employment. Reis ascribeguBal’'s poor growth performance
during this period to a combination of two factousiderdeveloped domestic credit markets
that misallocated most of the capital inflows tgroductive firms in the non-tradable sector,
and rising employment taxes that were levied tarfoe an over-generous pension system and

% See Andrade and Duarte (2011) for an analysike$tructural problems facing Portugal.
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that discouraged work. Another factor, pointed loytmany observers, including the Troika,

is the low degree of contestability in non-tradetivities that makes them relatively more

profitable than traded activities, which are al$ieaed by the small size of firms and the

difficulty of obtaining appropriate financing. Tiséructural reform measures contained in the
EU-IMF programme aim precisely at enhancing contipetiess and rebalancing economic
activity from non-traded to traded activities. Teameasures, however, will take time to
implement and bear fruit, especially in a weak rmaconomic environment. The capacity of
the Portuguese authorities to pursue the necessanns after the end of the programme will

be an important factor.

Labour market reform is particularly crucial. Bedathe crisis Portugal had one of the euro
area's strictest employment protection framewookg of the most generous unemployment
benefit systems and one of the most rigid nomiradevarrangements. In addition, Portugal
had one of the highest ratios of public to privedenpensation per employee in the euro area.
The EU-IMF programme contains many reforms to adrtieis situation and the government
has already taken significant steps to implemeatré#iorms. However, a number of planned
reforms have yet to be implemented. Also, the @ogne suffered a major setback in April
2013, when the Portuguese constitutional courtctejethe government’'s attempt to reduce
public sector pay, which would have helped imprthe attractiveness of the tradable sector.
Finally, even if and when the remaining reforms @aesed, Portugal’s labour market will still
require further reform even after the programmesend

5.4 A compar ative assessment of the three programmes

Our assessment of the progress of the three progeanhighlights common threads and
differences:

* All three countries have one thing in common: thé in domestic demand was
generally larger or much larger than anticipated anemployment increased much
more. At the same time, the current account defijfiroved more than originally
forecast;

* In Ireland, better export performance helped mddettze consequences for output of
a decline in domestic demand. Imports actuallyaased, in contrast to what was
expected. In Greece and Portugal, the contractiodemand found its way into a
contraction of imports beyond what the programnoesdaw.

» The Greek programme clearly stands out as the disegppointing and Greece's return
to market is still far off. By contrast, in Irelarahd to a lesser extent in Portugal,
planned measures have been implemented to a grgegtedand a full return to market
at the end of the three-year programme is seriasiyemplated.

There are several reasons why domestic demandntek than anticipated. One was fiscal
adjustment: all three countries implemented sigaift budgetary consolidation and mostly
followed through on their initial commitments. Th@acroeconomic impact of this
consolidation appears to have been underestimatedtial programme design (ie the fiscal
multiplier might have been larger). The second irgd factor was credit constraints. As
explained, the ECB’s collateral and ELA policiesllmdirect impact on credit supply. There
was large-scale substitution of private lendingcbytral bank liquidity, yet the credit supply
was inevitably constrained, affecting domestic baers. Finally, the three countries all
experienced adverse confidence effects, as indidayeelevated bond spreads and CDSs,
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which suppressed investment even further and ptedeioreign direct investment. In our
approach we cannot assess the relative contribafitrese three factors.

It is less clear why unemployment deteriorated momdre than anticipated. Its rise much
above initial forecasts cannot be explained by e#vgrowth developments alone. A major
reason for this discrepancy is likely to be thet that job destruction took place in labour-
intensive sectors such as construction and trawditiservices. Sectoral rebalancing was an
unavoidable dimension of the adjustment but itsadcmnsequences proved more serious
than assessed ex ante.

The speed of fiscal and financial adjustment has lzematter for controversy. From the point
of view of the programme countries, the adjustnspeted is naturally seen as having been too
high and is associated with significant economiod&lip. More fiscal leeway could have
made it possible to frontload the rebalancing ahpetitiveness by devoting part of the higher
indirect taxation revenues to cuts in contributitmsocial insurance.

From the point of view of creditors, however, prgging adjustment periods almost
inevitably means providing more finance. This tensbetween the national perspective and
the creditor perspective is unavoidable in all paogmes and has been particularly
pronounced in the euro area, where programmes Hean exceptionally large by

international standards.

The Troika probably underestimated in its initiak@ssment the negative externalities across
the euro area stemming from the spread of theschism the periphery to the core. Quite
naturally, it expected the environment to be maabls than it turned out to be. Once Spain
and Italy also came under stress, a significant glathe euro area was in turmoil and was
applying austerity measures to try to keep bonddgieinder control. Addressing crises in
individual euro-area countries on a case-by-casgs lv¢hile the common monetary union was
suffering from increased stress proved to be atstiming that affected all three programmes.

Turning to differences, Greece stands out. Hetternal factors played a major role, as we
have discussed: the size of imbalances and thedaokvnership of the programme by the
Greek political system and state machinery wer@rgehindrances. The Greek programme
also suffered from European contradictions: thentgquwas partly a guinea pig for the
creation of institutions and policies to addres@area crises that were absent from the EU
treaty. Against this background, the combination Eafropean indecision and a severe
competitiveness-sustainability conundrum led theFlIlind the EU to bet on optimistic
assumptions that failed to materialise.

In Greece and Portugal, where competitiveness enablare most severe and where structural
reform is most needed, there was probably toe l@ppreciation of the fact that reform would
take time to be implemented and to produce posdffects. As a result, the negative effect of
austerity measures was greater than expected ge tbeuntries because their labour and
product markets did not react quickly enough. Bgtrast in Ireland, where markets function
much better, austerity measures have had lessnggiial effects and the programme has been
more on track than in Greece and Portugal.
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6. Assessing the institutional set-up of assistance

In spring 2010, when Greece officially requeste@nmational financial assistance, the EU
and the IMF were already providing joint assistarioethree EU countries: Hungary
(November 2008), Latvia (December 2008) and Romg@viay 2009).

It was natural therefore to envisage that finanagdistance to Greece would again involve
EU-IMF cooperation. There were, however, three [@wois in implementing the same
approach in Greece as in non-euro area countriest, Article 143 of the EU treaty, which
permits EU financial assistance to European coestrpossibly together with the IMF or
other international organisations, explicitly exd#s euro-area countries. This situation was
interpreted in two opposite ways in the politicaadission inside the euro area. Some argued
that Greece should only turn to the IMF, sinceBEkwas not allowed to provide assistance.
Others argued that Greece should only turn to mesniethe euro family, and exclude the
IMF altogether. Neither option was feasible. Theoant of financial assistance needed by
Greece was well above what the IMF could providetemwn. However, the EU lacked the
required expertise to design and monitor a findnassistance programme without IMF
cooperation. The solution was EU-IMF cooperation.

The second problem was the financial terms of thegperation. In non-euro area countries,
the IMF was the majority lender to Hungary and Rormaand the minority lender to Latvia, a
first for the Fund. In euro-area countries, theeswo choice. The amounts involved and the
politics obliged the IMF to accept participation asninority lender, though at the risk of
losing its leadership as provider of policy advexed setter of policy conditionality, thus
creating potential difficulties for non-Europeanfvhembers.

The third problem was the selection of EU instdos that should be involved in the design
and monitoring of the programmes. In non-euro a@antries, negotiations with national
authorities were always conducted by the Europeamr@ission and IMF staff. In Greece,
however, it was felt that the EU side should beesented by the European Commission
liaison with the ECB? resulting in the European Commission, ECB and [MbBika. As
already discussed in chapter 4, there are diffepasisible explanations for the political
decision to include ECB staff in the negotiatioretd-IMF programmes for Greece and other
euro-area countries. The most convincing explanaisthat the inadequate institutional
arrangement in the euro area forced the ECB toatpers a quasi-fiscal actor in programme
countrie§®. It is logical, therefore, that it sits at the gramme table and on the lending side,
whereas the national central bank of the countiuiestion sits on the other side.

The remainder of this chapter is divided in twotpaAfter a brief assessment of EU-IMF
cooperation in non-euro area countries, we ass$esgunctioning of the Troika from the
perspective of each of its members and from thadepnEU-IMF perspective.

6.1 EU-IMF cooperation in non-euro countries

The European facility providing Medium-Term FinaadcAssistance (MTFA) for member
states having balance-of-payments difficulties weginally established in 1983 It was
only used twice before the introduction of the eumal991 for Greece, and in 1993 for lItaly.
After the introduction of the euro, the facility d@sme only available for member states that

% See, in particular, Buiter and Rahbari (2012).
0 Council Regulation (EEC) No. 1969/88. of 24 Ju8&8.
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have not adopted the single currency. The faailiag revised accordingly in 2002The new
facility was used for the first time in 2008 for kigary and later for Latvia and Romafiia

In principle, the Commission intervenes alongsitie 1MF in providing medium-term
financial assistance and plays the same role aBMRan the negotiation and monitoring of
programmes, in the decision to provide assistamtk ia the actual lending. In practice,
however, the Commission was the junior partnerumdsary and in Romania, mainly because
it lacked experience in providing balance-of-paymeassistance. The IMF took the lead in
these two countries, providing more than 60 peroéttie financing.

