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Cyprus — Are its Problems Contagious?

Cyprus is a small Mediterranean island country with
a population, at less than 900,000, of a moderately
large U.S. city. With a relatively small economic
presence (less than 0.25% of the Eurozone’s total
GDP), it is rarely considered to be a major economic
force. Recent headlines regarding the fiscal problems
that the country faces have brought it to the forefront
of many investors’ attention who wonder if it could be
the straw that breaks the already somewhat fragile
Eurozone’s economic back. Coming hard on the heels
of problems with other European Union (EU) countries,
such as Italy, Spain and Portugal, could this be a sign

of endemic contagion with the European community?

In March 2013, Cyprus’s ongoing economic woes led it

to agree to a restructuring of its banking sector in order
to obtain a bailout package. The cost of the bailout was
originally estimated at 17.5 billion euros, with 10 billion

of that coming from the EU and the International Monetary
Fund. This estimated cost rose to 23 billion euro, meaning
that Cyprus is faced with raising an additional 13 billion
euro. This includes debt write offs, winding down the
second largest bank and imposing significant losses

on uninsured deposits at the Bank of Cyprus, the country’s
largest bank.

One unusual aspect of the rescue package was the write
down of bank deposits, a first time event in the ongoing
chain of Eurozone crises. Previously, losses have been
imposed only on the debt side of the bank balance sheet.
While the loss on deposits, in the form of a tax imposed,
has yet to be fully defined in terms of percentage and
structure, they are expected to amount to approximately
5.8 billion euros, or a bit less than half of the 13 billion
euros Cyprus needs to raise. This is a somewhat unique
situation for a number reasons:

* The Cyprus bank recapitalization as a percent of GDP
versus other troubled EU countries is much larger at
60% than even the largest - Ireland at 40% of GDP and

Greece at 27%. Since Cypriot sovereign debt is already
approximately 86% of GDP, to push that up even further
by helping to finance the bailout would have raised it to
an untenable amount, resulting in the need to restructure
government debt, starting the whole downward spiral
once again.

Bank recapitalization to GDP ratios for troubled
Eurozone countries

Country Ratio

Cyprus 60%
Ireland 40%
Greece 27%
Source: PNC
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= There was insufficient capital in the remaining banking
capital structure to support the recapitalization costs

= A good portion of the taxes imposed on deposits may fall
on non-Cypriots, as about 37% of total deposits are those
of non-residents, who likely have higher balances which
will be subject to the higher tax rates

The question remains whether the severity of the crisis

in Cyprus is enough to tip the Eurozone into crisis mode
once again. Our belief is that Cyprus alone is too small a
presence both economically and in financial market terms,
particularly versus the exposure the EU has to other
troubled countries, to have that great of an impact.
However, the potential does clearly exist that the emotional
impact of one more EU country crisis and bailout will
reawaken the fears regarding sovereign debt and the
financial sector. In other situations, the ability to recapitalize
the bank system without adding onto already overloaded
sovereign debt helped to alleviate concerns regarding the
overall European condition. Other countries were able

to achieve this, however, without penalizing depositors,
helping to minimize the risk of a run on deposits in
successive crises. Now that a precedent has been set,

it may not be as possible to stem depositor concerns in
future crisis situations.

In other situations, the ability to recapitalize the bank
system without adding onto already overloaded
sovereign debt helped to alleviate concerns regarding

the overall European condition.

Foreign bank exposure to PIIGS Debt
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While we continue to monitor the situation carefully,
we feel that a contagion effect will be minimized by:

Assurance from high-level policy makers that Cyprus
is a “one off” situation

What appears to be general stabilization of Europe’s
economic situation with GDP declines lessening,
although not yet growing

Major crisis countries, such as Greece, Ireland, Portugal
and Spain, having capitalization plans in place and
working toward a better fiscal and economic state

The European Monetary Union appearing stable
at this time, with Greece remaining a member

The European Central Bank’s ongoing commitment
to avoid a system wide meltdown and maintain
financial liquidity =
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Sequestration Came in with a Whimper — How about the Debt Ceiling?

All through the end of 2012, the specters of the expiration of tax cuts, sequestration and the debt ceiling

haunted the news and even the average American. As 2012 drew to a close, a deal was struck on tax cuts,

narrowly avoiding the fiscal cliff. As part of the deal, resolution of spending cuts and the debt ceiling were

pushed off into the first quarter of 2013. On March 1, 2013, without an agreement in place, sequestration

kicked in and various spending cuts totaling approximately $85.3 billion began to be enacted in defense,

domestic discretionary, Medicare and other areas. Despite the nightmarish scenarios painted, the general

public and the economy appear to be absorbing the cuts without excessive drama. The debt ceiling remains

to be addressed, with May 19 set as the “official” deadline.

2013 Sequestration Spending Cuts (in billions)
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With the enactment of sequestration,
it has become apparent that both
political parties have little appetite to
be the entity that is responsible for
shutting down the government. While
there will be effects as a result of
sequestration, that is, in our opinion,
not necessarily a bad thing. Finding
3% in spending cuts should not be

an impossibility, and the government,
like many other organizations, will
have to work to find the savings.

