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QUESTIONS TO EXPERTS AND SUMMARY OF PAPERS 
The following summary presents the topic of the briefing papers followed by brief points on 
the main answers of the experts to the questions asked. Only selected main points are 
mentioned here. For a complete argumentation, please refer to the subsequent papers. 
 
The crisis has created considerable concerns about the state of public finances of virtually 
all Member States, as expensive measures have had to be taken to counter the downturn 
with detrimental impacts on public finances all over the EU. With 20 EU Member States 
(and 13 out of 16 Member States of the euro area) being subject to an excessive deficit 
procedure (EDP), the credibility of its implementation is at stake. ECB President Trichet in 
the December 2009 Monetary Dialogue said that "many euro area governments are faced 
with high and sharply rising fiscal imbalances, which are not sustainable over the longer 
term. This could weaken public confidence in the sustainability of public finances, with 
adverse effects on market sentiment, leading to less favourable medium- and long term 
interest rates. Unsustainable fiscal positions may also complicate the task of our monetary 
policy to maintain price stability."  
 
Experts agreed that current debt levels by some Member States were unsustainable and 
should be brought down through greater fiscal discipline. According to the experts, any 
such adjustment will necessarily be a medium-term effort given the deficit sizes. Sylvester 
Eijffinger points out that even over the medium-term Spain, Ireland and Greece need to 
exert substantial efforts. Charles Wyplosz argues that given the fact the recession was a 
"one-in-several-generations event", repayment should be spread over the longer term.  
 
Experts were also asked whether the "asymmetry" of public finances in the euro area could 
be a reason for concern. Since mid-2008, spreads for the Greek and Irish government 
bonds (compared to Germany) rose excessively. However, as the then Commissioner for 
Economic and Financial Affairs Almunia stated in January 2009, “the increase in spreads, if 
it is under control, can have positive effects such as market discipline”. The authors were 
asked for their view on the current institutional set-up and in how it could be improved. 
 
Eijffinger and Guillermo de la Dehesa point out that the hoped for conversion of euro zone 
economies has not occurred and that this poses serious challenges for economic 
governance. All authors held largely negative views both on the workings of the Stability 
and Growth Pact and the EDP. Wyplosz in particular was also markedly critical of the view 
that financial markets could impose discipline. As he points out, the empirical evidence for 
any relationship between the size of budget deficits and interest rate demanded is tenuous 
at best and usually holds only ex post during crises. Thus markets have ex ante little 
disciplining effect. Additionally, in terms of economic governance, Ansgar Belke argues that 
the ECB does not need fiscal backing despite its increased exposure to private sector 
default risk. 
 
Finally, the crisis has evoked discussion what the answer to a national bankruptcy in the 
euro area would be. Although the "no bail-out" principle laid down in Article 125 TFEU 
envisages that no Member State shall be liable for public debt of other Member States, 
Article 122 TFEU allows for financial assistance under certain conditions for Member States 
in difficulties.  
 
Experts were discordant on the implications of a Greek default. One the one side, de la 
Dehesa argued that a Greek default would bring with it a significant risk of contagion, while 
Wyplosz for example sees no such risk. Daniel Gros considers it currently inopportune to 
allow Greece to default in a disorderly fashion but points out that an orderly default 
procedure, once in place, could be invaluable in installing more fiscal discipline.   
 
The authors proposed a number of short-term remedies in light of the Greek crisis and 
several medium-term structural reforms.   
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Ansgar Belke - The ECB does not need "fiscal back-up" as its balance sheet risks 
are small compared to both the Fed and BoE 
 
This Brief argues that fiscal backing is not necessary for the ECB for three reasons. Firstly, 
the ECB balance sheet risk is small compared to the FED and BoE as it neither increased its 
quasi-fiscal operations as much as the Fed or the BoE nor did it engage to a very large 
extent in outright bond purchases during the financial crisis. Secondly, the ECB's specific 
accounting principles of repo operations provide for more clarity and earlier recognition of 
losses. Thirdly, the ECB can draw on substantial reserves of the euro area national banks. 
 
Guillermo de la Dehesa - Default should be avoided if necessary by an IMF 
intervention; an EMF and a single Eurobond issuer would be helpful going forward 
 
Given the Greek crisis and the shortcomings of the Stability and Growth Pact as a fiscal 
governance regime, the Guillermo de la Dehesa discusses four possible policy options: 
Firstly, there is the possibility of letting Greece default which the author rejects as too risky 
in the face of potential contagion effects. Secondly, the IMF alone or jointly with the euro 
zone could intervene; to the author this is the preferred short-term option in the absence of 
other functional regimes. Thirdly, the author is generally positive on the creation of an EMF 
but considers it too difficult and too slow to be implemented in time to deal with Greece. 
Lastly, de la Dehesa advocates the creation of a single issuer of Eurobonds as 
complementary to the other measures.      
 
Daniel Gros - The time is ripe for an EMF allowing for orderly bankruptcy 
procedures, providing more credibility and increasing systemic stability 
 
Faced with the spectre of sovereign default, this briefing argues for the creation of an EMF 
as framework that would allow the euro zone to deal with the failure of one of its members. 
The two key advantages of the EMF, according to the authors, are that its financing 
mechanism should give clear incentives for fiscal prudence and that it could provide for an 
orderly sovereign bankruptcy procedure. Both these features could help to alleviate the 
moral hazard problem that is insufficiently addressed by the current set-up, leading 
markets and the Greek government to assume that they can count on a bailout.  
 
Sylvester C.W. Eijffinger - Europe needs a very short-term financing facility and a 
reform of the Stability and Growth Pact 
 
Sylvester Eijffinger argues for the creation of a very short-term financing facility, similar to 
the Basel-Nyborg accord for the European Exchange Rate Mechanism, coupled with strict 
conditions on fiscal consolidation thereby giving the European Council of Finance Ministers 
de facto responsibility of imposing structural reforms on Greece. In addition to the 
advantage of increasing the credibility of promises structural reform, the author argues, 
such a procedure would be significantly faster than conventional legislation and could 
further European integration.      
 
