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Greece: Political Theatre or Something More?
The economic situation in Greece, along with potential sovereign
default, has loomed over financial markets for so long that I think a vast
majority of participants have tired of the issue and stopped caring. The
consensus seems to be that a country whose output is only 1.7% of total
Eurozone GDP (similar to Newfoundland’s contribution to Canada’s GDP)
is almost a rounding error when it comes to economic analysis for the
whole of Europe. According to this view, the entire episode is just
political theatre, bordering almost on farce at times, and can therefore
be ignored.
But before we write off Greece’s potential default as a non-event, let’s
investigate two possible avenues of contagion: economic contagion and
political contagion.
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Until the threat of a
default passes, careful
stock selection remains
critical in all European
markets

ECONOMIC CONTAGION
Economic contagion can be transmitted three ways: through trade,
through an interconnected banking system and through financial
markets.
Issues related to trade are the easiest to dismiss. Greece is a very small
economy relative to the rest of the Eurozone and is fairly closed. As a
result, the risk of economic contagion via trade is very small.
The banking-system issue is more complex. Back in 2011/2012, the
risk of contagion through the banking system was very high. Banks
across Europe had large legacy positions in Greek government bonds
(GGBs). In 2012, 65% of all GGBs were owned by the private sector,
predominately banking institutions across Europe. If Greece had
defaulted then, the losses on levered GGB positions would have
destroyed the banks’ capital and potentially caused a cascading effect
of losses, write-downs and deleveraging throughout the entire system.
Today, the situation is different, as there is very little exposure to Greece
in the banking sector outside Greece. Only 11% of GGBs are owned by
the private sector, and these are mainly in the hands of Greek banks
and a few hedge funds betting on the probability of a Greek deal with its
creditors. Therefore, the contagion channel through the banking sector
has been effectively plugged.
It is important to remember that in 2011 and 2012 — when the markets
were last confronted with the real possibility of a Greek default — Greece
was not the only Eurozone country at risk. At that time, we were not
discussing whether one small country was going to stay or exit from the
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Eurozone; rather, we were talking about a complete rupture and
collapse of the monetary union. That introduced a completely
unhedgeable foreign exchange exposure into every euro-denominated
asset: the risk of being redenominated back into a native country’s
currency (peseta, lira, punt, franc, etc.).
Back then, high profile international investors (e.g., Scottish Widows)
were wholesale sellers of euro-denominated assets, as they had no
interest in owning this unhedgeable foreign exchange risk. Multinational
companies raced to match assets and liabilities in each European
country and were careful in what jurisdiction their cash was located.
The fundamental rule of a monetary union was at risk of being violated.
A euro in one country was not worth a euro in another. Euro bills include
in their serial number a two-letter code identifying where the bill was
printed. There were stories of German shops not accepting euro bills
with serial numbers from the periphery countries.

The fundamental rule of a
monetary union was at risk
of being violated in 2012

This panic run on the euro ended in the summer of 2012 with Draghi’s
“whatever it takes” speech, where he made it clear that the European
Central Bank (ECB) would do whatever was necessary to keep the
Eurozone together. At that point the euro stabilized and Eurozone assets
began to recover.
The issues in 2015 are different. We are not dealing with a complete
fragmentation of the monetary union — just the possibility of one small
country defaulting and potentially leaving the Eurozone (although it is
not legally clear how one leaves the Eurozone, or the EU — see Political
Contagion below).
Investors have had plenty of warning that this Greece train wreck was
coming and plenty of time to move or hedge assets and get portfolios to
their risk tolerance. There is no unhedgeable foreign exchange risk
exposure on non-Greek assets. The chance of real financial market
contagion through capital flight out of the Eurozone is minimal.

Investors have had plenty of
warning that this Greece
train wreck was coming

In addition, a major difference in 2015 is that the ECB is operating a
stimulative monetary policy, or “quantitative easing” (QE) program. This
injection of liquidity into the system acts as a damper on financial
market volatility, mitigating the risk of economic contagion.
POLITICAL CONTAGION
The Greek economic situation generally adheres to rational rules,
making it relatively easy to analyze. The political and legal situation, on
the other hand, is confusing and chaotic.
To begin, the notion that defaulting on its debt obligations means that
Greece leaves the Eurozone is misconstrued. The Eurozone (monetary
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union) and the EU (free trade and free movement area) are governed by
multilateral treaties. In neither treaty is there a mechanism to
proactively eject a member. As long as a member is not in violation of
the treaty rules, it is impossible for the others to kick it out. And
defaulting on government debt is not considered a violation of the
treaties. Even introducing capital controls and a parallel quasi-currency
within domestic borders is not a violation according to some
interpretations.
The point is that even after a Greek default event, the position of the
country would be unclear. Since the treaties really do not provide any
guidance, the answer would be a political solution that might take weeks
or months to resolve.

