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Executive summary and key messages

Bond Vigilantes are those speculators that makéat germ profit out of threatening
governments that are highly vulnerable to the boratkets. And as the global economic
crisis has turned into a sovereign debt crisisurope, they are more dangerous than ever.

Total OECD public debt has increased by almost 508e 2007, and stands at USD36tr
which is twice the amount held by pension fundsldweide. The annual net increase in
sovereign bond issuance has exceeded USD2tr sid& this is equivalent to the combined
value of the Dutch and Australian pension fund stdas. The cost of borrowing has
increased significantly for governments as a ref®ut financial speculation has played its
part. Loaded with public debt and with massive ‘toogent liabilities” arising from
guarantees to the banking sector, governments bane under pressure from the bond
markets and the credit rating agencies to engageatbnian austerity measures.

It would be too simplistic to portray OECD govermtgesolely as innocent bystanders and
victims, however. It is they who failed to take @@ece action on the financial regulatory front.
It is they who turned abruptly away from fiscalnstilus in 2010, killing the few remaining
sources of growth. Meanwhile the European CentaaslkB ECB) made every possible wrong
choice throughout the development of the soveralght crisis. While it has provided
unlimited lending to private banks, the ECB hasiel@ithat right to governments. And it has
only reluctantly accepted that private bondholddrare the burden of the debt restructuring
of Greece.

The largest bond fund in the world is run by USdumanager Pimco with some USD144bn
assets under management. There are thousands dffoods worldwide, however. The
largest asset managers also include US fund man&jackRock, Vanguard and Franklin
Templeton. But the majority of top asset managegssabsidiaries of international banking
groups that are considered as “too-big-to-fail’tbg G20 and the Financial Stability Board
(Goldman Sachs, Morgan Stanley, JPMorgan, Sociétéfale, Deutsche Bank, UBS, HSBC,
etc.) and of global insurance companies (Allianzidential, AXA). Little is known however
on the governance of the bond managers and thauneration schemes, because most of
them are established as private companies.

The “shadow banking” system also plays a key roléhe bond market. Being excessively
averse to market and credit risks, money marketiduare particular exposed to herding
behaviour and to the “rush to safety” which cantal@tise bond markets. Hedge funds
constitute a smaller group but one that is far namteve. Hedge funds are reported to have
intervened massively in the Greek bond market & st year, buying bonds at a 50%
discount or more. Securities lending and specwdathort selling trading are also on the rise
in the EU.

Hedge funds have moved in because other investors heen offloading their debt in the
wake of the decisions of credit rating agenciesA6€Ro downgrade countries’ debt ratings.
The speed at which the rating agencies have dowadrtne debt of Southern and Peripheral
Europe cannot be explained by fundamentals. Andhm process the agencies have
accelerated and deepened tensions and speculdigoaby worsening the economic outlook
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for those economies in a vicious self-fulfillingrde. Greece fell by 15 notches in just 18
months, from ‘high quality’ rated issuer to ‘neaanliruptcy’. Public concern over rating
agencies goes beyond the opacity of the rating mdelbgies. Conflicts of interest and, in the
case of the bond market, collusion with bond marsagee of concern.

After lengthy negotiations the €130bn EU-IMF resqian for Greece first announced in

October 2011 was finally agreed and settled ofi B8bruary 2012. The deal includes a
‘voluntary’ Private Sector Involvement (PSI) entagl a 55.5% ‘haircut’ on the net present
value of Greek bonds. Negotiations with private dioriders (represented by the Institute of
International Finance) have been tense “with stosrghanges” with the IMF managing

director Christine Lagarde. By contrast the ECB Ibesn reportedly siding with bondholders
to protect the Euro’s “credibility” and make suteat the PSI is not replicated elsewhere
while refusing to include its own bond holdingghe haircut deal.

The PSI deal needed to remain voluntary. The atemm solution of a ‘disorderly’ default of
Greece would have activated billions of payout&meek CDS contracts. That is precisely
what governments did not want to happen becauseuld put the entire Euro system in
jeopardy. Formal default would also reward the leeflgnds that have been building up
massive positions in both the Greek bonds and treelGCDS markets in the hope of
winning the game no matter what happens.

So who are the new bond vigilantes? They are tdgén@unds that are piling up Greek bonds
at a heavy discount (as well as Portuguese, ltakaa Irish bonds) as the banks have
offloaded their holdings to clean up their balasbeets. They are betting on a continuation
of the EU bail outs and, if not, on the payoutsythuld get on the Credit Default Swap
(CDS) market in case of a formal default of Greece.

What are the policy implications?

The findings of the present paper support sevestidyppositions adopted by Global Unions
in recent statements to the G20 and its FinantaddiBy Board.

Financial conglomeratdatat have become “too-big-to-fail” and are listexisuch by the G20
— the “Global Systemically Important Banks” — hadcessive market power in the bond
management business and in the “shadow bankingbrsethat power extends to policy
forums and lobbying groups which are influentialtie bond market. These findings bear
clear relevance to the Global Unions call for nesturing those conglomerates and shielding
retail commercial banking from the speculative aaltile investment and trading activities.

Market transparencys an issue. Publicly available information on theding houses that
manage the bond funds is lacking, to say the Ie€Hsis is particularly true for those
investment vehicles and trading practices thatpaome to short term speculation, hedge
funds, derivatives trading and ownership and repgron security lending. This paper
validates trade union concerns about lax reporéind disclosure requirements that benefit
private investment companies that manage the hamti harket.

Speculative tradingneeds to be curbed. The paper also confirms tkd te substantially
increase transparency in derivatives trading antao the ultra-speculative ‘naked CDS’
trading (i.e. buying long on a sovereign CDS andhat same time selling short on the
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underlying sovereign bond). In that regard, a fmalntransactions tax on OTC derivatives, in
line with what the OECD is suggesting, would gooag way increasing transparency,
lengthen the holding period of derivatives and prevshort term socially useless trading
behaviour.

Requlating credit rating agenciebhe European bond market is a case in point ®fptio-
cyclicality of credit rating agencies (flawed ragm prior to the crisis, abrupt series of
downgrading afterwards) and the excessive condenmiraf the sector (three agencies
dominate the sector). Agencies should be subjedartanore transparency and reporting
requirements regarding their methodologies andvidnethey are financed and governed.
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Introduction: The return of the Vigilantes

Each phase of the current crisis has been assbowtd specific financial buzzwords:
‘subprime’ and ‘toxic assets’ in 2007 and 2008 whkisn crisis was just about another credit
crunch, ‘too-big-to-fail’ in 2009 and onwards whénturned out that global financial
conglomerates had a major responsibility in cauiiegcrisis. As the crisis has transformed
into a sovereign debt crisis, particularly withimet Eurozone, the upcoming buzzword is
becoming ‘the bond vigilantes’ to judge from theatiines in Europe: The bond market
vigilantes are back,“Bond vigilantes may target France as ltaly appragetpoint of no
return’?, “Bond vigilantes make their votes known in Eutdpe

The term first appeared in the 1980s when the Ug&monent came under pressure of bond
markets in the context of rising federal budgeidaiist It describes the speculative behaviour
of government bondholders seeking short term oppdrés from rising public debt, budget
deficits and/or on retail price inflation. They Ivileact to government policy decisions
positively by buying or retaining bonds, or negalyvby selling or not participating in new
issuance. Governments will typically engage in exitst measures or in privatisation, to cut
down on public spending to win back bond marketsrifidence”. The vigilantes are making
a profit of that fear. In 1992 they tried — unsiwgsfally - to force the French Franc out of the
coordinated European exchange rate mechanism thdated the Euro. They were more
successful later when they forced the British Paieneixist the same exchange rate system. It
is in the developing countries however that thecs|ative behaviour of the vigilantes was
most damaging in the 1990s.