In Latvia, however, the roles of the EU and the IWé&re reversed. The Fund was now, and
for the first time in its history, the junior paemin a lending programme, providing less than
25 percent of the financing. The difference in apgph between Hungary and Romania
compared to Latvia reflected the difference in exae rate regimes. Of the three countries,
Latvia alone participated in the EU’s exchange nmaechanism (ERM II), in which the
exchange rate of a non-euro area EU country islfagainst the euro, and is only allowed to
fluctuate within set limit&’

Entry into ERM Il is based on an agreement betwid®n government and central bank
governor of the non-euro participating countriesgd ahe Eurogroup and the ECB, which
neither the Latvian nor the euro-area authoritieshed to abrogate. As is well-known, the
European Commission and the IMF had a significafferénce of opinion over whether
Latvia should have been required to devalue itgeogy as a condition for receiving
assistance. Eichengreen (2012) cites Lannin (200%) quotes Latvia's prime minister as
stating that the IMF favoured devaluation but th@s was vetoed by the Commission.
Eichengreen also cites Aslund and Dombrovskis (R@db show that views within the IMF
were not uniform. Apparently, the IMF’s mission ehin Latvia was in favour of avoiding
devaluation, whereas other IMF staff took the ofipogiew and pressed the Latvians and
other Europeans to consider it. At the end, as en(2011) reports, the IMF's managing
director and the responsible EU commissioner stiartkagreement whereby the European
position on this point was accepted and the EUrtdmrted a larger share of a larger overall
package than the IMF had envisaged.

Apart from some tensions over (rather than in) lagtZU-IMF cooperation in the three non-
euro countries has worked fairly well. It was algsouseful learning experience for the
Commission and for EU-IMF cooperation relative he assistance programmes in the euro-
area countries.

6.2 Principlesfor assistance in euro-area countries: The EU and the IMF

To assess cooperation between the Troika memberstavt (in line with Merler, Pisani-
Ferry and Wolff, 2012) by describing the standarddei used by the IMF in a financial
assistance programme. Conditional assistance fr@mMF is based on simple principles.
Lending is intended:

"L Council Regulation (EC) No. 332/2002.

"2 The new facility had a ceiling of €12 billion ftre outstanding amount of loans that could be grhtd
Member States. This ceiling was raised to €25dwilin 2008 and to €50 billion in 2009.

3 The Latvian lats joined ERM Il in 2005. Like otHeRM Il countries, Latvia was allowed a fluctuatiohits
currency of + 15 % around the central rate vissathie euro, but it unilaterally maintained a 1%fliation
band.
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“...to give confidence to members by making the g#nexsources of the Fund
temporarily available to them under adequate safeds, thus providing them with
opportunity to correct maladjustments in their bata of payments without resorting
to measures destructive of national or internatiopsperity” (Art. 1 of Articles of
Agreement).

“Conditionality helps countries solve balance ofyp@nts problems without resorting
to [such] measures. At the same time, the measamesneant to safeguard IMF

resources by ensuring that the country’s balancpayiments will be strong enough to
permit it to repay the loan{IMF Factsheet).

The IMF model is therefore rather straightforwaite IMF acts as an independent principal
that requests a country to implement policies éinatconducive to:

(a) correction of the imbalances that led it toues} assistance, and
(b) ensuring that the country will be able to repghg IMF, without resorting to
measures that are harmful to itself or to other iémbers.

This is a well-defined role that on the face ofsitfree from any conflict of interest. It is
important to note that the IMF does not have otigectives than those stated above and that
it is not part of the policy system of the courgrieprovides assistance to.

In the euro area, the situation is different. Tartstvith, the motivation for assistance is more
specific. To quote from the ESM treaty, the purpgse

“(...) to mobilise funding and provide stability sugp under strict conditionality,
appropriate to the financial assistance instrumehbsen, to the benefit of ESM
Members which are experiencing, or are threatengdsbvere financing problems, if
indispensable to safeguard the financial stabifitfhe euro area as a whole and of its
Member States”.

Whereas in practice assistance has been grantgaratiel to IMF assistance, in principle it
also serves the purpose of preserving euro-arbditsta

Second, the EU is a policy system, which has selfitnany goals and is equipped with rules
and procedures. The very fact that ESM assistanceserved to countries that have ratified
the Treaty on Stability, Coordination and Goverre(itSCG) is telling in this respect. Policy
conditionality reflects the explicit or implicit &iarchy of EU objectives and rules.

Third, the ECB and the Commission are parts ofElklepolicy system, whereas the IMF is
external to the policy systems of the countriesnimich it intervenes. Together with the
existence of aims and procedures, this createpdtential for conflicts of interest between
the policy initiatives a 'trusted adviser' wouldeemmmend to a government, and the policies
that are either recommended by EU institutions fua lbasis of rules and procedures, or
carried out by EU policy institutions. The formgpéies to the Commission and both apply to
the ECB.

Although they operate according to different logiad rules, the EU and IMF are bound to
cooperate. From the EU side, the ESM treaty ensticooperation. Article 8 states:
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“The ESM will cooperate very closely with the Imtational Monetary Fund (“IMF”)
in providing stability support. The active partieijpon of the IMF will be sought, both
at technical and financial level. A euro-area Meml&tate requesting financial
assistance from the ESM is expected to addresgewdrepossible, a similar request
to the IMF.”

There is obviously nothing similar in the IMF's Adles of Agreement, but there has been a
clear wish on its part since the start of the fmahcrisis to assist its EU members, both
outside and inside the euro area, and to cooperttdEU institutions.

6.3 Assessing therole of the IMF in the Troika

In the euro-area programmes, the IMF is a mindebgder. It provides only one-third of the
financing, while the other two-thirds are providbg EU countries. This is an awkward
situation for the IMF which is used to being théesiender — or at least to being a majority
lender — and to applying its own rules. It is esgplcawkward in view of the fact that the
scale of IMF lending to Greece, Ireland and Portwgas unprecedented both in absolute
terms and compared to the borrowers’ quota.

At the time of the first Greek programme, some agred that it was very risky for the IMF
to accept a junior role. For instance, Morris Gt#ds a former deputy director of the IMF’s
research department and a senior fellow at thageetdnstitute for International Economics,
told the Financial Timesthat: “This has the makings of a strange dog’s breakfadf.a
regional grouping can set IMF conditionality, whigt the point of the Fund anyway? This
could create a very dangerous precedefifighes, Beattie and Hope, 2010).

In addition to accepting that programme conditidpdde devised, negotiated and monitored
by the Troika, the IMF decided to modify its Exdeptl Access Policy (EAP) criterion on
debt sustainability in order to make it possibléetad to Greece, Ireland and Portugal.

The amendment to the EAP criterion on debt sudbdihyaintroduced during the same IMF
board discussion that approved the Stand-by Arraegé requested by Greece in May 2010
reads as follows (added text is underlined):

A rigorous and systematic analysis indicates tihare is a high probability that the
member’s public debt is sustainable in the mediemmt However, in instances where
there are significant uncertainties that make ffidult to state categorically that there
is a high probability that the debt is sustainabler this period, exceptional access
would be justified if there is a high risk of intetional systemic spillovers. Debt
sustainability for these purposes will be evaluatech forward-looking basis and may
take into account, inter alia, the intended restwing of debt to restore
sustainability. This criterion applies only to pidl(domestic and external) debt.
However, the analysis of such public debt sustaiiyalwill incorporate any potential
contingent liabilities of the government, includitigose potentially arising from
private external indebtedness

As Committerri and Spadafora (2013) not@ther joint EU-IMF rescue packages with
exceptional access were subsequently justified éfgrning to this clause: for Ireland
(December 16, 2010), Portugal (May 20, 2011), amdeoagain for Greece (March 15,
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2012). In all these cases, uncertainties aboutftitere public debt paths made it difficult to
state categorically that these countries’ debtsenaistainable with a high probability.”

Although the revised EAP criterion applieegya omnego all IMF members, the fact of the
matter is that so far only euro-area countries hmareefitted from the new rule. This, together
with the perception that programme conditionalips been more favourable for euro-area
countries than it was during the Asian crisis, b@ated some resentment on the part of IMF
members, especially in Asia and in Latin Ameridéhaugh the prevailing view is a sense of
relief that the euro-area crisis has been contguaetdly thanks to IMF intervention.

The revised EAP criterion also seems to have bdsna of contention between the EU and
the IMF and within the IMF, almost from the time evhit was adopted. Many at the IMF
considered that Greece's debt should have beeruawsed, if not prior to the first
programme, at least much sooner than what was wlgntdecided. On the EU side,
however, there was much less appetite for evenidemsg that a restructuring would be
needed. There was a sense that debt sustainanbtysis, a key feature of IMF programmes,
was inappropriate or unhelpful in a situation ltke euro-area crisis. And although the IMF
line eventually prevailed, the revised EAP critartas clearly left a mark on the IMF staff.

Questions have also been raised about whetheMhkés ljunior position in the Troika has
reduced its ability to conduct its role objectivelRor instance, Arvind Subramanian, another
former IMF official and senior fellow at the Petemnsinstitute, wrote in th€&€inancial Times
that “the IMF has toed the official European/German lioe the crisis, possibly to the
disservice of Europe and the world. It has not beesource of new ideas or critical
thinking... [and] has failed to challenge orthodokysfeiting its role as a valuable referee in
the policy debates. If things turn bad, the IMFIwiave to bear responsibility for its
complicity in the less-than-optimal policy choieeade in Europe’{Subramanian, 2012).