Even after a Greek default
event, the position of the
country would be unclear

Beyond the complete political and legal uncertainty, if Greece were to
default, it would be in the interest of the Eurozone political leaders for
the country’s economic situation to deteriorate significantly. The last
thing the politicians in Brussels (or Berlin) need is for the Greek default
to work out well for Greece. If it did, populist political forces would grow
significantly in countries like Italy, Portugal and even France. If
defaulting were seen to work, then everyone would want to do it, and it
would be the de facto end of the Eurozone.
The Eurosystem, which is the network of national central banks, could
also be negatively affected in a couple of ways. First, the ECB owns
GGBs and would take losses as a result. Second, the payment system
that settles inter-country capital flows would be disrupted by the
insolvency of Greece’s banking system. If Greece the country defaults,
then its central bank and domestic banking system are effectively
insolvent. There is a small chance that the Eurosystem would need a
capital call on the various national governments to recapitalize the ECB.
Again, this would be a politically negotiated solution fraught with
uncertainty.
CONCLUSION: ECONOMIC RISK SMALL, POLITICAL RISK UNKNOWN
The economic risk is much less prevalent this time than the last time a
Greek default was front and centre for financial markets. And even if
market participants don’t know exactly what is going to happen from an
economic perspective, they have had plenty of time to analyze and plan.
As Donald Rumsfeld would put it, the economic issues are “known
unknowns.”

Market participants have
had plenty of time to
analyze and plan

Unfortunately, the political angle introduces some “unknown
unknowns.”
In the event of a Greek default, I believe the initial move would be for
European risk assets such as equities to sell off. Some of the weakness
in European equities over the past six weeks may, in fact, be due to the
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markets’ repricing a higher probability of this outcome. However, I
believe that the market would very quickly get comfortable that there
are no channels of economic contagion. Risk assets would bounce back
and even trade higher in the short and medium term.
Political uncertainty, however, would last longer. A lingering doubt would
begin to emerge about the ability of policymakers to keep the Eurozone
project intact. This would show up in higher risk premiums across all
European assets, but probably not right away, as the ECB’s QE program
continues to inject liquidity into the system. But ultimately, as we
complete this economic cycle and embark on the next, this increase in
risk premium will begin to reveal itself, with longer-term implications for
financial markets.

As we complete this
economic cycle and embark
on the next, this increase in
risk premium will begin to
reveal itself

While it is clear that international investors should steer clear of direct
exposure to Greece, select opportunities in developed Europe remain
attractive. There are many large European companies with attractive
valuations that generate worldwide revenue and are therefore largely
insulated from the risks of contagion.
But with the political instability that would certainly flow from a Greek
default, the prospects — and stock prices — of many other European
companies could be negatively affected, at least until a political solution
emerged. Until the threat of a default passes, careful stock selection
remains critical in all European markets.
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Gluskin Sheﬀ at a Glance
Gluskin Sheff + Associates Inc. is one of Canada’s pre-eminent wealth management firms.
Founded in 1984 and serving high net worth private clients and institutional investors, we are
dedicated to providing our clients with a world-class experience in the management of their
wealth by delivering strong, risk-adjusted returns together with the highest level of personalized
client service.
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OVERVIEW

PERSONAL

As of March 31, 2015, the Firm managed For Gluskin Sheff, delivering outstanding
assets of $8.6 billion.
client service is as fundamental as
delivering strong investment results. Our
Gluskin Sheff is a publicly traded
clients are unique, and so are their needs.
corporation on the Toronto Stock
This is why we offer customized
Exchange (symbol: GS) and remains
investment plans to suit each client’s
28% owned by its senior management and
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private company commitment to
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goals and a keen desire to earn their trust
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and confidence.
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ALIGNED
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Our investment interests are directly
ideas and experience with the industry’s
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service – all with the objective of
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providing strong risk-adjusted returns
largest clients of the Firm. Our clients are
and the highest level of personalized
our partners, through performance-based
client service.
fees that are earned only when preINNOVATIVE
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Throughout our history we have
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PROVEN
approaches to wealth management for
our clients. Today, we offer a diverse
$1 million invested in our flagship GS+A
platform of investment strategies,
Premium Income Portfolio in 2001 (its
including Canadian, U.S. and
inception date) would have grown to
2
international equity strategies, alternative approximately $5.5 million on April 30,
strategies and fixed income strategies.
2015 versus $2.8 million for the
3
S&P/TSX Total Return Index over the
same period.
Similarly, many of our other longstanding investment strategies have
outperformed their relevant benchmarks.

