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1. What is this paper about?
This paper is a summary checklist of the state of the art
about contingency planning for a euro breakup. It is
intended for all businesses and others – banks,
corporates, regulators and governments. Many
businesses have already largely completed this planning:
for them, this paper is a checklist.
The Intelligence Unit does not make forecasts of the
likelihood or otherwise of a euro breakup. We think that

the breakup of the euro or any withdrawals from the
euro would be unwise. Two of the ideologies of the
Intelligence Unit are (1) the one planet principle, which
does not endorse tribalism, and (2) the rule of law. As a
result, we do not think that 17 currencies are better than
one, nor do we support the idea that another 17
sovereigns should have the ability to manipulate money.

2. Background
- The euro was established in 1999.
- The current members of the eurozone are Austria,
Belgium, Cyprus, Estonia, Finland, France,
Germany, Greece, Ireland, Italy, Luxembourg,
Malta, the Netherlands, Portugal, the Slovak
Republic, Slovenia and Spain.
- The following EU members are not members of the
eurozone: Bulgaria, the Czech Republic, Denmark,
Latvia, Lithuania, Hungary, Poland, Romania,
Sweden and the UK. A number of countries, both
inside and outside the EU are pegged to the euro and
so the peg would be lost if there were a complete
euro breakup.
- There is no express right of withdrawal from the
eurozone in the EU treaties, but there is a procedure
for withdrawal from the EU which would probably
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carry with it a withdrawal from the eurozone. A
member state can unilaterally withdraw after two
years. In practice, it seems likely that any withdrawal
would be dealt with by treaty.
- A breakup of the euro could involve an exit by a
single state or a number of states. It could involve the
emergence of two or more currency blocs or there
could be a complete breakup of the euro. In this case,
the single currency would be replaced by 17 new
currencies. If a treaty did not provide for the
weighting given to each new currency per euro, then
this would have to be decided by the courts.
- Recent cases of currency union breakups include the
USSR, Czechoslovakia and Yugoslavia. Other
historical cases are legion. We have not counted
precisely, but we expect that there have been more
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than 60 redenominations since 1950. Virtually all of
these were driven by political breakups. The breakup
of a currency union over the last century because of
bailout pressures seems to be non-existent, let alone
breakup of the second biggest currency in the world.
- A redenomination law would probably also be
accompanied by exchange controls.
- Any breakup of the euro would be driven by the
bankruptcy of member states in order to avoid
pressures on other members to bail out bankrupt
states. Nevertheless, all currency unions involve a
transfer from richer to poorer regions, e.g. in terms of
spending on defence, education, health, law and
order, unemployment benefits etc. Examples are the
US, the UK, Canada and China.

- The main institutions involved in a bailout are the
European Stability Mechanism as from July 2012
(replacing the European Financial Stability Facility)
and the European Central Bank. The ESM is a
eurozone treaty organisation. Although the EU
treaties have restrictions on the financing of member
states by governments and the European Central
Bank, it is considered that, if the eurozone had its
back to the wall, the ECB could perform its ultimate
survival function of providing unlimited liquidity to
sovereign states and banks in the eurozone. This is
what the Fed did in 2008. If there is a run on
sovereign states, banks and corporations, liquidity
has to be provided immediately and it is no longer
possible to make money conditional on austerity
programmes or homilies on morality. Runs are
relentless, remorseless.

