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Abstract 
The ECB has played and will continue to play an important role in granting 
financial assistance to the so called programme countries. Together with the 
Commission and the IMF, the ECB is not only part of the 'troika' reviewing the 
progress made by the countries supported, but also, the programmes have been 
designed 'in liaison' with the ECB. This compilation of notes requested by the 
Committee on Economic and Monetary Affairs (ECON) for the Monetary Dialogue 
in July 2012 aims at exploring this role in more detail. 
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INTRODUCTION 
The ECB has played and will continue to play an important role in granting financial 
assistance to the so called programme countries. Together with the Commission and the 
IMF, the ECB is not only part of the 'troika' reviewing the progress made by the countries 
supported, but also, the programmes have been designed 'in liaison' with the ECB.  

The notes in this compilation explore this role in more detail by trying to answer inter alia 
the following questions: 

(i) What role did the ECB play in the design of the financial assistance programmes and 
what role did and does the ECB play in the review missions? Does this role raise any issues 
about its mandate?  

(ii) Is there any difference in the roles in the different countries receiving financial 
assistance? 
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Abstract 
The ECB plays an important role in the financial assistance programmes. The ECB 
as well as the Commission are players in the EU policy system, whereas the IMF is 
external to the policy system of the countries it intervenes in. Anecdotal evidence 
suggests that the ECB has taken strong stances on the speed of fiscal 
consolidation and on banking policies while its role in structural policies and in the 
definition of the financing needs was more limited. A potential conflict between 
the mandate and its role as part of the Troika could arise in the area of monetary 
policy, liquidity policy and its status as creditor. In this paper, we look at a 
number of episodes in the Greek programme trying to understand to what extent 
these conflicts of interests have actually materialised and if they outweigh the 
benefits of the ECB's involvement in the Programme. 
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EXECUTIVE SUMMARY 
The European Central Bank (ECB) has played an important role in the granting of financial 
assistance to the so-called programme countries, both in the negotiation and in the review 
phase. The traditional framework within which the IMF provided conditional assistance to 
non-euro area countries saw the central bank as part of the negotiation, but on the 
receiving country’s side. In the euro area programme countries, the ECB had the opposite 
role due to its participation in the Troika. The reason for this participation is not clearly 
spelled out. The ECB indeed is neither a provider of financial assistance nor a potential 
provider (as the European Commission). 

The ECB participation in the design and negotiation of conditional assistance has 
advantages. Having an institution in charge of monetary stability and with a strong role in 
the preservation of financial stability participating in the country-specific programmes is a 
way to ensure that programmes will pay due attention to the preservation of these 
important euro area wide public goods. That being said, conflicts of interest may arise due 
to the role of the ECB in the Programmes in the areas of monetary policy, collateral and 
liquidity policy and the creditor status resulting from the ECB's non standard measures (the 
Securities Market Programme). In this paper, we look at a number of episodes in the Greek 
programme trying to understand to what extent these conflicts of interests have actually 
materialised and if they outweigh the benefits of the ECB's involvement in the Programme. 
We conclude that in several instances the ECB has found itself pursuing conflicting aims 
and facing difficult trade-offs in the area mentioned above. None of these conflicts of aims 
was related to the specific role of the ECB in the negotiating Troika, rather they had to do 
with the policy role of the ECB and the way it managed a particularly acute situation and its 
own exposure to it. Nevertheless they were sufficiently significant to suggest great caution 
and lead to set as a major objective to protect the ECB from additional risks of the same 
type.  



1. INTRODUCTION 
The European Central Bank (ECB) has played an important role in the granting of financial 
assistance to the so-called programme countries. Together with the Commission and the 
IMF, the ECB is part of the Troika negotiating conditional assistance programmes and 
reviewing the progress made by the countries supported. 

The ECB has been an important player even before it was decided to give the first economic 
assistance programme to Greece. The European Council of 11 February 2010 called on the 
Commission to monitor implementation of reform measures in liaison with the ECB and 
drawing on the expertise of the IMF. A joint EC/IMF/ECB mission visited Athens from 
21 April to 3 May 2010 following a request for international financial assistance from 
Greece. On 2 May the mission concluded a staff level agreement for a joint euro area / IMF 
financing package of EUR 110 billion and supporting economic policies. On the same day 
the Eurogroup agreed to activate stability support to Greece via bilateral loans centrally 
pooled by the European Commission. On 9 May the IMF executive board approved a 
Stand-By Arrangement.1 After the first Greek programme, the ECB has participated in 
financial assistance programmes given to Portugal and Ireland and will also play an 
important role in the case of ESM support to Spanish bank resolution. 

The reason why the ECB was requested to participate in the Troika was never spelled out 
explicitly by European authorities. There is no straightforward rationale for this 
involvement. When the IMF provides conditional assistance to a country, including in non-
euro area countries such as in Central and Eastern Europe recently, the central bank is 
generally part in the negotiation, but on the receiving country’s side. The ECB is neither a 
provider of financial assistance nor a potential provider (as the European Commission). It 
also has a much more limited remit than the scope of the conditional assistance 
programme. 

We can see two potential reasons why the ECB was involved in the initial Greek 
negotiation. First, that the European Council had trust in the institution and wanted it to be 
part in the European negotiation team alongside the European Commission. Second that 
the European Council wanted to give the central bank the possibility to participate in the 
policy discussions because it was fearful of possible recommendations from the IMF that 
would have challenged ECB policies. 

Two important questions are what role the ECB played de facto in the design of the 
financial assistance programmes and what role did it play in the review missions. 
Answering these two questions in a comprehensive way would require access to privileged 
insider information. In fact, The ECB does not publish its own independent assessment of 
the economic and political situation in the programme countries, the progress with the 
implementation of the programme, nor its assessment of the programme itself. Answering 
these two questions therefore has to rely on anecdotal evidence. 

The Memorandum of Understanding (MoU) is drafted by the European Commission and 
given to the ECB for comments. The IMF, in turn, drafts the Memorandum of Economic and 
Financial Policy (MEFP). The MoU and the MEFP are made consistent in a number of 
meetings. By giving comments on the MoU and by sending a sizeable team of economists 
on the missions, the ECB plays a significant role in the actual shaping of the programmes 
and in the reviews of progress.  

1  See European Commission (2010), The Economic Adjustment Programme for Greece, 26 May 2010, Occasional 
Paper. 



Anecdotal evidence obtained by the authors of this study suggests that the ECBs role in the 
missions on Greece but also Ireland and Portugal was mostly focused on the 
financial/banking side as well as on the fiscal side. In the actual computation of the 
financing needs of a country, the ECB does not appear to play a significant role. This is 
mostly done by the European Commission and the IMF. On fiscal policy, the ECB usually 
adopted a rather strict line urging for more rapid consolidation than the IMF and the 
European Commission. For example in the case of Ireland, the ECB had insisted on the 
reaching of a 3% deficit already in 2013 while the other institutions leaned more towards 
achieving the goal in 2014. In the case of Greece, it also insisted strongly against debt 
restructuring and especially any form of involuntary restructuring of private claims on the 
Greek state. As regards the banking/financial component of the programmes, the ECB 
typically urged for larger financial packages for banks so as to strengthen the capital base 
of banks. Also the ECB urged for larger funds to protect depositors of banks. In the design 
of the precise structural reforms that are part of the programmes, the ECB played only a 
supporting role to the European Commission probably due to the fact that the Commission 
has greater and more detailed expertise in this area. 

This anecdotal evidence gives rise to a number of questions as regards the role of the ECB, 
the potential conflicts of interest with its mandate and its own interests. The next section 
discusses those on the basis of principle arguments. Section 3 then turns to a discussion of 
a number of key episodes in Greece. The final section provides some tentative 
policy conclusions. 



2. POTENTIAL CONFLICTS OF INTEREST 
To assess the potential conflicts of interest that may arise from the ECB’s involvement in 
financial assistance programmes, we start by describing the model in a standard financial 
assistance programme given by the IMF. Conditional assistance by the IMF is based on 
simple principles. Lending is intended 

“…to give confidence to members by making the general resources of the Fund temporarily 
available to them under adequate safeguards, thus providing them with opportunity to 
correct maladjustments in their balance of payments without resorting to measures 
destructive of national or international prosperity." (Art. 1 of Articles of Agreement). 

“Conditionality helps countries solve balance of payments problems without resorting to 
[such] measures. At the same time, the measures are meant to safeguard IMF resources 
by ensuring that the country’s balance of payments will be strong enough to permit it to 
repay the loan” (IMF Factsheet). 

The IMF model is therefore rather straightforward: the IMF acts as an independent principal 
that requests a country to implement policies that are conducive to  

(a)  correcting the imbalances that led it to request assistance and 

(b) ensuring that the country will be able to repay the IMF, without resorting to 
measures that are harmful to itself or to its partners. 

This is a well-defined role that on the face of it is free of any conflict of interest. It is 
important to note that the IMF does not have other objectives than those stated above and 
that it is not part of the policy system of the countries it provides assistance to.  

In the EU the situation is different. To start with, the motivation for assistance is more 
specific. To quote from the ESM treaty, the purpose is 

“(…) to mobilise funding and provide stability support under strict conditionality, 
appropriate to the financial assistance instrument chosen, to the benefit of ESM Members 
which are experiencing, or are threatened by, severe financing problems, if indispensable 
to safeguard the financial stability of the euro area as a whole and of its Member States”. 

Whereas in practice assistance has been granted in parallel to IMF assistance, in principle it 
also serves the purpose of preserving euro area stability. 

Second, the EU is a policy system, which has set itself many goals and is equipped with 
rules and procedures. This necessarily concurs to shaping policy conditionality. The very 
fact that ESM assistance is reserved to countries that have ratified the Treaty on Stability, 
Coordination and Governance (TSCG) is telling in this respect. Policy conditionality is bound 
to reflect the explicit or implicit hierarchy of EU aims and rules.  

Third, the ECB as well as the Commission are players in the EU policy system, whereas the 
IMF is external to the policy system of the countries it intervenes in. Together with the 
existence of aims and procedures, this creates the potential for conflicts of interest between 
the policy initiatives a “trusted adviser” would recommend to a government and the policies 
that are either recommended by EU institutions on the basis of rules and procedures or 
carried out by EU policy institutions. The former applies to the Commission and both apply 
to the ECB.  

The question to be investigated is whether the twin role of the ECB – as an actor of the 
European policy system and as the joint provider of advice to a government within the 
framework of a conditional programme – is creating conflicts of interest that are meaningful 



enough to outweigh the potential advantages of ECB participation in the design and the 
negotiation of conditional assistance.  

To start with, ECB participation in the design and negotiation of conditional assistance has 
major advantages. Having an institution in charge of monetary stability and with a strong 
role in the preservation of financial stability participating in the country-specific 
programmes is a way to ensure that programmes will pay due attention to the preservation 
of these important euro area-wide public goods. 

That being said, conflicts of interest may arise. A first potential one relates to the central 
banks’ prime mandate, monetary policy. The ECB’s mandate is to secure price stability in 
the euro area as a whole and it has been very careful not to suggest that individual country 
performances matter over and above their impact on the average. This means that the 
inflation performance of small countries like Greece, Portugal and Ireland is essentially 
immaterial with respect to the fulfilment of the ECB price stability mandate. Yet, by being 
closely involved in the missions and programme design for countries within the euro area, 
the ECB becomes a player in policies outside of monetary policy and starts to have different 
interests. The pursuit of such interests could lead to a conflict with its core mandate. For 
example, it may be conceivable that the ECB decided to deviate from the price stability 
objective in order to help improve budgetary sustainability in a given programme country 
or even to conceal mistakes made in the assessment of the fiscal sustainability of that 
country. In a way the ECB could conceivably be trapped in a fiscal dominance game 
because of its own involvement in the assessment of the fiscal situation in particular 
countries. Such arguments may become more relevant if financial assistance were to be 
given to a larger country that has sufficient economic weight to change aggregate euro 
area numbers meaningfully. 

In turn, the clear mandate of the ECB may also lead it to have an institutional bias to give 
recommendations that are sensible from the point of view of price stability but may be in 
conflict with a successful programme. For example, the price stability focus and the fear 
that fiscal unsustainability in a particular country may result in pressures on the central 
bank to soften its monetary stance may lead the ECB to overemphasise ex ante the need 
for fiscal consolidation and put less emphasis than appropriate on the need for 
structural reform.  

A second potentially important area of conflict of interest is in the ECB’s liquidity policy. The 
ECB as any other central bank is a provider of liquidity to banks. In crisis times, the ECB 
becomes the lender of last resort to banks under significant stress. Banks in programme 
countries are typically under heavy stress and need to rely on ECB liquidity for their 
operations and in some cases also for their survival. In a normal financial assistance 
programme with the IMF, the IMF would include the liquidity management of the central 
bank in its programme and advise the central bank to provide liquidity to solvent but illiquid 
banks and to assist in the restructuring process of insolvent banks. In the euro area case, 
the ECB is influencing the policies of the Commission and the IMF on the design 
of the programme. 

Ex ante, it is in the interest of the ECB to minimise liquidity operations that constitute a risk 
to its own balance sheet. The ECB may therefore have an institutional bias towards 
classifying banking problems as solvency problems that have to be addressed through 
budgetary support or the bailing-in of private shareholders and creditors. It may therefore 
advocate larger EFSF/IMF funding for banks than a neutral adviser would call for and it may 
be overly restrictive in its definition of acceptable collateral compared to a central bank that 
is itself subject to the conditionality of a programme.  



Ex post however, the ECB may have a vested interest in the success of a programme it has 
been negotiating and it may therefore be providing liquidity on softer terms than normally. 

Third, by buying government bonds in the framework of the Securities Market Programme, 
the ECB has become a creditor of the countries receiving financial assistance. This may 
influence the position it takes in the negotiations on fiscal consolidation and “private sector 
involvement” in debt restructuring. Ex ante, fear of such outcome may lead the ECB to be 
tougher on fiscal consolidation than warranted on broader economic grounds. Again, this 
turns the ECB into an interested party in discussions on the treatment of excessive public 
debt cases.2 

Overall, we identify three areas where a potential conflict of interest could arise: 
i) monetary policy; ii) liquidity policy and iii) the creditor status of the ECB. In the first and 
the last case, we find that it may lead the central bank to be more hawkish than justified 
on fiscal matters. In the second we find that it may be more favourable than justified to 
providing multilateral funding for bank support, either in the form of loans to the 
government or through direct recapitalisation (Table 1). 

Table 1: Potential conflicts of interest for the ECB 

ECB role Ex ante (programme 
negotiation) 

Ex post (programme 
implementation) 

Monetary policy Too tough on fiscal 
consolidation Too soft on inflation  

Liquidity policy Too tough on bank solvency Too soft on liquidity 
provision 

Creditor (SMP) Too tough on fiscal 
consolidation 

Too soft on inflation, too 
timid on restructuring 

 

On the other hand, it is again clear that the participation of the ECB in the programmes and 
the missions itself may also bring significant advantages. In particular, the ECB is one of 
the most important policy institutions for the successful solving of problems. This is a 
justification for it being present. At the same time, it would be odd to consider that the ECB 
should sit “on the other side of the table” in discussions on a particular country. After all, it 
is not the euro area as a whole that is requesting financial assistance but rather individual 
Member States – although if financial assistance was to be given to Italy and Spain, this 
argument would be weakened. 

The existence of potential conflicts of interest does not imply that these conflicts have 
actually materialised. The next step in the analysis is to discuss a number of episodes in 
the Greek programme. 

2  This conflict of interest was a major argument against turning the IMF into an international bankruptcy court 
for sovereign as proposed by the Fund in the early 2000s. See for example Gianvitti et al. (2010).  



3. ASSESSMENT OF KEY EPISODES IN GREECE 

3.1. The ECB Collateral Policy 
One field in which the ECB was at risk of incurring conflict of interest is its collateral policy. 
Altering the eligibility requirements for the assets that banks can pledge determines on the 
one hand, banks’ access to liquidity and on the other hand, the risk accumulated on the 
Banks’ balance sheet. The developments of the Greek crisis pushed the ECB to deviate from 
its course on collateral policy quite significantly. 

On the 15 of October 2008, in the context of a number of extraordinary measures taken to 
address the most acute phase of the global financial crisis and enhance the provision of 
liquidity in the Eurosystem, the ECB relaxed its collateral framework. The list of assets was 
expanded and the credit rating of accepted assets was lowered from A- to BBB- with a 
haircut of 5% introduced on assets rated BBB-. This measure was temporary and supposed 
to be reverted in 2010. The scope of the move was to give some respite to the stressed 
financial system, allowing financial institutions to pledge at the ECB those assets for which 
there was not a market anymore. At that time, troubled assets did not include bonds and 
most importantly, government bonds of euro area countries.  