Others are even more sanguine, at least as fdieaGeek programme is concerned. For
instance, Guillermo Ortiz, a former Mexican centpahk governor, stated thdifhe IMF
probably should have stayed on the sideline ofghigiramme that is truly controlled by the
[EU]. It is only risking damaging its reputation bgtervening in a package in which it does
not even have faith{Ortiz, 2012).

6.4 Assessing the role of the European Commission in the Troika

In non-euro area programmes the Commission, lilke IMF, is 'vertically integrated'. It
carries out all the functions, from the negotiat@md monitoring of programmes, to the
decision to provide assistance and to actual lgndirhis is not the case in euro-area
programmes, in which, as already discussed in eh&ptthe role of the Commission is both
narrower and more complicated.

It is narrower in the sense that the Commissios awrely as the agent of the Eurogroup,
which decides whether to provide assistance anttaerhe actual lending through the ESM.
This is in sharp contrast to the normal functionttid Commission, which is to act as an
independent principal protecting the EU interest.

The Commission’s role is also more complicatedhiar reasons. First, the intergovernmental

nature of the ESM, with its unanimity rule, makke process highly political, involving not
only finance ministers, but also heads of stategetrnment and national parliaments. With
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SO many participants, the process is prone to aohstenegotiation, which greatly
complicates the Commission's task. Second, the Gssion obviously retains its normal role
of enforcer of EU decisions, including in areast taffiect the implementation of assistance
programmes. There is a significant potential in @veas for conflicts of interest, with the
Commission acting as principal in charge of enfuydtU rules while also being the agent of
the Eurogroup. Though fiscal policy is an importaoimponent of all EU-IMF programmes,
EU fiscal rules have had to be relaxed in all treaeo-area programme countries. Similarly,
the Commission has found itself in a complicatédagion in attempting to enforce state-aid
rules to avoid competitive distortions stemmingiréinancial assistance to distressed banks
in programme countries while ensuring the banksirfcial viability.

Despite the complex institutional arrangement om BU political side, which has greatly
complicated its role within the Troika, the Europggommission has been quite effective. It
has learned from the experience it gained in theethon-euro area EU-IMF programmes and
greatly improved its technical capacity to negetiand monitor programmes. Also, it has
been able to draw on the resources of its diffesentices to take an active role in programme
countries beyond macroeconomic and structural adgrgt. In particular, the Commission's
competition services have played an important tfuleugh the state aid control instrument in
the restructuring of the banking sector. Howevee €ommission suffers from a lack of
'vertical integration'. Its technical expertisestff level does not feed easily into the decisions
to provide actual lending, which are taken by theogroup both directly and through the
ESM.

6.5 Assessing the role of the ECB in the Troika

The role played by the ECB in the Troika is difficto assess simply because it publishes
little or nothing about its involvement in the pragimes. Unlike the IMF and the European
Commission it does not produce assessments orgmomge monitoring documents. It does
not participate in programme lending, but reliesterown instruments (collateral policy and
Emergency Liquidity Assistance) to provide vitabuidity to the banking system in
programme countries. By relaxing its collateraindeds when programmes are agreed, as
done for Greece, Ireland and Portugal, or by tiginigg them, and by setting limits to ELA
access, the ECB plays a role of its own in the pnognes”. Evaluations of this role, and of
the pros and the cons of the ECB’s participatiothie Troika, have been done by Merler,
Pisani-Ferry and Wolff (2012) and by Whelan (2012).

Anecdotal evidence obtained by Merler, Pisani-Feamg Wolff (2012) suggests that the
ECB’s role in programme missions to Greece, Ireland Portugal is mostly focused on the
financial/banking side and on the fiscal side. H&B does not appear to play a significant
role in the actual computation of the financingdeeef a country. This is mostly done by the
European Commission and the IMF. On fiscal poltbg, ECB usually adopted a rather strict
line, urging more rapid consolidation than the IMRd the European Commission. For
example, in Ireland, the ECB insisted on reachirtrae percent deficit by 2013 while the
other institutions leaned more towards achievirggdbal in 2014. In Greece, the ECB also
came out strongly against debt restructuring andparticular, any form of involuntary

restructuring of private claims on the Greek stkt#.the banking/financial component of the
programmes, the ECB typically urged larger finahpeckages for banks to strengthen their

" See the ECB press releases of 3 May 2010, 31 Mfrth and 7 July 2011 on the relaxation of colkdter
standards for Greece, Ireland and Portugal issng¢teooccasion of programme agreements in the three
countries.

87



capital base. Also, the ECB called for larger futwprotect bank depositors. In the design of
the precise structural reforms that are part of phegrammes, the ECB played only a
supporting role to the European Commission, mdsthli because the Commission has
broader and more detailed expertise in this area.

It is a matter for discussion if the twin role bEtECB — as an influential institution within the
European policy system and as the joint provideadbfice to a euro-area government within
the framework of a conditional programme — creat@¥licts of interest that are significant
enough to outweigh the potential advantages of E@Bicipation in the design and the
negotiation of conditional assistance.

There are three potential conflicts of intereste Tinst relates to the ECB’s prime activity,
monetary policy. The ECB’s mandate is to secureepstability in the euro area as a whole.
This means that the inflation performance of sneallintries such as Greece, Ireland and
Portugal is essentially irrelevant for the fulfilmeof the ECB's price stability mandate. Yet,
by being closely involved in EU-IMF programmes, tBEB inevitably influences policies
beyond monetary policy and starts to have diffeietd@rests. The pursuit of such interests
could lead to a conflict with its core mandate. Tin@n danger is in relation to fiscal policy.
The ECB might be tempted to deviate from its prstability objective in order to help
improve budgetary sustainability in a given progmancountry. Or it might be biased
towards fiscal consolidation because of its foaugce stability.

A second potential conflict of interest arises oviee ECB’s liquidity policy. Banks in
programme countries are typically heavily stresmad need to rely on ECB liquidity for their
operations or even their survival. In a financissiatance programme to a country outside a
monetary union, the IMF would include liquidity mreagement by the national central bank in
its programme recommendation, advise the natioealral bank to provide liquidity to
solvent but illiquid banks, and assist in the asiring of insolvent banks. In the euro area
however, the ECB decides on its own liquidity pgliand influences the design of the
programme on bank restructuringx ante the ECB might seek to minimise liquidity
operations that constitute a risk to its own batdasbeet, and to label banking problems as
solvency problems that have to be addressed throudgetary support or by the bailing-in of
private shareholders and creditdes. posthowever, the ECB might actually provide liquidity
on soft terms as would any central bank interestelde success of the programme.

Third, by buying government bonds in the framewofkthe Securities Market Programme
(SMP) or, in the future, the Outright Monetary Tsaations (OMT) programme, the ECB
becomes a creditor of the countries receiving fongnassistance. This may influence its
position in the negotiations on fiscal consolidatiand private-sector involvement in debt
restructuring.Ex ante fear of such an outcome might lead the ECB tdoogher on fiscal
consolidation than warranted on broader econonoargts. Again, this could turn the ECB
into an interested party in discussions about thatment of excessive public debt cases.
Furthermore, as access to the OMT is explicitlydibonal on the country's participation in
an ESM programme (for which IMF involvement woulsblpably also be sought), the ECB
may end up making its actions conditional on aslenithat it is itself part 6. This would

be contrary to the separation, which the ECB carsidssential, between monetary and fiscal
decisions.

> See ECB press release of 6 September 2012 oadheital features of the OMT.
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These three potential conflicts of interest arermamsed in Table 13.

Table 13: Possible conflicts of interest

ECB Role Ex ante (programme Ex post (programme
negotiation) implementation)
Monetary policy Too tough on fiscal Too soft on inflation
consolidation
Liquidity policy Too tough on bank solvengy Too soft on liquidity
provision
Creditor (SMP/OMT) Too tough on fiscal Too soft on inflation, too

consolidation; ECB risks | timid on restructuring
conditioning its OMT-
related bond purchase
decisions on its own
programme decisions.

Source: adapted from Merler, Pisani-Ferry and W@f12).

Based on available written material, it is diffctd assess if these conflicts have actually
materialised in Greece, Ireland or Portugal. We raote aware of compelling evidence of
conflicts of interest between the ECB's policy solend its participation in the EU-IMF
programme for Greece. On several occasions, howthaeECB has pursued conflicting aims
and faced difficult trade-offs in Greece, such &&wit redefined its collateral policy in 2010;
in early discussions on debt restructuring in 2@10and in the 2011-12 negotiations on the
contours of the restructuring.

Whelan (2012) is less positive about the ECB’s moléhe Irish programme. To begin with, he
is not persuaded by the argument that the ECB pdagsiasi-fiscal role that justifies its
involvement in programme design and monitoring. ¥et main quarrel with the ECB’s
involvement in the Troika is the ECB's insistenkattprivate unguaranteed bondholders be
repaid although the programme makes no referencith requirement. In his view, the
ECB’s position has meant that most Irish citizee$idve that repayment of unguaranteed
bonds is a condition of the programme, a perceptibich he claims has undermined the
popularity and legitimacy of the programme. His dasion is that the ECB should not be a
member of a Troika tasked with monitoring any fettinancial assistance programme.