3. What should be the scope of contingency planning?
Firms must make their own assessment of the risk of a
breakup. These assessments can, and do, range from just
above zero risk to more than 50%.
Contingency planning is like insurance. The premium
you pay in terms of intensity of planning, application of
resources, time and cost, and the scale of the
reorganisation of the business depends upon your
assessment of the risk.
Commentators differ wildly in their forecasts of the
degree of disruption, ranging from sunny optimism to
apocalyptic visions of total breakdown, with grass
growing and chickens roaming in the banking halls and
treasuries of Europe.
You should decide which of the consequences listed
below are possible and how they might impact on your
business. If you think the risks are high, devote a huge
team to the task, if you have not already done so. If you
think the risks are infinitesimal, just sit back, do nothing
and hope that it will all go away.
Consider the risk of the following:
- The redenomination of claims owed to you becomes
payable in a new weak or inflated currency.
- Amounts you owe become payable in a stronger
euro, increasing the liability.
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- Payments owed to you by residents of the exiting
country are blocked by exchange controls.
- Exports from the exiting country are cheaper if the
buyer pays euro.
- Imports into the exiting country are more expensive
because of the weakened local currency.
- Residents, including local branches and subsidiaries,
have to repatriate their foreign currency and foreign
currency securities which are sold to the central bank
at an unrealistic conversion rate.
- Because of inflation of the local currency, interest
rates are high.
- Costs and confusion in changing systems.
- There are extra currency risks for businesses which
have to be hedged.
- The events could spark off events of default, drawstops and contract terminations.
- There could be illegality and force majeure triggers
in ISDA masters and other financial master
agreements, and similar triggers in commercial
contracts.
- A depreciating new currency and exchange controls
could have an impact on financial statements. And
therefore also on tax.
- Supply chains could be affected.
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- For banks, access to capital and liquidity could be
weakened.
- There could be mismatches between currencies,
resulting in increased credit and insolvency risks for
affected businesses and banks.
- The redenomination causes disruption and a loss of
confidence, leading to the collapse of local banks.
- The bankruptcy of the sovereign is exacerbated and
the insolvency spreads to local banks and local
corporates. There may be statutory moratoriums to
stave off the bankruptcy and rating downgrades.
- Governments increase austerity measures, leading to
low consumer and business confidence, large-scale
cuts in the public sector, delay or non-payment to
third party suppliers, transport disruptions, blackouts,
halts in infrastructure development and investment,
an increase in unemployment, the collapse of social
security funds and public services and increased
taxes.
- The sovereign, and hence its banks, have no access
to financial markets, possibly for years.

- Drying up of trade credit and funds for capital
investment, a reduction in available credit and a
seize-up of the inter-bank market. Greatly reduced
liquidity and shortening of payment terms or seizure
in trade payments.
- Shortages of essential goods and services.
- Spread of the above effect by contagion to other
eurozone and EU countries.
In Armageddon scenarios, the instability results in more
currency fragmentation, more sovereign bankruptcies,
more collapses of banking systems and a complete
breakdown of the eurozone in a disorderly way. The
common currency disappears in a cloud of smoke. The
disease creeps silently to the rest of the world and there
is universal confusion. The Intelligence Unit takes a
cooler view of some of these outcomes suggested by
some commentators.
Contingency planning should be considered by all firms
and others who:

- Increasing poverty and inequality.

- Have material exposures of any kind to companies
and persons resident in a potential exiting country.

- Blocking of bank deposits and wiping out of savings
if there is a run on banks, and an inability of deposit
schemes to pay out.

- Have material exposures of any kind to
counterparties which themselves have exposures to
companies and persons resident in exiting countries.

- Inflation spirals out of control.

4. What would exiting laws say?
What do redenomination laws
say?
Virtually everybody has a legal tender law: there are
nearly 200 sovereign states and around 140 currencies.
Typical legal tender and redenomination laws provide:
- Legal tender The new currency is legal tender in the
country for the payment of all public and private
debts. This usually means that debtors can pay and
creditors must accept the new currency in place of
euros or other foreign currency. The law may apply
to debtors resident in the country, to payments made
in the country by creditors or debtors wherever they
may be and also sometimes to nationals. Scope
varies.
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- Conversion rate The official rate of conversion is X.
Black-market rates may spring up. Debtors and
creditors can agree to pay in foreign currency, but
this usual exception is often overridden by exchange
controls.
- Coin and notes Coin and bank notes will be
exchanged at banks.
The state could issue IOUs to creditors, such as state
pensioners and employees. These IOUs may then
function as a de facto currency, e.g. California 2009,
Argentina 2002 and numerous other cases, going back to
the French revolution and before.
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What do exchange control
regulations say?
Exchange controls aim to give the local central bank a
monopoly of foreign currency. Exchange controls are
the vicious end of redenomination.
The typical regulations are generally fantastically
detailed. For example, Argentina passed an Emergency
Law in 2002 which was amended and supplemented by
more than 130 further laws and regulations in the
following two years. There were a number of
amendments to the emergency legislation passed in
Iceland. The regulations themselves may be
accompanied by numerous governmental guidelines and
discretions.
Exchange controls were extremely common around the
world from the late 1930s until 1980, except in the US
and Canada, and were a detailed field for specialists.
Very complex exchange controls existed in most of
Europe and still exist in such countries as India and
China, amongst others.
Typical exchange controls provide:
- Residents of the country, and sometimes nationals
wherever they may be, must not hold or lend or
borrow foreign currency or foreign currency
securities or pay debts in foreign currency.
- These residents may be prohibited from entering into
derivative transactions with non-residents, at least if
unrelated to the trading of goods and services so that,
in effect, there is a prohibition on participating in
futures markets or in foreign currency options.
- Foreign residents may not be permitted to hold local
currency or local currency securities issued by local
entities, so that the local currency is not convertible.
- Although investment into the country may not be
restricted, divestment is usually prohibited by
transferring capital out of the country in connection
with the sale of direct investments, except sometimes
for dividends and the like.
- Residents, and sometimes nationals, must turn over
their holdings of foreign currency or foreign
currency securities to the central bank at a prescribed
rate of exchange so that the central bank has a
monopoly of foreign currency.
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- The central bank grants exceptions, e.g. necessary
trade payments or other current transactions. The
granting of permissions is usually delegated to local
banks.
In practice, capital transactions, such as the repayment
of the principal of loans and bonds, are much more
tightly controlled than current transactions such as
essential imports.
The intensity of exchange controls depends upon the
degree of bankruptcy of the exiting state and the risk of
collapse of its currency.
Exchange controls are despotic. If you cannot move your
money, you cannot move.
Capital controls and controls on payments are generally
not permitted under the EU treaties subject to public
policy and public security exceptions.
Generally, the IMF agreement allows capital controls,
but IMF approval may be required for exchange controls
on current transactions, both of which are defined.
Iceland received approval, but the Ukraine did not.
In both cases, the sanctions applied to members for
violation of the EU and IMF treaties are weak,
particularly under the IMF agreement, but, if a eurozone
member state also leaves the European Union, then
presumably there would be no further treaty
consequences, at least if the withdrawal were within the
withdrawal rights or ratified by treaty.