Regardless from the fact that Greece had already been downgraded to BBB+ (below the 
pre-crisis lowest grade for eligibility), the ECB in early 2010 was still excluding to delay the 
return to the normal collateral policy. 

In the following months, however, pressured by the developments of the Greek crisis, the 
ECB apparently changed policy course. During a hearing before the European Parliament on 
the 25 March 2010, Jean-Claude Trichet pre-announced that the ECB would not revert to 
the normal collateral rules as expected. Details followed suit in the monthly press 
conference on the 8 April 2010: the Governing Council had decided to keep the minimum 
credit threshold for marketable and non-marketable assets at investment-grade level 
(i.e. BBB-/Baa3) beyond the end of 2010. In addition, the Governing Council had also 
decided to apply, starting in January 2011, a schedule of graduated valuation haircuts to 
the assets rated in the BBB+ to BBB- range (or equivalent), which until that moment were 
applied a uniform haircut of 5%. 

The decision was welcomed with mixed reactions by commentators. Some claimed that it 
showed the ECB’s contribution to the solution of the crisis and that it could be regarded as 
a message to the EU that Greece deserved support;3 others claimed it amounted to a 
reputation loss for Trichet and the Bank4 and that it was inconsistent with the stance firmly 
defended by the ECB only a few months earlier. 

The ECB made clear at several occasions that the decision was not formally addressed to a 
single country. However, it did not take long for this to change. On the 27 of April, 
Standard & Poor’s downgraded Greece to junk status, pushing the countries out of even the 
relaxed collateral framework. As a consequence, the ECB decided to suspend completely 
the application of the minimum credit rating threshold in the collateral eligibility 
requirements for debt instruments issued or guaranteed by the Greek government.5 

Behind this change of course there is a question of consistency. The ECB had itself been a 
strong advocate of the Greek adjustment programme, it had been part of the negotiations 
and it had been requested to make a judgement as a fully independent institution on the 

3  http://www.reuters.com/article/2010/03/25/ecb-collateral-idUSLDE62O0P120100325. 
4  http://online.wsj.com/article/SB10001424052748703409804575143852594019696.html. 
5  http://www.ecb.int/press/pr/date/2010/html/pr100503.en.html. 

http://www.reuters.com/article/2010/03/25/ecb-collateral-idUSLDE62O0P120100325
http://online.wsj.com/article/SB10001424052748703409804575143852594019696.html
http://www.ecb.int/press/pr/date/2010/html/pr100503.en.html


quality of the programme, to which it had given its endorsement. Moreover, the ECB had 
been asked by the Heads of State and Government to make an independent judgement on 
whether or not it was appropriate to activate the bilateral loans for Greece. And, based on 
its information about the state of the recovery programme of Greece, the Governing 
Council concluded that there was a case for activating the bilateral loans. Based on these 
elements, the ECB considered itself to be “sufficiently aware of the recovery programme of 
Greece and determined to approve this recovery programme” and that it “had to be 
consistent with this judgement as regards the eligibility of the Greek government bonds”.6 

Overall, the ECB certainly adapted its liquidity management significantly during the course 
of the crisis and potentially also in relation to events in Greece. However, we do not have 
clear evidence that this has been done as a result of the ECB having been a partner in the 
Troika. 

3.2. The Securities Markets Programme and the Private Sector 
Involvement 

On the 10 May 2010,7 following an escalation in market tension, the Governing Council 
decided to activate what commentators called the “nuclear option”: an extraordinary 
programme to conduct interventions in the public and private securities markets 
(the Securities Markets Programme – SMP). 

The possibility for the ECB to buy government bonds had been an issue of contentious 
discussions in the previous months, but the ECB had never given any signal that it could go 
in this direction. In a later hearing before the European Parliament a few days after the 
decision to start the SMP, the ECB President explained that the decision had been taken 
because of the “risk that the normal functioning of markets and the first link in the 
transmission mechanism of monetary policy between the central bank and credit 
institutions could become impaired. This would have meant that the ability of banks, which 
are the primary source of financing in the euro area, to provide credit to the real economy 
could have been seriously harmed.” 

The purchases of government bonds were sterilised in order to comply with the ECB 
mandate of price stability. The Bank repeatedly stressed that the intervention had been 
decided taking into account the commitments made by euro area governments on 
Friday 7 May 2010, to “take all measures needed to meet [their] fiscal targets this year and 
the years ahead in line with excessive deficit procedures” and of the “precise additional 
commitments taken by some euro area governments to accelerate fiscal consolidation and 
ensure the sustainability of their public finances”. 

Regardless of efforts to stress that the SMP was in line with the provisions of the Treaty, 
and that the decision had been taken in complete independence, some commentators 
argued that the measure was “borderline” with monetisation, posing threats to the ECB’s 
independence and credibility.8 An indeed, there is a question whether the SMP programme 
raises a conflict of interest with monetary policy. However, as the SMP purchases are fully 
sterilised, there is limited reason to believe that there is a conflict of interest with 
monetary policy.  

6  http://www.ecb.int/press/pressconf/2010/html/is100506.en.html. 
7  http://www.ecb.int/press/pr/date/2010/html/pr100510.en.html. 
8  Der Spiegel reported in particular that German bankers feared a “French intrigue” behind the move of Trichet, 

which would have allowed French banks to off-load their significant holdings of Greek bonds while German 
bank were under pressure not to do that until 2013. More authoritatively, Axel Weber criticised this move 
publicly on several occasion http://www.spiegel.de/international/germany/row-over-ecb-handling-of-euro-
crisis-the-lonely-fight-of-monetary-dogmatist-axel-weber-a-733052.html. 

http://www.ecb.int/press/pressconf/2010/html/is100506.en.html
http://www.ecb.int/press/pr/date/2010/html/pr100510.en.html
http://www.spiegel.de/international/germany/row-over-ecb-handling-of-euro-crisis-the-lonely-fight-of-monetary-dogmatist-axel-weber-a-733052.html
http://www.spiegel.de/international/germany/row-over-ecb-handling-of-euro-crisis-the-lonely-fight-of-monetary-dogmatist-axel-weber-a-733052.html


In addition, the SMP holdings became a matter of concern when European Heads of State 
and Government started to consider seriously the restructuring of Greek debt 
(Private Sector Involvement). The position of the ECB on the issue of restructuring was 
clearly negative since the very beginning of the crisis. Back in 2010, when the Van Rompuy 
task force was discussing reforms of the EMU economic governance, the ECB was explicitly 
against the German idea of introducing a mechanism for restructuring. Lorenzo Bini-Smaghi 
was the most outspoken about the inopportunity of Private Sector Involvement (PSI), 
which he opposed fiercely in many occasions. There rationale for this opposition seems to 
be more a concern about the effect that PSI would have had on financial stability in the 
euro area rather than on the ECB’s own balance sheet. 

“If debt restructuring is made too easy, or too orderly” – Bini-Smaghi said – “market 
participants may consider it the easy way out for countries and might be tempted to take 
speculative positions from which they would profit in case of default. In other words, a 
restructuring mechanism, if too simple, could lead to moral hazard. Furthermore, the very 
nature of the markets would mean contagion spreading immediately to the other countries, 
as participants would start guessing which other country might need to undergo 
restructuring”.9 

Overall, the ECB has very clearly argued that the position on the restructuring is not related 
to its own balance sheet but was determined by concerns about financial stability. 
Nevertheless, it is difficult based on available evidence to refute claims by commentators 
that balance sheet arguments may also have played a role. 

3.3. The renegotiation of Greek debt and the Private Sector 
Involvement 

At the occasion of the Eurogroup meeting of 21 February 2012, an agreement was reached 
about the Private Sector Involvement (PSI). In the run up to this decision, the issue of how 
to deal with the Greek government bonds that the ECB had bought under the SMP became 
a focus of attention. 

Commentators tended to present the situation as one in which the Central Bank was 
increasingly pressured to participate, both from official partners (IMF) and by private 
creditors, represented by the Institute of International Finance (IIF). In reality, neither the 
IMF nor the IIF called explicitly for the involvement of the ECB in restructuring.  

The official position of the Fund, in particular, has been very cautious.10 The IMF 
acknowledged that a reduction in Greek debt was needed to ensure sustainability and 
stated clearly that official sector support might have been needed to reach the target, had 
the renegotiation on debt held by private sector been insufficient. However, the Fund did 
not express a view on the relative contribution of private and official sector support nor on 
the form of the official sector involvement. In line with this, the IMF never asked the ECB to 
play specifically a role.11 

9  Bini Smaghi restated his position a few months later in an even more forceful way stressing also that “at times 
markets have perverse incentives. In particular, large investors who have bought insurance against sovereign 
default, often without holding the underlying asset, stand to benefit greatly from the default and lobby in 
favour of it. They tend to encourage naïve governments to believe that debt restructuring can be done in an 
“orderly way”, distracting them from implementing the appropriate policy adjustment”. 

10  http://www.imf.org/external/np/tr/2012/tr012612.htm. 
11  The Eurogroup chairman Juncker was instead reported to consider openly with journalist the involvement of 

the ECB “The ECB must look, within the framework of its independence, what sort of contribution it can make 
to the debt reduction of Greece”. “I hope it will find something http://www.bloomberg.com/news/2012-02-
09/ecb-should-contribute-to-greek-debt-reduction-luxembourg-s-juncker-says.html. 

http://www.imf.org/external/np/tr/2012/tr012612.htm
http://www.bloomberg.com/news/2012-02-09/ecb-should-contribute-to-greek-debt-reduction-luxembourg-s-juncker-says.html
http://www.bloomberg.com/news/2012-02-09/ecb-should-contribute-to-greek-debt-reduction-luxembourg-s-juncker-says.html


The ECB contribution to the renegotiation of Greek debt was also constrained strictly by the 
prohibition of monetary financing, which ruled out ex ante a number of options. The ECB 
was therefore clear on the fact that the negotiations on debt exchange were taking place 
between the Greek government and its private creditors, and that the ECB was not 
part of it. 

Eventually, on the 17 February 2012, the ECB exchanged its holding of Greek bonds bought 
under the SMP for new Greek bonds identical to those held but with new serial number, so 
that the Greek government could exclude them from the restructuring. The ECB therefore 
realised a profit on the bonds it had bought at lower value. These profits were disbursed to 
national central banks (NCBs) and NCBs in turn disbursed them to euro area Member 
States in line with the NCBs’ statutory profit distribution rules. The Eurogroup agreed that: 
“certain government revenues that emanate from the SMP profits disbursed by NCBs may 
be allocated by Member States to further improving the sustainability of Greece's public 
debt”. The decision of whether to give the money back to Greece or not was therefore left 
formally to the Member States concerned, with no automaticity, thus respecting the 
prohibition of monetary financing. 

Nevertheless, during the PSI debate the ECB found itself in an uncomfortable position. 
Holding about EUR 50/55 billion of Greek government bonds, the Bank was de facto an 
official creditor of Greece but its creditor status was of a completely different nature 
compared to that of the other official lenders. The purchases of Greek government bonds 
were justified as a way to restore monetary policy transmission in the euro area, so the 
credit was an indirect effect of the conduct of the ECB’s monetary policy, and not of its 
involvement in the Greek programme. In contrast, credits given by the EU and the IMF 
were given in a framework of formal conditionality and assistance. The ECB also argued 
that it could not participate in the deal as preserving the integrity of its balance sheet was 
crucial to ensure that price stability for the whole euro area could be conducted in complete 
independence. 

Overall, it is again difficult to refute claims that being a creditor to Greece may have 
shaped the ECB policy relative to the PSI. 



4. CONCLUSIONS 
We started our analysis with the observation that ECB participation in the Troika 
negotiating and implementing conditional assistance to euro area countries in trouble 
created potential conflicts of interest for the central bank. Specifically we observed that 
ECB involvement in assistance to specific countries could lead it to err ex post on the soft 
side, in order to increase the chances of successful programme implementation. 
Conversely, it could lead it to err ex ante on the hard side on some aspects of programme 
design in order to minimise the risk of being inclined to be soft ex post. 

Largely because of the lack of available written material, we have not been able to 
investigate comprehensively whether or not these conflicts have materialised. We have 
limited ourselves to investigating some aspects of the Greek programme and even in this 
case, we have not been able to conduct systematic interviews within the time frame 
available for this note. What follows should therefore be interpreted as preliminary findings. 

At the stage of our research, we have not found compelling evidence of conflicts of interest 
between the policy role of the ECB and its participation in the Greek programme. We have 
found however that in several instances the ECB has found itself pursuing conflicting aims 
and facing difficult trade-offs. This was the case when it redefined its collateral policy in 
2010; in early discussions on debt restructuring in 2010-2011; and in 2011-2012 
negotiations on the contours of the restructuring. 

None of these conflicts of aims was related to the specific role of the ECB in the negotiating 
Troika, rather they had to do with the policy role of the ECB and the way it managed a 
particularly acute situation and its own exposure to it. Nevertheless they were sufficiently 
significant to suggest great caution and lead to set as a major objective to protect the ECB 
from additional risks of the same type. 

In this context the pros and cons of direct ECB participation in the negotiation and the 
implementation of conditional financial assistance are worth a critical re-examination.  

Looking forward, two important debates are likely to further shape the role of the ECB in 
financial assistance. 

• First, with the creation of a new financial assistance institution, the ESM, the 
composition of the mission teams may change. In fact, the ESM respectively its 
precursor the EFSF, are already in a process of building up staff that could – if 
desired – participate in the formulation of programmes and in the missions. This will 
raise the question of whether the ECB should continue fulfilling the same role in 
programme design and implementation. 

• Second, the discussion on the creation of a banking union is advancing.12 A banking 
union consists of regulation, supervision, deposit insurance and resolution authority. 
Some of these functions may first be deployed in programme countries and may 
involve the creation of new European authorities. These new authorities, some of 
which may emanate from the ECB, will likely be involved in the debate and the 
shaping of financial assistance programmes. This would suggest that the ECB’s role 
should be also examined in the light of its likely future responsibilities. 

12  Pisani-Ferry et al (2012) discuss central elements of a banking union and the transition towards such a 
banking union in detail. 
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Abstract 
In this note, I describe the proper role for a well-designed central bank in 
resolving bank and sovereign debt crises: ensuring that markets and financial 
institutions, including sovereigns, remain liquid. I consider how much revenue the 
ECB can raise without be inflationary and how it can mobilise this revenue in 
support of the financial assistance programmes for illiquid but potentially solvent 
sovereigns. 
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EXECUTIVE SUMMARY 
• In a better world, an organisation as independent and as lacking in accountability as 

the ECB would play no role in providing a significant amount of funds for financial 
assistance programmes for sovereigns such as the three active Troika programmes or 
for programmes for banks.  

• In a world where leaders lack the political will to resolve the sovereign and banking 
crises, the ECB may have a role to play as it is the only entity capable of mobilising 
substantial revenue with sufficient speed. It is better to have the ECB in its current 
form take on the quasi-fiscal role of lender-of-last-resort than to suffer widespread 
financial ruin.  

• Well-designed central banks (as opposed to the ECB) do and should act as market 
makers and lenders of last resort even though it is hard to ascertain whether or not 
the illiquidity is temporary and as a consequence they must take on risk on behalf of 
society. Such central banks should, if necessary, make a market for sovereign as well 
as bank debt if this market is dysfunctional and they should stand ready to provide 
liquidity to a solvent but illiquid sovereign as well as to a solvent but illiquid bank. 

• The issuance of fiat money is an extremely profitable monopoly and the Eurosystem 
can collect a sizable amount of seigniorage revenue while maintaining inflation of two 
percent. A back-of-the envelope calculation puts yearly seigniorage collection at 
EUR 40 billion. Buiter and Rahbari (2011) estimate that the Eurosystem can collect 
seigniorage revenue with a present discounted value of about three trillion euros. 

• A straightforward way that the ECB can use its seigniorage to support illiquid but 
potentially solvent sovereigns is to buy their debt outright in secondary markets as it 
has done in the Securities Markets Programme. However this is less efficient than 
purchasing their debt in primary issuer markets and includes no conditionality that 
would promote good fiscal behaviour. 

