| IlIEA Dublin, October 2011

Walking on tightropes

Walking on tightropes

Ciaran O’Hagan ciaran.ohagan@sgcib.com
Phone: +331 42 13 58 60

Important Notice: The circumstances in which this publication has been produced are such that it is not appropriate to characterise it as independent investment
research as referred to in MiFID and that it should be treated as a marketing communication even if it contains a research recommendation. This publication is also not
subject to any prohibition on dealing ahead of the dissemination of investment research. However, SG is required to have policies to manage the conflicts which may

arise in the production of its research, including preventing dealing ahead of investment research.

SOCIETE GENERALE

Cross Asset Research


mailto:ciaran.ohagan@sgcib.com�
http://www.sgresearch.com/p/en/2/3182/0/F386FE43CCE46A4FC12578FE00649427.html?sid=5d9d1280bd5039679c8dd18ae238d0b7�

BOND BUYING — CAN IT DO ANY GOOD?

Example: Buying of (BTPs) Italy since 7 August 2011
10-year BTP yield (Italy government), %

ESCB | Announce-
buying | ment
BTPs, | impact

SPGBs v

=, 200

W Yield Line 5,882 I
T High on 08/04/11 6.189 - 000
-+ Average 5,216 e
L Low on 06/03/11 4.624 __ =
Greece 5,600

PSI I
risk =5.400

up Summit ;5

(21 July) 5200
=5.000

=4.800

=4 500 2 Almost 6%
. . i ) i outstanding of
May Jun Jul Aug Sep Oct BTPs SPGBs

2011 owned by
ESCB

Source: Bloomberg, SG

SOCIETE GENERALE
Cross Asset Research 21/10/2011 | 2



SO WHY DID THE BUYING NOT WORK FOR BTPS ?

® More buying =>» price goes up

® More buying = nature of product changes = price falls

Why would the nature of the product change?
1) Supplier feared to have less incentive to maintain product quality
=» moral hazard
2) The new buyer is large and powerful
=» subordination (fear that the authorities risk using muscle at a later date)
3) Price is above perceived fair value; easy substitutes

= crowding out

Subordination: governments affirm pari passu, but they

1) introduce PSI on Greece 2) plan for ESM 3) are accompanied by IMF (de facto senior)

SOCIETE GENERALE
Cross Asset Research 21/10/2011 | 3



THE NEWSFLOW TERRIFIES POTENTIAL BUYERS

crowding out

public power

uncertainty

subordination

moral hazard

IMF warns US of global debt ‘shock’

Jul 06 2011
‘Selectwe Default’” Need Not Derail Greek Rescue

Sep 19 2011
ECB's Weidmann Says EFSF Doesn’t Necessarily Need AAA Rating

Cet 20771 — IMF offers support to Italy, Spain. by Associated ... Borges also said the
IMF could give the two countries precautionary credit lines. He said "we ...

Cctober 21, 2011 .
agaimn delays economic reform package

SOCIETE GENERALE

Cross Asset Research

21/10/2011 | 4



NO NEED FOR ECON 101 TO FIGURE LATEST ESCB BUYING WOULDN'T WORK

m After the experience with GGBs, IRISH and PGBs, there was no need to figure out that
bond buying would not be the panacea.

= So how did governments manage to still persuade the ECB to embark on yet more
purchases of government debt?

Maybe...
* Some wanted to a bit more time, again, before facing up to the hard decisions
And longer term

* Inability to face up to the painful political decisions, and drop in living standards, from more
durable solutions

#* |nstitutional momentum: “the institutions are there, let's use them”

* Belief that public interventions can fix the problems
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OTHER BUYING PROGRAMMES CAN WORK, DO WORK

Eurosystem’s Covered Bond Purchase Programme in 2009 worked a charm

ﬁ Chart 5 Covered bond swap spreads Chart 6 Average daily changes of covered
bond swap spreads around the CBPP
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This suggests that. along the lines

of the rational expectations hypothesis. the

introduction of the programme alone had a

dyl__;:ﬁf @1;"’:‘%' (yl_.f_l_ﬁn_ﬁl '.}’1,;_1)+% significant and full impact on prices. while the
purchases were only seen as the execufion of

the previously announced commitment. =
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WHAT HELPS MAKE FOR A SUCCESSFUL BUY PROGRAMME?