What could other ancillary
laws say?
There could be a statutory moratorium on withdrawals
from local banks and prohibiting transfers to payees
outside the country. These would normally be
temporary.
There could be bank holidays while the redenomination
takes place.
There could be border controls to prevent the smuggling
out of currency notes.
A local statute may provide for the continuity of
contracts, so as to avoid the frustration of contracts, and
could also override termination clauses.
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If a member state leaves the European Union, then it
may decide to change many of the EU regulations or
statutes inspired by EU directives, such as those

applicable to conflict of laws, to jurisdiction and
judgments, to financial collateral and to common
insolvency rules.

5. How do I work out what gets redenominated and
what obligations are blocked by exchange controls?
The rules have been built up by over a century of case
law in many jurisdictions and are well-settled in the
senior jurisdictions. Normally, you mechanically apply
three basic principles to every situation, as follows:
(1)

(2)

Scope of exit laws You examine the scope of
the redenomination or legal tender law and of
the exchange controls, especially to who they
apply to, e.g. local debtors or local residents.
This is unknown at present, but there is much
history, practice and precedent.
Governing law principle You work out
whether the governing law of an obligation is
local or external. The two basic rules of
international recognition of a redenomination
law and exchange controls are as follows:
- If the obligation is governed by local
governing law, it is redenominated and
blocked unless penal or discriminatory or
(possibly) in violation of an EU treaty or
similar.
- Obligations governed by an external law
are not redenominated and not blocked, i.e.
they are insulated and shielded from a local
statute.
If the governing law is express, then most
external courts will usually uphold the choice.
If there is no express governing law then,
normally, you apply centre of gravity tests, e.g.
the weight of connections favouring a particular
jurisdiction, such as place of performance and
location of parties. In Europe there are specific
rules on these topics in Rome I which is an EU
regulation dealing with the applicable law for
contracts.

(3)

Ten exceptions If the law is external, you then
go through the ten exceptions to the insulating
effect of an external governing law.
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The formula is:
Scope of new laws + governing law +
10 exceptions
The ten exceptions to insulation achieved by external
governing law
There are at least ten exceptions to the insulating effect
of an external system of law.
X1.

Local enforcement only Even though you
have an external judgment from an external
court, the debtor only has local assets and so
enforcement has to be local. In this case
enforcement is likely to be subject to the local
legal tender and exchange control rules,
because local courts must apply local
mandatory laws.

X2.

Local insolvency proceedings The debtor
becomes subject to local insolvency
proceedings in which case the local courts are
likely to apply their own rules, including the
redenomination and exchange control rules.
The mandatory application of local law to most
insolvency questions is codified in an EU
regulation (not applying to Denmark) for
companies whose centre of main interests is in
the EU. There are similar rules for banks and
insurers, extending also to the European
Economic Area. A common rule is that foreign
currency debts owed by the insolvent are
converted into local currency as at the
commencement of insolvency proceedings, so
that, if the local currency is depreciating and
the proceedings last a long time, the foreign
currency creditor is expropriated. International
businesses may be drawn into local
5
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insolvencies because they have other claims
with the result that the local courts might claw
back violating recoveries obtained elsewhere.
Note that generally the law applicable to
collateral is where the assets are located and
that set-off is permitted if it is allowed by the
law governing the debt owed to the insolvent.
Note also that strong-arm bank resolution laws
might well apply, even though in advance of
the EU draft directive on the subject, as in
Germany, Greece, Belgium and other eurozone
countries.
X3.