• The recent LTROs are a second method for funding illiquid sovereigns. Banks are used 
as intermediaries so as effectively to allow indirect purchases of sovereign debt in 
primary markets. This is done by having the ECB makes long-term loans to banks at 
subsidised interest rates. Financial repression in periphery countries then ensures that 
the banks use at least some of the money to purchase their sovereign’s debt in the 
primary issue market. But, this is also inefficient as only some of the money loaned is 
used to purchase debt and this method too includes no conditionality. 

• A third method for assisting illiquid sovereigns would be to use the IMF as an 
intermediary. The National Central Banks (NCBs) of the Eurosystem would make loans 
to the IMF and the IMF would makes loans to the sovereigns at low interest rates 
reflecting its preferred creditor status. These loans would have the benefit of 
conditionality but political leaders might not be sufficiently discerning to restrict 
funding to potentially solvent borrowers and the method might be viewed as a 
violation of the Treaty. 

• A fourth method is similar to the third but uses the European Stability Mechanism 
(ESM) as intermediary. The ESM is given a banking license and borrows from the 
NCBs, using the loans it later makes to sovereigns as collateral. This has the problems 
of the third method but might be an improvement in that the ESM is a European 
institution. As such the conditions might be more flexible and this method avoids the 
spectacle of the euro area having to beg emerging markets for funding through the 
IMF. 



• A lack of political will might mean that the IMF is the only entity capable of 
recapitalising systemically important banks and adequately insuring periphery bank 
deposits with sufficient haste. Using the ECB would be a case of the end justifying the 
politically unfortunate means. 



1. INTRODUCTION 
In a more perfect world, the ECB would not play a role in providing a significant amount of 
funds in financial assistance programmes for sovereigns such as the three active Troika 
programmes for Greece, Ireland and Portugal, or for programmes for banks, such as the 
one recently announced for Spain. ECB policy makers are unelected and the institution 
enjoys a possibly unprecedented level of independence for a central bank. It has virtually 
no formal accountability and has disdained substantive accountability. A significant fiscal 
role for such a body is not palatable in a democracy. Taking on such a role threatens not 
only the legitimacy of the Eurosystem, but as the Eurosystem is one of the key governance 
institutions of the European Union, a loss of its legitimacy endangers the legitimacy of all 
other European Union governance institutions, including the European Commission, the 
European Court of Justice and the European Parliament. 

Also in a more perfect world the ECB’s advice would undoubtedly have been sought as it 
would have been seen not just as an expert in the realm of macroeconomics but also as a 
leading source of expertise in the area of financial stability, money markets and capital 
markets. However, when it comes to providing funding to banks and sovereigns within the 
context of financial assistance programmes to such entitites, the ECB would have been 
designed differently or it would act strictly as the agent of the parties responsible for the 
financial assistance programmes: the European Financial Stability Facility (EFSF), the 
European Financial Stabilisation Mechanism (EFSM) and their successor the European 
Stability Mechanism (ESM), the Member States standing behind these funding programmes 
and the International Monetary Fund. 

In a flawed world however, where leaders lack the political will to resolve the sovereign and 
banking crises that threaten the financial systems of the euro area and the rest of the 
globe, the ECB, even though it is not designed for the task, may have a role to play as it is 
the only entity capable of mobilising sufficiently substantial revenue with sufficient speed. It 
is better to have the ECB in its current form take on the quasi-fiscal role of lender-of-last-
resort than to suffer widespread financial ruin. 

In this note I describe the proper role for a well-designed central bank in resolving bank 
and sovereign debt crises: ensuring that markets and financial institutions, including 
sovereigns, remain liquid. I consider how much revenue the ECB can raise without 
threatening its price stability mandate and how it has and could if necessary mobilise this 
revenue in support of financial assistance programmes for illiquid but potentially 
solvent sovereigns. 



2. THE CENTRAL BANK AS LENDER OF LAST RESORT TO 
GOVERNMENTS 

In a well-designed and properly functioning monetary system an independent and 
unelected monetary policy committee would conduct monetary policy by setting short-term 
interest rates, or perhaps by managing the exchange rate. However, to maintain financial 
stability the less independent and more accountable central bank (distinct from the 
monetary policy committee) must also be willing to take on the quasi-fiscal role of acting 
both as the market maker of last resort and the lender of last resort. 

In a liquidity crisis the markets for a range of financial assets become dysfunctional. 
Trading volume plummets and trading only occur at prices that are far lower than would 
prevail in more orderly times. To restore market functioning, the central bank may have to 
act as the market-maker of last resort by purchasing or accepting as collateral the financial 
assets which either cannot be sold in the market, or can only be sold at fire sale prices, at 
prices below but near to those that would prevail in normal times. If the central bank 
succeeds in reviving the dysfunctional market or markets and if it paid below-market prices 
for the financial assets it purchased then the change in the composition of its balance sheet 
is profitable, its net worth increases and tax payers and society are better off. However, if 
the action is not a success and the assets turn out to be worth significantly less than 
expected, there is a risk that tax payers and society may be worse off.  

Fear-driven markets may believe that a financial institution (or even a class of financial 
institutions or the sovereign itself) is insolvent. Then this financial institution cannot borrow 
or can only borrow at far-above-market interest rates. As a result market participants’ 
expectations are self-fulfilling and the financial institution is indeed insolvent, even though 
it would have been solvent otherwise. In scenarios where more than one outcome is 
possible the central bank can act as the lender of last resort to ensure the socially preferred 
outcome is realised. If there is the potential for a fear-driven run on otherwise solvent 
financial institutions and the central bank is credible that it stands willing to act as lender of 
last resort and to lend as much as it takes to avert the run, the run may never happen. If 
the run does occur and the bank makes a loan to the threatened financial institution the 
fear may pass and the financial institution can return to the market as normal.  

If the loan was made at a penalty rate and the illiquidity was temporary, a solvent borrower 
repays, the central bank makes a profit and tax payers and society are better off. But there 
is a risk that the illiquid borrower turns out to be insolvent as well. Then, the loan is not 
repaid, the central bank’s net worth declines and tax payers and society are worse off.  

To the degree that dysfunctional markets or illiquid financial institutions have systemic 
importance, the fates of other financial markets and institutions are affected by the central 
bank’s intervention. In deciding whether to purchase an illiquid asset outright or accept it 
as collateral or whether or not to rescue an illiquid but possibly solvent financial institution, 
the central bank is making a decision that can affect the prices of all of the assets on its 
balance sheet as well as those assets held by the private sector. If the market or institution 
under consideration for rescue is sufficiently systemically important, the decision to 
intervene may even reduce the riskiness of the central bank’s own balance sheet and that 
of the nation or area over whose markets it presides. 

Well-designed central banks do and should act as market makers and lenders of last resort 
even though it is difficult in practice to ascertain whether or not the illiquidity is temporary 
and as a consequence they must take on risk on behalf of society. In a properly designed 
monetary system, however, the central bank should have far less independence and far 
more formal and substantive accountability than is enjoyed by the ECB.  



In a properly designed monetary system, the central bank should if necessary make a 
market for sovereign as well as bank debt if this market is dysfunctional and it should stand 
ready to provide liquidity to a solvent but illiquid sovereign as well as to a solvent but 
illiquid bank. Like banks, a sovereign without control over its central bank is prone to 
liquidity and maturity mismatch between its assets and liabilities and can suffer the same 
fear-driven wholesale market funding run.  

The liquidity providing role of the central bank should, however, be distinguished from the 
provision of solvency support to either banks or sovereigns. The ECB has been pressured to 
provide not just liquidity support but also solvency support to both banks and sovereigns in 
the euro area and it is under pressure to do more of this.1 This backdoor socialisation of 
bank debt and sovereign debt, without any proper accountability is extremely damaging to 
the legitimacy of the institutions involved and even to parliamentary democracy.  

1  The ECB is not alone; the Federal Reserve Chairman Ben Bernanke appears to have felt required to take on the 
distasteful task of bailing out the AIG without authorisation from the US Congress. 



3. SEIGNIORAGE 
In this section I describe how the ability to print fiat money produces revenue for the 
central bank and, ultimately, its government or governments. I provide some estimates of 
the likely revenue that the ECB can generate while still providing price stability. 

The time-t budget constraint of a government can be expressed algebraically as 

 

where Gt is the real value of time-t government spending , Tt is the real value of time-t 
taxes, Mt is the time-t money stock, Bt is the time-t stock of outstanding government debt, 
it is the nominal interest rate between time t-1 and time t and Pt is the time-t price level. 
The above equation says that government spending (the left-hand side of the equation) can 
be financed by levying taxes (the first term on the right-hand side), increasing the money 
supply (the second term on the right-hand side) or by increasing its issuance of 
government debt (the third term on the right-hand side).  

The revenue attained by increasing the money supply is known as seigniorage. If we rule 
out Ponzi games where the government issues ever increasing amounts of debt to pay off 
previous borrowing, the sequence of above (within-period) government budget constraints 
implies the government’s intertemporal budget constraint: the present discounted value of 
current and future government spending equals the present discounted value of current 
and future taxes plus the present discounted value of current and future seigniorage. 

The seigniorage generated by the central bank can be a convenient source of revenue for a 
government as it is easy to collect: administrative costs are low compared to those 
associated with other types of taxation. For governments with inefficient tax systems, 
collecting a significant fraction of revenue in the form of seigniorage can be desirable. 
Throughout history the ability of sovereigns to wage war was dependent on how much 
seigniorage they could extract. In modern economies with efficient tax systems, however, 
seigniorage is seen as an especially distortionary tax and it is typical for central banks to 
have the pursuit of low inflation as their legislated mandate. As a result, seigniorage 
revenue is small relative to total revenue, although it can still be significant. A key question 
for the euro area is how large is the discounted present value of the seigniorage that the 
Eurosystem can extract over time if it pursues its price stability mandate.  

The issuance of fiat money is an extremely profitable monopoly. Proceeding with some 
crude, back-of-the-envelope figures, suppose that in a typical year the real value of the 
euro area monetary base is ten percent of euro area GDP and inflation and the real growth 
of GDP are both two percent. Then the amount of seigniorage collected is about 0.4 percent 
of euro area GDP. If euro area GDP is very roughly ten trillion euros, then the Eurosystem 
can collect EUR 40 billion of seigniorage in a year. Using more refined techniques and 
making conservative assumptions about real GDP growth, Buiter and Rahbari (2011) 
estimate that the Eurosystem can collect seigniorage revenue with a present discounted 
value of about three trillion euros while maintaining inflation of two percent.2  

The Eurosytem’s seigniorage, after subtracting the operating costs of this massive – 
perhaps even bloated – body, belong to the tax payers of the euro area.3 The national 
central banks (NCBs) distribute their share of the seigniorage to national treasuries and as 

2  For the FED, it is easy to come up with conservative estimates of the net present value of future seigniorage in 
excess of seven trillion dollars. 

3  Even after allowing for its roles other than monetary policy it is not completely clear why the central bank of 
France needed 12,746 employees in 2010 (Central Bank Directory 2012, Franklin Templeton Investments). 



a consequence of this revenue a flow of national government expenditure can be financed 
with a smaller stream of (non-seigniorage) taxes than would be necessary without the 
seigniorage.  

Unfortunately, central bank profits have already been compromised by events during the 
financial crisis. By taking on credit risk, often at less than ex ante fair rates of 
remuneration, the Eurosystem and other central banks have risked transferring some of the 
present discounted value of their seigniorage to those parties that have succeeded in 
offloading the credit risk on it.4 In a better world a central bank should only take on credit 
risk with the knowledge and agreement of the tax payers who own the seigniorage, or their 
trustees, the elected officials to whom the central bank is ultimately accountable. 
Unfortunately, there was and is no appropriate governmental body to give prior to approval 
to the ECB and there is no proper ex post accountability. Nor is any improvement in ECB 
governance and accountability on the horizon. 

4  Examples of such transfers include the national central bank of Luxembourg’s long-standing policy of allowing 
Icelandic banks to borrow from it using each other’s debt as collateral; the unlimited one-year fixed rate 
liquidity provision of June 2009 which may have been a transfer of about EUR 1 billion from taxpayers to 
happy banks; the Eurosystem’s purchase of Greek sovereign debt at (apparently) way above market value. 



4. WAYS THAT THE ECB CAN LEND TO ILLIQUID 
SOVEREIGNS 

In this section I consider four methods that the ECB can use to lend to illiquid but 
potentially solvent sovereigns. I also consider the possible use of ECB funds to recapitalise 
banks and to fund deposit insurance schemes. 

4.1 Buying sovereign debt outright in secondary markets 
A straightforward way that the ECB can use its seigniorage to support illiquid but potentially 
solvent sovereigns is to buy their debt outright in secondary markets. This has already 
been done under the Securities Markets Programme (SMP) announced on 10 May 2010. On 
13 April 2012, euro area periphery sovereign debt worth EUR 214 billion was outstanding 
under the SMP. The ECB does not publish data on the composition of its purchases, but it is 
widely assumed that so far the ECB has purchased Greek, Portuguese, Irish, Spanish and 
Italian government debt securities under the programme. The flow of new sovereign debt 
purchases under the SMP has declined markedly recently and has been effectively zero 
since February 2012. 

There is little doubt that the ECB’s SMP purchases prevented major financial turmoil that 
could have resulted in a chain of defaults of otherwise probably solvent euro area banks 
and sovereigns, notably in May 2010 and again in August 2011 and October and 
November 2011. The SMP is an ineffective method, however, for ensuring that sovereigns 
are able to borrow at reasonable interest rates. It is inefficient to cap the yield of the entire 
outstanding debt stock, which effectively requires offering to purchase all outstanding 
sovereign debt at above-market prices; just to put a lid on the yield of newly issued 
sovereign debt. 

The reason that the SMP is restricted to secondary market purchases is Article 123.1 of the 
consolidated version of the Treaty on the Functioning of the European Union which forbids 
their direct purchase. Purchases on secondary markets are inefficient and perhaps violate 
the spirit of the Treaty, but they are not specifically forbidden by it. 

Along with being inefficient, the SMP method suffers from the problem that it is being used 
to buy the debt of clearly insolvent sovereigns. And, financial support is being offered to 
profligate but possibly solvent sovereigns without the requirement of collateral and without 
any conditionality that would promote solvency. Without any such commitment mechanism, 
the availability of such support has the potential to create incentive problems that might 
convert illiquidity problems into insolvency problems.  

4.2 Indirect purchases of sovereign debt in primary issue markets 
via banks 

A second method for funding illiquid sovereigns is to use the banks as intermediaries so as 
effectively to allow indirect purchases of sovereign debt in primary issue markets. This 
method requires two components. First, the ECB makes long-term loans to banks at 
subsidised interest rates. Second, financial repression in periphery countries ensures that 
the banks use at least some of the money to purchase their sovereign’s debt in the primary 
issue market.  

As discussed in last quarter’s briefing paper, on 8 December 2011 the ECB announced two 
longer-term fixed-rate and full-allotment refinancing operations (LTROs) with a maturity of 
36 months and the option of early repayment after one year. The interest rates were set at 
the average rate of the main refinancing operations over the life of the respective 



operation. The allotment dates were 21 December 2011 and 29 February 2012. A total of 
523 banks bid for EUR 489.2 billion in the first LTRO, while 800 banks bid for EUR 529.5 
billion in the second. Given that some previous shorter-term LTROs had matured, the total 
increase in liquidity from LTROs after the second operation was EUR 522.6 billion. The 
terms on which this funding is provided are very attractive. Over the three-year life of a 
LTRO, the average cost of funding could be as little as 60 basis points.  

The other half of this second mechanism is financial repression by the periphery authorities, 
which forces periphery banks to purchase, often in the primary markets, more of their own 
sovereign’s debt and at lower yields than they would without pressure by the authorities. 
This is not entirely objectionable to the banks involved: the likely outcome is that their 
sovereign does not default and thanks to the generous terms offered by the ECB, even 
government debt purchased at higher than fair prices in the primary issue markets offers 
an acceptable carry trade. In the unlikely event that their sovereign defaults, these banks 
were already so exposed to the sovereign that they would have defaulted anyway. 

While this second method has some advantages over the SMP, it has three serious 
problems. First, this method too is inefficient in that only some of the money loaned at 
subsidised rates is used for purchasing sovereign debt. Second, the availability of cheap 
loans worsens moral hazard problems associated with banks. Third, this second method for 
assisting fiscally impaired sovereign suffers from the common problem with the SMP that it 
comes with no conditionality: no commitment mechanism promotes fiscally responsible 
actions on the part of sovereigns. 