Not all countries are exposed to the threats ofibagilantes. The more a government relies
on external financial markets to finance its operet, the more it will be receptive to the
bond markets. That political power was coined byes Carville, advisor to the then US
President Bill Clinton in 1993:1used to think if there was reincarnation, | wahte come
back as the president or the pope or a .400 baséltstr. But now | want to come back as
the bond market. You can intimidate everybbdy

A USD34tr debt market

Public debt levels has been exploding across OE&@Daies as a direct consequence of the
massive bailouts of the banking sector in 2008 201@P and the stimulus packages that were
implemented in response to the economic crisis fitlawed. The OECD sovereign bond
market of rose from USD23tr in 2007 to USD34tr 012, that is an increase of almost 50%
in just 4 years; and it should break the USD36trib2012. As a point of comparison, total
assets under management by OECD-based pensionvindssalued at USD18.6tr in 2010.
Central government debt is equivalent to 72.8%hef ©ECD countries’ GDP, while total
public debt (also including local government, stamned enterprises, public-private
partnerships) is projected to reach 105.7% in 2012.
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Chart 1: Trends in OECD public debt issuances 22072
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The vast majority of that debt is traded on thedamarkets — direct loans, which are not
traded, forming a tiny minority. Traded debt neddsbe “re-financed”: bonds reaching
maturity needs to be replaced by new ones (caltkbt” roll-over”) while budget deficits
need to be financed by issuance of new bonds. S1008, the annual volume of OECD
sovereign bond issuance (“central government malketgross borrowing needs” in the
above chart) has been superior to USD10tr. Sin€@8,2the annual net increase in OECD
sovereign bonds (i.e. excluding debt roll-oversy haen three to four times higher than pre-
crisis levels. It was close to USD3.3tr in 2009 &ad since remained above USD2tr. It is as
if every year the OECD sovereign debt market waxXdand by the combined value of the
Dutch and Australian pension fund industry.

Inbox: Bond basics

Bonds are debt securities that are contracted fgiven period, also called “maturity” and that are
listed on organised exchanges. Bonds offer a mgniiterest rate, also known as the “coupgn”.
When maturity comes, the issuer of the bond pagk tiae nominal value of bond. Bonds can|be
divided in two categories: short-term bonds whichktumity is below three years and long term bonds
above three years. In general the longer the ntuhie higher the risk and hence the higher|the
interest rate (or “yield"). This relationship folle a ‘yield curve’: short term debt is consideress!
exposed to default, hence cheaper and less rigkyltimg term debt.

As bonds are traded, both their price value ani ihierest rate will fluctuate, and they will do &
an inverse relationship: when the price of a boectrehse, its interest rate usually increases, tien
price increases, interest rate declines. The fiadperformance of a bond consists in the combamai
of both the trading price and the yield. That camakion is also called “the Total Return” (hence
several bond funds are named “total return”).

To measure bond performance, the price and the giegd to be benchmarked. The benchmark of the
bond price is the nominal value. When a bond id sa a premium?, it is done so at higher levelrtha
the face value, when it is sold “at a discount’isidone so at lower level than the face value. The
benchmark of the yield is the rate of referencéhefsector. For Eurozone sovereign bonds, the point
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of reference is the German bonds. The gap betweehdenchmark and the bond interest is called the

‘spread’.

In theory, a key driver of a bond trading price gields is the “credit quality” of the issuer, thatthe
ability of the latter to repay the face value af thionds at maturity and to pay the interest paysnant
between issuance and maturity. The highest cratiitg is Aaa (Moody'’s rating) or AAA (S&P @
Moody’s); the lowest, D. So-called “junk bonds” atteose with credit ratings lower than Baa
(Moody'’s rating) or BBB (S&P or Fitch rating).

=

Unsurprisingly the cost of borrowing has increasgagnificantly for several OECD
governments. One factor at play is the level oftdeboking at past cases, OECD experts
argue that “when government indebtedness passkseshold of 75% of GDP, long-term
interest rates increase by 10 basis points foryea@ditional percentage point increase in the
debt-to-GDP ratio”, and indeed many OECD governsigassed the 75% level in 2009.

But financial speculation also contributed to rgsiborrowing cost. For the OECD, bond
market tensions areaygravated by contagion pressures and periods obdrewings of

markets that seem to be unrelated to changes inogcm fundamentals (aka animal spirits)
and are tompounded by very rapid (perceived) increaseouei®ign risk without changes
in fundamentals’.

Inbox: Why is the bond market expanding? And wityfiglling speculation?

The unprecedented increase in sovereign debtireet donsequence of a badly managed respon
the financial crisis of 2008 and the lack of regjola and proper supervision of financial markett t
still prevails. In response to the 2008/2009 gldbencial and economic crisis, governments bal
out numerous banks and other financial institutiand implemented economic stimulus programi
to avert the risk of a global economic depressidrese were financed by new bond issuances. A
same time the private sector engaged in massitevéeaging. Bank lending dropped to histori
lows. A massive transfer of debt, and hence of aisé liabilities from the private sector, and frg
private banking in particular, to governments aralrtcitizens took place.

Loaded with public debt and with “contingent liatids” arising from guarantees to the bank
sector, governments have come under pressure frerhdnd markets and the credit rating agen
to engage in austerity measures. The recovery leev@r more fragile and uncertain, fuelling
vicious circle process. Bond speculators — the ‘f@nd Vigilantes — are given a freehand in

absence of proper regulation. The pro-cyclical@fef successive sovereign downgradings by c
rating agencies, which fuel further speculation.
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The current crisis coincides with a marked increaseebt rollovers which should increase
further as a higher share of long term debt is ognto maturity and needs to be renewed.
The OECD predicts that a third of the total OECDblmudebt will need to be renewed
annually over the coming yelr&he rise of debt rollover means that, irrespectf the net

increase of sovereign debt, governments have toeprtb with an increasing number

of

issuances and auctions. The multiplicity of audiana complication in itself for government
debt managers. It becomes a delicate task wheammbines with market volatility and rising
speculative behaviours. Governments, the OECD tgpdrave had to adapt to “new

scenarios” that include “uncertainty” over bond ketbehaviout:
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Failure of EU leadership

It would be too simplistic however to portray OE@Dvernments as innocent bystander
victims of the rise of the financial speculatioev8ral of them have let government debt rise
above acceptable levels during the last econonowtlyr cycles (some times as a result of
generous tax cuts), leaving little room for manaeuance the global crisis erupted. Others
let speculative bubbles grow in the private se@itetand, Spain). And it is they who failed to
take decisive action on the regulatory front to kshahe sources of speculations in the
aftermaths of the financial crunch in 2008. Inaction reform contrasted with their
willingness to un-conditionally bail out the bankend their traders — the most extreme case
of which being Ireland. Finally it is those same/ggmments who then turned abruptly from
fiscal stimulus to austerity policy in mid-2009getkby killing the few remaining sources of
growth.

In Europe the current fiscal tightening is econaiyc unsustainable and politically
unsustainable. The austerity plans — which Josdlits compares to “medieval blood-
letting”® — will do little to reduce debt-to-GDP ratios whiare likely to spin out of control
by the time the expected “benefits” would emerglee Bgreement in December 2011 on a
new European fiscal treaty wilifipose even stricter austerity measures withoetioff any
prospects for growthsays the ETU& And it will not tackle the causes of the Eurozone
sovereign crisis. Neither Spain nor Ireland would likely have beend®ned by these new
rules, had they been in place pre-20@8gues Funk Kirkegaard of the US-based Peterson
Institute, “The principal macro-economic weakness of these dawmtries was not large
deficits or high debt, but a runaway housing buldoid the collapse of government revenues
and fiscal sustainability when the bubble bttt

Inbox: The ECB, with friends like these...

The European Central Bank (ECB) has been obsestedtecting the “credibility” of the Euro
and the retail price inflation indexes and made th# possible wrong choices throughout the
development of the sovereign debt crisis. UnlilkeUK and US peers, the ECB did not engage in
guantitative easening, refusing to buy governmearids on the primary market despite calls|by
politicians and leading academics. In January ZBAB council member and governor of the Belgjan
Central Bank, Luc Coene warned that “Europe shdulkivunt on the ECB to save the Eurozaone
through large-scale purchases of government bohdaile it has provided unlimited short teqm
lending to private banks, the ECB had denied tiggit to governments. And it has only reluctantly
accepted that private bondholders share the buwfittre debt restructuring of Greece. The ECB may
have avoided a liquidity crisis of the EuropeanHkiag system, but so far it has failed to grasp [the
enormity of the sovereign debt crisis.