Local mandatory place of payment If
payments can only be paid mandatorily in the
exiting jurisdiction and the making of payments
is illegal there, under Rome I the courts may
refuse to order payment. Courts do not
normally order compulsory illegality. It seems
probable that in this case the contract would be
frustrated, but often the law is unclear. There is
no problem if there is an optional place of
payment externally.

X4.

Lex monetae The contract makes it clear that
the payment currency is not the euro generally,
but whatever is the currency of the exiting state
from time to time. In that case, sovereign states
can change the currency and most foreign
jurisdictions will recognise the change. If
California exits the US, its obligations remain
in US dollars, except in the unlikely event that
the parties meant whatever is the currency of
California.

X5.

Exclusive local court The creditor cannot get
an external court to take jurisdiction so that
only local courts are available. Local courts
will usually apply mandatory legal tender and
exchange control laws. The debtor could seize
the advantage by (wrongfully) bringing an
action in the local courts. EU rules under a
Judgments Regulation can make it difficult to
dislodge this action subsequently.
Check if there are express jurisdiction clauses
or arbitration clauses and whether the choice of
forum is exclusive or non-exclusive. Express
choice of forum clauses is generally upheld,
subject to exceptions.
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Under the European Judgments Regulation of
2000, applying to all 27 EU member states and
under similar provisions applying to Iceland,
Norway and Switzerland, there are special rules
if the defendant is domiciled in a member state.
Generally, persons domiciled in a member
state, regardless of nationality, must be sued in
the courts, of that state, subject to wide
exceptions, e.g. relating to bankruptcy,
arbitration or administrative matters. The
mandatory suit at domicile is displaced by place
of performance for contractual suits, place of
the harmful event in the case of tort or delict,
courts for the place of a branch if the dispute
arises out of the operations of the branch, and
special rules relating to trusts, actions against
more than one party, third party actions,
counterclaims and contracts relating to
immovables. There is local exclusive
jurisdiction in some cases, e.g. immoveable
property. There are special rules for insurance,
consumer and employment contracts.
Contracting-out is possible by complying
jurisdiction clauses.
In the absence of a jurisdiction clause and
outside the European Judgments Regulation,
most countries have long-arm or exorbitant
jurisdiction rules, such as transaction
connections or the defendant has local assets,
however small – the "toothbrush" jurisdiction.
The long-arm rules depend on the jurisdiction.
Almost everywhere the local courts have
jurisdiction if a corporate defendant is
incorporated locally or has a principal place of
business locally, or the defendant has a local
branch, although sometimes in this case the
action is limited to transactions arising in
connection with the branch.
X6.

IMF agreement article VIII(2)(b) This article
of the IMF agreement provides that the courts
of member states of the IMF (practically the
whole world) will in effect recognise exchange
controls consistent with the IMF agreement,
which basically means that all capital controls
are permitted but controls on current
transactions have to be approved by the IMF
(which they sometimes are). Hence, this article
© Allen & Overy 2012
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could override the insulation of an external
governing law. However, the article applies
only to "exchange contracts" contrary to
exchange control regulations. The courts of
England, the US and Belgium have limited this
(broadly) to contracts to exchange one currency
for another, so that it does not apply in those
jurisdictions to sales, loans, deposits, bonds and
the like. But the courts of France, Luxembourg
and Germany have adopted a wide
interpretation so that the article could apply to
bonds, loans, deposits etc. German case law
limits the scope of the article to exchange
controls violating current transactions which
are defined in the IMF agreement but not
capital transactions. But in most countries it is
possible that the article would be deemed not to
be retrospective so as to catch contracts already
entered into before the exchange control
regulations were introduced – this is an open
point. In any event, on the current state of the
law, there are higher risks in the courts of such
countries as France, Luxembourg and
Germany. This may be relevant to governing
law and jurisdiction and also to a place of
payment in these countries.
X7.

X8.

Terms of document The terms of a document
may itself make provision for the impact of a
redenomination or exchange control.
Overriding EU legislation If a member state
were to withdraw from the euro, the eurozone
or the wider EU may introduce legislation
giving effect to the redenomination and
exchange controls so as to override an external

governing law. The legislation might neuter
express termination clauses.
X9.

