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Monitoring Europe’s Credit Crisis

Sal Guatieri, Senior Economist

Scarred by the subprime credit crisis, investors remain wary of Europe’s debt woes.
Since early April, when Greece's fiscal follies took centre stage, global equities have
posted double-digit declines and credit spreads have widened. Although the
announcement of a massive European stabilization fund has steadied the euro and
equities, rising credit spreads in some European countries suggest investors remain
nervous about sovereign default risks. Failure on the part of governments to corral
deficits would send global equities skidding again and credit spreads soaring, and the
resulting decrease in household wealth and slowing in bank credit could derail the
global recovery. However, we expect governments to implement severe austerity
measures, mollifying fears. In this case, continued global growth (outside of Europe)
and relatively low interest rates should provide a supportive backdrop for equities and
corporate debt. Still, with the stakes set high, monitoring
the direction that Europe’s credit crisis will take in coming
months should be at the top of every investor’s to-do list.

As a starting point, investors should be alert to the
government’s deficit-cutting actions and the public’s
response. While the countries most at risk—Greece,
Portugal, Spain and Ireland—plan to reduce their deficits
to more sustainable levels in coming years, the time for
talk is over, and aggressive spending reductions, public
sector cutbacks and pension reform must be
implemented before investors let down their guard.
Greece is scheduled to receive a second dollop of funds
from the EU/IMF in late summer but only if it complies
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with certain fiscal criteria, and failure to do so could lead
to default. Encouragingly, a recent interim review by the
EU/IMF/ECB suggested Greece’s program is currently on
track. In the meantime, unions in several countries plan to
strike this summer, disrupting the important tourism
industry. The degree of public discord is an important
barometer of whether governments are likely to keep
their deficit-cutting resolve. If expected peaceful
demonstrations devolve into anarchy, the odds of an
orderly resolution of Europe’s crisis would diminish.

Credit markets are a bellwether of financial crises.
Investors began demanding a higher premium on Greece’s
sovereign debt in November following news that its
budget deficit was larger than previously thought, and
well before its problems became front page news in April.
(Chart 1). The May 10" announcement of the €750 billion
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European Financial Stability Facility to backstop sovereign
debt, together with the ECB’'s decision to purchase
government bonds, has relieved some of the pressure in
debt markets. However, outside of Italy, sovereign credit
spreads have resumed widening (Chart 2). In fact, Spain’s
spreads are the widest since the euro was formed amid
concern that its shaky savings banks (which account for
half of the financial sector), sagging property markets and
20% unemployment will compromise the government’s
deficit goals. Further increases in sovereign spreads would
suggest lenders are losing confidence in the fiscal outlook.
Similarly, further sustained increases in sovereign credit
default swap spreads, which measure the cost of insuring
against government default, would portent trouble. While
CDS spreads have steadied recently, those for Greece and
Portugal remain elevated (Chart 3), with the implied
probability of Greece defaulting within five years set at
nearly even odds (versus just 3% for the U.S.).

European banks have the most to lose if a country defaults.
The Bank for International Settlements found that Euro
area banks, as of late 2009, held $1.6 trillion of private and
public debt issued by Spain, Greece, Portugal, and Ireland.
French and German banks held the vast majority, at almost
$1 trillion. Investor nervousness over bank exposure has
raised the cost of default insurance for European banks
to near-record highs and well above that for U.S. and Asian
banks (Chart 4). Snubbed in private markets, Spain’s banks
have had to borrow record amounts from the ECB.
Accordingly, there is keen interest in the forthcoming
release of “stress test” results to see how well capitalized
Spain’s banks are in the event of future write-downs.

As with the subprime crisis, banks are looking at each
other with increased suspicion. European banks are not
sure which counterparties have the most exposure to
sovereign default, and consequently are demanding
higher premiums to lend to each other. The three-month
USS$ Libor to overnight index swaps spread—the rate
that banks borrow dollars from each other in the London
wholesale money market less a measure of the expected
fed funds rate—has tripled since April (Chart 5). Although
this spread has stabilized recently and remains well below
subprime crisis levels (largely because the Fed reopened
dollar swap lines with several major central banks to meet
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the strong demand for dollars), a further sharp increase
would indicate growing stress in the interbank market.

Investors should monitor European bank lending and
business confidence. Bank credit has just started to turn
up again after contracting through most of last year, but a
renewed slump could severely undermine the recovery
(Chart 6). So far, there are few signs of trouble in business
confidence surveys (Chart 7).

Investors should also be alert to signs of contagion in
the world’s biggest economy, the United States. Wider
credit spreads and weaker equity markets have resulted in
some deterioration in financial conditions. The St. Louis
Fed’'s weekly Financial Stress Index, based on 18
indicators, shows a meaningful increase in financial stress
to above average levels (Chart 8). However, the current
level pales in comparison with the subprime credit crisis
peak, and implies softer, rather than negative, growth. In
addition, American business surveys have yet to flag
delays in hiring or spending due to Europe’s problems.

The Bottom Line: While some recent developments are
encouraging, until the all-clear flag is waved over Europe’s
fiscal crisis, investors will need to closely monitor fiscal
actions and public reactions, sovereign credit and CDS
spreads, financial stress indicators, bank lending and
business surveys to assess whether the situation is getting
better or worse.
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The information, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without
notice. Some of the information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of
Montreal (“BMO") and its affiliates make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and
to contain information and opinions which are accurate and complete. However, neither BMO nor its affiliates have independently verified or make any
representation or warranty, express or implied, in respect thereof, take no responsibility for any errors and omissions which may be contained herein or accept
any liability whatsoever for any loss arising from any use of or reliance on the information, opinions, estimates, projections and other materials contained herein
whether relied upon by the recipient or user or any other third party (including, without limitation, any customer of the recipient or user). Information may be
available to BMO and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other materials contained herein are not
to be construed as an offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation, any
commodities, securities or other financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as
investment advice or as a recommendation to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly.
BMO and/or its affiliates may make a market or deal as principal in the products (including, without limitation, any commodities, securities or other financial
instruments) referenced herein. BMO, its affiliates, and/or their respective shareholders, directors, officers and/or employees may from time to time have long
or short positions in any such products (including, without limitation, commodities, securities or other financial instruments). BMO Neshitt Burns Inc. and/or
BMO Capital Markets Corp., subsidiaries of BMO, may act as financial advisor and/or underwriter for certain of the corporations mentioned herein and may
receive remuneration for same. “BMO Capital Markets” is a trade name used by the Bank of Montreal Investment Banking Group, which includes the
wholesale/institutional arms of Bank of Montreal, BMO Nesbitt Burns Inc., BMO Nesbitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO
Capital Markets Limited.

TOU.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Nesbitt Burs Securities Ltd., affiliates of BMO NB, furnish this report to U.S. residents and accept
responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U.S. person wishing to effect transactions in any
security discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd.

TO UK. RESIDENTS: The contents hereof are not directed at investors located in the UK., other than persons described in Part VI of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001.

™-“BMO (M-bar roundel symbol) Capital Markets" is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal.
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