Charles Wyplosz - Public debts should be brought down, Greece could be allowed 
to default and the Stability and Growth Pact needs to reformed  
 
Charles Wyplosz makes three main arguments: Firstly, the debt build-up is historical by its 
size and its occurrence. Public debts should absolutely be reduced but the effort should be 
spread over a longer time frame. Secondly, financial markets are over-reacting as they 
focus on a few countries, and this over-reaction may force governments to default. Bailing 
them out would be legally wrong, economically unjustified and politically dangerous. 
Default by Greece is said to be unlikely to have significantly disruptive effects for other 
euro zone members. Lastly, the debt crisis confirms that the Stability and Growth Pact has 
failed. The solution is not to make the Pact stricter and more intrusive but to require that 
every Euro area member has in place proper budgetary institutions. 
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1) HOW MUCH FISCAL BACKING MUST THE ECB HAVE? THE 
EURO AREA IS NOT THE PHILIPPINES 

 
by Ansgar Belke 

DIW Berlin and University of Duisburg-Essen 
 
 
 
 
 

Abstract 
 
The ECB has accepted increasing amounts of rubbish collateral since the 
crisis started leading to exposure to serious private sector credit risk (i.e. 
default risk) on its collateralised lending and reverse operations ("repo"). 
This has led some commentators to argue that the ECB needs "fiscal 
back-up" to cover any potential losses to be able to continue pursuing 
price stability. This Brief argues that fiscal backing is not necessary for 
the ECB for three reasons. Firstly, the ECB balance sheet risk is small 
compared to the FED and BoE as it neither increased its quasi-fiscal 
operations as much as the Fed or the BoE nor did it engage to a very 
large extent in outright bond purchases during the financial crisis. 
Secondly, the ECB's specific accounting principles of repo operations 
provide for more clarity and earlier recognition of losses. Thirdly, the 
ECB can draw on substantial reserves of the euro area national banks. 
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“Of the ultimate solvency of the Bank of England, or of the eventual safety of its vast 
capital, even at the worst periods of its history, there has not been the least doubt” 

Walter Bagehot, “Lombard Street”, 14th ed., 1873, page 208. 
 

INTRODUCTION 
Given inter alia the starkly increased balance sheets of the European Central Bank (ECB) in 
the light of its crisis operations, this contribution investigates whether there is a clear need 
to think more about the fiscal "back-up" of the ECB, even if this was just for the theoretical 
case? 
 
Recent institutional arrangements in the United Kingdom which ensure that the Treasury 
underwrites the risk attending emergency lending - such as has been the case with 
Northern Rock in September 2007 – are said to provide even greater assurance of the Bank 
of England’s financial position. Anyway, until the recent crisis emerged, the Fed and the 
BoE have made profits uninterruptedly since decades. However, more recently concerns 
have been raised about (potential) financial difficulties being experienced by advanced 
country central banks - and in central banks in important emerging financial markets.1 
 
While a vast amount of literature has emphasized the dangers of fiscal dominance 
influencing the conduct of monetary policy, the idea that an independent central bank could 
be constrained in achieving its policy objectives by its own balance sheet situation is a 
relatively novel idea. If one accepts this potential constraint as a valid concern, the financial 
strength of the central bank as a stand-alone and independent entity becomes highly 
relevant for ascertaining monetary policy credibility. Hence, it is necessary to assess the 
corporate financial structure of the central bank as a single and separated entity, especially 
when one is evaluating the monetary policy credibility of an independent central bank, i.e. 
a central bank which in a strict sense is neither constrained to pay specific dividends to 
government nor the recipient of automatic treasury coverage of losses (Stella and 
Lönnberg, 2008). 
 
In fact, we are currently not only far away from a fiscal “back-up” of the ECB but, in more 
general terms, also from anything like a narrow notion of a ‘fiscal euro area’, in the same 
way as we dispose neither of a fiscal EU in a broader sense nor even a European Economic 
Government (Buiter, 2009c). Willem Buiter, for instance, has repeatedly called this 
shortage a fiscal vacuum since there is no single fiscal authority, facility, or arrangement 
that has the potential to recapitalise the ECB/Eurosystem as a whole in cases when the 
Eurosystem suffers from capital losses that call into question its capacity to conduct its 
monetary policies in strict accordance with its mandates to secure price stability and 
financial stability (Buiter, 2009a,b,c). This issue has only become pressing due to the 
financial crisis in which the exposure of the ECB/Eurosystem to private credit risk through 
its exposure to repos and other collateralised lending has increased significantly. Actually, 
has the global financial crisis thus silently broken at least a few barriers to the ECB’s 
restrictions on the use of monetary policy? 

 

                                          
1 An early but insightful source is BusinessWeek (2003). 
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FISCAL “BACK-UP” OF A CENTRAL BANK – THE MAIN 
ARGUMENTS 

To concede that the ECB does not dispose of any fiscal “back-up” is essentially equivalent 
to saying that there is no guarantee, insurance, or indemnity for any private credit risk it 
takes. Proponents of a fiscal “back-up” of the ECB argue that this is both a huge error and 
omission in the design of the ECB and the Eurosystem and threatens to render the ECB 
significantly less able than the Bank of England and the Fed to engage in unconventional 
monetary policy, including quantitative easing and credit easing (see, for instance, Buiter, 
2009b, and Sibert, 2009). 
 
Through repurchase operations, the ECB has increased its holdings of European 
government bonds for an equivalent of approximately 90 billion euros between August 
2008 and July 2009. How to determine which bonds to hold remains uncertain from the 
point of view of the ECB. Above all, the lack of a fiscal “back-up”, i.e. a fiscal authority 
behind the euro area, is said to make it rather difficult for the ECB to cover the potential 
losses from its securities investments. Inevitably, the ECB would then feel inclined to invest 
in the most secure bonds, even though this has the potential to increase the yield 
differential among government bonds in the euro area, thus impairing the objectives of 
monetary and fiscal convergence and making monetary policy more difficult to manage. 
Some propose that the bank could arbitrarily buy bonds issued by governments whose 
economies are diverging (such as Greece and Portugal, sic!), but doing so it would assume 
a political role which would heavily collide with the political independence of the ECB. What 
is more, this kind of implicit bailout would also endanger its strict orientation at the price 
stability mandate due to the moral hazard effects these targeted country-specific bond 
purchases would entail (Bastasin, 2009). 
 
If one agrees in accordance with the Anglo-saxon tradition that the ECB should as the Fed 
and the BoE play a larger macro-prudential financial stability role, one should acknowledge 
that it is difficult for the ECB to fulfil this role before the issue of whether and how the 
Eurosystem is to be recapitalized in the event of capital losses is addressed and somehow 
also resolved. As long as there remains some uncertainty concerning its recapitalization, 
the ECB could not be as aggressive as necessary when implementing non-standard 
measures – in particular the introduction of full allotment at fixed rates when providing 
central bank liquidity in the Eurosystem monetary market operations. Hence, it cannot 
(completely) prevent a shortage of liquidity from becoming a widespread solvency problem 
with adverse effects on financial stability (Papademos, 2009). If the ECB’s policy rate 
approaches zero, the ECB may have to engage in quantitative and qualitative easing: the 
outright purchase of private securities funded by an increase in the monetary base. In the 
absence of any fiscal indemnification for the resulting credit risk, the ECB will be unable to 
address the excessive private-public yield spreads and the rationing of credits which both 
indicate dysfunctional credit markets (Sibert, 2009). 
 