Retaliation against local presence If a firm
makes a transaction externally which violates a
mandatory local law, such as receiving a
payment contrary to an exchange control, the
local jurisdiction may retaliate against a local
branch or subsidiary of the violating firm.

X10.

US recognition based on location, not
governing law The US recognition of a
redenomination and exchange control is mostly
based on the act of state doctrine whereby a
country can, subject to exceptions, only change
an existing obligation if the obligation is
located within the territory of the legislating
state. In other words, the matter is not just
determined by governing law but by other
centre of gravity concepts, including place of
payment. You often get the same result, but not
always, and the outcome is not as clear-cut as
determination by governing law.

Examples of application of rules
Example 1 You hold a bond issued by a local bank. The
bond is governed by the law of the exiting state. The
redenomination and exchange control laws are likely to
apply and be recognised by foreign courts.
Example 2 A branch in London of a bank whose head
office is in the exiting state owes you a deposit in UK
pounds. There is no governing law. It is likely that the
implied governing law will be English law on the basis
of connecting contacts and so the deposit should be
insulated from the foreign redenomination and exchange
controls, subject to the ten exceptions.

6. What should I be looking for?
What you are looking for depends primarily on which
end of the obligation you are on, e.g. whether you are a
debtor or a creditor, a bank or a depositor, an insurer or a
policyholder, a buyer or a seller, an insurance company
or the insured, a custodian or a beneficiary, a receiver of
collateral or a giver of collateral etc – basically, whether
you have to pay or whether you receive payment.
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Nevertheless, the principles are the same, although the
impact is different.
Set out below are some examples of things you are
looking for. One possible way of doing due diligence is
to select a couple of typical counterparties and run the
tests in relation to them to get a feel for the
methodology.
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What might be redenominated
and blocked?

- Pensions

What assets or liabilities are likely to be redenominated
and subject to exchange controls? You mechanically go
through the three rules outlined above and apply them to
the following, for example:

- Non-life insurance cover

- Holdings of investments, e.g. sovereign bonds, bank
bonds, corporate bonds, warrants for debt or equity,
covered bonds, bank or corporate shares

- Financial statements

- Loans, lender or borrower (draw-down limits,
payments, thresholds)
- Bank deposits (bank or customer)
- Subscription agreements for investments, whether
issuer or subscriber
- Intra-group loans and dividends
- Repos and stock lending
- Transfers of loans, whether buyer or seller
- Custodian and sub-custodian agreements
- ISDA master agreements
- Construction contracts, whether employer or
contractor

- Collateral and margin agreements
- Life insurance cover
- Holdings under joint ventures and liabilities under
joint ventures
- Payments for mergers and acquisitions

Mismatches of currencies
A mismatch arises where an asset is denominated in one
currency, such as the new currency, whereas a liability is
denominated in, say, euro. If the new currency is
depreciating, then the new currency will not be enough
to pay the liability. In order to find out if there is a
mismatch, you simply apply the three rules about
redenomination and exchange controls listed above.
Examples of potential mismatches are:
- Loans and the funding of loans (bank loans, retail
deposits, intercompany loans, corporate intra group
loans)
- Corporate liabilities and corporate revenues

- Sale of land

- A loan and the revenues from a project or
securitisation

- Futures contracts, e.g. stock index, commodities

- Bond and accompanying interest swap

- Sale of goods, especially long-term supply
agreements

- A loan sub-participation and the loan itself

- Foreign exchange contracts

- Interest swaps, caps, collars and floors

- A guarantee and the obligation guaranteed; ditto
letters of credit

- Sale of energy

- Custodians and sub-custodians

- Options, e.g. currency, securities or commodities

- Derivative and the asset hedged

- Derivative securities

- Collateral and the obligations collateralised

- Leases of land, whether lessor or lessee

Default and termination
triggers

- Leases of equipment
- Credit derivatives
- Leases of ships or aircraft or rolling stock
- Sale of securities
- Licences of intellectual property, licensor or licensee
- Stock lending
- Distributorships and franchises
- Set-off and group account pooling agreements
- Salaries and impact on local staff
- Guarantees, letters of credit and bonding facilities,
whether guarantor or beneficiary
8