m Underlying fundamentals of issuer seen as remaining sound
m Credit quality of the purchased securities does not undergo deterioration
(risks of moral hazard not dominant)
® Buying addresses liquidity injection (Fed, BoE) or liquidity, less solvency
m Accompanied by other coherent policies (macro, regulatory...)
And in addition...
#* Securities held for long periods, or to maturity
* Purchases large relative to new issuance

(in case ESCB’s CBBP, the €60bn programme was small vs outstandings = no subordination)

#* Purchased amount fixed in advance, for fixed time frame

The 2009 CBBP led to a large increase in supply, making the supply / demand price moves
more difficult to interpret
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WALKING ON TIGHTROPES

m Possible exits from the sovereign crises:

1. Austerity
2. Inflation / QE
3. Forms of default
And less likely...
4. Fiscal transfers, from the spendthrift to the big spenders

5. Unexpectedly strong growth
Bond buying per se is not on the list, though could be part of Quantum Easing

The West will remain in crisis as long as trajectories for public finances are seen as out of
control, against a backdrop of steadily worsening demographics, heightened competition &
change, and greater structural difficulties in making the needed adjustments.

=>» Ever stronger risk of permanent stagnation / decline for Europe, like Japan, without
strong leadership, and taking upfront pain for much longer term gain.

=» The path of least painful adjustments probably involves walking several ropes : austerity,
“Quantum QE”, forms of default, fiscal transfers ...

The art would be in getting the vision, leadership, coordination and implementation right.
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DISCLAIMER

The information herein is not intended to be an offer to buy or sell, or a solicitation of an offer to buy or sell, any securities or other financial instrument and including any expression of opinion, has been obtained from
or is based upon sources believed to be reliable but is not guaranteed as to accuracy or completeness although Société Générale (“SG”) believe it to be fair and not misleading or deceptive. SG, and their affiliated
companies in the SG Group, may from time to time deal in, profit from the trading of, hold or act as market-makers or act as advisers, brokers or bankers in relation to the securities, or derivatives thereof, of persons,
firms or entities mentioned in this publication or be represented on the board of such persons, firms or entities. Employees of SG, and their affiliated companies in the SG Group, or individuals connected to them may
from time to time have a position in or be holding any of the investments or related investments mentioned in this publication. SG and their affiliated companies in the SG Group are under no obligation to disclose or
take account of this publication when advising or dealing with or for their customers. The views of SG reflected in this publication may change without notice. To the maximum extent possible at law, SG does not
accept any liability whatsoever arising from the use of the material or information contained herein. Dealing in warrants and/or derivative products such as futures, options, and contracts for differences has specific
risks and other significant aspects. You should not deal in these products unless you understand their nature and the extent of your exposure to risk. This publication is not intended for use by or targeted at retail
customers. Should a retail customer obtain a copy of this report they should not base their investment decisions solely on the basis of this document but must seek independent financial advice.

Analyst Certification: The following named research analyst(s) hereby certifies or certify that the views expressed in the research report accurately reflect his or her personal views about any and all of the subject
securities or issuers.

Notice to French Investors: This publication is issued in France by or through Société Générale ("SG") which is authorised and supervised by the Autorité de Contréle Prudentiel and regulated by the Autorite des
Marches Financiers.

Notice to U.K. Investors: This publication is issued in the United Kingdom by or through Société Générale ("SG"), London Branch. Société Générale is a French credit institution (bank) authorised and supervised by
the Autorité de Controle Prudentiel (the French Prudential Control Authority). Société Générale is subject to limited regulation by the Financial Services Authority (“FSA”) in the U.K. Details of the extent of SG's
regulation by the FSA are available from SG on request. The information and any advice contained herein is directed only at, and made available only to, professional clients and eligible counterparties (as defined in
the FSA rules) and should not be relied upon by any other person or party.