Moreover, the current crisis reminds us once more that a central bank without adequate 
fiscal backing can be also powerless in the pursuit of price stability –in two directions. On 
the one hand, non-standard measures contribute to price stability by supporting the 
provision of credit beyond what could be achieved through the favourable impact of interest 
rate reductions and by ensuring that the easing of financial conditions induced by policy 
rate cuts would be fully transmitted to firms and households at a time when financial 
markets and institutions were under stress (Papademos, 2009). If the ECB risks going 
bankrupt as a dire consequence of conducting these measures there is the risk of 
undersupply of these measures and, thus, of inflation dropping below the ECB target. On 
the other hand, the lack of a fiscal “back-up” might induce a central bank to go for 
seigniorage revenue by means of additional inflation and hence there is a risk of inflation 
higher than target inflation. In this vein, authors like Sims (2003b) have shown that there 
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are clear limits to a government’s and a central bank’s ability to credibly commit to an 
inflation target in the absence of a fiscal anchor. The reason is that, under stress, the 
expectations of the public as to how the central bank will respond to an extreme 
deterioration in its financial position will determine the effectiveness of macroeconomic 
stabilization efforts.2 
 
Hence, in the absence of any foreign assistance, the Treasury and the taxpayer are 
interpreted by some as the ultimate and only guarantor of the solvency of the central bank 
and of its ability to closely track its price stability mandate despite its financial stability 
responsibilities. In the literature, this interconnectedness is sometimes called the 
“integrated central bank and government view”. The proponents of this view, argue that, as 
a matter of urgency, the fiscal authorities of the euro area should agree on a formula for 
dividing the fiscal burden of recapitalising the European Central Bank, should the need ever 
arise (Buiter, 2008). 

(WHY) HAS THE ISSUE OF FISCAL BACKING BECOME 
VIRULENT ALSO FOR THE ECB? 

“Fiscal backing” of the central bank as a necessary condition for the central bank to achieve 
price stability was not at all an issue for the ECB until the current crisis. What is more, the 
endowment of the ECB with equity capital actually appears to be more ample than that of 
the Fed or the BoE, mainly due to huge currency and foreign exchange reserves. However, 
a rather important factor behind the concern regarding central bank finances has been a 
global decline in inflation and consequently declining central bank income from the inflation 
tax. Due to the increasing importance of global liquidity, the capacity of a central bank to 
impose taxes on its regulated financial sector has been reduced. And even more important, 
as the crisis has deepened, the exposure of the ECB/Eurosystem to private credit risk 
through its exposure to repos and other collateralised lending has become a really pressing 
issue (Sibert, 2009). Why is that? 
 
First, the ECB sticks to a rather liberal definition of eligible collateral – “effectively anything 
that does not move (and a few things that do) is eligible as collateral, as long as it 
originates from within the Eurozone, is euro-denominated, and is rated at least BBB-“ 
(Buiter, 2009a). Indeed, the Eurosystem has accepted increasing amounts of rubbish 
collateral since the crisis started, leading to a large exposure to serious private sector credit 
risk (i.e. default risk) on its collateralised lending and reverse operations. For reverse 
transactions and collateralised lending, default risk is the risk that both the borrowing bank 
will default and that the collateral offered by the bank will go into default (Buiter, 2009a). 
What is more, Ewerhart and Tapking (2008) show that a less restrictive collateral policy 
applied by a central bank may well lead to a welfare improvement for market participants. 
Yet, their analysis also suggests that essentially unaffected by any haircut requirement, the 
least liquid and most risky assets will be deposited with the central bank – suggesting an 
intuitive analogy with Gresham’s law for commodity money.3 
 
Second, in many cases the exposure of the central bank to losses stems primarily from its 
role in putting its capital at risk by intervening in a systemic crisis to provide liquidity to 
financial institutions and/or their depositors and other creditors (Stella and Lönnberg, 
2008). Losses frequently arise when, to borrow from Buiter’s terminology, in the midst of a 
banking crisis the central bank with its “short-term deep pockets” provides risk-fraught 
credit and thereafter hopes to be recapitalized by “the treasury, the agency of the state 
with the capacity to tax [with] long-term deep pockets” (Buiter, 2006).  

                                          
2 For empirical correlations of financial stress and policy performance of central banks see Klüh and Stella (2008). 
3 Gresham's law states that any circulating currency consisting of both "good" and "bad" money quickly becomes 
dominated by the "bad" money. However, as a precondition, both variants are required to be accepted at equal 
value under legal tender law. This is because people spending money will hand over the "bad" coins rather than 
the "good" ones, keeping the "good" ones for themselves. 
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This pattern can be observed in a number of countries during the 1980s and subsequently 
also in the more recent data as, for instance, the Dominican Republic or Costa Rica (sic!). 
Unfortunately, obscure accounting treatments (which are the opposite of the ECB’s 
exceptionally clear accounting principles, have often delayed the recognition of losses 
(Stella, 2002)). 
 
And in fact, the Eurosystem has already realised some significant marked-to-market losses 
on loans it made to eligible Eurozone counterparty banks against the ABS collateral. For 
instance, in autumn of 2008, five banks (i.e., Bankhaus AG, the German arm of Lehman 
Brothers, three subsidiaries of Icelandic banks, and Indover NL) defaulted on refinancing 
operations undertaken by the Eurosystem. The amount involved was allegedly over €10 
billion, and over €5 billion of provisions have been made against these impaired assets, 
because the mainly ABS precarious collateral is, under current market conditions, worth 
rather less than €10 billion (Buiter, 2009b). Although the insolvent counterparties had 
submitted eligible collateral in exchange for ECB funding, their collateral, mainly ABS, was 
in the words of a 2009 ECB press release characterized by “... limited liquidity under the 
present exceptional market conditions and some of the [asset-backed securities] need to 
be restructured in order to allow for efficient recovery, ...” (ECB 2009, Sibert, 2009). 
 
A final explanation of the growing attention being paid to central bank finances would be 
that it could simply be considered to be a by-product of the increased attention given to 
central bank independence in general during the last two decades. A particularly prominent 
example of this pattern is the interpretation by the European Union of financial 
independence as one of the key components of central bank independence. The creation of 
the ECB led to considerable thinking about central banking best practice in general and to 
central bank independence in particular (Belke and Potrafke, 2009, Stella and Lönnberg, 
2008). 

Who will finally come up for the losses? 
Any losses registered as a consequence of the above mentioned defaults are, like all losses 
incurred by the Eurosystem in the pursuit of its monetary and liquidity operations, to be 
shared by all 16 national central banks in proportion to their shares in the ECB’s capital. 
But while the Eurosystem as a whole shares any losses incurred by its individual national 
central banks, no fiscal authority stands directly behind the ECB, and, hence, there is no 
mechanism for recapitalizing the Eurosystem as a whole available (Buiter, 2009b). Instead, 
each national fiscal authority stands financially behind its own NCB (Buiter, 2008). The 
Bank of England can turn to HM Treasury and the Fed can turn to the US Treasury, but to 
what body does the ECB turn to for fiscal backing? Is it the 16 euro zone Treasuries or 
ministries of finance? Or the 27 EU Treasuries or ministries of finance that are the 
shareholders of the ECB? Hence, the ECB’s lack of fiscal backing is in any case unusual 
among major central banks (Buiter, 2009a). 
 