- Events of default and the like may give a
counterparty a right to terminate a contract, such as a
contract to make a loan (draw-stop) or a long-term
supply contract or to terminate a master agreement
(such as an ISDA master or a stock lending or repo
master or foreign exchange master) and close out, or
to accelerate a loan or bond.
- Typical events of default and termination clauses in
contracts, bank loan agreements and masters include:
failure to pay; breach of evergreen representation and
© Allen & Overy 2012
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warranty (validity, official consents obtained, no
conflict with law, no material litigation, no material
adverse change); breach of financial covenant;
insolvency; cross-default; material adverse change;
illegality; and force majeure. These events may
extend to subsidiaries, guarantors and collateral
providers. Other triggers in financial contracts
include market disruption and increased cost clauses.
Financial covenants may be breached because of the
depreciation of a currency: this could affect, for
example, a leverage or debt service covenant.
Consider reserving rights to avoid a waiver.
- In bank credit agreements, consider clauses covering
the replacement of a syndicate agent, security
trustees or defaulting lenders.
- Note that termination rights may be overridden by
insolvency rescue laws in some jurisdictions.

Derivatives
Apart from default and termination triggers, consider
also:
- The redenomination could affect a reference
obligation, as opposed to the actual transaction
between the parties, such as an equity option relating
to shares of a company incorporated in the existing
member state. A local stock exchange index raises a
similar point.
- ISDA definitions contain many fallbacks that parties
can elect to apply in the case of "disruption" and the
like. These will often not be drafted to cover a
eurozone exit.
- Note that the Illegality Termination Event in the
2002 ISDA Master Agreement is better than the
corresponding provisions in the 1992 ISDA Master
Agreement. It clarifies that any transaction-specific
fallbacks should take effect before the illegality
provision applies. It removes the obligation to
attempt to transfer transactions before relying on the
Illegality Termination Event and it provides for
deferral of payments and deliveries during a waiting
period before the provision takes effect. ISDA has
said that it will publish a Protocol that will facilitate
an amendment of the 1992 ISDA master agreement
with the illegality and Force Mejeure provisions of
the ISDA 2002 Master Agreement.
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- Consider whether payments could be withheld under
section 2(a)(iii).

Rating downgrades
Consider the impact on capital, credit risk, collateral,
securitisations, etc.

Collateral
Check margin and shortfall requirements, especially if
the cash or securities of the collateral are depreciated.
Ditto for cover requirements in equipment financings.
You may be a collateral giver or a collateral receiver.

Set-off and group account
pooling
Set-offs may be affected by a change of currency. This
may (unusually) affect group account pooling
agreements and bankruptcy set-off.

Imports and exports
Exports may be cheaper and imports more expensive.

Capital and liquidity
The effect of terminations etc. could impact on capital
and liquidity in addition to the general disruption caused
by redenomination and exchange controls.

Credit default swaps
A change of currency of an obligation may be a credit
event, subject to exceptions.

Counterparty risks
There may be higher risks of failure of counterparties,
e.g. because they have mismatches of currencies, or
termination triggers are sparked off. Counterparties
include banks and other corporates; payment systems;
securities settlement systems; central counterparties;
custodians and sub-custodians of securities; insurers,
both life and non-life; pension providers; investment
managers and their clients; fiscal and paying agents;
trustees of bonds; syndicate agent banks; borrowers and
lenders; guarantors or letter of credit providers;
9
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providers of bonding facilities; buyers and sellers of
derivatives; sellers and buyers of goods; lessees and
lessors of equipment; licensors and licensees of
intellectual property; distributorships and franchisees;
outsourcers and providers; construction contractors and
employers; buyers and sellers of foreign exchange; repo
counterparties; stock lending counterparties; and
providers and receivers of collateral.

Pricing

In practice, sufficiently detailed knowledge of
counterparty exposures will often not be available,
except in broad terms, e.g. the counterparty carries on
much business in an exiting country.

Examples include liabilities under investment
agreements with clients, liabilities for mistaken or
irrevocable payments, breaches of exit laws.

Payment and settlement
systems
These would need to project operational changes, e.g. in
relation to technology systems, to reflect the new
currency. Agreements with participants may have to be
amended. Collateral may be affected.

Investment management
agreements
Consider investment criteria, liability clauses,
termination clauses, fees.

Consider potential change of pricing sources, e.g.
interest rates and commodities. There may be an impact
on technical items such as day-count fractions and
business days.

Liability risks

Operational
Consider the following:
- Where are the documents, including the originals?
- Where is the collateral?
- For agent banks, who are the members of the
syndicate?
- Have you lined up law firms in potentially exiting
jurisdictions which do not have existing major
conflicts of interest?
- Communication of decisions
- How to stop automated payments
- Adapting systems

7. What protective actions should I take now?
The following are some examples of some actions to
take to protect yourselves against redenomination and
exchange controls. Again, the position depends on
whether you are a debtor or a creditor, etc, and also upon
what can be agreed on existing contracts (usually
difficult to renegotiate) and whether agreement can be
reached on future contracts. You have to be realistic.