6.6 Assessing the working of the Troika in EU-IMF programmes

Cooperation between the EU and the IMF in euro-gregramme countries is complicated
by the fact that each provides financial assistamo®rding to its own logic and rules. Three
differences between the EU and the IMF are padrtytelevant here.

First, the ESM, like its predecessor the EFSF, aaly grant financial assistance as a last
resort. By contrast, the IMF tends to favour eantgrvention. It is fair to say that in all three
euro-area programme countries, the late EU-IMFrvetgtion was caused by the EU, while
the IMF sought early intervention in each case. e\mv, it would be unfair to view the EU
institutions as solely responsible for the delay@eérvention. The authorities in the crisis
countries also bear significant responsibility hesathey were not keen to request early
assistance for fear of the stigma linked to recg/MF assistance.
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The second difference is in the modus operandinef EU and IMF. The IMF acts as a
'vertically integrated' and independent principdlhas a clear and narrow mandate that
renders it less vulnerable to conflicts of intefesBy contrast, the EU side is extremely
messy. First, the EU is represented in the Troikawmo institutions, though with a clear
hierarchy since the European Commission opefatdmison with the ECB”. Second, as we
have seen, neither the European Commission nde@ie are free from potential conflicts of
interest. Third, as far as financial assistanceutm-area countries is concerned, the European
Commission is neither 'vertically integrated' nariadependent principal. Instead, it acts as
the agent of the Eurogroup through a complicatelitiged process prone to constant
renegotiation, which greatly complicates the Consiniss task. In addition, the unanimity
rule within the ESM causes delay in taking decisitlmgrant financial assistance.

The third difference relates to the conditionablityached to an assistance programme. After
the Asian crisis and the criticism of the IMF fanposing too many conditions (Stiglitz,
2002), the IMF decided to embrace the philosoph$pafsimonious conditionality” (IMF,
2002). Self-imposed guidelines adopted in 2002uchet: programme-related conditions
governing the provision of Fund resources will peleed parsimoniously; conditions will be
established only on the basis of those variablem@asures that are reasonably within the
member’s direct or indirect control; conditions wlormally consist of macroeconomic
variables and structural measures that are withenIMF’'s core areas of responsibility; and
the IMF is fully responsible for the establishmant monitoring of all conditions attached to
the use of its resources. There will be no crosshtimnality, under which the use of the
IMF’s resources would be directly subject to thieswr decisions of other organisations.

By contrast EU conditionality, contained in a Memmwdum of Understanding on specific
economic policy conditionality, is far more detdiland specific. And though the European
MoU is consistent with the Letter of Intent and M@andum of Economic and Financial

Policies addressed to the IMF, some of its speadfinditions of a structural nature are a
source of potential conflict with the notion of rmwoss-conditionality. The EU’s more

extensive and detailed conditionality approachdbrgesults from the nature of the EU policy
system. It is in contrast to the standard IMF appho of parsimonious conditionality

(Goldstein 2000). In the macroeconomic area, Elitut®ns are bound by EU fiscal rules

such as the Stability and Growth Pact, the Six-Ramkthe Two-Pack. The IMF is free to set
the fiscal and, more generally, macroeconomic targe considers appropriate, but the
Commission and the ECB are much more constraimethel structural area, the Commission
has a duty to ensure that member states complyE\itireaty provisions and legislation in

fields like financial services, energy or transport

These differences between the EU and the IMF hagtedd a number of frictions between

Troika members, though not among mission teamsabathigher, more political level. First,

the IMF has often been frustrated with the EU’scpastination in deciding that assistance
was needed, and later in taking difficult but inalle decisions, such as to restructure
Greece's debt. Second, all three members havefhestrated by the messy EU system which
has not only slowed down decisions but has often alade them sub-optimal. Finally, the
different approaches to conditionality have alserba source of friction. This includes the
greater flexibility of the IMF versus the treatytbw approach of EU institutions, and the
recourse to implicit (ie not specified in the pragyrme) conditionality by the ECB, as in the

® It is worth recalling that one of the main objeat against the proposed Sovereign Debt Restrogturi
Mechanism as proposed by Krueger (2002) was theduid create a conflict of interest for the Fund.
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case of Irish bank senior bondholders. The exemptibthe bondholders was - at least
initially - opposed by the IMF.

Finally, the different roles of the three instituts make communication with national
stakeholders and public opinion more difficult thamvould be for a single institution. At a
time when the IMF doctrine emphasises transparemcy ownership, the Troika does not
make things easy. This has been particularly agle&@reece. Being composed of three very
different institutions, the Troika is by essenceacgountable as an entity. There is
accountability at national level for the commitmemid use of ESM funds but the Troika's
operations are not accountable because none gfatttieipating institutions are accountable
to national parliaments. The European Parliamenthcdd the Commission accountable, but
the situation is unclear for the ECB, and the IRt accountable to regional entities. All in
all, there is currently less transparency and aaiduility than is normally the case for IMF
lending operations.

Viewed against this background, cooperation withie Troika has been remarkable, at least
on the ground between mission teams. All thosenterviewed repeatedly emphasised two
very positive points: first, the complementaritatkexists between the three institutions based
on their respective comparative advantages; andngedhat there are checks and balances
stemming from the respective roles and rules othhee institutions, and from their (implicit
for the ECB) financial participation in the joinUHMF programmes.

91



7. Conclusion and recommendations
7.1 Economic issues

In 2012, GDP per capita was 5 percent below itk pezel in Portugal, 10 percent below in
Ireland and more than 20 percent below in Gr€edghese numbers alone summarise the
extent of the economic and social setback in theetbountries receiving financial assistance.
They do not, however, tell us whether the Troikagpammes — by far the largest in the
history of international financial assistance —énheen successes or failures.

The judgement of success or failure is less easyalce than it might seem. Such a judgement
cannot be based on outcomes alone, because thnstances of the programme countries
were, and still are to a great extent, truly exiogti and were bound to make economic
revival especially challenging. A judgement canbetbased only on a comparison between
forecasts and outcomes, as the latter were affdntathforeseen developments in the euro-
area environment. Nor can it be based on compaiaith what an alternative strategy might

have delivered, as it is impossible to constructoanterfactual and to benchmark the

programmes against it. Furthermore, in none othihee countries has the Troika yet declared
victory or admitted failure.

Three conditions set the euro-area crises apart #arlier crises that required international
assistance. First, the crises in the euro-areatdesrdeveloped on the coattails of the Great
Recession that followed the 2008 global financrais. Economic and market environments
were therefore especially unstable and inauspidiowsdjustment and recovery. Second, the
three programme countries belong to a Europeancypadystem with an incomplete
architecture that was partly responsible for theisthey suffered from. These conditions also
made crisis resolution particularly difficult ancere at the origin of recurring changes in the
principles and modalities of assistance that cabeofound in standard programmes. Third,
the size of the macroeconomic imbalances at thenbieg of the programmes was unique,
and the challenge of adjusting within monetary onjarticularly daunting. Large net
international liabilities, high public debt and stdmtial relative price misalignments meant
that the process was bound to be painful and long.

A simplistic judgement of programme effectivenebssed on a comparison between
reasonable expectations and outcomes, would béhthétish programme seems to have been
successful. At the time of writing, Ireland is aadk to exit the three-year programme and
regain access to financial markets on time, thosghject to risks. The programme in
Portugal could also prove successful, though theuBoese economy remains structurally
weak and fragile against shocks. In Greece, howekerprogramme has been unsuccessful.
Greece is on a totally different trajectory to dmedl and Portugal, and it would be right to
ascribe this difference in trajectory to three dast First, initial conditions were especially
adverse in Greece. Second, Greece has a much wadikenistrative and political system
than the other two countries. Third, Greece suffiens having been the first country in need
of financial assistance inside a monetary uniobwees totally unprepared for a crisis.

This simplistic interpretation is, however, notistictory. A more subtle answer would be
that the programmes have been successful in sospeats and unsuccessful in others. The
main success has been the current account, wiititdeshrinking much faster than expected.

""Measured in GDP per capita, constant prices im ELaken from IMF, WEO 2013 in
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This can, however, be attributed to both positine aegative developments. The positive
development, in particular in the Irish case, ie tmprovement in exports. The negative
development is the collapse of imports, which edato one of the failures of the
programmes: a much deeper and longer recessiorexpatted.

The three countries have by and large adoptedubeerity measures prescribed to them by
the Troika. They had little choice, since lendeurtoes were unwilling to provide more
financing.

The alternative to austerity would have been destructuring. In the Greek case, an earlier
restructuring would have been preferable, at |&ash a Greek point of view. In the Irish
case, the bail-in of bank senior bondholders migivie been desirable from the Irish point of
view, though it would have improved the programmsistainability far less than in Greece
and it could have had significant negative implmas for the funding of Irish banks. From
the point of view of the rest of the euro area,llhance of costs and benefits was less clear-
cut.

With hindsight, Greece should have restructuretiezaDelay led to the substitution of public
for private creditors and thereby to the passingrolosses to taxpayers. This is likely to be a
major point of contention in the years to come whéitial European creditors will have to
acknowledge that Greece is unable to repay its debt

The bailing-in of senior creditors of Irish banksowid have sent a signal and further

weakened fragile banks in the EU. The fundamentatblpm, however, was that Europe was
much too slow to address its banking problems. btatks been strengthened earlier, Ireland
could have adopted a solution consisting of crediail-in now advocated as part of a

systemic overhaul of bank resolution regimes.