Again, also from this perspective, one might feel to arrive at the conclusion that currently 
there appears to be a vacuum behind the ECB and the Eurosystem with respect to losses 
incurred by the Eurosystem in the wake of monetary operations, liquidity interventions and 
credit-easing policies (Buiter, 2009c, and Sibert, 2009). The intriguing fact that there is a 
host of fiscal authorities which would have to coordinate in order to provide some “back-up” 
to the ECB if it develops balance sheet problems suggests that such “back-up” is at least 
more uncertain than in the US (Sims, 2003b). However, the question whether this 
uncertainty is good or bad for the case of the euro area will be tackled in the next sections 
of this contribution. Let us now turn to the question whether central banks can go bankrupt 
like their commercial bank counterparts. Answering this question with “Yes” is a necessary 
condition for a fiscal “back-up” to be beneficial for a central bank. 

6 
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GENERAL CONSIDERATIONS 

Can central banks go bankrupt? 
Admittedly, to investigate whether a central bank can go bankrupt does not belong to 
every-day research in monetary economics. In this context, it is advisable to start with the 
basic insight that is not necessarily the case that a central bank goes bankrupt even if its 
equity capital is completely depleted by its engagement in unorthodox monetary policies.4 
The reason is that there are differences between central banks and commercial banks and a 
static visual inspection of the central bank balance sheet does not convey a complete 
picture. Whereas the Fed is always able to recapitalize itself through the issuance of base 
money if its liabilities are denominated in domestic currency (hence, Iceland is no example 
here) and not index-linked, doing so may not be optimal or even acceptable, even though it 
is feasible.5 The reason is that self-recapitalisation through seigniorage may generate 
undesirably high rates of inflation.6 It should be obvious that the central bank can make 
the nominal present discounted value of current and future seigniorage pretty much 
anything it wishes it to be. For instance, the Fed could buy up the entire outstanding stock 
of privately held US Federal debt today, i.e. it could be able to monetise the public debt 
(see, among others, Buiter, 2008). To illustrate this mechanism more deeply, let us turn to 
a typical US example: let’s say the mortgages continue to deteriorate in price (which is 
highly likely given the nature of our rating system to make them AAA) and then the banks 
are in no shape to take them back. If the Fed is stuck with declining assets it will have a 
capital problem as well. But if the Fed loses capital it will not go bankrupt like a regular 
company: it will just print the money to make up the difference – and this is meant 
literally! 

ays out from bankruptcy 

hension because “it is sitting at the fountain-head of money” which it can create by 
self. 

ve to atone for the incompetence of its central bankers (Buiter, 2009a,b,c, 
ims, 2003b). 

                                         

Seigniorage and inflation tax as straight w
– the inevitable menace of future inflation 
But even the repayment of liabilities in own currency by creating additional amounts of 
money tends to pose difficulties. This is because a central bank creates inflation dangers by 
printing additional money designed to avoid bankruptcy. The inherent problem with this 
solution is that the citizens have finally to pay for the risks originally incurred by the central 
bank. For instance, such losses diminish the profits made by the ECB which is finally 
distributed to the Bundesbank. But there is a much larger and nearly inevitable danger 
connected with it - inflation. The ECB cannot go bankrupt according to common 
compre
it
 
However, if inflation is chosen as the preferred way-out, there is the danger that 
consumers have to pay with increasingly higher goods prices for the incompetence of 
monetary policy. Hence, authors like Buiter presume that in case of a crisis of a central 
bank the related government will increase the equity capital of the latter. Hence, in the 
absence of foreign assistance, the Treasury and the taxpayer should, according to the 
“integrated central bank and government view”, be the ultimate and only guarantor of 
central bank solvency and of its ability to pursue its price stability mandate despite its 
financial stability responsibilities (Buiter, 2008). But beware that in this case, then, the tax 
payer would ha
S

 
4 By the way, there are central banks around in the world which are not endowed with any equity capital. One 
prominent example is often said to be the Bank of Canada. 
5 However, problems arise if a central bank has to settle its liabilities in foreign currency which it cannot create on 
its own. One prominent example is Iceland whose leading commercial banks are indebted mainly in foreign 
currencies. The Central Bank of Iceland cannot support its commercial banks during the current crisis because it 
can merely produce Iceland kronas but no foreign currencies. 
6 See Buiter (2008). In addition, there are limits to the amount of real resources the central bank can appropriate 
by increasing the issuance of nominal base money. Sims (2003b) shows more formally that central bank depends 
on fiscal cooperation and back-up under certain conditions if it is to guarantee a stable price level. 
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 government is allowed to directly recapitalize the Fed by means 
f freshly printed bonds. 

ent recapitalizes the Fed directly with newly printed government bonds 
again and again? 

ptions does the euro area have in view of the perceived 

s depicted in the preceding sections, the euro area has several 
ptions to choose from. 

 in order to avoid 
aterialized losses from huge depreciations of the underlying assets.  

ntly high seigniorage 

l backing for the ECB/Eurosystem as the less probable but 

result of euro area-wide monetary policy, liquidity and 

tal adequacy of the ECB/Eurosystem. This is 
the less suitable but most realistic one. 

l bank even in industrialized countries. Let us elaborate on them in the following 
sections. 

 
Certainly, up to now the Fed possesses the tremendous advantage that its “clients” cannot 
storm the institute in order to withdraw their deposits as would be the case of a bank-run 
with respect to commercial banks. What is more, the Fed disposes of some other 
possibilities which allowed her to get away with red balance-sheet figures already in the 
past. For instance, the US
o
 
If the Fed or the ECB were to experience minor perturbations in the strength of their 
balance sheets, fiat money could cover them either immediately or through the retention of 
future seigniorage. But it is actually dangerous to extrapolate too far from the local 
equilibrium when experience is no guide (Stella and Lönnberg, 2008). What happens, for 
instance, with central bank credibility and independence from the viewpoint of the markets 
if the US governm

Which o
flaws?  
In view of the scenario
o
 
First, it is important to note in this context that the ESCB has already seized one option – 
although this has nothing to do with a systematic fiscal “back-up” - in the framework of its 
open market operations. It has extended the maximum maturity of its fixed-rate credit 
(against eligible collateral) from six months to up to two years
m
 
Second, the ECB/Eurosystem might receive a full, joint-and-several guarantee for the credit 
risk (default risk) involved from the 16 euro area national governments. Without such a 
guarantee, the ECB/Eurosystem can pursue its financial stability objectives only by risking 
its capacity to pursue its price stability mandate. As has been shown in the preceding 
section, this is exactly because in the absence of a fiscal “back-up” a central bank has to 
avoid bankruptcy by going for high inflation to capture sufficie
revenues. Buiter (2009c), for instance, proposes three alternatives: 

(a) a supranational euro area-wide tax and borrowing authority which is preponderantly 
responsible for the fisca
most suitable solution, 

(b) a euro area-wide fund, financed by the 16 euro area governments (proportionally, 
for example, to their relative shares in the ECB’s capital), which the ECB/Eurosystem 
could draw upon (of course subject to qualified majority support in the Eurogroup) if 
it were to suffer losses as a 
credit-easing operations, or 

(c) an ad hoc, hastily agreed upon fiscal burden sharing rule for the 16 euro area 
national governments to restore the capi

 
However, it seems wrong to apply the “perceived flaws” argument to the ECB without any 
qualifications, whereas it might be entirely plausible in the context of developing and 
emerging countries and Iceland with their high foreign dependence and, since the start of 
the financial crisis, also for the Fed and the BoE. Moreover, there might be some more 
general and fundamental arguments speaking against the advantages of a fiscal “back-up” 
of a centra
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ARGUMENTS AGAINST AN EXPLICIT FISCAL „BACK-UP“ OF 
THE ECB 

In order to derive some arguments against an explicit “back-up” of the ECB it makes much 
sense to start from the following question. Does it really make a difference to tax the 
people directly via enhancing money growth and inflation in order to increase revenues 
from seigniorage and the inflation tax or to incur additional government debt in order to 
recapitalize the central bank (or, even worse, to let the government sign any desired 
amounts of pieces of papers and with a stroke of a pen declare them to be government 
bonds)? How effective are both strategies if the public scrutinizes them as being not more 
than accounting tricks? Is this a sustainable way out of the crisis? I would like to argue that 
the obvious answer is “No“. 