- Booking location of bank loans and derivatives
(consider transfer restrictions, taxes, increased
regulatory costs, commitments to lend, set-off,
confidentiality, etc.)

The following are some examples:

- Local holding companies which hold foreign
subsidiaries (should they be moved out so that
payments are not blocked?)

Disinvestment
Disinvest from potential exiting countries. This can be
like shouting "fire" in a theatre. Examples are
disinvesting in the following:

- Investments in sovereign debt or bank debt or
corporate debt or shares
- Subsidiaries and local branches

- Diverting of payments away from companies in
exiting countries, i.e. redirecting payments in chains,
such as dividends, transfer pricing
- Sourcing goods and services to other parties.

- Bank deposits

10
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Consider also tax and accounting impact. Consider
political risk diversification.
Generally, consider externalising all contacts and assets.

Matching assets and liabilities
The object is to make sure that, if an asset such as a loan,
is likely to be redenominated because it is local, then the
liability funding the asset will also be redenominated.
Examples include:
- A local note issue by a bank to match local loan
assets
- Deposits and loans

Documentation
This option involves changing customary drafting in
new contracts. Examples include:
- External governing law and courts. Take care to
ensure a favourable jurisdiction for purposes of the
IMF agreement, article VIII(2)(b).
- Definition of euro. Huge range of possibilities. Either
leave it as the "euro" or the currency of the
participating members at one extreme or, at the other
extreme, specify the currency of, say, Germany.
There are many variations in between. Make sure
that the contract refers to the euro, not the currency
of the departing state, so as to avoid the risk that the
exiting state can unilaterally change its own currency
(the lex monetae principle).
- Ensure that there is an option for an external place of
payment.
- Check triggers for default, close-out or termination,
e.g. material adverse change clauses, illegality,
change of law, cross default, or specific euro clause.
Check whether these clauses also apply to
subsidiaries, guarantors or the givers of collateral
located in an affected country.
- Consider variation and renegotiation clauses
sparking on euro breakup, e.g. force majeure, interest
rate uplifts or rating downgrades.
- Avoid links to ratings where appropriate.
- Wider ability to substitute obligors in bonds.
- Lenders loosen and borrowers tighten restrictions on
assignments and novation of loans.

© Allen & Overy 2012

- Ensure that thresholds are expressed in the right
currency for clauses such as financial ratios, cross
defaults and negative pledges.
- Are there provisions in loan agreements for the
removal of a defaulting lender or an impaired agent?
Are there provisions for cashless rollovers? Does a
business day include when banks are open in a high
risk country in which case payments may be delayed.
- Insert currency indemnities or currency fall-back
clauses as a guard against depreciation. Currency
top-up clauses might not work in relation to court
enforcement and are unlikely to work in relation to
insolvency proceedings.
- Consider change of currency to a safe haven
currency, such as the US dollar.
- Consider disclosure of risk events in offering
circulars.
- Consider liability clauses in investment management
agreements and other documents.
- Consider the position of local personnel.
- If you are really worried about being drawn into a
local insolvency, consider moving the centre of main
interests outside a high risk country. This can,
however, be complicated and expensive.

Collateral
Consider taking collateral as a protection against
collapses in value of obligations but if the obligation is
redenominated and the debtor pays it off in a debauched
currency, then normally the collateral has to be
surrendered. But collateral may be protected if the
debtor's obligation is insulated by governing law.
Financial collateral may be protected by the Settlement
Finality Directive or the Financial Collective Directive
in Europe. If collateral is in the form of cash owed to the
creditor as a debt, then set-off is relevant.
The main points on collateral are (1) scope of the asset,
including whether future collateral is covered,
(2) publicity, such as registration in an asset title registry
or a debtor-indexed registry, (3) ability to secure future
debt, statement of maximum amount, foreign currency
debt, (4) transaction costs, (5) priority unsecured
creditors such as taxes, employee benefits and postcommencement loans, (6) enforcement, especially
private sale, and (7) restrictions on enforcement in the
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case of insolvency proceedings, such as freezes and the
stopping of interest.
Consider also external guarantees from a creditworthy
party. Unlike collateral, in many jurisdictions, the
guarantee can contain obligations to pay amounts in
excess of the redenominated debt, such as a currency
top-up.

Hedging
Consider hedging via derivatives. Probably expensive, if
there is a market at all.