4.3 Indirect lending to the euro area periphery sovereigns 
through the IMF 

A third method for assisting illiquid but solvent sovereigns that has not yet been employed 
is to use the IMF as an intermediary. This third method has three components. First, the 
NCBs of the Eurosystem make loans to the IMF. Second, the IMF makes loans to the 
sovereigns. The loans carry low interest rates because of the IMF’s preferred creditor 
status. Third, the sovereigns receiving the loans must be subject to IMF/Troika 
programmes, including an IMF Stand-By Arrangement or some similar programme 
involving subsidised lending in return for some combination of fiscal, financial and 
structural reform. This third component makes this method a potentially substantial 
improvement over the other two. 

A problem with the third method is the question of whether it is really permissible. NCBs 
are allowed to lend to the IMF and the IMF is allowed to lend to sovereigns. NCB loans to 
the IMF that are implicitly, but not explicitly, associated with subsequent IMF loans to euro 
area sovereigns are not specifically forbidden by the Treaty. Nevertheless, it is likely that 
some would perceive such a plan as more than just a violation of the spirit of the Treaty 
and one might expect challenges in the European Court of Justice or in one or more of the 
national constitutional courts. 

A second problem with the third method is whether policy makers will be discriminating 
enough to ensure that only potentially solvent sovereigns are offered immediate support. 
Insolvent sovereigns should be forced to restructure their debt so as to restore likely 
solvency in the presence of good fiscal behaviour before for being considered for such 
funding. It is not confidence inspiring that Greece was provided Troika funding despite 
being clearly insolvent and Portugal and Ireland were provided with funding despite likely 
being insolvent. A third problem is the question of how effective the 
conditionality would be. 



4.4 Indirect lending to the euro area periphery sovereigns 
through the ESM 

A fourth method is similar to the third, but involves indirect loans from NCBs to illiquid 
sovereigns being channelled through the ESM, rather than the IMF. This could be done by 
making the ESM an eligible counterparty of the Eurosystem. The ESM could then borrow 
from the Eurosystem’s liquidity facilities and use the proceeds to make loans to euro area 
sovereigns. These claims on euro area sovereigns then serve as its collateral in its 
borrowing from the Eurosystem. As the ESM has preferred creditor status, it can make 
loans to sovereigns at favourable rates. 

The primary advantage of method four over the similar method three is that the ESM is a 
European institution. It may be easier for it to be more flexible in the terms of its loans to 
euro area sovereigns than it is for the IMF. It also conveys the favourable impression that 
Europe can solve its own problems and avoids the more embarrassing route of having to 
beg emerging market nations – via the IMF – for financial support. It suffers from the same 
problems of method three: the danger that support will be given to insolvent sovereigns 
before their debt is restructured, that the conditionality may prove ineffective and its 
legality may be questioned. The courts will need to be convinced that the ESM is really a 
credit institution and not a state agency. 

4.5 Other roles for the ECB 
It is at least a proper role for a well-designed central bank to act a lender-of-last-resort to 
illiquid but potentially solvent sovereigns. Only the ECB’s extreme independence and lack of 
accountability make it ill-suited for the job. Recapitalising banks, however, is not a proper 
role for a central bank and it would be a particularly odious job for the ECB to take on. 
Nevertheless, it is nice to have a banking system and in the event of a crisis the ECB might 
be the only entity around capable of recapitalising systemically important banks in a 
sufficiently timely manner. The ECB has already played some role in providing capital to 
banks in its provision of highly subsidised lending through the two LTROs. This blatantly 
fiscal role would be less unpalatable if the ECB were also to take on more accountability 
and if the euro area governments were to guarantee the resources committed by the ECB. 

In the event of an imminent Greek exit from the euro area one can expect runs on Greek 
banks. Once the precedent of euro area exit has already occurred runs on other periphery 
nation banks become more likely, even if there are no plans for these nations to exit. To 
ensure the socially desirable outcome of no bank runs it is necessary to have a euro area 
(or preferably EU) deposit guarantee scheme that includes compensation for losses due to 
currency revaluation. In the not highly unlikely event that the need for such insurance 
arises before our political leaders put together such a scheme the ECB and its seigniorage 
may be all that stands between us and disaster. It is a case of the ends justifying 
the means. 



REFERENCES 
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EXECUTIVE SUMMARY 
Under the pressure of a historical challenge, the ECB has taken a number of bold initiatives. 
Yet, for much of the last three years, along with government and Commission 
policymakers, the ECB has been “behind the curve”, responding to market pressure rather 
than taking pre-emptive action. Recent moves, however, are encouraging.  

The creation of the Troika is unprecedented. Hitherto, the IMF has never shared the design 
and supervision of adjustment programmes. Its normal procedure has been to carry out 
these functions alone, turning to “friendly countries” for additional resources. The 
programmes involve precisely quantified loans to the country in difficulty, two third of 
which are provided by Europe and one third by the IMF. Yet, in parallel, the Eurosystem 
has provided amounts that are of the same order of magnitude, mostly through the 
Securities Markets Programme (SMP), which means by monetising existing debts. As such 
the ECB has acted as lender of last resort, an interpretation that it fiercely denies but 
stating that it is merely maintaining a key channel of monetary policy.  

The ECB has also provided massive liquidity to banks. Denying that this represents lending 
in last resort, it has again claimed that its motivation is to keep up the monetary policy 
transmission mechanism. All in all, the ECB has massively increased the size of its balance 
sheet. These interventions imply that the ECB has absorbed large amounts of securities, 
both public and private, which is risky but entirely justified. It remains that the ECB stands 
to suffer large losses that will be ultimately borne by the Member States. There is nothing 
wrong with that, except for the denial that it is lending in last resort.  

Lending in last resort is a function that has fiscal policy aspects. This is the reason why the 
ECB is uncomfortable with this interpretation. It should be complimented to have taken 
these actions in the midst of a complicated institutional setup and in front of internal and 
external opposition. On the other hand, its continuing insistence that these actions are 
temporary and limited has greatly undercut their effectiveness. Indeed, the ability to 
muster as necessary unlimited resources is what makes central banks so uniquely powerful 
in crisis situations. Instead of dispelling market fears by being “ahead of the curve”, the 
ECB has fed these fears by claiming to simply react to unique situations.  

In fact, the ECB could have gone a long way in preventing the crisis from festering and 
spreading by acting more forcefully and presenting its actions as part of determined plan to 
assuage market uncertainty and fears. Fearing to be dragged into quasi-fiscal policy action, 
the EBC has insisted that it is for governments, and for governments only, to take action. 
Of course, all central banks in this kind of situation are similarly reluctant. As a result, the 
ECB has established the notion that the euro is in effect a foreign currency for the euro 
area Member States, which is one of the reasons for contagion.  

Fortunately, the “new ECB” that emerged at the end of 2011, seems to be ready to jump 
“ahead of the curve”. It has conducted massive LTROs while pushing governments to adopt 
the paradigm-shifting Fiscal Compact. Currently, it seems to arrange a similar quid pro quo 
with reluctant governments: acting as a lender of last resort for banks in exchange for the 
creation of a single European bank regulator, a necessary step that has been blocked since 
before the creation of the euro. 



1. INTRODUCTION: THE ISSUE 
Since the start of the sovereign debt crises, three countries (Greece, Ireland and Portugal) 
have requested support from the IMF and from other euro area countries. More countries 
(Spain and Italy seem to have reached the point of no return) are likely to follow. In many 
respects, this has been unprecedented action. It was clearly not anticipated in the 
European Treaties. Never before has the IMF shared the elaboration of adjustment 
programmes; in fact, it explicitly rejected such an arrangement during the Asian crisis in 
1997-1998. As for ECB, it has played an active role by buying public debts on the 
secondary market, in apparent contradiction with its own pre-crisis principles. It has also 
repeatedly lowered its criteria for accepting public debts instruments in its refinancing 
operations, additionally extending these operations and shifting to “full allotment”. 

At the same time, little is known of what exactly is the role of the ECB. ECB representatives 
join Commission and IMF staffs when drawing out adjustment programmes and during 
assessment visits in the relevant countries. The ECB position in these discussions is not 
revealed publicly. The official statements from the Troika are jointly issued. The present 
report is based on ECB documents, in fact on the information provided either in the Monthly 
Bulletin or in statements published on the EB website, none of which reveals the Bank’s 
views. In fact, the ECB insists that its involvement in the adjustment programmes is not 
directly related to monetary policy; the Bank’s view is that it only matters as it affects the 
effectiveness of monetary policy. 

These various aspects of the ECB’s role since the start of the sovereign debt crisis raise a 
host of new and important questions, which are taken up in the next sections. Section 2 
provides a critical description of what seems to have been the ECB’s role. Section 3 evokes 
other actions that the ECB might have been taking. Section 4 briefly explains why I believe 
that the strategy between early 2010 and late 2011 has been wrong, as a prelude to an 
evaluation of the ECB’s actions. Section 5 covers the most recent period and the last 
section concludes.  



2. THE ROLE OF THE ECB 
Greece started to face mounting tensions soon after the general elections of October 2009. 
The financial markets, which had so far considered Greece’s public debt, expected the 
newly elected government to tackle its huge deficits and quickly rising debt. The failure of 
the government to send signal that it understood the problem and was prepared to act in 
one way or another unnerved investors that held significant amounts of the debt. At that 
stage, there was no certainty that Greece could not fully pay its debt but the initial denial 
that some drastic action was needed – not necessarily immediately – along with the 
revelation that the debt was larger than previously announced convinced many investors 
that Greece was unable or unwilling to fully honour its financial commitment. In a few 
weeks market sentiment changed and Greece shifted from a manageable situation – a good 
equilibrium – to a full-fledged crisis – a bad equilibrium. The value of Greek debt 
instruments started to decline, which meant that interest rates rose. This meant 
increasingly high borrowing costs at a time when the public deficit stood at 16% of GDP, a 
huge number. The situation had become definitively unsustainable. The same self-fulfilling 
process repeated itself later on in Ireland and Portugal and it is under way in Spain and 
Italy. 

For years, the EBC had expressed concern about insufficient fiscal discipline within the euro 
area. It also publicly wondered about the small size of interest rate spreads (apparently 
ignoring that its own acceptance of all public debts at full value was in effect pegging 
national interest rates to each other). It saw the mounting pressure on Greek debt as a 
vindication of its often-restated position. It reacted by calling upon all governments to 
promptly close their deficits:  

 “The very large government borrowing requirements carry the risk of triggering rapid 
changes in market sentiment, leading to less favourable medium and long-term market 
interest rates. […] High levels of public deficit and debt would place an additional burden on 
monetary policy and undermine the credibility of the provisions of both the Treaty on the 
Functioning of the European Union and the Stability and Growth Pact as a key pillar of 
Economic and Monetary Union. The Governing Council therefore calls upon governments to 
decide and implement in a timely fashion ambitious fiscal exit and consolidation 
strategies.”1 

The European Commission, which has seen itself as in charge of implementing the Stability 
and Growth Pact, shared that view. They did not evidence any concern that Greece was in 
recession since 2009 and that growth was weakening in many other countries. In February, 
the Greek government bowed to pressure from both the Commission and the ECB and 
announced a set of measures (spending cuts and tax increases). The ECB applauded: 

“The Governing Council of the European Central Bank (ECB) welcomes the convincing 
additional and permanent fiscal consolidation measures, which the Greek Government 
announced earlier today. We appreciate the envisaged very swift implementation of these 
measures, which are both necessary and appropriate to make significant progress with 
fiscal consolidation in 2010.”2 

Markets were unconvinced and interest rate spreads rose to the point where the Greek 
authorities could not access the market anymore. This led to the May 2010 bailout and the 
creation of the Troika. The creation of the Troika is unprecedented. Hitherto, the IMF never 
shared the design and supervision of adjustment programmes. Its normal procedure has 
been to carry out these functions alone, turning to “friendly countries” for additional 

1  Monthly Bulletin, January 2010, p. 7. 
2  Press release, 3 March 2010. 



resources. The same arrangement has been applied subsequently. The IMF contributes one 
third of each package, the rest being provided by the euro area countries (using the EFSF 
and EFSM). These are loans, not presents. They increase the relevant country’s official 
debt. The ECB is not part of this financing but operates the Securities Markets Programme 
(SMP), buying public debts on the secondary market. Three aspects of the SMP are notable.  

• First, these purchases have been targeted both in time and in term of the debts 
purchased; 

• Second, SMP interventions are not loans, but asset purchases. While this may be 
interpreted as debt monetisation, the ECB systematically insists “the objective is to 
restore an appropriate monetary policy transmission mechanism, and thus the 
effective conduct of monetary policy oriented towards price stability in the medium 
term”3;  

• Third, these interventions are meant to be sterilised to avoid any impact on the 
money supply and therefore to avoid to have any monetary policy implication.  

Targeting means that purchases were either following the adoption of a formal programme 
(Greece, Ireland and Portugal) or to defuse tensions beforehand (Italy and Spain). The 
amounts bought, some EUR 210 billion, can be compared to EUR 256 billion, the total 
amount committed by both the EU and the IMF, but not fully disbursed, to the three 
programme countries. Thus, so far, the EBC has been the largest contributor to the state 
bailouts, explicit (Greece, Ireland and Portugal) or implicit (Italy, Spain). (Not counted is 
the promised EUR 100 billion EFSF loan to Spain under negotiation). 

In addition, through various programmes, the ECB has provided massive liquidity to banks, 
always under the cover that the intention is “to restore an appropriate monetary policy 
transmission mechanism”. In most cases, indeed, the ECB has stepped in to replace broken 
interbank linkages, including a fragmentation of liquidity circulation along national lines. 
Unable to find liquidity on the interbank market, frightened banks – it is the lack of access 
to liquidity that led to the failure of Lehman Brothers in 2008 – have undertaken to stock 
up huge amounts of cash. These various interventions are visible in Figure 1, which 
displays the evolution of the total balance sheet of the Eurosystem and some of its assets. 
It confirms that the ECB has taken brazen initiatives. In effect the ECB as acted as lender 
of last resort for both banks and governments. This is as should be, even in a monetary 
union. 

3  http://www.ecb.int/home/glossary/html/act4s.en.html. 

http://www.ecb.int/home/glossary/html/act4s.en.html


Figure 1: Assets of the Eurosystem 

 

 

 

 

 

 

 

 

Source: Monthly Bulletin, ECB, June 2012. 

In return for these large cash injections, the ECB has absorbed (either buying outright or 
accepting as collateral) equally large amounts of securities, both public and private. The 
rule used to be that it would accept quality paper, i.e. securities rated at least A-. Initially, 
it indicated that it had no intention of accepting lower quality paper. As the scope of its 
engagement expanded, while at the same time a number of public debts were being 
subject to rate cuts by all the rating agencies, the ECB was forced to review its policy. It 
started to accept lower but investment grade securities to which it applied haircuts 
following a published graduated scale. This risk taking was accompanied by an increase in 
capital in December 2010. It remains that the ECB stands to suffer large losses in the event 
some countries default, possibly exhausting its capital. Central banks can operate with 
negative capital and some do (the central banks of Chile and Israel). This means that 
potential losses would not have to be immediately paid up by the euro area Member 
States; the ECB could reconstruct its capital over decades without any harm. Still losses 
would be incurred and, one or another, borne by the Member States.  

Section 4 offers an evaluation of the ECB’s role. The question discussed here is whether the 
ECB has been influential and how it has portrayed its own role. It is impossible to know 
from outside what has been the ECB’s influence. Informal reports suggest that the 
Commission has taken the lead, often frustrating the IMF, which has advocated privately 
first, publicly next, less stringent adjustments, calling for more spread out efforts. In its 
public statements, for example in the Monthly Bulletin, the ECB has systematically adopted 
a line that is both hard line and improbably optimistic. For example, in mid-2011, when it 
was clear that the situation was seriously worsening and that the programmes’ objectives 
were slipping away, the ECB stated:  

“Euro area countries must, as a minimum, comply with their fiscal consolidation 
commitments for 2011 and beyond, as foreseen under the respective excessive deficit 
procedures. Adequate and more frontloaded adjustment should ensure that structural fiscal 
consolidation targets are met.”4 

The ECB has portrayed the programmes as operated by “the EU in collaboration with the 
ECB, and the IMF”. While it has become customary to refer to the Troika, in reference to 
the composition of the teams that negotiate and oversee the adjustment programmes, it is 
clear that the ECB sets its role separately. 

4  Monthly Bulletin, July 2011, p. 7. 



3. OTHER POSSIBLE ACTIONS 
Given that the crisis concerns public debts and banking system stability, the issue of ECB’s 
role as lender of last resort has quickly emerged. The ECB strategy has been to ask 
governments to take responsibility for their debts and for their banking systems. When 
governments did not deliver and whenever the crisis worsened to reach a critical level, the 
ECB stepped in. Until late 2011, these interventions were of a stopgap nature and clearly 
carried reluctantly. Even though the amounts were large, as noted above, they provided 
only limited relief. 