The Fed situation as a reference point 
The Fed is still able to masterfully conceal the true state of its balance sheet. Nobody is 
forcing her to carry out due depreciations of the mortgage-backed securities (MBS) held. 
However, this kind of behaviour cannot continue forever: at one point in time, the Fed will 
have to go through its balance sheets and, then, will have to absorb the resulting minus 
amount by actuating the printing press or by exploding US government debt. This might 
exactly be the moment in which the Fed looses control over inflation rates. A so-called 
“black swan” event may occur.  
 
In this context, one should always be aware of the fact that the Federal Reserve note is 
mere paper, i.e. fiat money which cannot be redeemed for anything tangible such as gold 
or other commodity. When people realise that the Federal Reserve note is not even secured 
by US treasuries and or the Fed has real tangible assets, but its balance sheet is littered 
with junk bonds and toxic waste, there will be a run on the Fed, i.e. when Americans and 
foreigners no longer have faith in the Federal Reserve notes as "money" and in the US 
government as a solvent institution.7 
 
Installing a fiscal “back-up” cannot prevent this in the end, as recently expressed forcefully 
by Nouriel Roubini: "The process of socialising the private losses from this crisis has already 
moved many liabilities of the private sector onto the books of the sovereign. At some point 
a sovereign bank may crack, in which case the ability of the government to credibly commit 
to act as a backstop for the financial system - including deposit guarantees - could come 
unglued."8 From this perspective, the US scenario appears to be even worse and less 
sustainable than that of Greece and much worse with respect to its potential impacts on the 
“rest of the world”. But why then transferring the concept of a fiscal “back-up” to the ECB 
at all? Would this be legitimate then? 

The US have actually tackled the problem of melting asset values in its own balance sheet 
in a more pragmatic fashion as any other country. The linchpin is constituted by the 
alliance between the government and the central bank, i.e. among the (seemingly) 
bankruptcy-resistant but liquidity dryout exposed US Treasury and the always liquid but 
bankruptcy-prone Fed. As Roubini (2009) expressed it: “Thus, the U.S. financial system is 
de facto nationalized, as the Federal Reserve has become the lender of first and only resort 
rather than the lender of last resort, and the U.S. Treasury is the spender and guarantor of 
first and only resort.”9 

                                          
7 If a debt rescheduling will become necessary, there will be an advantage for the US: the majority of its creditors 
is located in foreign countries and will have, as in the case of Argentina, to consider themselves satisfied with 
lower quotas. This will be valid above all for the Eurpean claims. 
8 See http://www.globaleconomiccrisis.com/blog/archives/164. 
9 See http://www.forbes.com/2009/03/04/global-recession-insolvent-opinions-columnists-roubini-economy.html. 
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Assessment of the ECB situation 
I would like to argue that the ECB/Eurosystem is not yet hurting for financial substance, 
however (although it is highly impacted by the potentially dramatic US scenario, for 
instance, via global liquidity transmission). For instance, the Eurosystem’s income from 
monetary policy operations was probably around €28.7 billion in 2008. A high degree of 
price stability and large denomination notes (including €500 and €200 notes, while the best 
the US can come up with is a $100 bill) make the euro “the currency of choice for tax 
evaders, tax avoiders, money launderers, and other criminal elements everywhere. This 
makes for massive seigniorage revenue for the ECB and the Eurosystem” (Buiter, 2009b). 

ECB: substantial safety measures 
The decisive question is how many ABS papers are currently deposited as collateral with 
the ECB by the commercial banks and how large the risk is assessed to be. The ECB itself 
refers to several safety measures such as the adjustment of haircuts which are intended to 
keep the ABS risk as small as possible (ECB 2008, Section 6.4). Moreover, the rating 
standards have been tightened for ABS papers which are accepted by the ECB. This is 
meant to hinder the depositing of worthless junk ABS papers with the ECB by the 
commercial banks.  

In September 2008 Jean-Claude Trichet provided details about the new liquidity rules, 
which will come into force in February 2009, to give the banks time to adjust. From the 
onwards, the ECB applied a haircut, or discount, on asset-backed securities (ABS) of 12%, 
in addition to a 5% valuation discount for assets that are not marked-to-market (which is 
the case with most of these assets), making for a cumulative haircut of 16.4%.10  

However, a critical point which deserves closer investigation with respect to the ECB 
balance sheet is whether impairments prevailing with these asset-backed securities are 
much larger than the corresponding haircuts. Moreover, it is well known that bad collateral 
drives out good collateral in lending relationships with the central bank and that such 
replacement is not likely to be stopped by an adjustment of haircuts (Ewerhart and 
Tapking, 2008). In the end, this is equivalent to checking whether some risk of losses has 
been rolled over to the public. Finally, nobody should deceive herself with respect to the 
ABS securities deposited with the ECB: the bank risks which are borne by the government 
and the central bank and, with this, by all citizens via higher future inflation and/or taxes 
are probably so huge that it cannot be excluded that the bill cannot be paid for in the 
emergency case. 
 
Moreover, it is currently very attractive for commercial banks in some economies like the 
US and the UK to off-load their potentially toxic assets still included in their balance sheets 
at the central bank. The liquidity received in return is not used for the extension of credit to 
the private sector but to lower the risk weighted capital adequacy ratio. By this, the banks 
must provide less equity capital as without the generous liquidity provision. In addition, the 
intake of potentially toxic assets as collateral in the central bank balance sheet artificially 
keeps the corresponding asset prices up. To avoid such kind of problematic issues, any exit 
strategy should rather also consider how to deal with the asset side of the ECB’s balance 
sheet. However, a closer look at the ECB statute (Art. 18) on open market and credit 
operations reveals that the above passages referring to toxic papers might be valid, for 
instance, preponderantly with respect to the Fed and the BoE but certainly less so for the 
ECB (European Central Bank, 2008), due to the specific accounting principles of repo 
operations in the euro area and the reserve liabilities of the national euro area central 
banks which are sufficiently endowed with reserves to cope with serious shocks to the 
system. The above mentioned moral hazard appears to be prohibited to a much larger 
extent in the euro area (Belke, 2009). 
 