Although May 19 was the deadline to
raise the debt ceiling above its formal
$16.39 trillion limit, as in previous
debt ceiling situations, there are a
number of extraordinary measures
that can be taken to postpone the
issue. As a result, in reality, it is
unlikely that the debt ceiling will

be reached (or addressed) until
September or October of this year.
Similar to sequestration, neither party
wants to cause a debt crisis. The
Republicans are not going to go for the
enactment of any more taxes. On the
flip side, the Democrats do not want
any more spending cuts.

continued on page 6
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U.S. GDP, Debt, and Debt Limit, ($ in trillions)
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We do see some movement in the
stances being taken by each
constituency. The President has
indicated a willingness to consider
reductions in entitlement programs.
This is evidenced by Obama’s recent
budget proposal, which included a
change to the CPI that would result in
$100 billion in cuts to Social Security
benefits paid to individuals. While the
current budget proposal appears to
satisfy neither the Democrats nor
the Republicans and is only the first
step in the long process, it does

demonstrate a shift in the absolute
positions previously taken.

In terms of the debt ceiling,
discussions are ongoing, but until
the government hits the “hard”
deadline when extraordinary
measures run out, we do not
anticipate significant progress being
made. Our forecast is that any deal
struck will fall short, i.e., it will “kick
at least part of the can down the road”
once again to be dealt with at a later
time, but is not likely to cause a crisis
or a credit rating downgrade.

U.S. Gross Debt to GDP, % (Blue line = IMF forecast)
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In other words, while we believe that
there will be successful negotiations
to raise the debt ceiling with some
spending cuts tied to the agreement,
the terms will not be sufficient to fully
address the long-term fiscal health of
the U.S. Until that occurs, we feel that
the long-term risk remains that U.S.
debt will rise to an unacceptable level
versus other indicators such as GDP,
a key measure of fiscal viability.

Some argue that the debt limit number
is an arbitrary “line in the sand” and
somewhat meaningless. They believe
that the debt limit itself should not
have such an extreme effect on the
markets or the economy. Others put
forth the premise, however, that
constantly increasing the U.S. debt
ceiling is merely symptomatic of a
larger problem — the inability to enact
measures necessary to reach a more
responsible and sustainable fiscal
situation. We believe that there is
validity to both these views: it is
possible to meet both U.S. short-term
and long-term fiscal needs through a
package that raises the debt ceiling
and requires spending cuts in the
years to come. While there are
certainly risks ahead, we do believe
that both parties are more amenable
to achieving a compromise that will
poise the economy for future growth.
In the near term, the inevitable effects
of sequestration as different measures
start to kick in, combined with overall
slow progress to the recovery, likely
means slow economic growth for 2013.
While there is the potential for spurts
of market volatility as different issues
are debated, we do believe that long-
term growth prospects points to a
positive outlook for investment in
carefully selected equities versus
bonds and cash. =
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Formore information, please contact your Investment A R tionship Manager.

The material presented in this newsletter is of a general nature and does not constitute the provision by PNC of investment, legal, tax or
accounting advice to any person, or a recommendation to buy or sell any security or adopt any investment strategy. Opinions expressed
herein are subject to change without notice. The information was obtained from sources deemed reliable. Such information is not
guaranteed as to its accuracy. You should seek the advice of an investment professional to tailor a financial plan to your particular
needs. For more information, please contact PNC at 1-888-762-6226.

The PNC Financial Services Group, Inc. (“PNC”) uses the names PNC Wealth Management®, Hawthorn, PNC Family Wealth® and

PNC Institutional Investments® to provide investment and wealth management, fiduciary services, FDIC-insured banking products and
services and lending of funds through its subsidiary, PNC Bank, National Association, which is a Member FDIC, and uses the names
PNC Wealth Management® and Hawthorn, PNC Family Wealth® to provide certain fiduciary and agency services through its subsidiary,
PNC Delaware Trust Company. Brokerage and advisory products and services are offered through PNC Investments LLC, a registered
broker-dealer and investment adviser and member of FINRA and SIPC. Insurance products and advice may be provided by PNC
Insurance Services, LLC, a licensed insurance agency affiliate of PNC, or by licensed insurance agencies that are not affiliated with
PNC; in either case a licensed insurance affiliate will receive compensation if you choose to purchase insurance through these
programs. A decision to purchase insurance will not affect the cost or availability of other products or services from PNC or its
affiliates. Hawthorn and PNC do not provide legal or accounting advice and neither provides tax advice in the absence of a specific
written engagement for Hawthorn to do so.

“PNC Wealth Management,” “Hawthorn, PNC Family Wealth” and “PNC Institutional Investments” are registered trademarks
of The PNC Financial Services Group, Inc.

Investments: Not FDIC Insured. No Bank Guarantee. May Lose Value.
Insurance: Not FDIC Insured. No Bank or Federal Government Guarantee. May Lose Value.
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