Another approach could have seen the ECB “ahead of the curve”, which means pre-
emptive. For instance, the ECB could have indicated that it would not let interest rate 
spreads above a given level. Its unlimited ability to absorb troubled public debts would 
have instantly quieted down the markets. Quite possibly, it would not have had to actually 
buy public debts.  

Similarly, many governments have actively sought to minimise the fragility of their banks. 
National supervisors undermined the severity of the stress tests carried out by the newly 
created European Bank Authority (EBA). The fact that banks that received a clean bill 
health (Dexia, Bankia) had to be rescued has gravely undermined the credibility of the EBA. 
The ECB has no bank supervision authority and may well have limited information of the 
health of individual banks. Yet, it is difficult to imagine that it was less well informed than 
the IMF whose Managing Director issued in October 2011 a warning that banks were being 
treated too leniently. 



4. CRITICAL EVALUATION 

4.1. The ECB was behind the curve 
The fact that these crises were not foretold is extremely important to understand and 
evaluate the role of policymakers, both national and European. It is undoubtedly 
disquieting that markets may be that flimsy, but flimsiness has long been now as a 
characteristic of financial markets, with no known solution. Policymakers have no excuse to 
ignore this characteristic. Quite to the contrary, they must take it into account, both when 
they borrow and when they face market nervousness. In particular, because the 
phenomenon of self-fulfilling crises is driven by expectations, policymakers should have 
endeavoured to reassure the markets by jumping “ahead of the curve” and providing long-
term answers.  

Instead, as previously noted the ECB acted late and always sought to portray its actions as 
strictly limited in time and space. This is somewhat surprising since a central bank’s main 
strength in crisis time is that it can pre-empt markets with unlimited resources. It is likely 
that two main reasons explain the ECB’s timid reactions.  

First, disagreements were visibly deep.5 Given the exceptional and unforeseen nature of 
the crisis, it is absolutely normal that different members of the Executive Board and 
Governing Council hold different views (raising once again questions about the size of the 
Governing Council). In other central banks, disagreements are dealt with through voting 
and a strong leadership is required to chart a consistent strategy. The euro area, however, 
is not a “country” and national differences, sometimes voiced by political leaders and 
relayed within the Eurosystem, have had a deleterious effect. The Eurosystem was intended 
to be fiercely independent from national politics; it obviously failed.  

Second, when a central bank acts as lender of last resort it inevitably assumes some fiscal 
responsibility. The ECB has repeatedly voiced concern that it did not want to endorse such 
a responsibility. The reason is clear: taxpayers are national. This is a structural weakness of 
the European Monetary Union. The result, emphasised by de Grauwe (2011), is that for 
Member States the euro is effectively a foreign currency and it has long been known that 
borrowing in a foreign currency is a vulnerability that can lead to self-fulfilling crises. These 
are deep structural deficiencies of the euro area, which call for a serious debate on possible 
solutions.  

4.2. Inconsistent strategy 
These deficiencies may also explain – not justify – the inconsistent strategy followed by the 
ECB. As is well known, initially the ECB rejected a bailout and recourse to the IMF. It also 
rejected debt write-downs and it stated unequivocally its opposition to change its collateral 
requirement: 

“We will not change our collateral framework for the sake of any particular country. Our 
collateral framework applies to all countries concerned.”6 

Whether it was denial of the gravity of the situation or a misunderstanding of its likely 
evolution, the ECB did not project itself into the future. 

5  The resignation of Executive Board Member Jürgen Stark has revealed the depth of these disagreements. 
6  Press conference, 14.01.2010, http://www.ecb.int/press/pressconf/2010/html/is100114.en.html/. 

http://www.ecb.int/press/pressconf/2010/html/is100114.en.html/


In addition, the ECB backed the view expressed by policymakers that Greece was a “special 
and unique” case. As we have seen, and will continue to see, everything that has been 
done in the Greek case had to be done for other countries. This too was foreseeable (and 
foreseen by many observers).  

4.3. A leadership issue? 
While the structural deficiencies of the euro area may explain these grave shortcomings, 
things have changed in late 2011 following the replacement of half of the Executive Board 
Members. In two instances, the “new ECB” has taken the lead over both policymakers and 
the markets. 

In early December 2011, the new President let it be known that the ECB could intervene 
more forcefully if governments adopted a new “fiscal compact”: 

“We might be asked whether a new fiscal compact would be enough to stabilise markets 
and how a credible longer-term vision can be helpful in the short-term. Our answer is that 
it is definitely the most important element to start restoring credibility. Other elements 
might follow, but the sequencing matters.”7  

Within three weeks, a new treaty was adopted, pushing the euro area towards 
decentralising fiscal discipline, a little understood but crucial paradigm shift. In return, the 
ECB undertook its three-year long-term refinancing operation (LTRO) programme.  

Several aspects of this event are remarkable. The ECB offered member governments a bold 
quid pro quo. The ECB understood that markets can only be stabilised with “a credible 
longer-term vision”, i.e. by jumping “ahead of the curve”. The LTRO marked a new 
determination to use the central bank’s unlimited resources. Finally, governments did 
respond. Even so, the LTRO is a roundabout way of backstopping public debts. Operating 
through the banking system, the LTRO depends on the (limited) willingness of banks to 
acquire public bonds that, one day, may turn out to be toxic.  

The second important move is under way. The ECB President again indicated that the Bank 
could act on the banking crisis provided governments were ready to move toward a 
banking union. The ECB is encouraging governments to finally establish a single European 
bank supervisor, which would allow the Bank to act as lender of last resort. The 
Commission has seized on the occasion to advance procedures for bank resolution. This 
would represent another paradigm shift and deal with one side of the vicious circle that 
links bonds owned by banks and governments’ own indebtedness.  

7  Hearing before the Plenary of the European Parliament on the occasion of the adoption of the Resolution on the 
ECB’s 2010 Annual Report: http://www.ecb.int/press/key/date/2011/html/sp111201.en.html. 

http://www.ecb.int/press/key/date/2011/html/sp111201.en.html


5. CONCLUSION 
The ECB is operating in a difficult institutional environment, which has contributed to the 
crisis and which makes it difficult to solve the crisis. One view of the ECB is that its lack of 
strategy and its numerous reversals is the best that can be done in this environment. 
Another view is that the “old ECB” lacked a vision of what is needed to solve the crisis 
while, in the same environment, the “new ECB” has already been able to induce 
governments to move in directions that were inconceivable beforehand.  
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Abstract 

This paper reviews the role the ECB has played in financial assistances 
programmes in the euro area, focusing in particular on Ireland. The ECB’s 
involvement in Ireland - in particular its policy in relation to senior bank debt - 
has raised questions about whether it has over-stretched to act beyond its 
mandate. The ECB is not providing official assistance to the Irish government and 
its involvement in monitoring the programme has confused the public about the 
nature of the programme’s conditionality and contributed to undermining 
its legitimacy. I recommend that future financial assistance programmes should 
not feature the ECB as a member of a Troika tasked with monitoring the 
programme. The ECB’s relationships with other crisis countries are reviewed. 
I conclude that Europe needs to clarify its policies on bank resolution and 
systemic risk - and the role of the ECB in relation to these policies - before it is 
too late. 
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1. INTRODUCTION 
The crisis that has hit the euro area has placed enormous pressure on all the institutions of 
the European Union, forcing many to play roles that were never previously envisaged. Of all 
the European institutions, it is the European Central Bank (ECB) that has been placed under 
the most pressure.  

The ability to create money is a substantial power, so it is not surprising that the ECB has 
been called upon to solve many of the euro area’s economic problems. Because of its 
narrowly-defined legal mandate, which places price stability above all, and because of its 
concerns about its own balance sheet, these demands have placed the ECB in the middle of 
a wide range of politicised controversies. Nowhere has this been more evident than the 
ECB’s involvement with countries receiving financial assistance programmes or at risk of 
requiring them. 

In Section 2 of this note, I describe the ECB’s involvement in the Irish financial assistance 
programme, both before and after its negotiation and draw some conclusions. In particular, 
I recommendA that future financial assistance programmes should not feature the ECB as a 
member of a troika tasked with designing and monitoring the programme. Section 3 then 
discusses other examples of ECB involvement in euro area countries experiencing economic 
crises. The evidence points towards a dogmatic approach to the question of debt default, 
an excessive concern with protecting its own balance sheet and an increasing involvement 
in political intrigue. Section 4 draws some conclusions.  



2. THE ECB AND IRELAND 

2.1. Prior to the Programme 
Prior to the global financial crisis, Ireland appeared to most people to be a model for 
success among European economies. Though there has since been plenty of revisionism by 
international organisations, prior to the crisis Ireland was hailed as a model of fiscal and 
financial stability by the IMF and the European Commission.1  

By mid-2008, it became clear that much of the economic growth Ireland had achieved in 
the final years of its expansion had been built on shaky grounds. A gigantic property boom 
had seen per capita housing completions running at four times the rate seen in the US 
during the peak of its housing boom and house prices quadrupling between 1996 and 2007. 
As the global economy began to slow down, house prices in Ireland began to slide and 
construction activity collapsed. 

The construction bust had severe implications for Ireland’s public finances. The tax base 
had become increasingly reliant on what turned out to be temporary revenues from the 
construction sector and the large increase in unemployment due to the sector’s contraction 
put huge pressure on public spending on welfare benefits. Ireland moved swiftly from 
running a small budget surplus to deficits that were double-digit shares of GDP.2 

That said, Ireland was well positioned to cope with a large fiscal shock. It had a gross debt-
GDP ratio in 2007 of 25% and a sovereign wealth fund worth close to this amount. On its 
own, the large fiscal shock could possibly have been coped with without requiring official 
financial assistance. The aspect of Ireland’s crash that pushed it over the edge was the 
effect of the construction bust on the banking sector. 

By mid-2008, it was clear to international bond markets that the Irish banks had made 
enormous loans to the construction sector for speculative development loans and that the 
losses on these loans would be substantial. These banks had relied on issuing bonds to 
international capital markets to finance their rapid growth and suddenly found they were 
unable to roll over this funding. The banks began to borrow from the Eurosystem to pay off 
maturing bonds. When Anglo Irish Bank ran out of Eurosystem-eligible collateral in 
September 2008, the Irish government choose to offer a blanket guarantee to all 
depositors and the vast majority of bondholders in the domestic Irish banks. 

While this guarantee temporarily stabilised the condition of the Irish banks, the severity of 
Ireland’s recession and growing international realisation of the huge size of recapitalisation 
costs of the banking sector (now put at EUR 63 billion or about 40 percent of GDP) meant 
that the state guarantee became essentially useless to the Irish banks during 2010. 

In September 2010, the Irish banks failed to raise funds to roll over large quantities of two-
year bonds that had been guaranteed in September 2008. Ratings were cut; non-resident 
deposits began to move out of Ireland and the dependence of the guaranteed banks on 
ECB funding increased sharply. There was also a sharp increase in Emergency Liquidity 
Assistance (ELA), i.e. loans from the Central Bank of Ireland against collateral that is not 
eligible for standard Eurosystem operations. While the risk associated with ELA is borne by 

1  For example, the IMF (2007) reported that “Economic performance remains very strong, supported by sound 
policies” that “Fiscal policy has been prudent In the past couple years, windfall property-related revenues were 
saved and the fiscal stance was not procyclical, in line with Fund advice” and that “Banks have large exposures 
to the property market, but stress tests suggest that cushions are adequate to cover a range of shocks”. 

2  See Whelan (2010, 2011) for detailed discussions of Ireland’s economic boom and bust. 



the issuing central bank, these loans must still be approved by the ECB’s Governing 
Council. 

Figure 1 illustrates the evolution of Eurosystem borrowing by the guaranteed Irish banks 
while Figure 2 shows trends in resident and non-resident deposits at these banks. By the 
end of October 2010, the guaranteed Irish banks were taking up EUR 76 billion of the total 
EUR 557 billion of Eurosystem refinancing credit. In addition, ELA had risen to 
EUR 33 billion. Measured against Irish nominal GDP of about EUR 160 billion, these were 
extraordinary statistics, indicating a systemic banking crisis. 

Figure 1:  Borrowings from the Eurosystem of Guaranteed Irish Banks (billions of 
euros) 

 

Source: Central Bank of Ireland, Monthly Money and Banking Statistics. 

Figure 2:  Resident and Non-Resident Deposits in Guaranteed Irish Banks (billions of 
euros) 

 

Source: Central Bank of Ireland, Monthly Money and Banking Statistics. 

 



2.2. The ECB and Ireland’s Application for Programme Funds 
At his most recent press conference on June 6, 2012, ECB President Mario Draghi 
responded to a question about the economic situation in Spain by saying:3 

Let me say that, I do not view it as the ECB’s task to push governments into doing 
something. It is really their own decision as to whether they want to access the EFSF 
or not. 

Mr. Draghi may be correct that pushing governments into EFSF programmes is not a task 
assigned to the ECB. However, the historical record shows that the ECB played the decisive 
role in the timing of the Irish government’s decision to request funds from the EFSF and 
from the IMF. 

In the months leading up to Ireland’s application for funds, the ECB had become 
increasingly concerned about the extent of borrowing from Irish banks. Senior ECB officials 
apparently believed the financial crisis was largely over and were spending lots of time 
giving speeches about their plans for an “exit strategy” from non-standard measures 
(something which still has not happened). The reliance of the Irish banks on Eurosystem 
funding did not fit with the ECB’s plans to revert to auctioning off fixed amounts of credit. 
Lead by Jean-Claude Trichet, ECB officials began briefing widely about their concerns about 
“addict banks” that were overly reliant on ECB funding.4  

In addition to their concern that Ireland representing a problem for executing an exit 
strategy from non-standard measures, it also appears that the ECB had growing concerns 
that losses on loans to Irish banks could have an impact on the balance sheet of 
Eurosystem central banks: Operating procedures see losses on regular refinancing 
operations shared among member national central banks according to their capital key.  

A more official indication that the ECB was intending to intervene in Ireland came on 
9 October 2010 when they issued a statement tightening the Eurosystem’s “Risk Control 
Framework”.5 These guidelines had already stated that “the Eurosystem may suspend or 
exclude counterparties’ access to monetary policy instruments on the grounds of prudence” 
and had previously contained the line. “The Eurosystem may exclude certain assets from 
use in its monetary policy operations”. This latter statement was augmented to include 
“Such exclusion may also be applied to specific counterparties, in particular if the credit 
quality of the counterparties appears to exhibit a high correlation with the credit quality of 
the collateral submitted by the counterparty.” Since the Irish banks had substantial assets 
either guaranteed or issued by the Irish government, this clause could be used to limit their 
access to ECB funding, which would have led to an inability to meet requests for deposit 
withdrawals or pay off maturing bonds. 

What happened next is a little murky. However, it appears that the ECB observed another 
large decline in Irish deposits and a large increase in ELA during October and decided that 
it needed to intervene. 

On Friday, 12 November 2010, Reuters reported that Ireland was in talks with the EU to 
receive emergency funding.6 In response, the government denied that any official talks 
were taking place and stressed that the government could meet its budgetary needs 
through until the summer of 2011. Brian Lenihan, Ireland’s Minister for Finance at the time, 

3  Transcript: http://www.ecb.int/press/pressconf/2012/html/is120606.en.html. 
4  See, for instance, this story by Ralph Atkins of the Financial Times from 13 September 2010:   

http://www.ft.com/intl/cms/s/0/580109dc-bf43-11df-a789-00144feab49a.html.  
5  Statement here: http://www.ecb.int/press/pr/date/2010/html/pr101009.en.html. 
6  See:   

http://uk.reuters.com/article/2010/11/12/uk-g20-ireland-idUKTRE6AB0NV20101112. 

http://www.ecb.int/press/pressconf/2012/html/is120606.en.html
http://www.ft.com/intl/cms/s/0/580109dc-bf43-11df-a789-00144feab49a.html
http://www.ecb.int/press/pr/date/2010/html/pr101009.en.html
http://uk.reuters.com/article/2010/11/12/uk-g20-ireland-idUKTRE6AB0NV20101112


subsequently stated that he received a letter from Jean-Claude Trichet on 12 November 
2010, advising him that Ireland should enter an EU-IMF programme.7 Within weeks, 
Ireland had applied and been approved for an EU-IMF financial assistance programme. 