In the absence of expansionary measures elsewhetieei euro area, and with austerity

measures in some surplus countries, austerityagramme countries, together with the loss
of confidence and the fragmentation of the finansistem, severely depressed growth by
more than anticipated. The Troika, for sure, watsrasponsible for setting the policy course

in non-crisis countries. But it was responsible goedicating the success of the programmes
on favourable external conditions that failed tdemalise.

A final failure of the programmes is the level afeamployment, which is far greater than

anticipated and which jeopardises the sustainglfithe adjustment. Austerity measures are
not the only reasons for such high unemploymenglgein all three programme countries.

Another reason is the malfunctioning of the labouarket in two of the three countries

(Ireland is the exception). Another is the facttthebour-intensive sectors, in particular

construction, benefitted from the expansion dutirigboom years and now need to adjust.

The period during which the programmes were implaet is associated with exceptional
social hardship, though not only in programme coest as the situation in Spain illustrates.
It was beyond the scope of this study to analysegés in income distribution and wealth, or
the social implications of the large increase irmployment. We also did not perform an
analysis of the major increase in youth unemployinemich we see as one of the most
dramatic fallouts of the crisis.
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7.2 I nstitutional issues

Institutional matters relating to EU-IMF cooperatibave played a significant role in the
design, monitoring and, ultimately, the implemeiotaf the programmes.

Though fraught with many potential problems, EU-IM&operation to deal with the crisis

was inevitable in euro-area countries. From the didé¢, despite political misgivings from

some quarters — those who feared that the eurovaoeid come under the influence of

'Washington', and those who regretted that the EA$ wissing the chance to build a
European Monetary Fund — recourse to the IMF wasntenally deemed normal and

necessary. It was normal because it had been dppk¢ a year or two earlier in other EU

countries and because participants in the euro eanhin full members of the IMF; and it

was necessary because the EU lacked expertismdmxaerience of, crisis funding, and also
lacked sufficient trust in its own institutions &at alone. All these factors explain why an
explicit reference to the IMF was introduced in #®M treaty. On the IMF side, there were
also clear misgivings. Never before (except indase of small Latvia) had the IMF been in a
situation in which it would cooperate with a regabentity on a minority basis. Accepting the
minority lender role represented a clear threatlierindependence of the Fund, for its ability
to treat all members on equal terms and for its ad a ‘trusted advisor’. At the same time, it
was in the interest neither of the IMF nor of theb@l community to abstain from what was
going on in the area posing the biggest threatdbad stability.

We have argued that despite a number of tensi@msnsing from their different remits and
rules, the EU and the IMF have succeeded in cotpgran Greece, Ireland and Portugal.
The one issue on which Troika members appear te kigsagreed is the risk of financial
spillovers between euro-area countries. The ECBtlam@European Commission seem to have
been more sensitive than the IMF to such riskss Twould explain why the two European
institutions long opposed Greek debt restructuramgl why the ECB was so opposed to
imposing losses in senior bondholders of Irish lsamkhereas the IMF viewed these options
favourably.

One interpretation of these differences is that i& was more concerned with debt
sustainability and the success of programmes iivisthaal euro-area countries, whereas the
ECB and the European Commission were more concewitdthe consequences of the
programmes for the financial stability and susthilitg of the euro area. Yet, the IMF did put
forward major proposals to improve the financiabgity and sustainability of the euro area
in the medium term. This difference in approach padicularly visible in the discussions on
Greek PSI and over the issue of senior bondholaeslvement in Ireland. The different
mandates of the two European institutions and Mt is what led to their different views on
the appropriate measures for handling Greek putgiot and Irish bank debt. No similar
problem arose in the case of Portugal.

Based on these considerations, a number of lessaamde highlighted and proposals for
reforms made.

7.2.1 Lessonsfor theeuro area
As far as the euro area is concerned, it appeatsBbO-IMF cooperation will continue to

operate whenever countries require financial aast&, as is the case in Cyprus at the time of
writing. This is partly because of the ESM treatich explicitly calls for IMF involvement,
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but is also because there is still insufficientstrin EU institutions, at least in some EU
countries.

But an agreement on the principle of EU-IMF cooperain crisis countries does not
necessarily mean that such cooperation will notngkain the future. Compared to the
situations that prevailed in Greece, Ireland andugal, several amendments are possible or
desirable for each of the three Troika members.

* To start with the IMF, as long as individual eurea countries are IMF members,
they are obviously entitled to seek its assistamwen if they also receive ESM
assistance. How should the IMF respond to requestsllaborate with the EU? Three
options seem possibl&he IMF could retain an important lending role,tae level of
one-third of the total programmas was the case in the first Greek programmerand
the Irish and Portuguese programmes. This opti@s ¢t seem feasible, neither in
view of the IMF’s resources, nor its global roleorNEuropean members are already
complaining that the IMF has lent too much to Eerofven more importantly,
participation by the IMF as a minority, but subsianender alongside the ESM raises
guestions about its independence. Should the IMFEamropeans disagree, the Fund
can neither exit (because its share of lendingaslarge) nor prevail (because it is a
minority lender);

* The IMF could provide technical assistance to Ed{wogrammes but no financial
assistanceleaving this role entirely to the EU. But who vidie the recipient of the
IMF’'s technical assistance: EU institutions or tl#J) country in difficulty?
Presumably it would be the latter since only indinal EU countries are IMF
members, but this would be problematic since the Wid EU institutions would then
be on opposite sides of the negotiating table rathan on the same side as is
currently the case. The reverse, to have the IMF aac formal advisor to EU
institutions, does not seem feasible. In practiee dption would amount to leaving
euro-area countries on their own, an odd solut®foag as euro-area member states
remain individual members of the IMF;

* The IMF could function as a ‘catalytic lendeHere it would provide the minimum
financing to the programme necessary to exerciselitonality and would provide
expertise to both the borrowing country and the igstitutions, while retaining the
option of exit in case of disagreement. In otherdsgoit would have enough money in
the game to be a player, but as little as possibseroid losing its independence. The
right amount would probably be somewhere around pencent of the total
programme, the figure proposed by the IMF's marggiirector for the Cyprus
programme.

We view the third option as the best choice fohhkibie IMF and the EU. It would leave the
IMF the option of agreeing or disagreeing. Mosehk the EU would seek IMF participation
because of the Fund’s expertise and because ofdédéility its involvement provides. But it
could, financially and by now technically, go aheathout it.

Nonetheless, we are aware that this solution doetuhly solve the problems associated with
the IMF's position as a minority lender and theeptil accusations by other IMF members
that it offers preferential treatment to EU cousdri However, these other IMF members
should recognise that their interests are bett@edeby having the IMF participate in solving

problems in the euro area, rather than by stayingtogether.
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In our view, involvement of the IMF in euro-areaogrammes would remain advisable as
long as euro-area governance is incomplete. Shbelceuro area become a member of the
IMF — a development that we consider desirable ther medium terdf — and be able
therefore to request IMF assistance directly (rathan through one of its member countries),
the situation could be reconsidered. But in thenseio, assistance would in all likelihood be
unnecessary, because the euro area would haveret@li the necessary institutions and
policies to address its problems independently.

Turning to the second Troika member, the Europeamr@ission, we view its current role in
euro-area programmes as necessary but problerAatidiscussed in chapter 6, it acts as an
agent of the Eurogroup rather than as the indepeniancipal protecting the EU interest that
it should be. Its role in the Troika could createoaflict of interest with its normal and much
more encompassing role of ‘guardian of the treaty’.

A solution would be to give the Commission full pessibility for negotiation, financing and
monitoring of EU assistance, as it is the casenfor-euro area members. The Commission
would thus become the vertically integrated coyradrof the IMF. The advantage of this
option would be to give an EU institution pivotakponsibility in an area of vital importance,
instead of relying on the intergovernmental ESMe Bommission would also be tasked with
ensuring that programmes are in line with the eldbwever, we see two objections to this
solution. First, it would face considerable objens from the United Kingdom and other
members of the EU who do not participate in the@eund do not want to share financial risk.
Euro-area member states have also proved reludtargive extensive powers to the
Commission and there is no indication that theyehakanged their attitudes. Second and
more importantly, it is not by accident that theANMs a specialised organisation with a
defined mandate and non-political governance. ™Ml Wwas built to fulfil its mission and if
needed to be deeply unpopular in the countries eviteintervenes. The Commission is a
political institution with a broad mandate, whiched not make it easy for it to play a role
akin to that of the IMF. A more clearly defined amalrow mandate would help in fulfilling a
specific function.

We would prefer to give the responsibility for négtion, financing and monitoring of EU
assistance to a new EU institution, a European Mond-und (EMF), which like the IMF
would be equipped with effective decision-makindesurather than being a technical
subsidiary to the Eurogroup, as is presently tise e@th the ESM. The EMF would be one of
the pillars of a European Treasury and would replde intergovernmental ESM. This
solution would only be feasible in the medium tesimce it would require a change to the EU
treaty. The new European Monetary Fund (which maynay not deal with both euro and
non-euro area programmes) should be a fully-fledgiddnstitution and operate like the IMF.
It would define conditionality, though the Commasiwould be consulted to make sure that
the conditionality is compatible with EU rules.