Since April 2010, there have been no less thanl23dE Eurozone- summits at heads of state
or at finance ministers’ level, each time with texlared objective to put a final resolution to
the sovereign debt crisis. The successive EU rgsackages for the “peripheral” economies,
first Greece, then Ireland, then Portugal, thereGeeagain either have come too little too late,
or they were simply off target and going in the mgdlirection. The fundamental problem is
that these plans are essentially liquidity assestapilling up cheaper, but subsidised debt to
finance old debt, these plans offer temporary fddig fail to take aim at the fundamental
insolvency risks that threaten the entire Eurodesking sector.
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Key players in the bond market

In early 2010, the rapid increase in public delvbss the OECD created some concern in the
bond market. Among the most “worried” stood Billdss, the managing director of Pimco
for whom UK bonds had become a “must avoid” anden&esting on a bed of nitro-
glycerine” in February 2010, and should be plagedai“ring of fire” alongside the US,
Ireland, Spain, France, Greece, ltaly and JHpdimco managers urged investors to cut
down on exposure to OECD sovereign bonds and ttocate to emerging economies. For
Pimco it was time for a “new normal” in which wedalind power had transferred from West
to East. “Old-fashioned” investments in UK and d8vernment bonds needed to be
‘exorcised’ from model investments by bond fulfds

And indeed with the deepening of the sovereign debts early 2010 volatility went up in
the bond markets and bond fund performance wenhddtve majority of the bond funds had
poor performance results in 2010 and in 2011. @v#ird of the bond funds trading on the
European bond markets had negative returns in'20Y#t the fear of massive liquidations
by investors did not materialise. Despite the wagsi by Pimco and despite the poor
performance, investors continued to pour money lraiod funds: USD325bn in 2009, some
USD270bn in 2018. Bond trading within the OECD markets has remaweny attractive.

The investment chain

Broadly speaking, there are four distinct typeplafyers that take part in the bond market.
Together they constitute an investment chain: $sear is at one end of the chain, the asset
owner at the other, with underwriters and assetagers as intermediaries.

The issueris the institution that sells the bonds to finainiseoperations. Issuers include
central governments, local government (such as cipalities in the US), public agencies,
banks, insurance companies and private corporat®ogernments however account for the
biggest source of bond issuance.

The_underwriters an investment bank that services the bond miesuaperations on behalf of

the issuer. Just like mergers & acquisitions, bassliance often entails complex capital
market operations as well as routine administrapigperwork (prospectus and other legal
documents). The riskier the issuer is, the moreeomdting activities (and hence fees) are
generated. The underwriter typically offers guagaston the minimum sale price and volume
to the issuer in exchange for fees. The businedsonél underwriting is dominated by the

large too-big-to-fail banking groups from Wall Siteind Europe.

The fund managdsuys the bonds at issuance (the primary markdtades them (secondary
market), they do so on own account or on behak afient. Managers include any of the
above institutions (banks, government, corporaji@swell as investment firms and their
investment funds. In the bond market, key playeesthe bond funds, the money market
funds and the hedge funds.

The beneficial owneof the bonds can either be the bondholder (casa afdividual buying
a bond, and of proprietary trading by banks) @aih be a separate investor. When that is the
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case, as it often is when pension funds are ingpltveen the accountability of the bond
holder (the bond manager) to the bond owner (timsipa fund) may become an issue.

The bond funds

Bond funds can be distinguished by their investnaolicies, passive or active. Passive
investment consists in designing a portfolio confpms so as to replicate a given index and
hence “mimic” the market. By contrast actively-mged funds rely on the skills of the bond
manager to optimize the composition of the portf@nd ‘outperform’ the market. Active
management typically involve higher risks and ipented to deliver higher returns — but
come with higher fees paid to the bond managerdBonds can either be broadly diversified
across a range of asset classes (government bomg®rate bonds, long term, short term
bonds, domestic and foreign issuers), or they carsgecialized in a given asset class:
corporate, sovereign, domestic, foreign, etc.

Publicly available information on the distributiaf the bond fund industry per investment
policy and asset classes is lacking. What we krnowhat the market, like other financial
markets, has become more concentrated post*érigise largest bond fund in the world is
run by US fund manager Pimco with some USD144betassmder management. Pimco is
owned by the German insurance group Allianz. Thievieng top 10 funds have assets in the
range of USD20-30bn and are all US-based. Other Bianco, fund managers appearing in
the top 10 include Vanguard and Franklin Templeton.

Table 1: US bond funds exceeding USD20bn Assetsermanagement

Bond manager Ref name AUM in USDbn
Pimco PTTRX.O 144.4
Pimco PTRAX 31.4
Vanguard VBTLX 31.4
Pimco PTTAX 26.1
Vanguard VWIUX 25.5
Franklin Templeton TGBAX 25.2
Dodge & Cox Income DODIX 24.1
American Funds ABNDX 23.7
Vanguard VFIIX 23.5
Franklin Templeton TPINX 22.9
Vanguard VBTIX 22.8
Vanguard VFSUX 22.1

Sourcehttp://funds.us.reuters.com/US/screener/screep@raset=1

The asset managers

The top 10 ranking is the tip of the iceberg howevéere are thousands of bond funds
worldwide. Depending on the sources the number ssetafunds worldwide (all assets
combined - equity funds, bond funds, hedge funtts) i in the range of 50000, of which the
number of bonds funds would account for 5000 toOD00 he FT database (whose coverage
is incomplete) reports 50570 funds worldwide of eth#950 are focused on bohdReuters
reports 22847 mutual funds in the US of which 588®specialised in fixed incorffe
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Given the number of bond funds operations, a better to identify the key players of the
market is to look at the largest asset managetiserrahan the top bond funds. The table
following lists the largest financial institutionsy the size of the assets under management
that they oversee on behalf of their clients. Téel includes all types of assets, not just
bonds and fixed income. It still provides with aodo(and rather simple) indication of the
main players in the bond market. Unsurprisinglyn&, Vanguard and Franklin Templeton —
mentioned above in the list of the top funds — appethe top ranking of asset managers, but
they are not alone. BlackRock (also including Bays|Global Investors) is by far the largest
fund manager in the world with approximately USDBinder management. Fidelity (fund
manager) and State Street (bank) complement theflihe top 6 largest asset managers in
the world.

Table 2: World largest asset managers in 2010

Indicative ranking Location Parent AUM range
of the HQ company USDbn
Blackrock (incl. Barclays Gl) us 3500
Pimco& Allianz Gl us Insurer 1900
State Street GA us Bank (G-SIFI) 1900
Franklin Templeton us 1500
Fidelity Investments us 1500
Vanguard us 1400
JPMorgan AM us Bank (G-SIFI) 1300
Bank of NY Mellon us Bank (G-SIFI) 1000
Amundi (owned by Société Générale & Crédit Agrig¢ole France Bank (G-SIFI) 880
Goldman Sachs AM us Bank (G-SIFI) 880
Morgan Stanley us Bank (G-SIFI) 800
Deutsche Bank (incl Henderson & Standard Life AM) er@any Bank (G-SIFI) 730
BNP Paribas Investment Partners France Bank (GySIFI 690
Legg Mason (incl Western AM) us 690
Natixis AM (incl Loomis Sayles) France 680
AXA IM France Insurer 650
UBS AM Switzerland  Bank (G-SIFI) 600
Legal & General Investment UK Bank (G-SIFI) 580
Prudential Financial Inc. us 540
Credit Suisse AM Switzerland  Bank (G-SIFI) 440
HSBC AM UK Bank (G-SIFI) 410
Wells Fargo AM us Bank (G-SIFI) 370
M&G Investments (owned by Prudential Plc) UK Ingure 300
Kokusai AM (owned by Mitsubishi UFJ) Japan Bank $G+) n.a

Source: compilation from various sources, includimgestment & Pensions Europe.

Going down the ranking it is worth noting that feivthe top fund managers are independent
entities. The majority of them are subsidiariesimernational banking groups that are
considered as “too-big-to-fail” by the G20 and thi@ancial Stability Board: Wall Street
banks (Goldman Sachs, Morgan Stanley, JPMorgank B&rNY Mellon, etc.) and the
European banks (Société Générale, Crédit AgricDieitsche Bank, BNPParibas, UBS,
Credit Suisse, HSBC). Others are owned by globslireamce companies: Germany-based
Allianz (controlling Pimco), UK-based Prudentialofdrolling M&G Investments) and
French AXA.

On the other hand, little is known on the govermaoftthe firms, their balance sheet and the
remuneration of the individual managers. This isaose most of them are established as
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private companies, which have far fewer disclosuequirements than public (listed)
companies. Opacity is the rule. This is true evédmemwthe private company is owned by a
publicly listed one.