An Irish journalist, Gavin Sheridan, has requested the ECB provide him with a copy of 
letters sent from the ECB to Brian Lenihan in November 2010. The ECB responded by 
supplying one letter relating to payments system but refused to supply another letter that 
the ECB states was dated 19 November 2010 (one week after the Reuters’ story and one 
day after Central Bank of Ireland Governor Patrick Honohan conceded that a bailout deal 
was likely).8 The ECB’s justifications for not releasing the letter included the following 
paragraph: 

The letter, dated 19 November 2010, is a strictly confidential communication between 
the ECB President and the Irish Minister of Finance and concerns measures 
addressing the extraordinarily severe and difficult situation of the Irish financial sector 
and their repercussions on the integrity of the euro area monetary policy and the 
stability of the Irish financial sector. 

While the content of the letter was alluded to as follows: 

The ECB must be in a position to convey pertinent and candid messages to European 
and national authorities in the manner judged to be the most effective to serve the 
public interest as regards the fulfilment of its mandate. If required and in the best 
interest of the public also effective informal and confidential communication must be 
possible and should not be undermined by the prospect of publicity.  

In this case, the confidential communication was aimed at discussing measures 
conducive to protecting the effectiveness and integrity of the ECB’s monetary policy 
and fostering an environment that ultimately contribute to restoring confidence 
among investors in the overall solvency and sustainability of the Irish financial sector 
and markets, which, in turn, is of overriding importance for the smooth conduct of 
monetary policy. 

My interpretation of these events is that there was some form of communication between 
Jean-Claude Trichet on 12 November 2010 (perhaps resulting in a formal letter sent a week 
later) and that this communication suggested that the ECB would withdraw liquidity support 
for Irish banks unless the government agreed to an EU-IMF programme that would include 
a significant recapitalisation of the banking sector. However, this is only my interpretation. 
I believe that the Irish and wider European public deserve a better explanation of the 
events of November 2010 from the ECB and the public release of the letter from Mr. Trichet 
to Minister Lenihan should be part of this explanation. 

7  See: http://www.thejournal.ie/the-bbc-bailout-documentary-some-choice-quotes-126048-Apr2011/ for some 
quotes from Mr. Lenihan given to a BBC documentary. 

8  See:   
http://thestory.ie/2012/02/12/ecb-president-mario-draghi-refuses-torelease-lenihan-letter/. 

http://www.thejournal.ie/the-bbc-bailout-documentary-some-choice-quotes-126048-Apr2011/
http://thestory.ie/2012/02/12/ecb-president-mario-draghi-refuses-torelease-lenihan-letter/


2.3. The ECB and the Irish Banks during the Programme 
An important aspect of Ireland’s financial assistance deal has been the central role played 
by the ECB in both its negotiation and its subsequent monitoring. Three aspects of the 
ECB’s involvement have received considerable attention. 

2.3.1. Senior Bank Bonds 
By November 2010, Ireland’s original near-blanket guarantee had been replaced by a less 
sweeping guarantee that only covered new issues. This left outstanding a relatively large 
amount of unguaranteed senior and subordinated bank bonds that had been issued by 
institutions such as Anglo Irish Bank and Irish Nationwide which were grossly insolvent and 
wholly reliant on Irish state assistance to pay off their liabilities.  

During the negotiations of the programme, the Irish government and the IMF were in 
favour of putting Anglo and Irish Nationwide through bank resolution regimes that would 
see large haircuts on the senior bonds of these institutions. The widespread expectation 
that this might happen was reflected in the low prices of the bonds and their downgrades 
by ratings agencies. These downgrades meant that the bonds had to be off-loaded by many 
investment funds and banks who were not allowed to hold low-grade bonds as part of their 
investment portfolio. Indeed, it seems likely that by late 2010, a significant fraction of the 
bonds were owned by hedge funds and distressed-debt specialists willing to gamble that 
the bonds might still be paid out on. 

The ECB, however, were adamant that all unguaranteed senior bonds should be paid back 
in full with the funds provided by the Irish state. The ECB have maintained this position 
over the past year as the new government elected in February 2011 repeatedly expressed 
its wish to impose senior bond write-downs.9 The requirement to repay senior bond holders 
does not feature as an official part of the EU-IMF programme as it has never been 
mentioned in any of the various Memoranda of Understanding relating to the programme. 
However, it is generally understood that the ECB has argued that it would react to senior 
bank bond haircuts by either withdrawing liquidity support for Irish banks or perhaps 
placing these banks into a special liquidity facility and charging them a higher interest rate 
on their loans. Whatever the arguments used by the ECB, they have been sufficient to 
deter any unilateral action on this front by the Irish government. 

2.3.2. The Deleveraging Programme 
While it was widely agreed among the various parties negotiating the programme that the 
Irish banks needed to be recapitalised in line with a realistic stress test exercise, the ECB 
also placed significant emphasis on the need for the Irish banks to deleverage so that they 
could repay their ECB loans.  

It appears that the ECB’s original plans for this deleveraging programme were very 
ambitious, involving large-scale asset sales in 2011 that would substantially reduce Irish 
bank borrowing from the Eurosystem. Such a programme would have triggered large fire-
sale losses and substantially increased the already-huge recapitalisation costs being 
shouldered by the Irish taxpayer. In practice, the final Financial Measures Programme 
(FMP) agreed in March 2011 envisaged a gradual reduction over three years in the reliance 
of Irish banks on Eurosystem support. 

9  See Irish Independent, 20 June 2012. “Noonan says ECB's Trichet vetoed debt write-down”,   
See: http://www.independent.ie/business/european/noonan-says-ecbs-trichet-vetoed-debt-writedown- 
3144728.html. 

http://www.independent.ie/business/european/noonan-says-ecbs-trichet-vetoed-debt-writedown-%093144728.html
http://www.independent.ie/business/european/noonan-says-ecbs-trichet-vetoed-debt-writedown-%093144728.html


As Figure 1 shows, total Eurosystem borrowing of the domestic Irish banks has declined 
over the past year, falling from its peak of EUR 154 billion in February 2011 to EUR 107 
billion in April 2012. Some of this decline reflects the direct use of the EUR 16.5 billion in 
recapitalisation funds recommended by the FMP to pay off Eurosystem debts (particularly 
ELA). The rest of the decline reflects asset sales and a reduction in loans. As such, the FMP 
targets appear to have contributed to the tight credit conditions that continue to constrain 
activity in the Irish economy. 

2.3.3. Promissory Notes 
As the enormous scale of the losses at Anglo Irish Bank and Irish Nationwide began to 
emerge during 2010, it became clear that Irish government could not borrow from financial 
markets to recapitalise these banks. Instead, the government issued these banks with 
so-called promissory notes that pay principal and interest gradually over time. In turn, 
these notes were used by the banks as collateral to obtain ELA from the Central Bank of 
Ireland. By the end of 2010, the Irish government had issued EUR 31 billion in promissory 
notes to the Irish Bank Resolution Corporation (IBRC), the institution created by merging 
Anglo and Irish Nationwide. 

The official schedule for the promissory notes sees the Irish government pay EUR 3.1 billion 
per year, about two percent of GDP, into the IBRC over the next decade followed by a 
sequence of smaller payments until 2031. However, as discussed in Whelan (2012), it is 
likely that the IBRC can be wound up and the promissory notes scrapped by about 2022. 
This means that, at present, the payment structure on the notes is equivalent to issuing 
bonds worth 20 percent of GDP with an average maturity of five years. 

When added to the refinancing demands associated with Ireland’s privately-issued 
sovereign debt and its official debts to the EU and IMF, the payment schedule on the 
promissory notes makes very significant near-term financing demands on the Irish 
government independent of its need to finance future budget deficits. The Irish government 
have requested that the ECB Governing Council agree to a rescheduling of the payments on 
the promissory note and the IMF have made it clear that they agree that such a 
rescheduling would contribute towards a successful resolution of the Irish programme. The 
ECB, however, have insisted that the current schedule be held to because they wish to see 
the ELA provided by the Central Bank of Ireland be repaid according to the original 
agreement. 

2.4. The ECB and Ireland: An Assessment 
To summarise the role of the ECB in the Irish programme, I will start with the most positive 
aspect. Despite the controversy over the ECB’s role in Ireland’s application for official 
funds, there is little doubt that the ECB officials were correct in their diagnosis of the health 
of the Irish banking sector in November 2010.  

The Irish banks had lost the confidence of international investors and depositors and there 
was nothing in the mix of prevailing Irish government policies that was likely to undo this 
trend. The ECB’s hope that the announcement of the availability of a large quantity of funds 
to recapitalise the banking system would quickly stabilise the situation did not turn out as 
well as might have been expected. As Figures 1 and 2 above show, even after the 
announcement of the EU-IMF agreement, deposits continued to flow out of the Irish banks 
and reliance on Eurosystem funding increased for a number of months. However, once the 
Financial Measures Programme was announced at the end of March 2011, combining a 
realistic assessment of potential loan losses with a commitment to over-capitalise the 
banks, the funding situation stabilised. 



The situation of the Irish banks remains precarious. They have not been able to re-access 
international bond markets and are still heavily dependent on Eurosystem funding. There 
are increasing concerns that loan losses at these banks will come close to the stress 
scenarios outlined in the Financial Measures Programme, which would likely require further 
recapitalisation. Still, the EU-IMF programme does deserve credit for stabilising a situation 
that was out of control and which could have ended up inflicting even more damage on the 
Irish and European economies than actually occurred.  

The fact that Ireland was unable to regain market access once it had stabilised its banking 
sector shows that claims the ECB is “responsible” for Ireland’s status as a programme 
country are largely unfair. The underlying fundamentals in late 2010 were moving Ireland 
towards a bailout programme and while one can quibble about the diplomatic handling of 
the negotiations, the ECB’s advice that accessing such a programme was required turned 
out to be correct. 

Those positives acknowledged, there are a number of negative aspects to the ECB’s 
involvement in the Irish programme, with some being quite serious. I will break my 
comments here into two areas: The first being the confusion of mandates and of 
programme conditionality caused by the ECB’s involvement and the second being the poor 
precedents that the programme set for systemic financial risk in Europe. 

2.4.1. Confusion of Mandates and Conditionality 
The “Troika” as the combination of European Commission, ECB and IMF has come to be 
known, was born during the negotiations for the Irish deal. While everyone is now used to 
the idea of this Troika being involved in monitoring financial assistance programmes, it is 
worth noting that the involvement of the ECB in negotiating and monitoring of such a deal 
is actually something of an anomaly. 

Ireland’s EU-IMF programme involves borrowing of EUR 45 billion from the EU (in the form 
of the EFSF and EFSM) and EUR 22.5 billion from the IMF. For these reasons, it is clear that 
the programme should be monitored by the IMF and also by the EU, in the form of the 
European Commission. 

What is less clear is why the ECB is involved in programme design and monitoring. The ECB 
is not lending money to the Irish government as part of the programme, as such loans 
would be illegal. Instead, the Eurosystem is lending money to Irish banks. The terms and 
conditions for such loans must fit within the Eurosystem’s common monetary policy 
guidelines. In general, the current Eurosystem monetary policy allows banks to borrow as 
much as they wish in refinancing operations provided they have sufficient eligible collateral. 
In practice, it appears that the ECB is using its risk control measures to determine which 
banks it is willing to lend to and how much it is willing to lend. Still, it is unclear that the 
why the ECB’s risk control framework should extend to involving them in designing and 
monitoring a package of fiscal measures rather than assessing each bank on its own merits. 

As an indication of how various lines have been blurred due to the ECB’s involvement in 
programme design and monitoring, consider the following quote from Klaus Masuch, former 
head of the European Central Bank mission to Ireland, as spoken to the BBC:10 

People in Ireland were not aware of the enormous support that they get from the 
Eurosystem. This is a privilege, of course. The partners in the Eurozone also expect 
that every partner – every government in the Eurozone – is doing its own homework. 
This means keeping public finances stable and, of course, keeping the banking sector 
stable. 

10  See: http://www.thejournal.ie/the-bbc-bailout-documentary-some-choice-quotes-126048-Apr2011/. 

http://www.thejournal.ie/the-bbc-bailout-documentary-some-choice-quotes-126048-Apr2011/


It is hard to imagine a representative of the Federal Reserve (FED) telling the citizens of 
Texas they should realise that it is a privilege that their banks can borrow from the FED so 
one might ask why ECB officials believe there is a good reason to lecture Irish citizens in 
this manner. Moreover, the enormous support that was referred to in this quote was largely 
channelled towards seeing that non-Irish bondholders and depositors were able to pull their 
money out of Irish banks. In linking the performance of the public finances with the 
privilege of “receiving support” from the Eurosystem, these kinds of statements suggest a 
role for the ECB in monitoring the fiscal policies of Member States that I do not believe 
exists in the European treaties. 

The ECB’s approach to senior bank bonds has also lead to confusion in Ireland and 
elsewhere about the conditionality associated with the EU-IMF programme. The programme 
makes no reference to the requirement that private unguaranteed bondholders be repaid. 
Indeed, such a clause would be unprecedented in an IMF programme document. However, 
the involvement of the ECB in the Troika monitoring of the programme alongside its 
insistence that these bonds be repaid has meant that most Irish citizens believe that 
repayment of unguaranteed bonds is a condition of the programme. This perception has 
undermined the popularity and legitimacy of the programme. 

2.4.2. Systemic Risk Precedents 
A question arises as to the grounds on which the ECB made the decision that Ireland should 
pay out on all senior bonds, even for banks that were seriously insolvent.  

One can point to Article 3.3 of the ECB statue which says that “the ESCB shall contribute to 
the smooth conduct of policies pursued by the competent authorities relating to the 
prudential supervision of credit institutions and the stability of the financial system”. 
However, it is unclear what the “competent authorities” were in relation to this decision. 
The Central Bank of Ireland has a mandate for maintaining financial stability in Ireland but 
it appears that their approach to this issue mirrored that of the government and the IMF. A 
stronger argument was that the ECB was acting in the interests in EU-wide financial 
stability, in the belief that haircuts for senior bank bonds could have caused a wider 
collapse in European bank funding markets (something which happened anyway in 2011) 
even if it was perhaps unclear who the relevant competent authorities would be in this 
case. 

Whether there were legal grounds for this decision or not, I believe the ECB made the 
wrong call on this issue. The ECB’s approach of pinning all bank losses on sovereigns has 
greatly increased the systemic nature of European debt crisis. The past year has seen a 
continued pattern of weakening economies affecting bank balance sheets, with this risk 
being transferred onto sovereigns and the increased sovereign risk creating further 
uncertainty which further weakens economies. The Irish EU-IMF programme can perhaps 
be seen as the point where this vicious circle intensified. 



3. GREECE, ITALY AND SPAIN 
I have chosen to focus on the Irish financial assistance programme because I have a 
greater familiarity with this programme relative to events elsewhere. However, I do briefly 
want to point out that I believe that some of the patterns that have occurred in Ireland that 
raise questions about the role of the ECB have been repeated elsewhere. 

I noted above that the ECB’s concern about its own balance sheet has played an important 
role in its attempts to reduce its exposure to Irish banks as quickly as possible. This issue 
has also played an important role in the ECB’s dealings with Greece and Spain: 

• ECB concern about its own balance sheet meant they were unwilling to accept a 
write-down on sovereign bonds they had purchased in secondary markets as part of 
the Securities Markets Programme (SMP). By demanding a senior status relative to 
other creditors that did not exist in law, the ECB has contributed to the de facto 
subordination of privately-owned sovereign debt in other countries where SMP 
purchases have been made, which has raised sovereign yields in these countries and 
contributed to a worsening of the crisis. 

• Concerns about its own balance sheet appear to have arisen again in the case of the 
Spanish government’s recent plans to recapitalise Bankia via directly placed 
government bonds (a la promissory notes) rather than cash raised from the 
markets. The ECB appear to have been unwilling to allow the Banco de España to 
take on the risk associated with such bonds. This effectively triggered Spain’s 
request for ESM funds to recapitalise its banking sector. 

These are two examples of where the ECB’s consistent focus on its own balance sheet has 
raised the systemic risk associated with the current crisis. Given that the Eurosystem has 
combined capital and revaluation reserves of over EUR 500 billion, one could question 
whether these decisions represent a failure to prioritise the needs of the European public 
over the sensitivities of ECB officials about their willingness to risk someday having to 
request an unpopular recapitalisation.  