EMF membership would include all euro-area coust@md possibly other EU member
countries. Its board (consisting, like the board tbé European Investment Bank, of
representatives of member countries and of the Gesnom) would decide whether or not to
grant financial assistance by a qualified majorgyher than by unanimity (or by an 85
percent majority in emergency situations), as e dhse for ESM decisions. Since the EMF
would hopefully be far less active than the IMFe 8MF would need only a small permanent

8 See Sapir (2007) and the chapter therein by Candéisani-Ferry.
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staff. It could obtain some Commission staff onosetment during crisis times. Such
secondment would also ensure the coherence of stafeillance in the context of EU
procedures with the definition of policy conditidityin a programme.

Turning finally to the ECB, we find the currentustion perplexing. As already discussed in
chapter 6, its formal role in the Troika, in whitie EU is represented by the European
Commissiorfin liaison with the ECB”, is not well defined. In fact it is rather confugi The
ECB does not formally take part in programme negiains, it does not provide programme
financing, nor does it, like the other two Troikaemmbers, issue reports about programme
implementation. Yet it issues joint statements wita European Commission and the IMF
about Troika missions. From the published documemie cannot determine whether the
ECB takes or does or does not take responsibditpfogramme decisions.

The ECB is obviously a key player in programme d¢oes. It decides whether or not to relax
collateral standards, whether or not national etrtanks can provide ELA to domestic
banks, and whether it is ready to provide OMT &ast® to countries after they regain market
access. The Cypriot case in March 2013 demonstthtgd by threatening to withdraw ELA
access, the ECB can have very substantial leverage.

With the creation of the EU Single Supervisory Maism (SSM) the ECB will acquire a
key role in banking supervision. This will greaithyprove its knowledge about the risks in the
banking system. Yet, even with that informatiore 88BCB will still need to have access to
information about programme developments in oraebeé able to properly assess risks
beyond banking. We consider, therefore, that iukhoontinue to participate in Troika field
missions. It should also be able to exercise iisevas far as its willingness to provide ELA
and OMT assistance is concerned. But it shouldoegbarty to programme negotiations that
by nature cover a scope that extends far beyondetin of a central bank. It should thus
become a (mostly) silent participant in the Troika.

In order to avoid misunderstandings about its ot responsibility in the Troika, which
should be limited to obtaining information and yng concern, the ECB should not issue any
statements (alone or together with the other Tranl@nmbers) about programmes. Hence,
while its role in programme countries is and wahrain crucial it should be clearly delimited
to its own instruments.

Our proposal would also improve accountability. Weuld suggest that the European
Monetary Fund be subject to the oversight of theogeian Parliament. We do not advocate
the parliament having a vote on individual prograesm nor do we consider healthy the idea
that programmes should be subject to the apprdvahtonal parliaments other than that of
the programme country. But the European Parlianséould be given right of oversight,
including as regards thex-postassessment of individual programmes and the iedud
conditionality.

7.2.2 Lessonsfor therest of theworld
IMF intervention in the euro area alongside Europeatitutions could offer lessons for other

regions of the world that have already or may ereagional institutions capable of playing a
similar role.
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Eichengreen (2012) considers that the lessons fidf cooperation with the EU are of
limited relevance to the rest of the world becaus®ther region has a similar weight within
the IMF, both formally and informally — because lotory, tradition and intellectual
background. While we tend to agree that Europe spexific case, we nevertheless believe
that lessons can be drawn from the current expagien

The main lesson is that the IMF can — if not alwagsily — coexist with regional institutions.

In retrospect, US and European opposition to tlkeatmn of an Asian Monetary Fund when
the suggestion was made in the late 1990s wasusttigd. From an Asian standpoint, the
fact that the IMF agreed to collaborate with theiB&titutions is often regarded as illustrating
an inequality of treatment. In the future, simit@moperation with regional entities should be
possible, provided such entities are economicaily #nancially meaningful, equipped with

effective common institutions, and are capable obilsing financial resources for dealing

with member countries going through crises. Undmhsconditions regional entities should
be allowed to collaborate with the IMF.

The issues we have raised in this report abouptheiples and modalities of cooperation
would still be relevant. The question of whethes tMF is again willing to act as minority
lender and, if so, under what conditions would alsed to be addressed. Inevitably, a case-
by-case approach would be required. But lessomeddaand principles agreed on during the
European crises could inspire crisis responsedrittture.
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Appendix 1: Derivation of the financing needs of tk three countries

Greece Ireland Portugal
10Q2-13Q2 2010-2013 2011-2014

5 GG deficit 53 22

6 Debt amortisation 138.3 80.9
B1) of which short-term 50 42.9
B2) of which long-term 88.3 38.1

7 Adjustment 15 2.1

8 Gross financing need 192.8 98.9 105
(A+B+C)

9 Rollover rate of short- 94% 72%
term debt

10 Rollover rate of long- 34.99% 42%
term debt

11 Debt issuance/Roll-over 93.5 48.9 47
G1) of which short term 47 31
(B1*E)

G2) of which long term 30.9 16
(B2*F)

12 Privatisation 0.0 0.0 5

13 Net Financing need 99.2 50 53
(D-G-H)

14 Bank support 10 35 24.9
J1) Of which Bank 12
Solvency Support
Mechanism
J2) Of which other* 10 35 12.9

15 Total Financing need (I+J 109.2 85 78

16 External loan 110 85 78
commitment
Contribution IMF 30 22,5 26
Contribution EFSM, 80 45 52
EFSF, ESM, EA
countries
Use of country’s 17.5
financial buffers
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Appendix 2: Methodology for Table 6 (Breakdown of @p between initial and actual
fiscal targets for Greece)

(All variables expressed as % of GDP) Primary Overall balance Gross debt
balance

2013 target as set in the May 2010 SBA programme 3.1 -4.8 149

- Worse 2009 initial conditions -1.8 -2.0 14.3

- Revenue shortfall due to adverse GDP developments (1) -9.0 -9.0

- Effect of lower nominal GDP (2a), (2b) -1.0 38.4

- Interest rate on public debt (3) 4.5

- Larger than expected overall deficits (4) 1.7

- Fiscal consolidation effort (residual) (5a) 7.7 7.8

- Debt accumulation residual (5b) 1.7

- Debt restructuring (6) -26.6

2013 outturn as forecasted in the January 2013 review 0 -4.5 178.5

In order to disaggregate the impact of differentatdes over the government balance and
debt, we start with the basic government balancatsay B = P+ |, wher¢B is the overall
government balanc P is the primary balance al gepresents interest payments.

NGDP is the nominal GDP for yeiias forecasted in ye I r The difference between the

currently (2013) and the originally (2010) foreeamsgovernment balance ratio in 2013 can be
written as:

Biots _ Biis _ Bis _ Bius , Bois B
NGDR;y NGDRYY NGDREY NGDE)Y NGDEY
__ Bos B 0w~ loots  Paots~ Poois.
NGDR;Y NGDE;Y  NGDRE.Y NGDREY
Effect of lower nominal GDP (2a) Interest payments effect (3)

For the primary balance we use the European Cononissestimates of the tax revenue
elasticity to output gap found in the 2012 editadrthe Taxation Trends publication and

. . £
assumed to be equal to the elasticity of tax regsiia nominal GD& T'NGD").

2013 2010 2013 201
Pz ~ Pooss - % NGDP,,;:— NGDP,; x100%+ E
N G D F;%Ollso T.NGDP N G D Fzgocilso Fiscal consolidation effort (residuabd)

Revenue shortfall due to adverse GDP developméits (
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Table 14: Tax revenue elasticity to output gap

Member | Percent change in tax revenues (as ratio to GDP) neaction
State to a 1% change in the output gap

Ireland 0.36

Greece 0.42

Portugal 0.41

Source: OECD, Commission services

For the debt ratio, the difference between thesailhytforecasted government debt-to-GDP
ratio and the current forecast for 2013 can betevrias:

2013 2010 2013 2013 2013 2010
D2013 D2013 D 2013 D 2013 D 2013 D 2013

NGDRYY NGDRYY NGDR)Y NGDE)Y NGDB)Y
Effect of lower nominal GDP (2b)
2013

__ Q2010
2013 _ [ 2010 Z Bi BJ
2013 2013 — j=2010 + R + r
NGD |322001130 NG DPZZOOéO Debt restructuring (6)  residual (5

Larger than expected overall deficits (4)

The effect of debt restructuring is calculatedresdifference between the gross debt variation
between 2012 and 2011 plus the overall governmadanbe:

R= ( D2012 - D2011+ B 2012, D 2013~ D 2013 B 201})(100

NGDRYY NGDRY
- D213~ Dooust B agast B ooro %100
NGDRYY

105



Annex 1: Framework for cooperation between the IMF, the Eurgpean Commission and
the ECB

Box 1 of the May 2010 report on Greece’s Requesktfand-By Agreement prepared by the
IMF decribes the framework for cooperation as foio

Close cooperation between the three institutiomsusial in three areas:

Programme design

The authorities’ programme represents a coordinaedework for policy adjustment and
financing supported by the EC, the ECB and the INFFogramme discussions were
conducted on a quadrilateral basis between theoati#s and the three institutions, resulting
in a unified and consistent set of macroeconome sructural policy parameters. These are
set out in the MEFP/TMU of the IMF and the MEFP/MoUthe EC. The MEFP focuses on
macroeconomic policies and selected structural oreas while the MoU covers the full
structural reform agenda agreed between the atidwand the EC.