The role of shadow banking

Shadow banking institutions are also present inlibed market. These include money
market funds (MMFs), hedge funds, and the strudtdmreance industry: collateral debt

obligations (CDOs) and the fast growing exchangdedd funds (ETF). At its peak in 2008,

assets held by the shadow banking sector were astihat USD20tr. The size of the sector
has decreased considerably following the burshef@DO market. Nowadays it is believed
to be closer to USD13ft

Money market funds

Money market funds (MMF) run approximately USD1.6txder management. According to
figures by Reutef8 there are some 1497 registered MMFs in the USytoéh 339 exceed
USD1bn assets under management. MMFs invest irt gdron and highly liquid securities
and therefore are particularly exposed to shorhtgovernment bonds. They are also an
important source of financing in the interbank lieidmarket including the overnight ‘repo’
market (i.e. repurchase agreements). MMFs constdatattractive alternative to traditional
bank deposits for large investors who need to matiagjr surplus liquidities on a daily basis.
As shown in the table below the ranking of the MdFs shows strong similarities with the
ranking of asset managers. BlackRock group is #aelihg institution and a majority of
managers are own by US too-big-to-fail banking gsou

Table 3: Key players in the Money Market Fundsaect

Largest MMFs Location of the HQ Parent company AUM range
(indicative ranking) USDbn
Blackrock us Fund manager 400-500
HSBC AM UK Bank (G-SIFI) 100-120
JPMorgan AM us Bank (G-SIFI) 400
Federated Investors us Fund manager 280
Goldman Sachs us Bank (G-SIFI) 280
Fidelity Investments us Fund manager 200
Wells Fargo AM us Bank (G-SIFI) 186
Deutsche Bank Germany Bank (G-SIFI) 130
Other important MMFs

Western Asset Management us Fund manager 80
UBS Switzerland Bank (G-SIFI) 63
Bank of America us Bank (G-SIFI) 44
State Street GA us Fund manager n.a
Franklin Templeton us Fund manager n.a.
Vanguard us Fund manager n.a.
Bank of NY Mellon us Bank (G-SIFI) n.a
Morgan Stanley us Bank (G-SIFI) n.a.

Source: Source: compilation from various sourceBiting Moody’s & Investment & Pensions Europe
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Unlike bond funds, MMFs’ performance is not meadurg the net value of the funds, which
in fact has to remain stable (the “$1.00 per shask). Performance is measured by the daily
investment returns that MMFs deliver. Because at,thnd because investors can redeem
their moneys from the funds very easily and at tshotice (unlike hedge funds and private
equity for example) MMF asset allocation can beyveolatile and rather unpredictable.
Being excessively adverse to market and credisyiSkMFs are particular exposed to herding
behaviour and to “rush to safety”.

MMFs’ volatile investment behaviour came to ligimt August 2011 when the European
sovereign debt and banking crisis deepened. Rrithratt about 40-50% of the funds managed
US MMF (USD600-800bn) were allocated to Europeaarbanking lending market with a
high proportion to French Banks (USD240BnWhen rumours of insolvency of the French
too-big-to-fail banks spread the MMFs abruptly edithe French interbanking system, hence
creating major problems of USD-financing for theefich banks. Since October 2011, the
latter have been relying on ECB short term faeiitto refinance their USD-denominated
positions. The potential exposure of MMF to Eurapsavereign and banking credit risk has
come at a cost for the US MMF themselves. In just Weeks in September 2011, investors
withdrew some USD45.6bn from the US MRAF

Hedge funds

Hedge funds constitute a much ‘smaller’ financradustry than mutual funds and money
market funds, with total assets under manageméimated at around USD2tr. But it is one
that is far more active in the bond market. Hedgel$ are classified per type of investment
strategy, and there are many of them: “global macdirectional”, “event driven”, etc. The
sector is less concentrated than the mutual fuotbiseaverage size of hedge funds is in the
USD50-200m range, those exceeding USD1bn are unoomithe US Bloomberg database
lists only three hedge funds with +USD1bn under ag@ment (two of which are run by
AQR).

Table 4: Top 20 ranking of hedge funds world wide

Hedge fund firm Location Parent AUM USDbn
of the HQ company

1 Bridgewater Associates us 77.6
2 Man Group (incl. GLG) UK 64.5
3 JPMorgan AM us Bank (G-SIFI) 46.6
4  Brevan Howard AM UK 36.6
5 Och-Ziff CM us 28.5
6 Paulson & Co. us 28
7  BlackRock us 27.7
8 Soros FM us 27
9 Winton CM UK 27
10 Highbridge CM us 26.1
11 BlueCrest CM UK 25
12 Baupost Group usS 23
13 Cerberus CM us 23
14 DE Shaw us 23
15 Angelo Gordon & Co. us 22
16 AQRCM us 20.5
17 Farallon CM us 20
18 Goldman Sachs AM us Bank (G-SIFI) 19.5
19 Elliot Management us 19
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20 King Street CM us 18.5

Source: “The Worlds 100 Richest Hedge-Funds” BloergtMarkets Magazine, February-2011

Dispersion also prevails among hedge fund firmoking at the top 20 ranking per asset
under management, the leading hedge fund comparegsopulated by independent US and
British ‘boutique’ investment firms: Bridgewater #aciates, Paulson & Co and Soros in the
US, Man Group, Brevan Howard and Winton in the @Kly three of them are subsidiary of
larger financial groups (JPMorgan, BlackRock & Golh Sachs). Given the dispersion and
opacity of the hedge funds sector it is difficaltsingle out leading firms in the bond trading,
especially in the sovereign bond markets. But a feunes emerge. In London, Brevan
Howard (USD36.6bn under management) is known asBbhd™?®, Trafalgar AM, BlueBay
AM, Moore Capital, Comac Capital and Prologue Cagte other well-known British hedge
funds specialised in fixed-incorfe

Hedge funds are reported to have intervened mdgsivéhe Greek bond market in the past
year, buying bonds at 50% discount or more. Daysr dhe downgrading of Greece by
Moody’s by 4 notches early 2011, Robert Marqudadinder of Signet (fund of hedge funds)
stated that the Greek bond market wasrtainly a great chance to make maifdyln the
first half of 2011 several hedge funds, includingis$ Julius Baer, German StarCap and
Luxembourg Ethenea, but also US fund manager BlackRand London-based Loomis
Sayles (owned by French Natixis) bought betweemteeme USD200m of Greek boAds
The number of hedge funds buying up discounted IGbeads has increased substantially
right after the launch of negotiations on the Grdekt restructuring in November. Including
Saba CM, York CM (owned by Crédit Suisse), Och-Zi¥l, Trafalgar AM and CapeView
Capital are among managers that now hold Greek $f6ndPIMCO, Soros FM and
Oppenheimer are also reported to have intervenediliiein the discounted “peripheral”
bond markets in Ireland, Portugal and lately iniSpad Italy.

Securities lending and short selling

Another way to measure the importance of the shabamking system is to look at the

volume of debt securities lending for the purposshort selling. Securities lending consists
in a temporary transfer of a securities to a boerowho in turn will provide the lender with a

collateral (cash or another other securities). immdcan in principle be triggered for

perfectly valid reasons, such as improving liquiceind facilitating trade settlements. The
problem is that securities lending falls outside #gtrutiny of financial supervisors and
therefore may create systemic risks that cannatele® or anticipated by governments. The
ECB acknowledges that it knows “relatively littlelbout the Eurozone government debt
securities lending market and has to rely on datviged by a private consultancy,

DataExplorers (which happens to be publicly adviagan favour of short selling tradif.

The scarcity of information is of concern considgrthe size of the market, some USD1.75tr
of securities were on loan worldwide in NovembefL POAccording to the ECB, lending is
continuing to grow, but has not yet again reachedcpisis levels. The value of borrowed
Eurozone bonds was at least USD270bn (€218bn) algatvto 3.5% of the total bond
market. It is also of concern because securitiedihg is closely associated with speculative
short selling trading. Selling short happens whérader borrows a given security (for a fee),
sells it with the expectation that its price wallf buys it back at a lower price and returns it
to the lender. On that the ECB has found that Ehoefore the EU/IMF rescue plan was
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agreed for Greece and Ireland in April 2010, bormgwon Greek and Irish bonds increased
significantly and then dropped immediately after laand prices were falling, thereby

providing clear evidence of massive speculativertselling®. Traders can then make a
double profit by combining the short selling on thend with buying long on the associated
credit default swaps (CDS). The price of Irish seign CDS® has been multiplied by a

factor of five since April 2010, that of Greek CB®y 26. In June 2011 it cost USD2m
annually to insure USD10m of Greek bonds againfstulieover five year¥.

Inbox: About ‘naked CDS’ and why it should be bahne

Naked CD$’is when a trader takes out insurance (the CDSjroanderlying asset that they do not

own. Selling short happens when a trader borrows &f fee) a given security, sells it with the

expectation that its price will fall, buys it baekt a lower price and returns it to the lender. The
combination of the two — naked CDS and short sgHirhas nothing to do with insurance. It is a bet —
pure speculation:

1. Traders buy long (gambling on a rise in valug paCDS on Greek government bonds.

2. The same traders sell short the underlying Gbeekl (traders borrow the bonds, then sell them
3. As a result of the short selling, price on thre€k bonds falls, which in turn increases the afl
default as perceived by the CDS market; accorditiggyvalue of the Greek CDS increases;

4. Traders complete the short selling: they buyklihe Greek bonds they had borrowed, but this time
at a lower price and then return them to theirineigowners (and they cash in a profit on that).
5. Traders sell the CDS at a higher prick (and tbagh on another source of profit on that
transaction).