 
10 For unsecured loans, the ECB started to apply a haircut of 5%, which is a very significant change, since this is 
the largest asset class. 
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Actually, the strategy pursued by the Fed was rather different than that of the ECB. In 
order to improve the liquidity of the system most central banks also put in place non-
conventional interventions, with the specific objective of ensuring sufficient liquidity to the 
interbank market, and de facto substituting commercial banks in that market. Open market 
operations have been reinforced notably by expanding the range of assets accepted as 
collateral, and to include assets whose value was difficult to determine in the market, thus 
transferring some of the bad loans onto the balance sheets of the central banks. 
Furthermore, central banks have increased their exposure, by engaging in longer term 
loans to the banking sector. Hence one of the common features to the reaction of central 
banks such as the Fed and the BoE has been to hugely increase their quasi-fiscal operations 
without entering into formal agreement with the treasuries. However, the ECB has to be 
treated differently in this respect. It primary dealt with the subprime crisis through short 
term refinancing operations, which provided the very short term liquidity that the system 
needed, without nevertheless increasing the long term amount of money. 
 
What is more, there might not even be any significant and obvious need of fiscal backing 
because the ECB did not engage to a very large extent in outright bond purchases, except 
the covered bond purchasing programme with a ceiling of EUR60 billion and - partly by 
definition - highest possible quality standards. This strategy of not engaging in risky bond 
purchases of unspecified duration is down to more than good luck. It is partly due to 
different mandates and partly due to differences in severity of the crisis and the different 
degree of exposure to securitization and bank-dependence in the two zones (Belke, 2009). 
However, we would like to concede that there is a certain problem of the ECB at hand with 
the securities underlying its repos, i.e. a too low haircut. However, this “problem” does not 
appear to take systemic dimensions. 
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GENERAL ARGUMENTS AGAINST FISCALLY “BACKING UP“ 
A CENTRAL BANK 

Some argue that fundamental problems arise when the central bank, voluntarily or under 
political pressure (!), engages in risky financial transactions on behalf of the Treasury, but 
without a full guarantee from the Treasury for the losses it may incur as a result of these 
risky quasi-fiscal actions as is the case of the Fed today but less so in case of the much 
more independent ESCB (Buiter, 2009a). However, at least with respect to the ECB and its 
institutional surroundings one should clearly call into question any necessity to force the 
central bank into overly risky financial operations. In this respect, it is extremely useful to 
carefully separate the recognition of financial losses and the actual causes of the losses and 
to learn from the daunting experiences with Japan (Business Week, 2003). The financial 
status of the Bank of Japan has been the subject of rather intense debate in recent years 
particularly owing to the balance sheet risk it has undertaken as part of its (in the end, 
inefficient) quantitative easing policy associated with prolonged deflation (Stella and 
Lönnberg, 2008). 
 
Since 1997, the central bank's outright purchases - as opposed to repurchase agreements - 
of Japanese government bonds have exploded. To keep the money markets flush with cash, 
the bank has devoured billions in bonds on the secondary market. At that rate, it has 
absorbed a dominant share of all new Japanese government bond issuance in some years. 
On top of that, it has bought billion worth of stocks from commercial banks, which needed 
to sell off their corporate shares to raise cash. And the central bank has been under intense 
pressure from the during those times ruling Liberal Democratic Party and its allies in the 
Finance Ministry to buy more stocks, more corporate bonds, and even real estate. Insiders 
worried more and more about the huge growth in the bank's potential liabilities and argued 
that there should be a limit to the bank's discretionary purchase of such risky assets. The 
reason is not only that these kind of policies proved to be ineffective but also that massive 
central bank bond purchases could set the stage for a bubble that would drive prices 
skyward and make the BoJ more and more dependent from the government standing ready 
to bail out the BoJ in case of emergency (for a vivid analysis of the issues see, for instance, 
Business Week, 2003, and various other sources). 
 
Hence: whether central banks should be forced into overly risky financial operations is 
another matter and indeed there are good reasons for central banks to avoid this and other 
“quasi-fiscal” activities. Given that government financial responsibility for such operations is 
often slow to be assumed, outright prohibition of them may be the best course of action to 
preserve independence (MacKenzie and Stella, 1996, Stella and Lönnberg, 2008). 
 
I would like to argue that there are additional arguments which tend to speak against a 
systematic fiscal backing up of a central bank. Among them are the following: 

1. Risks consist of the conditions that could be imposed on the central bank in the 
event of an injection of capital by the state (fiscal backing) turning out or, at least, 
perceived to be necessary. Admittedly, in case of a missing fiscal backing, central 
banks might feel forced to change policies in order to reduce losses in some cases. 
But a fiscal “back-up” could also undermine the ability of the central bank to conduct 
its monetary policy.11 That is because one cannot rule out the possibility that the 
capital injection would come with special conditions attached constraining the 
central bank’s activities.  

 
11 Goodfriend (1994), for instance, has noted that Congress does have the power to reduce Fed surplus and that 
“If carried far enough, stripping the Fed of its liquid assets would obviously interfere with its ability to conduct 
monetary and credit policy. Equally important, however, it would undermine the Fed’s financial independence by 
denying it enough interest income to finance its operations without having to ask Congress for appropriations or 
resorting to inflationary money creation.” 
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Nor is it possible to exclude the possibility that the central bank’s financial 
weakness, even if it is a direct consequence of its central bank mandate, could be 
exploited by the principal with the aim of replacing an awkward bank management 
by not discharging it from liability. As the political business cycle literature shows, 
this could be well the case with a leftist government and hard-nosed central bankers 
and the other way round (Ernhagen, Vesterlund and Viotti, 2002, and Belke and 
Potrafke 2009).12 

To summarize, from the viewpoint of an independent central bank the point is that 
the actions necessary to avoid its own financial default circumscribe the strength of 
the policy outcome the central bank can orchestrate - even if we are supposing it 
has no financial commitment to its shareholder(s) and no domestic currency liquidity 
constraint (Ize, 2005). Thus the interesting focus of analysis is not whether the 
central bank can avoid technical insolvency but whether the central bank can meet 
its policy commitments given its financial situation (Stella, 1997). 

2. In a number of countries in which the central bank is endowed with a certain kind of 
fiscal “back-up” it can safely be said that the central bank is both the manager and 
obligor of the sovereign’s domestic debt. In those cases the conflict of interest that 
is usually present between the government and central bank - raising interest rates 
to influence inflation leads to higher sovereign debt service cost (at least in the 
short run) – is not solved at all but is just moved to another level and is now 
observed within a single institution (Stella and Lönnberg, 2008). That said, a bailout 
of a central bank via a fiscal “back-up” could forever undercut a central bank's 
independence. 

3. The fact that operations of fiscal “back-up” usually take place in the context of 
government fiscal distress suggests why it is particularly innocent to assume that 
government will “stand behind” the central bank in a timely way to ensure that 
policy commitments are met. The power to tax, often cited as the ultimate 
guarantor of the currency, is unlikely to be employed precisely during those extreme 
circumstances when the central bank would require backing for its operations. 
Indeed, it is precisely during those circumstances that the inflation tax is seen as an 
efficient tool and price stability a dispensable luxury. Experiences worldwide suggest 
that Buiter’s treasury’s “deep long pockets” may be quite deep and in the end - or at 
least during a very material time frame - potentially empty (Stella and Lönnberg, 
2008). 