Our investment
interests are directly
aligned with those of
our clients, as Gluskin
Sheﬀ’s management and
employees are
collectively among the
largest clients of the
Firm.

$1 million invested in our
flagship GS+A Premium
Income Portfolio in 2001
(its inception date) would
have grown to
approximately $5.5
million2 on April 30, 2015
versus $2.8 million for the
S&P/TSX Total Return
Index3 over the same
period.

For further information,
please contact
research@gluskinsheﬀ.com

Notes:
1. Past returns are not necessarily indicative of future performance. Rates of return are those of the composite of segregated Premium Income portfolios and are presented net of
fees and expenses and assume reinvestment of all income. Portfolios with significant client restrictions which would potentially achieve returns that are not reflective of the
manager’s portfolio returns are excluded from the composite. Returns of the pooled fund versions of the GS+A Premium Income portfolio are not included in the composite.
2. Investment amounts are presented to reflect the actual return of the composite of segregated Premium Income portfolios and are presented net of fees and expenses.
3. The S&P/TSX Total Return Index calculation is based on the securities included in the S&P/TSX Composite and includes dividends and rights distributions. This index includes
only Canadian securities.
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Copyright 2015 Gluskin Sheff + Associates Inc. ( “Gluskin Sheff “). All rights
reserved.

In accordance with rules established by the U.K. Financial Services Authority,
macroeconomic analysis is considered investment research.

This report may provide information, commentary and discussion of issues
relating to the state of the economy and the capital markets. All opinions,
projections and estimates constitute the judgment of the author as of the
date of the report and are subject to change without notice. Gluskin Sheff is
under no obligation to update this report and readers should therefore
assume that Gluskin Sheff will not update any fact, circumstance or opinion
contained in this report.

Materials prepared by Gluskin Sheff research personnel are based on public
information. Facts and views presented in this material have not been
reviewed by, and may not reflect information known to, professionals in
other business areas of Gluskin Sheff.

The content of this report is provided for discussion purposes only. Any
forward looking statements or forecasts included in the content are based
on assumptions derived from historical results and trends. Actual results
may vary from any such statements or forecasts. No reliance should be
placed on any such statements or forecasts when making any investment
decision, and no investment decisions should be made based on the
content of this report.
This report is not intended to provide personal investment advice and it
does not take into account the specific investment objectives, financial
situation and particular needs of any specific person. Under no
circumstances does any information represent a recommendation to buy or
sell securities or any other asset, or otherwise constitute investment advice.
Investors should seek financial advice regarding the appropriateness of
investing in specific securities or financial instruments and implementing
investment strategies discussed or recommended in this report.
Gluskin Sheff may own, buy, or sell, on behalf of its clients, securities of
issuers that may be discussed in or impacted by this report. As a result,
readers should be aware that Gluskin Sheff may have a conflict of interest
that could affect the objectivity of this report. Gluskin Sheff portfolio
managers may hold different views from those expressed in this report and
they are not obligated to follow the investments or strategies recommended
by this report.
This report should not be regarded by recipients as a substitute for the
exercise of their own judgment and readers are encouraged to seek
independent, third-party research on any companies discussed or impacted
by this report.
Securities and other financial instruments discussed in this report are not
insured and are not deposits or other obligations of any insured depository
institution. Investments in general and, derivatives, in particular, involve
numerous risks, including, among others, market risk, counterparty default
risk and liquidity risk. No security, financial instrument or derivative is
suitable for all investors. In some cases, securities and other financial
instruments may be difficult to value or sell and reliable information about
the value or risks related to the security or financial instrument may be
difficult to obtain. Investors should note that income from such securities
and other financial instruments, if any, may fluctuate and that the price or
value of such securities and instruments may rise or fall and, in some cases,
investors may lose their entire principal investment. Past performance is not
necessarily a guide to future performance.
Foreign currency rates of exchange may adversely affect the value, price or
income of any security or financial instrument mentioned in this report.
Investors in such securities and instruments effectively assume currency
risk.
Any information relating to the tax status of financial instruments discussed
herein is not intended to provide tax advice or to be used by anyone to
provide tax advice. Investors are urged to seek tax advice based on their
particular circumstances from an independent tax professional.
Individuals identified as economists in this report do not function as
research analysts. Under U.S. law, reports prepared by them are not
research reports under applicable U.S. rules and regulations.