With naked CDS traders make a double: one on #eeai the CDS (buying long), the other on the
fall of the underlying bond (selling short). Of ¢ea the social utility of such form of trading i ft
distorts the CDS market because it does not giteue picture of the credit worthiness of the

underlying issuer; it distorts the underlying bandrket because it pushes the bond interest rate up
(given that the bond prices fall) and with that tlost of borrowing government (and their citizens)

The downward spiral is amplified by the credit mgtiagencies, which follow rather than lead. There
is clearly an incentive for coordinated manipulati®he probability of default is not independent] of
the cost of borrowing — hence there may be sefiffny expectations driving down the price of the
asset lower and lower. This is one of the proceaesting sovereign debt and bank equity in Eurppe
currently.

The role of Credit Rating Agencies

On 14 January 2009, Standard & Poor’'s downgradegcar by one notch to A-. Since then
three agencies that control the credit rating markdoody’s, Standard & Poor’s and Fitch —

have downgraded Portugal, Ireland, Greece and 3ppéeatedly, while Spain, Italy and more

recently France and Austria have also been dowedrag at least one agency. They have
gone from one extreme to another — from being psbeethe job prior to the crisis to being

overly reactive through successive downgradingsQuss.

While the economic fundamentals of these countaied of Europe in general certainly
deteriorated rapidly following 2008, they alone mahexplain the speed at which these
downgrades took place. And these downgrades hastephafound effects on sovereign
bonds’ yields. As the cost of borrowing ballooned,did net borrowing needs and with that
total public debt. Such downgrades have spilled twéhe private sector. This is because the
credit default risk of a private issuer dependsnash on its own fundamentals (the “stand
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alone” rating) as the potential for financial sugpoy the hosting government. A company
that is headquartered in a country with a goochgatvill be seen more favourably than a
similar company headquartered in a lower gradechtcpuFor Fidelity bond manager Jamie
Stuttard There are some great banks and companies in Sout#ope but I'm afraid that
because of their country of domicile these compahive simply become un-investable

Inbox: From ‘high quality’ to ‘near bankruptcy’: e Greece, Ireland and Portugal got downgraded
in just 18 months

The series of downgrades that has hit Europe ®ncke2009 is unprecedented. There are 20 notchtein

CRAs rating scale, ranging from AAA (prime) to @ (lefault). Between December 2009 and July 20t ,ish

in just 18 months:

- Portugal’'s sovereign rating has been downgragdddndy’s by 8 notches (from ‘high quality’ Aa2 t
‘ongoing uncertainty’ Ba2),

- Ireland by 9 notches (from ‘high quality’ Aal ‘tow grade’ Bal), and

- Greece by 15 notches (from ‘high quality’ Aa3near bankruptcy’ C).

O

Chart 2: Rating downgrades of Portugal, Ireland,eg8ce and Spain s by Moody's
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The IMF has on several occasions expressed coraeont the opacity of the rating
methodologies. In October 2011 the IMF recommenithedl the CRA “provide additional
information on the accuracy of their ratings [atitd underlying datd”. IMF experts also

stressed that while credit ratings “quite accuydteflected therelative ranking between

sovereign issuers they by no means could be expéztesflectspecificdefault probabilities

of the issuers.

There are also concerns about the greater weigbulméctive criteria in the CRAS’ decision
such as the “efficiency” of government action aralitigal uncertainty, as compared to
objectively defined criteria (public debt levelash of foreign holdings, budgetary surplus or
deficit and debt history, etc.). Sovereign debingaineeds to account for political factors,
including tax and regulatory reforms, political ogas and structure of government
(centralized versus federal), state-ownership atiierogovernment liabilities. Unlike
corporate bonds, the credit risk of a governmemidbdoes not boil down to straightforward
balance sheet figures. However the political argfitutional factors need to be treated and
explained in a transparent and consistent way, lwhas not always been the case of recent
CRA decisions. For example the prime reason giweibody’s to downgrade Portugal by
no less than three notches (from Al to Baal) in tansecutive moves (15 March and 5
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April 2011) was the “uncertain political outlookbdlfowing the recent resignation of the
government and the resulting “reduction in the dpaed decisiveness” of policy makitig
The importance of political factors will not dedirany time soon as 2012 will see key
presidential elections in France, the US and Russia

There are also suspicions of conflicts of inter@stl, in the case of the bond market, of
collusion with bond managers. As reported in thikovang inbox, the CRAs have been

suspected of delivering privileged information teykbond managers ahead of rating
decisions. Such cases of collusion are difficulptove; they are even more so given the
weak regulatory framework of the CRAs. Unlike pahlitraded companies, there is no
regulatory restriction in the US barring the CRAsnh discussing their ratings and analyses
with selected groups of investors behind closedsloo

Inbox: “Wow, that was a sobering meeting”, CRAs\Vptte conversations with bond managers

In July 2011, analysts from Standard & Poor's mevgtely with a selection of large US bond
managers, including PIMCO, TCW, Legg Mason (Wes#ssaet Management) and BlackRock. The

meetings’ topic was the prospect of historical dgeading of the US, which became reality a coyple
weeks afterwards. The story was leaked by the Btadlet Journal and raised suspicion that S&P|had
provided privileged information to the bond managemnd hence allowed for insider trading. S&P

fiercely denied any wrongdoing, stating that theetimgy was a routine event during which
information sharing had been limited toolmments on rating-related matters to previouslylished
material” But according to the WSJ, the bond manageanie away with a stronger sentes
nation’s debt rating would be cutStephen Walsh of Legg Mason (Western Asset Mamant)
commented Wow, that was a sobering meetinthe bond manager acknowledged that after|the
meeting he began to notify his clients that hedvelil a downgrade waséry likely*’.

The ‘New Bond Vigilantes’ and the case of the Greece

The failure of EU leadership in managing the delsis; the lack of regulation of the shadow

banking sector and the sudden and abrupt downgradig the CRAs have created wide

openings for speculative attacks on the bond maiket USDS8tr Eurozone sovereign bond

market has been tiered in two opposite directitiasin and ‘peripheral’ European markets

are subject to intense speculative pressures Wigléletherlands and Germany (and anything
north of it) benefit from historically low interesdtes.

What follows is a brief overview of the issues #ake in the negotiations and how the
speculative be

Northern European ‘safe havens’ versus southern tjk bonds’

To give an idea of the gap between Northern andheon Europe, on 14 October 2011 a
Greek 10-year bond had an annual interest rat@.8P2 while a comparable German ‘bund’
delivered 2.1% (hence a spread of 2,186 basis ant21.8% points). On that day similar-
maturity Portuguese bonds were delivering 1£%%he situation of the Italian sovereign
bond market went from “perfectly stable to fullsisi’ as soon as its 10-year bonds passed

19/34



6% on 12 July 2011. France, which too-big-to-faihks are reportedly in deep trouble, might
soon be hit as well following the loss of its AAAting by S&P in January 2011. For some
bond managers, the downgrading of France has moé @s a surprise. In September 2011,
M&G Investments’ Mike Riddell actually compared thek of France defaulting on its debt
to that of the Philippines and Indonesithe' same as junk boridarguing ‘that is what the
credit default swap market is telling us and itsmpletely right®. Anthony Crescenzi,
executive vice president at Pimco, even comparegthhopean sovereign bonds to the toxic
subprime assetsit"s almost like 2008, when in the United Statesksaand investors didn’t
want to be seen as having holdings, or known te leoldings, in subprime mortgages and
other so- called toxic ass&fé.

Meanwhile German and Dutch bonds and, outside th®Zbne, Swiss, Norwegian and
Swedish bonds are at lowest levels possiblBerman bond yields actually turned negative
on the occasion of a bond issuance in January 20%éstors wergayingfor the right to
lend their money to Germany. More surprisingly, d8d UK bond yields are also at
historical low levels. In October 2011 British 18ay Gilt yields fell to 2.1%, the lowest level
ever recorded since the introduction of the 10-yeamds in the 19505Yet both the US and
UK have deficits and debt-levels that at leasta@mmparable to and if not higher than many
of crisis-hit Eurozone bond markets. John Plené&mapncial Times) speaks of a counter-
intuitive “breathtaking nature of the paradox'For the past five yeats Plender notes,
British “government borrowing costs have been decliningresgaa background of soaring
budget deficits™,

Making bets on the sovereign debt crisis resolution

Clearly some bond and hedge fund managers are ghkitunes from the current turmoil in
the European bond market. Greek bonds have begedtia the secondary market at 50%
discount, as banks have offloaded their holdingslean their balance sheets. At such
discount the short term profits can be huge forcglagors betting on a delaying in the
restructuring of the Greek debt. Their expectai®ithat the heavy discount on the bond
prices will not materialise as the ECB and the Eane member states will act pre-emptively
to protect the monetary union. These bond speaslatthe new bond vigilantes — are betting
that they would be paid more than the current distaf not 100% of the nominal value for
bonds coming to maturity before any agreement etrueturing. This issue is crucial in the
case of Greece because a good third of its bondse(than €100bn) will come to maturity
before end 2014, including €14bn in March 2012.

