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Why & When Sovereigns Default

Governments can, and have, run large budget deficits and experience sharply
rising debt stock burdens without recourse to default or experiencing funding
crises. At a time when excitement surrounds the risk of default in, amongst
others, Greece, we think a calming look at the precise conditions that imply
sovereign failure is warranted. A quick look at national accounting:

The external surplus / deficit for any country reflects the excess of spending
over saving for the whole economy (in deficits), and represents the sum of the
saving/spending balances across the government, household and business
sectors. A government deficit that exceeds a private sector surplus implies an
external deficit and the need to “fill the gap” with savings borrowed from
foreigners (this is the case, for example, in the USA, the UK and Greece). A
similar magnitude government deficit, but with a large and offsetting private
surplus, implies an external surplus and a surfeit of savings (this is the case for
example in Japan).

Large government deficits, as in Japan, and the associated debt burden, can be
relatively predictably financed and maintained for a prolonged period since they
can be financed by a steady stream of domestic savings. Problems arise,
however, when foreign financing is required and a steadily declining exchange
rate is often necessary to cheapen government bonds and encourage foreign
buying. This has been the case in the UK and the USA.

At what point do high debt ratios become unstable? The stable ratio of
government debt to GDP is given by the following expression:

Debt / GDP = (the non-interest, or primary, Budget balance / GDP) / (the
GDP growth rate less the interest rate on government debt)

So long as the growth rate in nominal GDP exceeds the interest rate on
government debt, the Debt/GDP ratio can be regarded as stable and
sustainable. As the lower chart shows, Japan has not tipped, yet, into the zone
of instability, having a surplus of domestic savings and rates close to nominal
trend growth. Greece is, similarly, not in a default position on its STOCK of
existing debt. In terms of the FLOW of new debt, sales of that rely upon the
willingness of foreigners to buy and the contribution of Greece to the euro is
such that a weaker euro cannot naturally be expected to cheapen Greek debt to
encourage foreign buying. In that case, interest rates are forced higher. The
Greek sovereign crisis is more a reflection of the over-valuation of the euro than
it is of the sustainability of the underlying Greek debt position. Why buy low
yielding assets if you expect currency depreciation to wipe out the yield?

A weaker euro and Greek spending cuts should restore order soon.
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IMPORTANT INFORMATION

This document reflects the opinion of Lombard Odier Darier Hentsch & Cie or an entity of the Group (hereinafter "Lombard Odier") as of the date of issue. It is not inten-
ded for distribution, publication, or use in any jurisdiction where such distribution, publication, or use would be unlawful, nor it is directed to any person or entity to which it
would be unlawful to direct such a document.

This document is furnished for information purposes only and does not constitute an offer or a recommendation to purchase or sell any security. The opinions herein do
not take into account individual clients’ circumstances, objectives, or needs. Each client must make his own independent decisions regarding any securities or financial
instruments mentioned herein. Before entering into any transaction, each client is urged to consider the suitability of the transaction to his particular circumstances and to
independently review, with professional advisors as necessary, the specific risks incurred, in particular at the financial, regulatory, and tax levels.

The information and analysis contained herein have been based on sources believed to be reliable. However, Lombard Odier does not guarantee their timeliness,
accuracy, or completeness, nor does it accept any liability for any loss or damage resulting from their use. All information and opinions as well as the prices indicated are
subject to change without notice. Past performance is no guarantee of current or future returns and the client may consequently get back less than he invested.
Performance data of mutual funds do not take into account the commissions and fees charged on the issue and redemption of the units or shares.

The investments mentioned herein may be subject to risks that are difficult to quantify and to integrate into the valuation of investments. Generally speaking, products with
a high degree of risk, such as derivatives, structured products, or alternative/non-traditional investments (Hedge Funds, private equity, real estate funds, etc.) are suitable
only for sophisticated investors who are capable of understanding and assuming the risks involved. Upon request, Lombard Odier is available to provide more information
to clients on risks associated with specific investments.

If opinions from financial analysts are contained herein, such analysts attest that all of the opinions expressed accurately reflect their personal views about any and all of
the subject securities or issuers. In order to ensure their independence, financial analysts are expressly prohibited from owning any securities that belong to the research
universe they cover. The description of the rating system used by Lombard Odier for its financial research is available on www.lombardodier.com.

United Kingdom: UK regulation for the protection of retail clients in the UK and the compensation available under the UK Financial Services Compensation scheme do
not apply in respect of any investment or services provided by an overseas person. This document has been issued in the UK by Lombard Odier Darier Hentsch (UK)
Limited (LODH (UK)), Queensberry House, 3 Old Burlington Street, London. W1S 3AB. LODH (UK) is authorised and regulated by the Financial Services Authority, 25
The North Colonnade, Canary Wharf, London E14 5HS. LODH (UK) does not provide tax advice.

This document may not be reproduced (in whole or in part), transmitted, modified, or used for any public or commercial purpose without the prior written permission of
Lombard Odier.
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