Set-off

Bankruptcy set-off must generally be available in
relevant jurisdictions but, under the EU Insolvency
Regulation and similar bankruptcy directives for banks
and insurers in the EEA, insolvency set-off is generally
available if it is permitted by the law of the claim owing
to the insolvent. Check protections via the Settlement
Finality Directive or the Financial Collateral Directive or
similar carve-out netting statute in jurisdictions which
normally do not permit insolvency set-off. Check any
safeguards for set-off in the case of jurisdictions with
strong-arm bank resolution laws.

Check counterparty risk
Examples of counterparties are given in section 6 above.

Create set-off by, for example, placing deposits with
banks to whom you owe loans with a view to set-off.

8. What do I do on day zero?
- Check currency and status of all payments going out
over the next few days.
- Check currency and status of all payments coming in
over the next few days.
- Give priority to the making of payments if a default
could trigger an acceleration, close-out or
termination.

If these adverse events were to happen, it could be a
busy day. Relevant parties would have to consider
everything happening on that day and in the coming
days, including draw-stops, letter of credit drawdowns,
the closing of big deals, margin calls, grace periods and
automated payments. It would seem difficult to plan for
everything, for every eventuality.
There is likely to be advice from industry associations,
such as ISDA.

9. What is everybody doing?
Our experience is that, apart from creeping
disinvestments, there is more talk than action. The fact
that some of the major financial industry associations are
not reacting with huge documentary changes, if any,
indicates that there is not a movement of the entire herd
in one direction, apart from a great deal of prudent
limitation on actual exposures. There are some special
situations whereby institutions are putting in hand
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specific arrangements to meet a significant exposure but,
on the other hand, there are some institutions in
particular countries who have decided basically to do
nothing. As to due diligence, some banks and companies
have carried out intensive detailed reviews, others
general assessments only. Regulated institutions
naturally have to do what the regulators want them to do.
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10. What are the legal remedies against a withdrawing
state?
The remedies against a state which withdraws from the
euro and introduces exchange controls are weak in most
cases. Consider the following heads:
- Breach of treaty if the exit or exchange control is
unilateral. EU treaty remedies are thin, even on
paper.
- Human Rights Convention. Difficult to prove in this
type of situation because of the qualifications.

- Protections in national constitutions.
- Bilateral investment treaties. It may be difficult to
qualify as an eligible investor in the emerging
country concerned. This may not in any event be
possible after a treaty violation has occurred, such as
an expropriation.
- Remedies for expropriation under public
international law. Generally very weak and
laborious.

11. Final comments
The fragmentation of the second biggest currency in the
world would be a major event and in our view would not
be lightly undertaken. The following additional
comments may be relevant:
- In the case of Greece, almost all of their public debt
is now governed by an external system of law,
mostly English law. One of the main purposes of
redenomination is to enable the sovereign to inflate
its public debt and hence in effect pay a dividend
only. But Greece could not legally do this since the
foreign governing law insulates against a
redenomination of the public debt. In the case of
most other eurozone countries, probably all of them,
most of the public debt is governed by local law and
so, in principle and subject to qualifications, their
governments could unilaterally impose a moratorium
without having to change the currency.
- If a sovereign is highly dependent on imports, e.g.
for energy or food or medical supplies, the effect of a
switch of currency would usually make the imports
much more expensive. It is hard to see therefore why
a country like Greece would benefit from a new
currency.
- It is true that eurozone countries might have to
provide bail-out cash in order to protect the currency.
But all currency unions involve very substantial
transfers from the rich to the poor regions, e.g. the
costs of defence, education, health services, law and
order, etc. These transfers are widespread in the US,
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UK, China and elsewhere. The amounts of these
transfers over many years can be very large. So it is
not unusual that transfers should be required in the
case of the euro. This is just one of the costs of a
currency union.
- It does not follow that a bankrupt sovereign has to
inevitably drop out of a currency union. When New
York City was bankrupt, nobody suggested that New
York would have to go.
- The common currency is at the heart of the concept
of the European Union, even though some countries
are not participating. If the currency union does
break up in disorder, then this goes to the heart of the
European ideal. If countries have to reintroduce
capital controls as well, then permission is required
to trade, permission is required to move your
business, permission is required even to move
yourself because, as noted, if you cannot move your
money, you cannot move. So that is the end of
freedom of capital, freedom of movement, freedom
of trade, everything the Europeans aspire to. One
would imagine that the peoples of Europe would
strive to avoid an outcome which thwarts in this way
the basic freedoms they have worked so hard to
establish.
- Money is a public utility. It should not be subject to
the pricing and supply manipulations of the current
political authorities, however independent they may
claim that their central banks are. Money is the
commons.
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