Similar speculative bets are taking place on thkalh markets. For Andrew Bosomworth
(Pimco) ‘volatility in Italian bonds is creating opportunit{?. Kathleen Gaffney, bond
manager at Loomis Sayles (owned by Natixis) seesh@fd yield as the magic number,
[...] as soon ltaly breached that, it looked unsusafil€ and became a Buying
opportunity *°. In December 2011 George Soros’ hedge fund boatghtdiscount price some
USD2bn of Italian bonds that were formerly owned thg bankrupted MF Global fund
managet’.

Several bond managers have come out with their views on the politics of the European debt

Inbox: “Not hard enough on the populace”: bond mgees’ views on European politics
crisis. For Mohamed El-Erian, Pimco’s chief exéait'investors are in the back seat, politicians|in
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the front seat, and it is very foggy through thedscreei*’. Rick Rieder, head of fixed-income fat
BlackRock complains thait®s hard to make a significant decision becauséheftremendous amoupt
of political wherewithal required to fix this sittian”*®.For Fidelity bond manager Nick Eisingea
lot of [Government] announcements were in principle onlgnd] lacked detail in terms dof
implementation and timirign the face of growing unrest across electorates affected by aigte
and generally weak, disparate coalition governmémisiuch of the European periph&fy; For bond
manager Kathleen Gaffney (Loomis Sayles / Natixdsgece and Portugapdy the price for not
being harder on the populat®. For Jeffrey Gundlach (DoubleLineCapital) privaigsinesses have
incentives by laws and penaltie® ‘tell the truth when they have earnings callsrgvgiarter’ while
politicians don’t and Won't tell you the trutf*. Some bond managers are responding by recruiting
former politicians. A leading international bondmager has reportedly hired a former Greek minister
and ‘other European political figurés

The Greek debt restructuring negotiations

In April 2010 the EU, the ECB & the IMF (“the tra@K) agreed to a €110bn financial support
in the form of direct loans to Greece. The bailpatkage was soon to be followed by similar
plans for Ireland and Portugal. A second rescue pias announced - but not implemented —
in July 2011: €109bn, of which €34bn would be dmled as direct loans to the Greek
government and the remaining €75bn would be almtab support a Private Sector
Involvement (PSI) whereby bondholders would ageea 21% ‘haircut’ on the net present
value of the bond8?. The €440bn European Financial Stability Facif§FSF) would
contribute to the buy-back of Greek bonds on tlesgary market, while the ECB intervene
in the secondary market to support Italian and Bpagovernment bonds so as to avoid
contagion effects.

In October 2011 however, the July package was wedeand enhanced to reach €130bn
while the PSI haircut was raised to 50% he revised plan would aim at a €100bn reduction
of the €350bn Greek public debt, bringing its dél@P ratio from the current 160% to 120%
by 2020. The plan announced in October was agread principle but it had yet to be
negotiated in details. These negotiations tookess than four month and ended with a final
agreement in February 2012.

Should bondholders shoulder the burden?

The decision to involve bondholders, through aduwion the value of the bonds has been
subject to heated debates within the EU in the yeet. Early on Germany took the view that
any resolution of the Greek crisis should invohemdholders. Citizens and taxpayers should
not be left alone shouldering the burden of thee@mdebt. Over half of the funds lent by EU
& IMF to Greece so far have gone to the reimburseraefull nominal value of Greek bonds
coming at maturity. France has been much reludiarfollow suit because of the heavy
exposure of its too-big-to-fail banking groups tee€ce (including Dexia which eventually
imploded).

Inbox: Who owns the Greek bonds?

The potential benefits of debt restructuring depe&md the distribution of the bond ownership
structure. Some creditors have the capacity torbltb@ losses of the haircut on their holdings. But
others don't and, because of their social funciiosociety (say, pension funds) would in turn nee
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be bailed out by government. In the case of Greatamation is lacking on the precise distributipn
as ownership has changed substantially since 2088y banks and insurance groups have disppsed
of their holdings, at the cost of deep discountedeg, in order to clean their balance sheet anet me
required prudential ratios under Basel 2 and aitternational agreements. In parallel, EU, IMF and
ECB holdings have risen from zero, or from margieakls, to roughly 20% of listed bonds and 30%
of total public debt (listed bonds + loans), whitddings by domestic creditors (Greek banks, pensio
funds and insurance companies) have remained stable

As of October 2011 and as shown in annex, bondd #iemestically account for a third of the
sovereign bond market nominal value, which is a fmaportion compared to the OECD average.
Ownership was held by Greek private banks (USD5Olp@nsion funds and other financjal
institutions (USD30bn) and the central bank (USD#)0OBoreign ownership was concentrated ampng
European private banks (USD50bn), of which Germaa Brench banks accounted for over two

thirds of holdings. The ECB’s ownership throughpitschases in the secondary market was estimated
at USD50bn in nominal value. Holdings by “otherdstors”, including bond funds and hedge funds,

were estimated in the range of USD80-120bn, or B@-8f the total bond market.

The main opposition to the haircut came — ratheugprisingly — bond managers and from
the ECB. The two wereuhified in their warnings against the consequence of a debt
restructuring. Having private bondholders to shidw@ burden would set off an investor
panic similar to the one that followed the banknypof Lehman Brothet3®. For the ECB,
imposing losses on bondholders would wreck the Buforedibility”. It would create
“market anxietiésabout the prospect of future write-downs repkchfor Portugal, Ireland,
and perhaps Italy, and Spain.

The ECB also has had to defend its own financitrasts. In principle, direct loans by
members states and by the IMF are to be excluded the debt restructuring because of
their preferred creditor status. The USD50bn inc@f loans to Greece are to be repaid to the
EU and the IMF whatever happens in the future. Daitherwise would violate the European
Treaty that precisely prohibits member states frioailing out each other through debt
cancellation. But such exclusion from the haircuduld not necessarily cover the bond
holdings that the ECB has amassed as part of itshpse programme on the secondary
market and whose nominal value is estimated at WBBSbut the real value should be
closer to USD40bn, the assumption being that thB B&ught the bonds at 20% discount).
The potential loss would be substantial for the E&@@&ne, in the range of USD15-20bn,
should they indeed be included in the 50% hair¢tie then ECB President Jean-Claude
Trichet did not expect the ECB to participate iry amluntary rollover of Greece’s déft
Mario Draghi, Trichet’s successor at the ECB, haterated that position since, as has Vitor
Constancio, the ECB'’s vice presidenThe stance is the same as it was before. PSI by
definition is private sector. We are not involvadhiose negotiations®

Banks, CRAs and bondholders also warned againstddtastrophic consequences” of a
haircut that would not formally trigger a creditfaglt of Greece. For JP Morgan not
triggering a formal credit event, and hence the Gia®tracts would lead to “a major
disruption to the market”. European banks wouldrsked™®’ as most participants — we are
told — “are now the banks exposed to possible losses oekGiebt and who want to hedge
that risk, rather than the speculators fingeredpwfiticians’®. For Moody’s ‘absence of a
credit event makes CDS less useful, raising bomgwosts, because it fowers the utility of
CDS as a hedging tool and therefore may also redigreand for the government bonds of
stressed Euro area countries, which would at hesteiase these governments’ cost of fiinds
Moody’s further predicts & contagion effect on borrowing costs for other &pean
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periphery sovereign bonds because investors’ ghitlimit credit exposures through a CDS
would decrease®. Fidelity analysts concurnbt triggering CDS would be quite damaging,
and could lead to a sell-off of the government Isoafimany countries in the Eurozoraes
investors struggle to find ways to hedge their dashd holding®.