4. There is the danger that any fiscal “back-up” in a strict sense might represent not 
more than a mean but artful thimblerigger trick. In principle, the US Government is 
able to recapitalise the Fed by means of newly printed government bonds again and 
again, i.e. the government signs any desired additional amounts of pieces of papers 
and declares them with a stroke of a pen to represent government bonds (which by 
itself has a damaging effect for the reputation of the already circulating US bonds). 
This case is illustrated in Figure 1 below. Suppose that the value of the equity 
capital of a certain central bank has diminished to (only) 10. Letting the value of the 
envisaged “back-up” amount to be 20, it becomes immediately clear that the value 
of the monetary base on the RHS of the balance sheet must automatically increase 
by 20 as well – independent on how valuable the additional claims on the 
government are de facto and how credible their value is to market agents.  

However, how valuable the additional claims on the government are de facto and 
how credible their value is to market agents has a decisive bearing on whether we 
are legitimized to equate the increase of the monetary base with an increase in truly 
debitable equity capital.  

                                          
12 However, a counter-argument could run as follows: if a central bank can rely on such back-up, it will need to 
invoke it only very rarely, so its effective degree of independence may be still quite great. For this line of 
reasoning see, for instance, Sims (2003a,b). 
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The lack of credibility of such kind of solution is immediately visible to everyone in 
the markets, a fact which will almost surely feedback to the sustainability of the 
fiscal “back-up” solution. From a theoretical perspective Sims (2003a) notes that in 
general equilibrium models— “..uniqueness and stability of the price level depends 
on beliefs of the public about how the system would react in the face of extreme 
circumstances like very high inflation, severe financial instability, or deflations in 
which the zero lower bound on nominal interest rates is approached.” As already 
stated above: under conditions of stress, the expectations of the public as to how 
the central bank will respond to an extreme deterioration in its financial position will 
decisively impact on the effectiveness of macroeconomic stabilization efforts. 

Figure 1 

Assets Balance sheet of the central bank Liabilities 
Assets 100 Sight deposits 90 
   
Claims on government +20 Equity capital +10 

+20 
 120  120 

 
Even worse: the root of long-standing problems of central bank refinancing has been the 
provision of too much credit to ailing banking systems. Fiscal backing of central banks 
certainly will not diminish this tendency, on the contrary, it cannot be excluded that fiscal 
backing leads to a vicious circle depicted further above when we analyse the Fed situation 
as a reference point. One should not follow the Fed in this respect and should not provide a 
fiscal “back-up” of the ECB. This is valid also with an eye on the structural breaks in the 
relation between the Fiscal government and the central bank in Germany in the years 1923 
and 1948. The latter were based on and in the end were also caused by a debt and inflation 
dynamics which has mainly been driven by the incentive system inherent in the political 
process as a reaction to the demands of influential interest groups. The only possible 
counter-measure would be the changeover of the monetary order from a fiat to a 
commodity-based currency. 
 
Taking this as a background, a particularly cynical view is that the treasury always controls 
central bank finances, whatever the law or practice might suggest. Hence, the “integrated 
public finance” view is valid always and everywhere. In this vein, Buiter (2006) argues that 
although a central bank may be able to resist, for a certain time, any attempts by the 
treasury to appropriate its assets, “ultimately, a determined treasury will be able to 
overcome such obstacles, be they conventions, laws or constitutional arrangements, 
provided there is popular political support for such depredations.” While I do not exclude 
this statement to be valid in the very long run, I do certainly agree to a lesser extent with 
his notion that in realistic scenarios such as today’s euro area where there is political 
support for central bank independence, laws, institutional arrangements and central bank 
financial strength are irrelevant for credibility and policy outcomes across a meaningful 
time horizon. In the long term, of course, all laws, arrangements and constitutions are able 
to be modified (Stella and Lönnberg, 2008). Where shall we go from here? 
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CONCLUSIONS 
In reality, many countries have found themselves in “extreme circumstances” and their 
experience suggests that the current ECB situation is not at all representative of the issues 
facing a number of developing or emerging market central banks and, nowadays, also the 
Fed and the BoE on a daily basis (Stella and Lönnberg, 2008). Hence, we would like to 
argue that it does not seem to be true-to-fact and would represent an exaggeration if one 
makes a systemic case out of some problems of adequate haircuts underlying repo 
operations and takes it as an argument in favor of a fiscal backing of the ECB. 
 
In other regions of the world, however, central bank financial problems have turned out to 
be quite prominent for decades, in particular, those difficult situations where central bank 
financial structures have been weakened by quasi-fiscal operations. In these astonishingly 
widespread cases, central banks have proven to be unable to meet their most basic 
functions (among others, the supply of banknotes) due to financial distress. They have 
changed policy in order to reduce losses and, in at least one case, i.e. the Philippines, have 
even been forced into liquidation. But the Philippine Central Bank is not the ECB – not least 
due to the specific accounting principles of repo operations in the euro area and the reserve 
liabilities of the euro area national central banks (Stella and Lönnberg, 2008). 
 
Proponents like Greenspan, Lindsey, Goodhart and Buiter, among others, strongly advise to 
have a fiscal “back-up” of a central bank by the government. Of course, this represents 
quite an unequivocal and strong form of the integrated central bank and government view. 
Both currency and deposits at the central bank—the entire monetary base—are considered 
to be the direct liability of the government. However I would like to argue that, at least for 
the euro area, this is neither a valid assumption nor a good recommendation. Interestingly 
enough, such a distinction between monetary regimes - there are those where the state 
explicitly or implicitly stands behind the central bank and those where it does not - is the 
essential starting point for the formal analysis of the fiscal “back-up” issue in Sims (2003a). 
Seen on the whole, thus, instead of striving for a fiscal backing of the ECB, political actors 
in the euro area should instead and under all circumstances continue to avoid such an 
"anything goes" monetary policy under which the central bank could seek to relieve the 
debt burden of banks and corporations by adding more stocks, corporate bonds, and real 
estate to its portfolio. The main idea of this policy would be not only to stop potential 
deflation but generate inflationary expectations that would give companies pricing power 
and give an incentive to consumers to start spending again. But exactly this is far from 
happening, because market agents do not find this booking trick overall credible. What is 
more, experiences worldwide suggest that Buiter’s treasury’s “deep long pockets” may be 
quite deep and in the end - or at least during a very significant time frame - potentially 
empty (Stella and Lönnberg, 2008). If an "anything goes" monetary policy is further on 
avoided in the euro area, a fiscal “back-up” of the ECB will not be needed, even if this was 
just for the theoretical case. 
 