Programme monitoring

Conditionality for Fund Board reviews is based orstandard quarterly framework of

performance criteria and structural benchmarks. therEC, conditionality is based on an
overall assessment of progress against the stalcagenda in the MoU as well as the
macroeconomic targets. The EC conducts this asseessmliaison with the ECB, and then
makes a recommendation to the Euro Group comnuttdémance ministers, to approve the
disbursement. Conditionality for both the IMF an@ ks set on the basis of regular end-
guarter test dates, with joint review missions c¢stivgy of IMF, EC and ECB staff and with

disbursements intended to coincide to the extessipte in a fixed proportion of 3-8 between
the Fund and the European financing mechanismridegmext.

Financing arrangements

Bilateral support is provided by Greece’s 15 parteerozone countries, in ratio to their
shares in ECB capital. The loans will be governgd Bingle loan agreement between Greece
and the euro countries, signed by the EC on thehialh, covering the full three years of the
programme. The loans will have the same maturdgeshe Fund purchases, and will carry
floating rate interest rates (3-month Euribor) pduspread of 3 percentage points, rising to 4
percentage points for amounts outstanding beyorek thears. Each drawing is subject to a
one-off service charge of 0.5 per cent. Greeceumaertaken to draw on the IMF and EC
facilities in a constant 3:8 ratio throughout thegramme period.
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Annex 2: Timeline of Events
Greece

December 2009
23. Parliament adopts the 2010 budget setting argegovernment deficit target of 9.1
per cent of GDP.

January 2010
15. Government submits the updated Stability Progna (SP), projecting a reduction
of the government deficit of 4 percentage point8.#per cent of GDP in 2010, and
correction of the excessive deficit by 2012. Thbetdatio was projected to peak at 121
per cent of GDP in 2011.

February 2010
1. 2-year bond spreads reach 347 basis pointseafsyond spreads reach 270 basis
points.
2. Greece announces a set of measures in addtibwse announced in the SP
(freezing wages and raising excises with the aimedficing the government deficit).
3. The Commission adopts a proposal for a Counedigon, in view of the excessive
deficit correction in Greece by 2012, a draft CauRecommendation with a view to
ending the inconsistency with the broad guideliviethe economic policies, and a draft
Council Opinion on the SP.
11. European Council invites the ECOFIN Councihtiopt these documents, and calls
on the Commission to monitor implementation of @wuncil decision and
recommendation, in liaison with the ECB and drawenghe expertise of the IMF. The
euro area Member States declare their readingakeéaletermined and coordinated
action, if needed, to safeguard the financial $itghin the euro area as a whole.
16. Council adopts the above-mentioned documeftés,discussion in the Eurogroup.

March 2010
3. Shortly after a visit of Commissioner Rehn tdvéits, Greece announces new deficit
reducing measures of over 2 per cent of GDP, imetudn increase in the VAT rates
and other indirect taxes and a cut in the waggthitbugh the reduction in allowances,
and partial cancellation of the Easter, summerGimastmas bonuses, of civil servants).
These measures are welcomed by the CommissioeGBeand the IMF.
8. Greece submits a report on the progress wittheim@ntation of the SP and additional
measures.
9. The Commission concludes that Greece is impléingethe Council Decision of 16
February 2010 and the measures outlined in it@6¢that the additional fiscal
measures announced by the Greek authorities app#aient to achieve the 2010
budgetary targets.
15. The Eurogroup welcomes the report by Gree@mhraces the Commission
assessment that the additional measures appemientffo safeguard the 2010
budgetary targets, if fully implemented.
25. Heads of State and governments of the eurocaredries reaffirm that they fully
support the efforts of the Greek government anac¢ovek the additional measures
announced on March 3, which appear to be sufficesafeguard the 2010 budgetary
targets.
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April 2010
8. 2-year bond spreads reach 652 basis pointseafyond spreads reach 430 basis
points.
11. The Eurogroup reaffirms the readiness by erga Blember States to take
determined and coordinated action, if neededatifets the technical modalities
enabling a decision on coordinated action, highirghthat the objective is not to
provide financing at average euro area interessrdiut to safeguard financial stability
in the euro area as a whole.
15. Greece requests “discussions with the Eurofeammission, the ECB and the IMF
on a multi-year programme of economic policies that could be supported with
financial assistance (...), if the Greek authoritiese to decide to request such
assistance.”
23. Announcement that Greece missed the 2010 bdedjett target by a wide margin
at 13.6 per cent.
23. Greece requests financial assistance fromutearea Member States and the IMF.
27. 2-year bond spreads reach 1552 basis poingedi® bond spreads reach 755 basis
points.

May 2010
2. Greece, the European Commission, the ECB aniiMR@nnounce an agreement on
a three-year programme of economic and financiltips. The Eurogroup
unanimously agrees to activate stability suppofteece via bilateral loans centrally
pooled by the European Commission.
4. The Commission adopts a Recommendation for a€loDecision according to
Articles 126(9) and 136 of the Treaty. The drafti3mn includes the main conditions
to be respected by Greece in the context of then@imal assistance programme.
6. The Greek Parliament votes to accept a seripslaly measures included in the
programme of economic and financial policies, idahg an increase in VAT and
excises, as well as further reductions in publat@ewages and pensions.
6. ECB adopts temporary measures relating to igid#ity of marketable debt
instruments issued or guaranteed by the Greek gment.
7. 2-year bond spreads reach 1739 basis pointged® bond spreads reach 1287 basis
points.
7. The Council adopts a Decision according to Aetc126(9) and 136 of the Treaty
including the main conditions to be respected bgeGe in the context of the financial
assistance programme.
9. IMF executive board approves the Stand-by asarant (SBA).
9./10. The Council and the EU Member States endofsencial stabilisation
mechanism.
18. The euro area Member States disburse therfgtstiment (EUR 14.5 billion) of a
pooled loan to Greece.

August 2010
5. 1st review mission finishes. Staff teams conelticht the programme has made a
strong start and that the economy is contractingreigcted in May.

November 2010
15. Greece’s 2009 budget deficit was revised upwaddb.4 per cent from 13.6 per cent
as reported in April.
23. 2nd review mission finishes. The overall assesd is that the programme remains
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broadly on track. However, data revisions and weé#kan-expected revenue collection
make 2011 deficit targets more difficult to achieve

December 2010
7. IMF announces that it supports an extensiooar repayment for Greece and says
that it is open to the idea of converting the pamgme to an extended fund facility
(EFF).

February 2011
11. 3rd review mission finishes. The overall assest is that the programme has made
further progress towards its objectives.

June 2011
3. 4th review mission finishes. The mission reachgeement with the authorities on a
set of economic and financial policies needed tetrpeogramme objectives.

July 2011
3. Spreads increase to new highs after Europeandeministers postponed any further
decisions in regard to the Greek programme.

October 2011
11. 5th review mission finishes. Further measuresaanounced to bring the
programme back on track in regard to the deeperi@amer-than-expected recession.
27. Euro area leaders agree on a new deal in vengchtors would accept 50 per cent
losses on their Greek debt and Greece receives B30Rillion in additional loans in
turn.
31. PM Papandreou calls for a referendum on thefimamcial assistance programme.

November 2011
11. PM Papandreou resigns.
16. Papademos forms a provisional government and thie confidence vote in
Parliament.

February 2012
21. Agreement on the disbursement of EUR 130 biltaGreece after the parliament’s
approval of new austerity measures.

March 2012
14. Euro area finance ministers approve financing second Greek economic
adjustment programme. The financing vehicle ofeh area will be the EFSF rather
than bilateral loans as in the first programmenitbe IMF side, financing shifts from
a stand-by arrangement (SBA) to an extended fucititfa(EFF) allowing a longer
repayment period. Additionally, it was agreed qurigate sector involvement (PSI),
which will make a high contribution to make Greecéébt sustainable.

May 2012
6. Parliamentary elections.

June 2012
20. A new unity government was formed and Samaspsiated as PM.
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August 2012
20. EUR 3.1 billion bond repayment to the ECB.

November 2012
7. Greek Parliament approves new austerity pacaadehe 2013 budget.

January 2013
18. The IMF concludes in its 1st and 2nd Reviewsodece’s EFF Arrangement that the
programme is back on track.

Ireland

May 2010
7. Irish 10-year bond yields peak at 311 basistgmmer German bonds, a euro area
record, as the fear of contagion grows due to tteeksrescue. Spreads fall immediately
but rise again through May and June as market cosceturn.

July 2010
23. Allied Irish Banks and Bank of Ireland, Irel&tivo largest banks, pass EU-wide
stress tests.

August 2010
Concerns grow about losses in the banking sectbth@imminent ending of the two-
year government bank guarantee cause spreads togashing 366 points by the end of
the month.