Unlike the voluntary haircut as agreed to in Octolaeformal credit default by opposition
would activate the CDS contracts on Greek bonds alow CDS buyers to seek
compensation from CDS sellers. Billions of eurospay-outs would be activated. That is
precisely what EU governments would want to avostduse it would reward financial
speculation. Hedge funds indeed have been buildinghassive positions on the Greek CDS
in the hope towin the gaméno matter what happens:
- To continue to cash in the high interest rateshenGreek bonds in case of no agreement
on the debt restructuring, or
- To get the payouts of the CDS if indeed Greece ulisfawith zero or little cost
generated by the PSI haircut given that the borete Wwought at heavy discounted price
already.

Inbox: How big is the Greek CDS market and whoaeeide to trigger a credit default event?

Little is known about the ownership structure of tBBreek CDS market. It is an Over-The-Counter
derivatives market that is lightly regulated andlsfainder the supervision of the privately run
International Swaps and Derivatives AssociatioD@p What is known is that the coverage of the
Greek CDS market is thin compared to the total &reend market, like other sovereign CDS
markets. According to ISDA, the total notional amboutstanding (i.e. the addition of all contracts
sold, or equivalently bought) of the Greek CDS maffonly” is USD75bn while the netting (i.e. the
difference between net sellers and net buyer of @Dftracts, also representing the maximum
possible cash payment in case CDS are triggeredjrisre USD3.7bn, that is just 1% of Greek puplic
debf". Italian sovereign CDS’ netting also amounts togtdy 1% of the Italian public debt. CDS
markets for corporate bonds typically have higlerecage ratids.

The ultimate decision to trigger CDS contracts Wath ISDA and its credit determination committee

for Europe, Middle East and North Africa. The cortig®” includes 15 representatives from banks,
insurers and private investment funds. Four oflilggest US hedge funds are in the committee —
BlueMountain Capital, Citadel LLC, D.E. Shaw Grogtljott Management Corporation — as well jas

PIMCO and several banks listed as “too-big-to-f&y’' the G20. So far the committee has indicated
that the haircut as foreseen under the EU resareipl October is not “likely to constitute a credit
event”, and hence would not trigger the CDS contthés as long as the agreement is on a volurtary
basis, and without cutting the final principal paymti®”.

The negotiations on Private Sector Involvement

The negotiations proved to be difficult. The Greglvernment and the IMF pushed for a
higher level of writedowns than the initial redoctiby 5098°. Discussions wereténse with
stormy exchangéswith the IMF managing director Christine Lagardéo was said to be
“playing hard ball and “showing a far more uncompromising fatean what was expected
by the creditor¥. The ECB by contrast was reported to “firmly” take side of bondholders.
For their part, the lIF-appointed creditor comn@tigere blamed for beingr denial about
the size of the write-down that is neeffeBondholders also sought equal treatment with
public creditors (EU, ECB and IMF) in any futurebtleestructuring as well as various legal
guarantees and collaterals. They insisted in paatidor the new bonds (to substitute to the
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existing ones as part of a swap deal) to be goddogeBritish law — which would offer better
creditor protection than Greek law and for clauségreater returns if economic growth
outperforms projections.

Inbox: Who stands behind the Greek bond holder daeef?

During the negotiations bondholders were represelnyea creditor committee set up by the Institute
of International Finance (lIF) which is the mostweaful bank lobbying group internationally. The
Committee was co-chaired by Charles Dallara, mangadirector of the IIF, and Jean Lemierre|, a

senior adviser at BNP Paribas. Josef Ackermannymba of Deutsche Bank and of the IIF also

participated. The composition of the IIF creditmmunittee — reproduced in annex — included 8
European insurance companies, 7 Greek banks, Ip&am banks, 1 Brazilian bank and 2 US hedge
funds with extended experience with debt restrimgti. The IIF had hired Blackstone, the private
equity firm, to advise in the negotiations, alonigsiwo law firms White& Case and Allen & Ovéty

IIF director Dallara stated that the committee espnted fhore than 70%of bondholder®. Yet no
public information has made available to suppaat tiaim. In principle a creditor committee hag to
be appointed by all creditors through a transpapemtess and based on a clearly defined mandate.
There is no assurance that this was case of therd#itor committee whose membership, mandate
and appointment process have not been made p8blce members of the committee do not belpng
to the IIF in the first place. Other investors wei represented at all: that is the case of pansio
funds despite the fact that they represent an itapbclass of bond owners.

Potential conflicts of interests were also apparerthe composition. BNP Paribas, Deutsche Bpank
and HSBC were members of the IIF Committee anchatvery same time advisedthe Greek
Ministry of finance in the on-going negotiatiShsMeanwhile PIMCO (owned by Allianz), BNP
Paribas, Deutsche Bank and Société Générale wehe abahe IIF Committee and at the ISDA
Determination committee which decides whether drthe agreed deal on Greece will trigger the
CDS contracts.

At last the €130bn announced in October 2011 waallj§i agreed and settled on "20
February 2012. The deal includes a 55.5% ‘haircdiarly, the ECB’s principled position
against debt restructuring and against burdenrsipdén bondholders has not paid off. A year
and a half after the first bailout of Greece in M2311 and after paying out several tens of
billions of dollars to bondholders, the crisis hady deepened in Greece, and the other
‘peripheral’ Eurozone countries, Portugal in parfidc. The contagion risks to Spain, Italy
and more recently France have yet to be averted.

Hedge funds that have been building stakes in if@dnted second markets were, according
media reports, in no mood to cooperate. To givexample, on 20 December 2011 Spanish
hedge fund Vega Asset Management left IIF creditonmittee and threatened legal action

against officials participating in the negotiatiorhe hedge fund refused any exchange that
would imply a haircut above 50% and could not attlkeat ECB and taxpayers holdings be

exempted from the haircut dé&al

Throughout the negotiations hedge funds have be&mg on a continuation of the bailing
out by the troika (and by European citizens) withthe short term, some €14.4bn of Greek
bonds coming at maturity on 20 March 2012. Everhwhie haircut and the €130bn rescue
plan finally agreed, they may well refuse to paptate. 1 think we’ll hold out[from the PSI
deal]”, says Robert Rauch of hedge fund Grameregople are so slow in Europe and by
the time they've got everything in place logistigcahis might be the one window where
investors might be paid back in fUff. The fact that the ECB refused to participatehie t
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haircut reinforced hedge funds’ confidenci:the ECB is out, then for sure you should try to
free 7r‘i1de on the back of the ECB. You'd be stupicdtually participate if the ECB does
not”

If hedge funds opt-out indeed and too few bondhslgerticipate in the PSI, the Greek
government still has the nuclear option of trigggra collective action clause which would
enforce the haircut on all bondholders once a icettaieshold has been passed (say 75% of
creditors agreeing to the voluntary PSI swap ‘Geahnd indeed the IMF has warned that
without near-universal participation by bondholderghe PSI, the Greek debt will remain
unsustainabl®@. However such collective action clause would astivate the CDS contracts
according to ISDA rules which precisely is someghgovernments and the ECB would want
to avoid at all cost.

Conclusions & lessons to draw

In October 2011, the ITUC and the TUAC releasedistussion papéf on financial
speculation in the sovereign debt markets, thenmewendations of which (reproduced in
annex) revolve around three broad objectives:
- to limit destabilizing short term bets by finandigders;
- to limit destructive risk taking by large financiains;
- to reorient financial institutions and markets aaderse the balance of power in favour
of democratically governments rather than the for@mmarkets.

This paper validates some of key policy positionistained in the October paper.

A case in point of the need to curb speculativditrg

Governments require private sector buyers for tipeiblic debt, and accordingly bond

markets need minimum levels of liquidity which aatiog to theory helps lower the cost of

borrowing. But the current speculative drive thathitting the European bond and OTC
market outweigh the benefits of highly liquid deharkets. Bond trading, and financial

trading in general, should be subject to far megorting requirements and restrictions that
is the case today. That is particularly true witlgard to the ultra-speculative ‘naked CDS’
trading (i.e. buying long on a sovereign CDS andhat same time selling short on the
underlying sovereign bond).

- Traders to systematically report on the use andthipose of securities lending and to
enforce a ban on naked short selling.

- A financial transactions tax applied to bond seewpdnarkets would help restrain and

indeed prevent speculative behaviour. It would ahsdke sense to extend the FTT to the
OTC derivatives, as suggested by the OECD.
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Inbox: Why the OECD sees benefits in applying anfomal transaction tax (FTT) to
derivatives trading

The OECD Secretariat — historically a fervent opgurto the FTT — has recently expressed support
for the creation of an FTT for OTC derivatives hesait would “help to reduce the trend towards less
socially useful derivatives activitf®. The rationale for the OECD is as follows:
() The OTC market is already characterised bwyuildity, so the standard objection may not apply or
matter;
(i) The FTT would help standardisation, clearingldarading on exchanges of derivatives and hence
increase transparency and accountability;
(i) The incidence of the charge would fall more ‘mhort-term gambling/churning” rather than pn
longer-term final user hedging (including pensiands) and it would lengthen the holding period of
derivative products.
For the OECD an FTT applied to OTC trading wouldtcdbute to greater standardisation and hence
greater transparency and would lengthen the holgemgpd of derivative products.