To the extent this report discusses any legal proceeding or issues, it has not
been prepared as nor is it intended to express any legal conclusion, opinion
or advice. Investors should consult their own legal advisers as to issues of
law relating to the subject matter of this report. Gluskin Sheff research
personnel’s knowledge of legal proceedings in which any Gluskin Sheff
entity and/or its directors, officers and employees may be plaintiffs,
defendants, co — defendants or co — plaintiffs with or involving companies
mentioned in this report is based on public information. Facts and views
presented in this material that relate to any such proceedings have not
been reviewed by, discussed with, and may not reflect information known to,
professionals in other business areas of Gluskin Sheff in connection with
the legal proceedings or matters relevant to such proceedings.
The information herein (other than disclosure information relating to Gluskin
Sheff and its affiliates) was obtained from various sources and Gluskin
Sheff does not guarantee its accuracy. This report may contain links to third
— party websites. Gluskin Sheff is not responsible for the content of any
third — party website or any linked content contained in a third — party
website. Content contained on such third — party websites is not part of this
report and is not incorporated by reference into this report. The inclusion of
a link in this report does not imply any endorsement by or any affiliation with
Gluskin Sheff.
Gluskin Sheff reports are distributed simultaneously to internal and client
websites and other portals by Gluskin Sheff and are not publicly available
materials. Any unauthorized use or disclosure is prohibited.
TERMS AND CONDITIONS OF USE
Your receipt and use of this report is governed by the Terms and Conditions
of Use which may be viewed at
research.gluskinsheff.com/epaper/helpandsupport.aspx?subpage=TermsO
fUse
This report is prepared for the exclusive use of Gluskin Sheff clients,
subscribers to this report and other individuals who Gluskin Sheff has
determined should receive this report. This report may not be redistributed,
retransmitted or disclosed, in whole or in part, or in any form or manner,
without the express written consent of Gluskin Sheff.
YOU AGREE YOU ARE USING THIS REPORT AND THE GLUSKIN SHEFF
SUBSCRIPTION SERVICES AT YOUR OWN RISK AND LIABILITY. NEITHER
GLUSKIN SHEFF, NOR ANY DIRECTOR, OFFICER, EMPLOYEE OR AGENT OF
GLUSKIN SHEFF, ACCEPTS ANY LIABILITY WHATSOEVER FOR ANY DIRECT,
INDIRECT, CONSEQUENTIAL, MORAL, INCIDENTAL, COLLATERAL OR SPECIAL
DAMAGES OR LOSSES OF ANY KIND, INCLUDING, WITHOUT LIMITATION,
THOSE DAMAGES ARISING FROM ANY DECISION MADE OR ACTION TAKEN
BY YOU IN RELIANCE ON THE CONTENT OF THIS REPORT, OR THOSE
DAMAGES RESULTING FROM LOSS OF USE, DATA OR PROFITS, WHETHER
FROM THE USE OF OR INABILITY TO USE ANY CONTENT OR SOFTWARE
OBTAINED FROM THIRD PARTIES REQUIRED TO OBTAIN ACCESS TO THE
CONTENT, OR ANY OTHER CAUSE, EVEN IF GLUSKIN SHEFF IS ADVISED OF
THE POSSIBILITY OF SUCH DAMAGES OR LOSSES AND EVEN IF CAUSED BY
ANY ACT, OMISSION OR NEGLIGENCE OF GLUSKIN SHEFF OR ITS
DIRECTORS, OFFICERS, EMPLOYEES OR AGENTS AND EVEN IF ANY OF
THEM HAS BEEN APPRISED OF THE LIKELIHOOD OF SUCH DAMAGES
OCCURRING.
If you have received this report in error, or no longer wish to receive this
report, you may ask to have your contact information removed from our
distribution list by emailing research@gluskinsheff.com.
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