The ECB’s dealings with Greece also reflected two other issues that featured in Ireland: 

• Liquidity Supply Threats: While the ECB has been willing to supply enormous 
amounts of liquidity to the European banking system over the past few years, they 
have also been willing to use the threat of the denial of liquidity as a bargaining 
chip. As in Ireland, the various threats to remove Greek banks as eligible 
counterparties or to remove Greek debt from its eligible collateral list contributed to 
undermining confidence in the stability of the banking system. 

• Debt Denial: At no point in the ECB’s approach to Ireland has it conceded that the 
burden of sovereign debt may be too high or that actions may need to be taken to 
alleviate that burden. The ECB’s record in Greece indicates that this may simply be 
an indication that they are out of touch with reality. From the first moment that it 
became clear that Greece’s public debt problem may be unsustainable to the final 
moment in July when an official restructuring deal for Greek debt was agreed, 
Trichet and other ECB officials remained adamantly opposed to the idea that any 
sovereign debt restructuring was desirable or conceivable. As late as the July 2011 
Governing Council press conference, right before the first agreement to restructure 
Greek debt, Trichet was repeating his mantra “our message is “no credit event, no 



selective default – no default!” It is as simple as that!” 11 The message may have 
been simple. Unfortunately, the issue at hand was not.  

Finally, I’ve noted the ECB’s involvement in encouraging Irish politicians to apply for a 
bailout. While this has caused some resentment in Ireland, these actions were limited when 
compared with the ECB’s interference in Italian politics. It is widely agreed that the ECB’s 
interactions with the Italian government in relation to its willingness to use the SMP to 
purchase Italian bonds in late 2011 lead to the downfall of Prime Minister Berlusconi and 
his replacement with the unelected Mario Monti. It is hard to imagine the founders of EMU, 
with their grand visions of an independent ECB floating above politics, imagining the 
institution playing such a key role in high stakes political intrigue. 

11  See transcript http://www.ecb.int/press/pressconf/2011/html/is110707.en.html. 

http://www.ecb.int/press/pressconf/2011/html/is110707.en.html


4. CONCLUSIONS 
There can be little doubt at this point that Europe requires a new economic policy 
architecture if the euro is to survive. Indeed, the ongoing governmental policy dialogue 
increasingly accepts this point. A full review of the ECB’s relationship with countries 
undergoing sovereign and bank crisis needs to be part of this process.  

The ECB’s involvement in Ireland - in particular its policy in relation to senior bank debt - 
has raised serious questions about whether it has over-stretched to act beyond its 
mandate. The ECB is not providing official assistance to the Irish government and its 
involvement in monitoring the programme has confused the public about the nature of the 
programme’s conditionality and contributed to undermining its legitimacy. I recommend 
that future financial assistance programmes should not feature the ECB as a member of a 
Troika tasked with monitoring the programme. 

While these comments may read as critical of the ECB, I want to acknowledge that the ECB 
has been placed in a number of very difficult positions by the crisis. So, for example, in the 
absence of a consistent EU policy on bank resolution, the ECB has effectively stepped in 
and constructed a policy that it was perhaps not designed to implement. In addition, the 
stop-start nature of the ECB’s Securities Markets Programme and the controversies 
associated with these programmes partly reflect the failure of euro area politicians to put in 
place significant long-term structural solutions to the debt crisis that are consistent with the 
ECB’s legal mandate. One can only hope that Europe will clarify its policies in relation to 
bank resolution and systemic risk - and the role of the ECB in relation to these policies - 
before it is too late. 
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Abstract 
The ECB plays an important role in the financial assistance programmes. The ECB 
as well as the Commission are players in the EU policy system, whereas the IMF is 
external to the policy system of the countries it intervenes in. Anecdotal evidence 
suggests that the ECB has taken strong stances on the speed of fiscal 
consolidation and on banking policies while its role in structural policies and in the 
definition of the financing needs was more limited. A potential conflict between 
the mandate and its role as part of the Troika could arise in the area of monetary 
policy, liquidity policy and its status as creditor. In this paper, we look at a 
number of episodes in the Greek programme trying to understand to what extent 
these conflicts of interests have actually materialised and if they outweigh the 
benefits of the ECB's involvement in the Programme. 
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EXECUTIVE SUMMARY 
The European Central Bank (ECB) has played an important role in the granting of financial 
assistance to the so-called programme countries, both in the negotiation and in the review 
phase. The traditional framework within which the IMF provided conditional assistance to 
non-euro area countries saw the central bank as part of the negotiation, but on the 
receiving country’s side. In the euro area programme countries, the ECB had the opposite 
role due to its participation in the Troika. The reason for this participation is not clearly 
spelled out. The ECB indeed is neither a provider of financial assistance nor a potential 
provider (as the European Commission). 


The ECB participation in the design and negotiation of conditional assistance has 
advantages. Having an institution in charge of monetary stability and with a strong role in 
the preservation of financial stability participating in the country-specific programmes is a 
way to ensure that programmes will pay due attention to the preservation of these 
important euro area wide public goods. That being said, conflicts of interest may arise due 
to the role of the ECB in the Programmes in the areas of monetary policy, collateral and 
liquidity policy and the creditor status resulting from the ECB's non standard measures (the 
Securities Market Programme). In this paper, we look at a number of episodes in the Greek 
programme trying to understand to what extent these conflicts of interests have actually 
materialised and if they outweigh the benefits of the ECB's involvement in the Programme. 
We conclude that in several instances the ECB has found itself pursuing conflicting aims 
and facing difficult trade-offs in the area mentioned above. None of these conflicts of aims 
was related to the specific role of the ECB in the negotiating Troika, rather they had to do 
with the policy role of the ECB and the way it managed a particularly acute situation and its 
own exposure to it. Nevertheless they were sufficiently significant to suggest great caution 
and lead to set as a major objective to protect the ECB from additional risks of the same 
type.  
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1. INTRODUCTION 
The European Central Bank (ECB) has played an important role in the granting of financial 
assistance to the so-called programme countries. Together with the Commission and the 
IMF, the ECB is part of the Troika negotiating conditional assistance programmes and 
reviewing the progress made by the countries supported. 


The ECB has been an important player even before it was decided to give the first economic 
assistance programme to Greece. The European Council of 11 February 2010 called on the 
Commission to monitor implementation of reform measures in liaison with the ECB and 
drawing on the expertise of the IMF. A joint EC/IMF/ECB mission visited Athens from 
21 April to 3 May 2010 following a request for international financial assistance from 
Greece. On 2 May the mission concluded a staff level agreement for a joint euro area / IMF 
financing package of EUR 110 billion and supporting economic policies. On the same day 
the Eurogroup agreed to activate stability support to Greece via bilateral loans centrally 
pooled by the European Commission. On 9 May the IMF executive board approved a 
Stand-By Arrangement.1 After the first Greek programme, the ECB has participated in 
financial assistance programmes given to Portugal and Ireland and will also play an 
important role in the case of ESM support to Spanish bank resolution. 


The reason why the ECB was requested to participate in the Troika was never spelled out 
explicitly by European authorities. There is no straightforward rationale for this 
involvement. When the IMF provides conditional assistance to a country, including in non-
euro area countries such as in Central and Eastern Europe recently, the central bank is 
generally part in the negotiation, but on the receiving country’s side. The ECB is neither a 
provider of financial assistance nor a potential provider (as the European Commission). It 
also has a much more limited remit than the scope of the conditional assistance 
programme. 


We can see two potential reasons why the ECB was involved in the initial Greek 
negotiation. First, that the European Council had trust in the institution and wanted it to be 
part in the European negotiation team alongside the European Commission. Second that 
the European Council wanted to give the central bank the possibility to participate in the 
policy discussions because it was fearful of possible recommendations from the IMF that 
would have challenged ECB policies. 


Two important questions are what role the ECB played de facto in the design of the 
financial assistance programmes and what role did it play in the review missions. 
Answering these two questions in a comprehensive way would require access to privileged 
insider information. In fact, The ECB does not publish its own independent assessment of 
the economic and political situation in the programme countries, the progress with the 
implementation of the programme, nor its assessment of the programme itself. Answering 
these two questions therefore has to rely on anecdotal evidence. 


The Memorandum of Understanding (MoU) is drafted by the European Commission and 
given to the ECB for comments. The IMF, in turn, drafts the Memorandum of Economic and 
Financial Policy (MEFP). The MoU and the MEFP are made consistent in a number of 
meetings. By giving comments on the MoU and by sending a sizeable team of economists 
on the missions, the ECB plays a significant role in the actual shaping of the programmes 
and in the reviews of progress.  


                                                 
1  See European Commission (2010), The Economic Adjustment Programme for Greece, 26 May 2010, Occasional 


Paper. 
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Anecdotal evidence obtained by the authors of this study suggests that the ECBs role in the 
missions on Greece but also Ireland and Portugal was mostly focused on the 
financial/banking side as well as on the fiscal side. In the actual computation of the 
financing needs of a country, the ECB does not appear to play a significant role. This is 
mostly done by the European Commission and the IMF. On fiscal policy, the ECB usually 
adopted a rather strict line urging for more rapid consolidation than the IMF and the 
European Commission. For example in the case of Ireland, the ECB had insisted on the 
reaching of a 3% deficit already in 2013 while the other institutions leaned more towards 
achieving the goal in 2014. In the case of Greece, it also insisted strongly against debt 
restructuring and especially any form of involuntary restructuring of private claims on the 
Greek state. As regards the banking/financial component of the programmes, the ECB 
typically urged for larger financial packages for banks so as to strengthen the capital base 
of banks. Also the ECB urged for larger funds to protect depositors of banks. In the design 
of the precise structural reforms that are part of the programmes, the ECB played only a 
supporting role to the European Commission probably due to the fact that the Commission 
has greater and more detailed expertise in this area. 


This anecdotal evidence gives rise to a number of questions as regards the role of the ECB, 
the potential conflicts of interest with its mandate and its own interests. The next section 
discusses those on the basis of principle arguments. Section 3 then turns to a discussion of 
a number of key episodes in Greece. The final section provides some tentative 
policy conclusions. 
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2. POTENTIAL CONFLICTS OF INTEREST 
To assess the potential conflicts of interest that may arise from the ECB’s involvement in 
financial assistance programmes, we start by describing the model in a standard financial 
assistance programme given by the IMF. Conditional assistance by the IMF is based on 
simple principles. Lending is intended 


“…to give confidence to members by making the general resources of the Fund temporarily 
available to them under adequate safeguards, thus providing them with opportunity to 
correct maladjustments in their balance of payments without resorting to measures 
destructive of national or international prosperity." (Art. 1 of Articles of Agreement). 


“Conditionality helps countries solve balance of payments problems without resorting to 
[such] measures. At the same time, the measures are meant to safeguard IMF resources 
by ensuring that the country’s balance of payments will be strong enough to permit it to 
repay the loan” (IMF Factsheet). 


The IMF model is therefore rather straightforward: the IMF acts as an independent principal 
that requests a country to implement policies that are conducive to  


(a)  correcting the imbalances that led it to request assistance and 


(b) ensuring that the country will be able to repay the IMF, without resorting to 
measures that are harmful to itself or to its partners. 


This is a well-defined role that on the face of it is free of any conflict of interest. It is 
important to note that the IMF does not have other objectives than those stated above and 
that it is not part of the policy system of the countries it provides assistance to.  


In the EU the situation is different. To start with, the motivation for assistance is more 
specific. To quote from the ESM treaty, the purpose is 


“(…) to mobilise funding and provide stability support under strict conditionality, 
appropriate to the financial assistance instrument chosen, to the benefit of ESM Members 
which are experiencing, or are threatened by, severe financing problems, if indispensable 
to safeguard the financial stability of the euro area as a whole and of its Member States”. 


Whereas in practice assistance has been granted in parallel to IMF assistance, in principle it 
also serves the purpose of preserving euro area stability. 


Second, the EU is a policy system, which has set itself many goals and is equipped with 
rules and procedures. This necessarily concurs to shaping policy conditionality. The very 
fact that ESM assistance is reserved to countries that have ratified the Treaty on Stability, 
Coordination and Governance (TSCG) is telling in this respect. Policy conditionality is bound 
to reflect the explicit or implicit hierarchy of EU aims and rules.  


Third, the ECB as well as the Commission are players in the EU policy system, whereas the 
IMF is external to the policy system of the countries it intervenes in. Together with the 
existence of aims and procedures, this creates the potential for conflicts of interest between 
the policy initiatives a “trusted adviser” would recommend to a government and the policies 
that are either recommended by EU institutions on the basis of rules and procedures or 
carried out by EU policy institutions. The former applies to the Commission and both apply 
to the ECB.  


The question to be investigated is whether the twin role of the ECB – as an actor of the 
European policy system and as the joint provider of advice to a government within the 
framework of a conditional programme – is creating conflicts of interest that are meaningful 
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enough to outweigh the potential advantages of ECB participation in the design and the 
negotiation of conditional assistance.  


To start with, ECB participation in the design and negotiation of conditional assistance has 
major advantages. Having an institution in charge of monetary stability and with a strong 
role in the preservation of financial stability participating in the country-specific 
programmes is a way to ensure that programmes will pay due attention to the preservation 
of these important euro area-wide public goods. 


That being said, conflicts of interest may arise. A first potential one relates to the central 
banks’ prime mandate, monetary policy. The ECB’s mandate is to secure price stability in 
the euro area as a whole and it has been very careful not to suggest that individual country 
performances matter over and above their impact on the average. This means that the 
inflation performance of small countries like Greece, Portugal and Ireland is essentially 
immaterial with respect to the fulfilment of the ECB price stability mandate. Yet, by being 
closely involved in the missions and programme design for countries within the euro area, 
the ECB becomes a player in policies outside of monetary policy and starts to have different 
interests. The pursuit of such interests could lead to a conflict with its core mandate. For 
example, it may be conceivable that the ECB decided to deviate from the price stability 
objective in order to help improve budgetary sustainability in a given programme country 
or even to conceal mistakes made in the assessment of the fiscal sustainability of that 
country. In a way the ECB could conceivably be trapped in a fiscal dominance game 
because of its own involvement in the assessment of the fiscal situation in particular 
countries. Such arguments may become more relevant if financial assistance were to be 
given to a larger country that has sufficient economic weight to change aggregate euro 
area numbers meaningfully. 


In turn, the clear mandate of the ECB may also lead it to have an institutional bias to give 
recommendations that are sensible from the point of view of price stability but may be in 
conflict with a successful programme. For example, the price stability focus and the fear 
that fiscal unsustainability in a particular country may result in pressures on the central 
bank to soften its monetary stance may lead the ECB to overemphasise ex ante the need 
for fiscal consolidation and put less emphasis than appropriate on the need for 
structural reform.  


A second potentially important area of conflict of interest is in the ECB’s liquidity policy. The 
ECB as any other central bank is a provider of liquidity to banks. In crisis times, the ECB 
becomes the lender of last resort to banks under significant stress. Banks in programme 
countries are typically under heavy stress and need to rely on ECB liquidity for their 
operations and in some cases also for their survival. In a normal financial assistance 
programme with the IMF, the IMF would include the liquidity management of the central 
bank in its programme and advise the central bank to provide liquidity to solvent but illiquid 
banks and to assist in the restructuring process of insolvent banks. In the euro area case, 
the ECB is influencing the policies of the Commission and the IMF on the design 
of the programme. 


Ex ante, it is in the interest of the ECB to minimise liquidity operations that constitute a risk 
to its own balance sheet. The ECB may therefore have an institutional bias towards 
classifying banking problems as solvency problems that have to be addressed through 
budgetary support or the bailing-in of private shareholders and creditors. It may therefore 
advocate larger EFSF/IMF funding for banks than a neutral adviser would call for and it may 
be overly restrictive in its definition of acceptable collateral compared to a central bank that 
is itself subject to the conditionality of a programme.  
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Ex post however, the ECB may have a vested interest in the success of a programme it has 
been negotiating and it may therefore be providing liquidity on softer terms than normally. 


Third, by buying government bonds in the framework of the Securities Market Programme, 
the ECB has become a creditor of the countries receiving financial assistance. This may 
influence the position it takes in the negotiations on fiscal consolidation and “private sector 
involvement” in debt restructuring. Ex ante, fear of such outcome may lead the ECB to be 
tougher on fiscal consolidation than warranted on broader economic grounds. Again, this 
turns the ECB into an interested party in discussions on the treatment of excessive public 
debt cases.2 


Overall, we identify three areas where a potential conflict of interest could arise: 
i) monetary policy; ii) liquidity policy and iii) the creditor status of the ECB. In the first and 
the last case, we find that it may lead the central bank to be more hawkish than justified 
on fiscal matters. In the second we find that it may be more favourable than justified to 
providing multilateral funding for bank support, either in the form of loans to the 
government or through direct recapitalisation (Table 1). 