Regulating credit rating agencies

If anything, the speculative attacks on periph&uaope call into question the regulation of
the credit rating agencies, the excessive condeniraf the sector and the equally excessive
reliance of financial markets and government oir ttagings. The European bond market is a
case in point of the pro-cyclicality of credit ragiagencies (flawed ratings prior to the crisis,
abrupt series of downgrading afterwards).

- Credit rating agencies should be subject to far entyansparency and reporting
requirements regarding their methodologies, the thay are financed and governed.

Too-big-to-fail banks hold excessive market power

At least eight asset management companies oversee thran a USD1tr each. BlackRock
alone oversees some USD3.5tr in financial assagsortantly, international banking groups
identified by the G20 as Global Systemically Impatt Financial Institutions (G-SIFIs)

populate the top ranking of asset managers, asasdlhe ranking of money market funds.
Goldman Sachs is in the top 20 asset managers,ymmoaiket fundsnd hedge funds.

The fact that too-big-to-fail banking groups cohi@darge part of the asset management and
the money market fund industries is in itself asues of great concern for supervisors and
government. Banks are meant to be ‘boring’ insbng: taking deposits and providing loans
to the real economy. The accumulation of differBnéncial businesses within the same
entity, particularly replicated at the global levalreates formidable opportunities for
speculative regulatory arbitrage away from the tatywof governments. For Adrian Blundell-
Wignall of the OECD “risk exposures in large, sysieally important financial institutions
[i.e. the too-big-to-fail banks] cannot be propedyantified let alone controlled” [by
supervisory authoritie§}.

- The excessive market power of financial conglonesratonsidered “too-big-to-fail” as
evidenced in the bond market validates the neendndate separation of commercial
and investment banking activities.

That power also extends to policy forums and lobgygroups which are influential in the
bond market such as the International Swaps antvdee Inc. (ISDA), the IIF board, the
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US-based Securities Industry and Financial Marléetsociation (SIFMA), the European
Fund and Asset Management Association (EFAMA) ahd UK-based International
Securities Lending Association (ISLA). There is soirony in the fact that too-big-to-fail
banking groups are spearheading opposition to diahreform in Europ®, in the US and at
the G20 while at the same time are relying on guwent guarantees on their liabilities and
on close-to-zero interest rate lending by centealkis to carry on functioning in the wake of
the crisis.

- If the balance of power between democratically goreents and the financial markets is
to be reversed in the future, it is essential weawt current financial reforms processes
from regulatory capture by bankers and the lobloyigs that they control.

The opacity of the bond management business

Market transparency is an issue. Most of the bamdi$, money market funds, and hedge
funds — whether they are run independently or owngda G-SIFI — are run by private
companies and are accordingly subject to far weedaorting and disclosure requirements
than listed companies. Some market and tradingtipes¢ such as securities lending and
CDS, are entirely dependent on private consultaneich often undertake policy advocacy
activities in favour of market deregulation. Thésaf deep concern, considering the trillions
of USD that transit via those firms and marketg potential conflict of interests when a
given private corporation cumulate both regulafonctions with policy advocacy activity as
is the case of ISD®.

- The trading houses that manage bond funds, hedgds fand money market funds
should be subject to the same transparency antbslise requirement that prevail for
listed companies. The opacity of the shadow bankawor is a concern on its own, but
it is also in relation to the regulation reformstire ‘formal’ banking sector through the
implementation of Basel Il and the risk for leaksd regulatory arbitrage that could
further benefit the shadow system.

- Not only is it necessary to ensure that all formsderivatives trading are shifted to
organised exchanges, but those whose bear respipndidr overseeing derivatives
trading should themselves fall under public ovdrsignd refrain from policy and
regulatory advocacy activities.
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Annex

Annex 1: Distribution of ownership of Greek goveemtrbonds (July 2011 estimatds

In USD Bn in %
Domestic ownership 90 -104 32%
- Greek Banks =50
- Greek pension funds /other financial =30
institutions
- Central Bank of Greece 7-10
Foreign ownership 180 - 220 67%
- Other European Banks =50
German banks =15
French banks =15
- ECB & European NCBs =58
- Other investors, incl. 80 -120 30-37%
Total government bonds 267 — 324 100%
EU/IMF loans (already disbursed) 53
Total Greek public debt =360 - 370
Annex 2: Composition of the IIF creditor committeeGreece
European banks (14) European insurance | Greek banks (6) Other banks (2)

Bayern LB (De)

Commerzbank (De)
Deutsche Bank(De)
Landesbank Baden-

Wirttemberg(De)

BNP Paribas (Fr)
BPCE (Fr)

Credit Agricole (Fr)
Dexia (Be/Fr)
SociétéGénérale
Unicredit (Italy)
ING (Ned)

BBVA (Es)

HSBC (UK)

RBS (UK)

companies (8)
Ageas (Bel)
Axa (Fr)
CNP Assurances (Fr)
Groupama (Fr)
MACSF (Fr)
Allianz /Pimco (De)
Generali (It)
Metlife (UK)

AlphaEuro
DekaBank

Emporiki
Marfin
National
Piraeus

Intesa San Paolo

Bank of Cyprus

US hedge funds (2)

Greylock CM
Marathon AM

As of December 21, 2011 — Underlining indicates toership to the negotiating steering group
Sourcehttp://www.iif.com/press/press+219.php

Annex 3: Recommendations of the ITUC — TUAC paBeetulation and Sovereign Debt —

An Insidious Interaction” October 201

Limit destabilizing short term bets by financiaders

- Creating a financial transaction tax would go aglamay toward curbing short term

speculative trading, including high frequency tragi
- Requiring all forms of derivatives trading to shdtorganised exchanges

- Restricting short-term financial trading strategiesluding a ban on naked short selling

Limit destructive risk taking by large financiafrfis
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- Splitting large financial conglomerates through aetory separation of commercial and
investment banking activities

- Preventing leaks from the regular to the shadovkipgrsystems

- Phase out crisis-driven government guarantees ghroumdustry- or tax-financed
financial stability contributions (FSC)

- Reform rating agencies, reducing reliance andisfgiftheir business model back to an
investor-pay model

Re-orientate financial institutions and markets aederse the balance of power between
democratically governments and the financial market
- Diversifying the financial sector through a largamray of public and cooperative
financial institutions
- Protecting financial reforms processes from reguaicapture by bankers, including
through stronger regulation of political partiesincing
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Annex 4: Board membership of Global Systemicaljyoiiant BankSin key financial sector lobbying groups

Institution Country ISDA AFME SIFMA IIF FOA ISLA
(parent International Swaps Association for Securities Industry and Institute of Futures and Options International Securities
company) and Derivatives Financial Markets in Financial Markets International Finance Association Lending Association
Association Europe Association
Global Systemically Important Banks
Barclays Capital UK v v v v v
Société Générale France v v v N N
Morgan Stanley us v v v v v
J.P.Morgan us v v v v v
HSBC UK v v v V v
Goldman Sachs us v v v v v
Citigroup us v v v v v
Deutsche Bank Germany v v v v
Credit Suisse Switzerland v v v v
BNP Paribas France v v v v
Bank of America Merrill Lynch us v v v v
UBS Switzerland v v v
Royal Bank of Scotland UK v v N
Bank of New York Mellon us v v v
UniCredit Italy v v
Mizuho FG Japan v v
ING Netherlands v v
Wells Fargo us v
Sumitomo Mitsui FG Japan v
State Street us v
Mitsubishi UFJ FG Japan v
Lloyds Banking Group UK v
Credit Agricole France v
Commerzbank Germany v
Share of total board membership 55% 86% 38% 41% 44% 58%
Other banks (at least 2 seats)
Royal Bank of Canada Canada v v N
Nomura Japan v v v
Standard Chartered Bank UK v v
BBVA Span v v
ICBC China v v
ABN AMRO Netherlands v v
Natixis (incl. Loomis Sayle$) France v v
Non-banks (at least 2 seats)
Allianz (incl. Pimco) Germany v v
British Petroleum UK v v

! as defined by the G20. Other G-SIFIs holding narbanembership & not included in the list abovent&ader (Spain) Nordea (Sweden) Dexia (France &iBel) BPCE (France) Bank of China (China)
2 co-owned by French G-SIFIs Crédit Agricole & Stéi&énérale
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