September 2010
8. Bond spreads reach 386 points. Government agasipian to split Anglo Irish Bank
into a funding bank and an asset recovery banki@pdovide an estimate of the final
cost of restructuring and resolution of the bank.
Minister for Finance signals that the fiscal coti@t required in 2011 would be of the
order of EUR 3 billion.
23. Second quarter national accounts for 2010 aoéghed. They show a worse-than-
expected fall of 1.2 per cent in GDP quarter-onrgraSpreads reach 425 points.
30. Final cost to the state of the banking sedt@&léR 46 billion with a worst case
scenario of EUR 51 billion is estimated. The Goweent announces that this cost will
require further fiscal consolidation measures. &psdall in early October.

October 2010
26. Government announces that EUR 15 billion ofsotidation is required over the
period 2011-2014, up from the EUR 7.5 billion undristing plans. Spreads rise again
to 401 points.

November 2010
4. Government announces that EUR 4 billion of cbdation is to be frontloaded in
2011. Despite this, spreads go above 682 poinisLdyovember, a new high.
21. Irish authorities make request to Europeamestand the IMF for assistance in
assembling a financial stability package.
24. National Recovery Plan is published by the gowent, detailing fiscal
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consolidation and structural measures from 20120t31.
28. Staff level agreement on financial stabilitpgart and macroeconomic adjustment
programme for the period to 2013 is reached.

December 2010
7. Eurogroup and ECOFIN Council formally agree dmancial assistance package for
Ireland and on an extension of the excessive deéfiget to 2015 from 2014.
15. Irish parliament votes on the Memorandum of &athnding on Specific Economic
Policy Conditionality, Memorandum of Economic anddncial Policies and Technical
Memorandum of Understanding.
16. The programme is agreed by the IMF board. Bmieads remain elevated at 531
points.

January 2011
12. First instalment of the EFSM loan is disbursetieland.

April 2011
5-15. 1st and 2nd review mission finish. Irelandhisking good progress in overcoming
the worst economic crisis in its recent historyod?amme implementation has been
determined, despite the period of political chaage an uncertain external
environment. The new government, through its ‘Paagne for Government’ and its
decisive approach to banking sector reforms, Hantéull ownership of the goals and
key elements of the EU-IMF-supported programme.

July 2011
6-14. 3rd review mission finishes. The authoritiase continued to steadfastly
implement programme policies. Tensions in soverbgmd markets have escalated
during the visit, but programme financing is cusimg the impact of this shock on the
Irish economy and public finances.

October 2011
11-20. 4th review mission finishes. The authoritiad completed the key initial phase
of the comprehensive financial sector reforms l&edan March.

January 2012
10-19. 5th review mission finishes. The Irish auities have continued to advance
wide-ranging reforms to restore the health of tharfcial system so it can support
Ireland’s recovery. Reforms to enhance competiggsrand support growth and job
creation are moving forward. The substantial fismaisolidation targeted for 2011 has
been achieved with a margin. Budgetary measur8sbgfer cent of GDP reduced the
estimated general government deficit to about X@eet, well within the programme
target of 10.6 per cent.

April 2012
17-26. 6th review mission finishes. Fiscal target2011 were met with a “healthy”
margin and consolidation remained on track in trst fjuarter of 2012.

July 2012

5. Ireland raises successfully EUR 500 millions ishort-term debt auction.
12. 7th review mission finishes. The policy implertaion is considered to be on track
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despite challenging macroeconomic conditions.ra ith the conclusions of the euro
area summit statement of 29 June, EC/ECB/IMF teammmsliscussing with the
authorities possible technical solutions to furtingorove the sustainability of its well-
performing adjustment programme.

October 2012
25. 8th review mission finishes. Ireland’s polioyglementation has remained strong
and its budget is on track towards the 2012 targets

February 2013
7. The 9th review mission finishes. Rigorous pragrae implementation has
contributed to substantial improvements in markeeas and foster economic recovery.
On the same day, Ireland officially announces ithads reached an agreement with the
ECB on restructuring its promissory notes. Thedesyased to shore up Irish banks in
2010, had left the state saddled with large repaymieligations over the following
decade. Markets and rating agencies unanimouslyowed the deal, which significantly
eases Ireland’s financing burden. Following thecamezements, Irish 10-year bond
yields drop below 4 per cent for the first timec&r2008.

March 2013
13. Ireland returns to the 10-year bond marketrarsgts almost EUR 5 billion for an
interest rate of 4.15 per cent.

Portugal

December 2009
2. EU Council addresses recommendations to Portagalcordance with Article
126(7) TFEU with a view to bring an end to the aiton of an excessive government
deficit by 2013.

May 2010
8. Portugal announces a revised target of 7.3¢graraf GDP for the 2010 deficit, 2.1
percentage points below the 2009 deficit outturn.
13. The 2011 deficit target was revised to 4.6qeet of GDP reflecting the
consolidation measures announced on that day.

November 2010
25. The Parliament passes austerity budget aimiednging down high public debt
levels. The budgetary deficit target for 2011 isatet.6 per cent of GDP.

February 2011
23. The Portuguese government announces that guaekssfully achieved a 2010
deficit below 7.3 per cent of GDP.

March 2011
11. The Portuguese government addresses to Eur@meamission and ECB a note in
which it engages to undertake substantial fiscdlsaructural measures.
23. Stability Programme spelling out the measunekided in the note sent to the
Commission and the ECB fails to be approved ini&aent.
24. The Portuguese government resigns, but reragiascaretaker government.
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29. Portugal's statistical office (INE) reportsavgrnment deficit of 8.6 per cent of
GDP for 2010, above the target of 7.3 per cend @&sult of the statistical rulings on the
booking of two defeasance structures, a guarahtgemas called and the inclusion of
three state-owned enterprises in the governmeouacs.

31. S&P downgrades Portugal's credit rating to BBB-

April 2011
6. Interest rates for 2-year bonds exceed 10 per while 10-year bonds reach yields
of nearly 9 per cent.
7. Portugal requests financial assistance from EEEF®F and IMF.
8. The President of the Republic calls generaltieles for 5 June.
11. Technical mission of Troika starts discusswith Portuguese authorities.
23. Portugal's statistical office (INE) reportsavgrnment deficit of 9.1 per cent of
GDP for 2010, as a result of the statistical resgifecation of three PPP contracts.

May 2011
3. The Programme is agreed at technical level tweoika mission and Portuguese
authorities.
17. Signature of the Memorandum of Understanding.
20. The Programme is agreed by the IMF board, wajpgroves a EUR 26 billion
extended arrangement for Portugal.
30. Council adopts Implementing Decision on Graptimion Financial Assistance
amounting to EUR 78 billion.

June 2011
5. National elections.
7. Request for a three-year arrangement undentteméed Fund Facility (EFF).
16. Social Democratic Party and People’s Party aigagreement for a government.
Pedro Passos Coelho is appointed PM.

August 2011
12. 1st review mission to Portugal finishes. Steaéims welcome the new government’s
commitment to the programme and conclude that tbgramme is on track.

November 2011
16. 2nd review mission to Portugal finishes. Thegian concludes that the programme
is off to a good start. Yet, staff members seadliffies in implementation of the 2011
budget due to spending overruns relative to prograrabjectives. Additionally, they
stress the importance of continued reform impleiatgort to improve Portugal’s
competitiveness.

February 2012
28. 3rd review mission to Portugal finishes. Staffims conclude that the programme is
on track but challenges remain. They warn of weakeorts as demand from abroad is
likely to weaken. Nevertheless, the fiscal defiarget for 2012 of 4.5 per cent of GDP
is expected to be met. In regard to structuralrme$y they conclude that important
measures have been implemented in particular itatieur market. They identify,
however, a structural reform backlog in the sergeetors.
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June 2012
4. 4th review mission finishes. Staff teams coneltltht the programme remains on
track as the authorities are implementing the refpolicies broadly as planned and
external adjustment is proceeding faster than deded@he 2012 fiscal deficit target of
4.5 per cent of GDP remains within reach. They maoend further policy action in
regard to the surge in unemployment.

September 2012
11. 5th review under the EFF arrangement finisAesa result of a weaker than
expected macroeconomic outlook, the fiscal targat® been revised. The budget
deficit target has been revised upward to 5 per @e@DP in 2012 and to 4.5 per cent
in 2013. The threshold of 3 per cent will be me2@14.
22. After massive protests in Lisbon, the Portugugs/ernment agrees to look for
alternatives to a social security tax rise propasmde days ago that would have
increased the workers’ wage deduction and cutakéar employers. Some days later,
the government decided to change the tax brackstsad. This will result in a sharp
increase in the average tax rate.

October 2012
3. Portugal successfully exchanges a bond with mityain 2013 for one with maturity
in 2015. The authorities plan a return to markedricing during 2013.

November 2012
19. 6th review mission finishes. Staff teams codelthat the programme is broadly on
track and that the fiscal consolidation effortsiarene with the revised deficit targets.

March 2013
15. 7th review mission finishes. Staff teams codelthat the programme
implementation remains broadly on track and the 201t fiscal deficit target of 5 per
cent of GDP has been met. Against the backgroumiiffafult economic conditions, the
deficit targets are suggested to be revised up #dnto 5.5 per cent of GDP in 2013
and from 2.5 to 4 per cent in 2014.

April 2013
5. Portugal’s constitutional court rejects four otihine contested austerity measures
that the government had introduced as part ofGfi3zbudget as being unconstitutional
as they are discriminating against public-sectorkens. Thereafter, prime minister
Coelho announced further spending cuts on soctalrgg, health, education and state-
owned companies and ruled out further tax increases
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