Table 1: Potential conflicts of interest for the ECB 


ECB role Ex ante (programme 
negotiation) 


Ex post (programme 
implementation) 


Monetary policy Too tough on fiscal 
consolidation Too soft on inflation  


Liquidity policy Too tough on bank solvency Too soft on liquidity 
provision 


Creditor (SMP) Too tough on fiscal 
consolidation 


Too soft on inflation, too 
timid on restructuring 


 


On the other hand, it is again clear that the participation of the ECB in the programmes and 
the missions itself may also bring significant advantages. In particular, the ECB is one of 
the most important policy institutions for the successful solving of problems. This is a 
justification for it being present. At the same time, it would be odd to consider that the ECB 
should sit “on the other side of the table” in discussions on a particular country. After all, it 
is not the euro area as a whole that is requesting financial assistance but rather individual 
Member States – although if financial assistance was to be given to Italy and Spain, this 
argument would be weakened. 


The existence of potential conflicts of interest does not imply that these conflicts have 
actually materialised. The next step in the analysis is to discuss a number of episodes in 
the Greek programme. 


                                                 
2  This conflict of interest was a major argument against turning the IMF into an international bankruptcy court 


for sovereign as proposed by the Fund in the early 2000s. See for example Gianvitti et al. (2010).  
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3. ASSESSMENT OF KEY EPISODES IN GREECE 


3.1. The ECB Collateral Policy 
One field in which the ECB was at risk of incurring conflict of interest is its collateral policy. 
Altering the eligibility requirements for the assets that banks can pledge determines on the 
one hand, banks’ access to liquidity and on the other hand, the risk accumulated on the 
Banks’ balance sheet. The developments of the Greek crisis pushed the ECB to deviate from 
its course on collateral policy quite significantly. 


On the 15 of October 2008, in the context of a number of extraordinary measures taken to 
address the most acute phase of the global financial crisis and enhance the provision of 
liquidity in the Eurosystem, the ECB relaxed its collateral framework. The list of assets was 
expanded and the credit rating of accepted assets was lowered from A- to BBB- with a 
haircut of 5% introduced on assets rated BBB-. This measure was temporary and supposed 
to be reverted in 2010. The scope of the move was to give some respite to the stressed 
financial system, allowing financial institutions to pledge at the ECB those assets for which 
there was not a market anymore. At that time, troubled assets did not include bonds and 
most importantly, government bonds of euro area countries.  


Regardless from the fact that Greece had already been downgraded to BBB+ (below the 
pre-crisis lowest grade for eligibility), the ECB in early 2010 was still excluding to delay the 
return to the normal collateral policy. 


In the following months, however, pressured by the developments of the Greek crisis, the 
ECB apparently changed policy course. During a hearing before the European Parliament on 
the 25 March 2010, Jean-Claude Trichet pre-announced that the ECB would not revert to 
the normal collateral rules as expected. Details followed suit in the monthly press 
conference on the 8 April 2010: the Governing Council had decided to keep the minimum 
credit threshold for marketable and non-marketable assets at investment-grade level 
(i.e. BBB-/Baa3) beyond the end of 2010. In addition, the Governing Council had also 
decided to apply, starting in January 2011, a schedule of graduated valuation haircuts to 
the assets rated in the BBB+ to BBB- range (or equivalent), which until that moment were 
applied a uniform haircut of 5%. 


The decision was welcomed with mixed reactions by commentators. Some claimed that it 
showed the ECB’s contribution to the solution of the crisis and that it could be regarded as 
a message to the EU that Greece deserved support;3 others claimed it amounted to a 
reputation loss for Trichet and the Bank4 and that it was inconsistent with the stance firmly 
defended by the ECB only a few months earlier. 


The ECB made clear at several occasions that the decision was not formally addressed to a 
single country. However, it did not take long for this to change. On the 27 of April, 
Standard & Poor’s downgraded Greece to junk status, pushing the countries out of even the 
relaxed collateral framework. As a consequence, the ECB decided to suspend completely 
the application of the minimum credit rating threshold in the collateral eligibility 
requirements for debt instruments issued or guaranteed by the Greek government.5 


Behind this change of course there is a question of consistency. The ECB had itself been a 
strong advocate of the Greek adjustment programme, it had been part of the negotiations 
and it had been requested to make a judgement as a fully independent institution on the 
                                                 
3  http://www.reuters.com/article/2010/03/25/ecb-collateral-idUSLDE62O0P120100325. 
4  http://online.wsj.com/article/SB10001424052748703409804575143852594019696.html. 
5  http://www.ecb.int/press/pr/date/2010/html/pr100503.en.html. 



http://www.reuters.com/article/2010/03/25/ecb-collateral-idUSLDE62O0P120100325

http://online.wsj.com/article/SB10001424052748703409804575143852594019696.html

http://www.ecb.int/press/pr/date/2010/html/pr100503.en.html
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quality of the programme, to which it had given its endorsement. Moreover, the ECB had 
been asked by the Heads of State and Government to make an independent judgement on 
whether or not it was appropriate to activate the bilateral loans for Greece. And, based on 
its information about the state of the recovery programme of Greece, the Governing 
Council concluded that there was a case for activating the bilateral loans. Based on these 
elements, the ECB considered itself to be “sufficiently aware of the recovery programme of 
Greece and determined to approve this recovery programme” and that it “had to be 
consistent with this judgement as regards the eligibility of the Greek government bonds”.6 


Overall, the ECB certainly adapted its liquidity management significantly during the course 
of the crisis and potentially also in relation to events in Greece. However, we do not have 
clear evidence that this has been done as a result of the ECB having been a partner in the 
Troika. 


3.2. The Securities Markets Programme and the Private Sector 
Involvement 


On the 10 May 2010,7 following an escalation in market tension, the Governing Council 
decided to activate what commentators called the “nuclear option”: an extraordinary 
programme to conduct interventions in the public and private securities markets 
(the Securities Markets Programme – SMP). 


The possibility for the ECB to buy government bonds had been an issue of contentious 
discussions in the previous months, but the ECB had never given any signal that it could go 
in this direction. In a later hearing before the European Parliament a few days after the 
decision to start the SMP, the ECB President explained that the decision had been taken 
because of the “risk that the normal functioning of markets and the first link in the 
transmission mechanism of monetary policy between the central bank and credit 
institutions could become impaired. This would have meant that the ability of banks, which 
are the primary source of financing in the euro area, to provide credit to the real economy 
could have been seriously harmed.” 


The purchases of government bonds were sterilised in order to comply with the ECB 
mandate of price stability. The Bank repeatedly stressed that the intervention had been 
decided taking into account the commitments made by euro area governments on 
Friday 7 May 2010, to “take all measures needed to meet [their] fiscal targets this year and 
the years ahead in line with excessive deficit procedures” and of the “precise additional 
commitments taken by some euro area governments to accelerate fiscal consolidation and 
ensure the sustainability of their public finances”. 


Regardless of efforts to stress that the SMP was in line with the provisions of the Treaty, 
and that the decision had been taken in complete independence, some commentators 
argued that the measure was “borderline” with monetisation, posing threats to the ECB’s 
independence and credibility.8 An indeed, there is a question whether the SMP programme 
raises a conflict of interest with monetary policy. However, as the SMP purchases are fully 
sterilised, there is limited reason to believe that there is a conflict of interest with 
monetary policy.  


                                                 
6  http://www.ecb.int/press/pressconf/2010/html/is100506.en.html. 
7  http://www.ecb.int/press/pr/date/2010/html/pr100510.en.html. 
8  Der Spiegel reported in particular that German bankers feared a “French intrigue” behind the move of Trichet, 


which would have allowed French banks to off-load their significant holdings of Greek bonds while German 
bank were under pressure not to do that until 2013. More authoritatively, Axel Weber criticised this move 
publicly on several occasion http://www.spiegel.de/international/germany/row-over-ecb-handling-of-euro-
crisis-the-lonely-fight-of-monetary-dogmatist-axel-weber-a-733052.html. 



http://www.ecb.int/press/pressconf/2010/html/is100506.en.html

http://www.ecb.int/press/pr/date/2010/html/pr100510.en.html

http://www.spiegel.de/international/germany/row-over-ecb-handling-of-euro-crisis-the-lonely-fight-of-monetary-dogmatist-axel-weber-a-733052.html

http://www.spiegel.de/international/germany/row-over-ecb-handling-of-euro-crisis-the-lonely-fight-of-monetary-dogmatist-axel-weber-a-733052.html
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In addition, the SMP holdings became a matter of concern when European Heads of State 
and Government started to consider seriously the restructuring of Greek debt 
(Private Sector Involvement). The position of the ECB on the issue of restructuring was 
clearly negative since the very beginning of the crisis. Back in 2010, when the Van Rompuy 
task force was discussing reforms of the EMU economic governance, the ECB was explicitly 
against the German idea of introducing a mechanism for restructuring. Lorenzo Bini-Smaghi 
was the most outspoken about the inopportunity of Private Sector Involvement (PSI), 
which he opposed fiercely in many occasions. There rationale for this opposition seems to 
be more a concern about the effect that PSI would have had on financial stability in the 
euro area rather than on the ECB’s own balance sheet. 


“If debt restructuring is made too easy, or too orderly” – Bini-Smaghi said – “market 
participants may consider it the easy way out for countries and might be tempted to take 
speculative positions from which they would profit in case of default. In other words, a 
restructuring mechanism, if too simple, could lead to moral hazard. Furthermore, the very 
nature of the markets would mean contagion spreading immediately to the other countries, 
as participants would start guessing which other country might need to undergo 
restructuring”.9 


Overall, the ECB has very clearly argued that the position on the restructuring is not related 
to its own balance sheet but was determined by concerns about financial stability. 
Nevertheless, it is difficult based on available evidence to refute claims by commentators 
that balance sheet arguments may also have played a role. 


3.3. The renegotiation of Greek debt and the Private Sector 
Involvement 


At the occasion of the Eurogroup meeting of 21 February 2012, an agreement was reached 
about the Private Sector Involvement (PSI). In the run up to this decision, the issue of how 
to deal with the Greek government bonds that the ECB had bought under the SMP became 
a focus of attention. 


Commentators tended to present the situation as one in which the Central Bank was 
increasingly pressured to participate, both from official partners (IMF) and by private 
creditors, represented by the Institute of International Finance (IIF). In reality, neither the 
IMF nor the IIF called explicitly for the involvement of the ECB in restructuring.  


The official position of the Fund, in particular, has been very cautious.10 The IMF 
acknowledged that a reduction in Greek debt was needed to ensure sustainability and 
stated clearly that official sector support might have been needed to reach the target, had 
the renegotiation on debt held by private sector been insufficient. However, the Fund did 
not express a view on the relative contribution of private and official sector support nor on 
the form of the official sector involvement. In line with this, the IMF never asked the ECB to 
play specifically a role.11 


                                                 
9  Bini Smaghi restated his position a few months later in an even more forceful way stressing also that “at times 


markets have perverse incentives. In particular, large investors who have bought insurance against sovereign 
default, often without holding the underlying asset, stand to benefit greatly from the default and lobby in 
favour of it. They tend to encourage naïve governments to believe that debt restructuring can be done in an 
“orderly way”, distracting them from implementing the appropriate policy adjustment”. 


10  http://www.imf.org/external/np/tr/2012/tr012612.htm. 
11  The Eurogroup chairman Juncker was instead reported to consider openly with journalist the involvement of 


the ECB “The ECB must look, within the framework of its independence, what sort of contribution it can make 
to the debt reduction of Greece”. “I hope it will find something http://www.bloomberg.com/news/2012-02-
09/ecb-should-contribute-to-greek-debt-reduction-luxembourg-s-juncker-says.html. 



http://www.imf.org/external/np/tr/2012/tr012612.htm

http://www.bloomberg.com/news/2012-02-09/ecb-should-contribute-to-greek-debt-reduction-luxembourg-s-juncker-says.html

http://www.bloomberg.com/news/2012-02-09/ecb-should-contribute-to-greek-debt-reduction-luxembourg-s-juncker-says.html
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The ECB contribution to the renegotiation of Greek debt was also constrained strictly by the 
prohibition of monetary financing, which ruled out ex ante a number of options. The ECB 
was therefore clear on the fact that the negotiations on debt exchange were taking place 
between the Greek government and its private creditors, and that the ECB was not 
part of it. 


Eventually, on the 17 February 2012, the ECB exchanged its holding of Greek bonds bought 
under the SMP for new Greek bonds identical to those held but with new serial number, so 
that the Greek government could exclude them from the restructuring. The ECB therefore 
realised a profit on the bonds it had bought at lower value. These profits were disbursed to 
national central banks (NCBs) and NCBs in turn disbursed them to euro area Member 
States in line with the NCBs’ statutory profit distribution rules. The Eurogroup agreed that: 
“certain government revenues that emanate from the SMP profits disbursed by NCBs may 
be allocated by Member States to further improving the sustainability of Greece's public 
debt”. The decision of whether to give the money back to Greece or not was therefore left 
formally to the Member States concerned, with no automaticity, thus respecting the 
prohibition of monetary financing. 


Nevertheless, during the PSI debate the ECB found itself in an uncomfortable position. 
Holding about EUR 50/55 billion of Greek government bonds, the Bank was de facto an 
official creditor of Greece but its creditor status was of a completely different nature 
compared to that of the other official lenders. The purchases of Greek government bonds 
were justified as a way to restore monetary policy transmission in the euro area, so the 
credit was an indirect effect of the conduct of the ECB’s monetary policy, and not of its 
involvement in the Greek programme. In contrast, credits given by the EU and the IMF 
were given in a framework of formal conditionality and assistance. The ECB also argued 
that it could not participate in the deal as preserving the integrity of its balance sheet was 
crucial to ensure that price stability for the whole euro area could be conducted in complete 
independence. 


Overall, it is again difficult to refute claims that being a creditor to Greece may have 
shaped the ECB policy relative to the PSI. 
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4. CONCLUSIONS 
We started our analysis with the observation that ECB participation in the Troika 
negotiating and implementing conditional assistance to euro area countries in trouble 
created potential conflicts of interest for the central bank. Specifically we observed that 
ECB involvement in assistance to specific countries could lead it to err ex post on the soft 
side, in order to increase the chances of successful programme implementation. 
Conversely, it could lead it to err ex ante on the hard side on some aspects of programme 
design in order to minimise the risk of being inclined to be soft ex post. 


Largely because of the lack of available written material, we have not been able to 
investigate comprehensively whether or not these conflicts have materialised. We have 
limited ourselves to investigating some aspects of the Greek programme and even in this 
case, we have not been able to conduct systematic interviews within the time frame 
available for this note. What follows should therefore be interpreted as preliminary findings. 


At the stage of our research, we have not found compelling evidence of conflicts of interest 
between the policy role of the ECB and its participation in the Greek programme. We have 
found however that in several instances the ECB has found itself pursuing conflicting aims 
and facing difficult trade-offs. This was the case when it redefined its collateral policy in 
2010; in early discussions on debt restructuring in 2010-2011; and in 2011-2012 
negotiations on the contours of the restructuring. 


None of these conflicts of aims was related to the specific role of the ECB in the negotiating 
Troika, rather they had to do with the policy role of the ECB and the way it managed a 
particularly acute situation and its own exposure to it. Nevertheless they were sufficiently 
significant to suggest great caution and lead to set as a major objective to protect the ECB 
from additional risks of the same type. 


In this context the pros and cons of direct ECB participation in the negotiation and the 
implementation of conditional financial assistance are worth a critical re-examination.  


Looking forward, two important debates are likely to further shape the role of the ECB in 
financial assistance. 


• First, with the creation of a new financial assistance institution, the ESM, the 
composition of the mission teams may change. In fact, the ESM respectively its 
precursor the EFSF, are already in a process of building up staff that could – if 
desired – participate in the formulation of programmes and in the missions. This will 
raise the question of whether the ECB should continue fulfilling the same role in 
programme design and implementation. 


• Second, the discussion on the creation of a banking union is advancing.12 A banking 
union consists of regulation, supervision, deposit insurance and resolution authority. 
Some of these functions may first be deployed in programme countries and may 
involve the creation of new European authorities. These new authorities, some of 
which may emanate from the ECB, will likely be involved in the debate and the 
shaping of financial assistance programmes. This would suggest that the ECB’s role 
should be also examined in the light of its likely future responsibilities. 


                                                 
12  Pisani-Ferry et al (2012) discuss central elements of a banking union and the transition towards such a 


banking union in detail. 
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