Notice to Polish Investors: this publication has been issued in Poland by Societe Generale S.A. Oddzial w Polsce (“the Branch”) with its registered office in Warsaw (Poland) at 111 Marszatkowska St. The Branch is
supervised by the Polish Financial Supervision Authority and the French "Autorité de Contréle Prudentiel”. This report is addressed to financial institutions only, as defined in the Act on trading in financial instruments.
The Branch certifies that this publication has been elaborated with due dilligence and care.

Notice to US Investors: SG research reports issued by non-US SG analysts or affiliates on securities are issued solely to major US institutional investors pursuant to SEC Rule 15a-6. Any US person. wishing to
discuss this report or effect transactions in any security discussed herein should do so with or through SG Americas Securities, LLC to conform with the requirements of US securities law. SG Americas Securities,
LLC, 1221 Avenue of the Americas, New York, NY, 10020. (212) 278-6000

Notice to Canadian Investors: This publication is for information purposes only and is intended for use by Permitted Clients, as defined under National Instrument 31-103, Accredited Investors, as defined under
National Instrument 45-106, Accredited Counterparties as defined under the Derivatives Act (Québec) and "Qualified Parties" as defined under the ASC, BCSC, SFSC and NBSC Orders

Notice to Singapore Investors: This publication is provided in Singapore by or through Société Générale ("SG"), Singapore Branch and is provided only to accredited investors, expert investors and institutional
investors, as defined in Section 4A of the Securities and Futures Act, Cap. 289. Recipients of this publication are to contact Société Générale, Singapore Branch in respect of any matters arising from, or in
connection with, the publication. If you are an accredited investor or expert investor, please be informed that in SG's dealings with you, SG is relying on the following exemptions to the Financial Advisers Act, Cap.
110 (“FAA"): (1) the exemption in Regulation 33 of the Financial Advisers Regulations (“FAR”), which exempts SG from complying with Section 25 of the FAA on disclosure of product information to clients; (2) the
exemption set out in Regulation 34 of the FAR, which exempts SG from complying with Section 27 of the FAA on recommendations; and (3) the exemption set out in Regulation 35 of the FAR, which exempts SG
from complying with Section 36 of the FAA on disclosure of certain interests in securities.

Notice to Hong Kong Investors: This report is distributed in Hong Kong by Société Générale, Hong Kong Branch which is licensed by the Securities and Futures Commission of Hong Kong under the Securities and
Futures Ordinance (Chapter 571 of the Laws of Hong Kong) ("SFO"). This publication does not constitute a solicitation or an offer of securities or an invitation to the public within the meaning of the SFO. This report
is to be circulated only to "professional investors" as defined in the SFO.

Notice to Japanese Investors: This publication is distributed in Japan by Societe Generale Securities (North Pacific) Ltd., Tokyo Branch, which is regulated by the Financial Services Agency of Japan. This publication
is intended only for the Specified Investors, as defined by the Financial Instruments and Exchange Law in Japan and only for those people to whom it is sent directly by Societe Generale Securities (North Pacific)
Ltd., Tokyo Branch, and under no circumstances should it be forwarded to any third party. The products mentioned in this report may not be eligible for sale in Japan and they may not be suitable for all types of
investors.

Notice to Australian Investors: This publication is issued in Australia by Société Générale (ABN 71 092 516 286) ("SG"). SG is regulated by APRA and ASIC and holds an AFSL no. 236651 issued under the
Corporations Act 2001 (Cth) ("Act"). The information contained in this publication is only directed to recipients who are wholesale clients as defined under the Act.
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SG LEADER IN GLOBAL CROSS ASSET RESEARCH

Macro & Strategy
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#1 Global Strategy

#1 Multi Asset Research
#2 Global Economics

#2 Pan-Euro Economics
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#3 Research in Power and Gas
#4 Research in Oil
#4 Research in Base Metals

#5 Research in Precious Metals

Fixed Income
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#1 Overall Trade Ideas
#1 Credit Research Team
#1 Overall Credit Strategy
#1 in Sovereigns

#1 in 4 sector teams
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#1 Equity Quant

#1 Index Analysis

10 sector teams in the Top 10
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