Watch out, ECB: a central bank's credibility is one asset that's irreplaceable! 
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Abstract 
 
This briefing starts by analysing the reasons why the individual members 
of the euro area (EA) cannot not yet be considered to jointly constitute 
an "optimal currency area", such as low labour market mobility, 
divergences in competitiveness, fiscal position and inflation, etc. 
Thereafter, the paper discusses the current short-comings of the 
Stability and Growth Pact (SGP) as an economic governance mechanism 
in light of the Greek crisis. Lastly, the paper discusses 4 possible policy 
options: 
1. Letting Greece default; 
2. IMF intervention or joint IMF EA intervention; 
3. Creation of an "EMF"; and 
4. Creation of a single issuer of Eurobonds. 
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After ten years of monetary integration, the recent large recession is proving to be the 
most important challenge to EMU and the Euro Area (EA) in its short history. All of the 
tensions that the EA is suffering now are not new, they were warned by many economists 
many years ago as shown by de la Dehesa and Krugman (1992):  
 
First, the lack of a supranational or federal-like system and the need for fiscal federalism, 
shown by the MacDougall Report (1977) and Sachs and Sala i Martin (1992) or more 
recently by Padoa-Schioppa (2004). Second, that the EA was not an optimal currency area 
(OCA) shown by Mckinnon (1963) and Kenen (1969); that the size of the EU budget was 
too small, as shown by Krugman (1993), Eichengreen (1993) and Bayoumi and 
Eichengreen (1994) and that labour mobility was too low pointed by Sachs and Sala i 
Martin (1993). Third, that the Stability and Growth Pact (SPG) as a substitute for the lack 
of EU automatic stabilizers was showing many weaknesses and was too pro-cyclical 
(Wyplosz, 2002) and fourth, that the ECB no bail-out clause was going to create problems 
in asymmetric recessions (Masson and Taylor, 1993).      
           
It is well known that the EA is not yet an optimal currency area according to the 
requirements set by Nobel Prize Robert Mundell (1961). His requirements included: high 
labour mobility and lack of physical and cultural barriers within the monetary union, high 
capital mobility and financial integration, high price and wage flexibility and above all, a 
large federal or union budget capable of making generous transfers to member states 
which suffer asymmetric or idiosyncratic shocks. United States was considered to be a 
benchmark fulfilling most, if not all, these requirements.  
 
By contrast, in the EU and in the EA, labour mobility is very low, due to high language and 
cultural barriers among its member states, financial and banking integration is also low, 
prices and wages tend to be sticky and the EU budget is only 1.1 per cent of the EU GDP, 
versus 25 per cent in the US (de la Dehesa and Krugman, 1992). Labour mobility has 
increased with the recent wave of immigration from third countries but those who move 
freely within Schengen members states unfortunately are mainly irregular immigrants, 
given that legal immigrants have to work for 4 years in a member state to be able to move 
to another one. 
 
Now, the EA faces two important challenges after suffering the hardest recession in its 
short history (as well as the EU in its long history) which is showing more than ever its 
suboptimal character:  
 
On the one side, today most member states of the EA are being subject to an excessive 
deficit procedure (EDP) for being much above the 3 per cent of GDP and nearly all of them 
have a public debt to GDP ratio above 60 per cent set as maxima by the SGP. Those 
member states with the weaker tax revenue base and tax collection systems and with the 
higher relative government expenditure are suffering high and rising spreads in their debt 
issuance versus the German Bund which acts as the benchmark. Therefore, financial 
markets are now forced to apply to those member states the necessary discipline that the 
SGP procedures have not been able to impose before. The SPG started to lose credibility 
when some years ago Germany and France managed to interrupt the rules of the excessive 
deficit procedure and bought themselves some time (Verdun, 2010). 
 
On the other side, relative competitiveness divergence among EA member states has 
reached a historical record. One the one side, member states with the higher relative 
inflation rates and collective bargaining systems based on inflation (instead of on 
productivity), have lost competitiveness. On the other side, large exporter member states 
have reduced their cost of labour by reducing social security contributions by employers 
and by raising VAT, that is, have been engaging in “beggar my neighbour” policies within 
the EA, that is, by making their exports cheaper and their imports more expensive within 
the EA.  
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Thus, member states which have lost competitiveness relative to the best to performers are 
now forced to make an internal real devaluation, by forcing their prices, margins and wages 
to grow below the EA average for some years and forcing their productivity to grow above 
the EA average for several years, in order to regain their previous levels of 
competitiveness, which is also very hard to implement from a political point of view. Both 
problems are interlinked, the larger the competitiveness loss the harder to achieve the 
fiscal requirement levels imposed by the SGP and vice-versa. 
 
Therefore, as it is happening right now, if the SGP is not applied effectively enough to avoid 
reaching these asymmetrical public finance tensions within the EA, if competitiveness is not 
enhanced by some member states and if there is no central budget capable of helping 
those member states with serious fiscal problems in the hard process of reducing their 
budget deficits and debt levels, then the EA and the euro could be at stake, which could 
undermine 52 years of successful EU economic and monetary integration.  
 
The present EA governance set-up to address these serious problems is the following:  
First, there is in the EU Treaty a no bail-out clause (article 103) which stipulates explicitly 
that neither the Community nor any member state is liable for or can assume the 
commitments of any other member state. Second, the EU Commission has neither the 
expertise nor the funds to help Greece and less so other member states which could also 
need them, as shown by Pisani-Ferry and Sapir (2010). Third, the ECB could help 
temporarily with liquidity provision but even if it did, which is very doubtful, it cannot 
impose any conditionality unless it decides to disqualify Greek public debt for its monetary 
policy operations, which is also very doubtful, and definitely, it cannot try to bail-out 
Greece because it is forbidden by the no bail-out clause of article 103 of the Treaty. Several 
members of the ECB Governing Council have confirmed, on February 2010, that the ECB 
will not help Greece because of the existence of the no bail-out clause. Nevertheless, as 
Schwartzer (2009) has shown, it is one thing to implement a bail-out and another very 
different thing to provide temporary financial assistance.   
 
As the EA and EU member states keep opposing any increase of the EU budget, national 
treasuries are now the only ones capable to help Greece directly, under strong 
conditionality, and capable to later help other member states which could have solvency 
problems as well. But national taxpayers oppose such help because they say that they are 
now forced to paying for the profligate conduct of other member states which have been 
living beyond their means and eventually producing a serious problem of moral hazard for 
the rest of the EA. (For instance, 70 per cent of German voters were opposed to use 
taxpayer funds to bail-out countries in financial difficulties such as Ireland or Greece). 
Financial markets are aware of the inability of the EU and the EA to deal with and solve this 
situation and thus are requiring a larger risk premium from the debt issuance of the 
members states affected, which makes it for them even more difficult to achieve their fiscal 
consolidation programs required by the SGP. 
 
Is there any way to improve the present situation? There are several options some can be 
executed in the short term and others in the medium to long term as shown by Schwartzer 
and Dullien (2010): 
 
1) A non starter option is just to let Greece to default as some economists have proposed 
on the basis that there is a no bail-out clause in the Treaty and that a bail-out would 
increase even more the moral hazard already built in the construction of the EA as pointed 
by Feldstein (2010 and Issing, (2010)). But letting Greece default would put produce a 
large contagion effect on other member states and finally put the EA and the euro at 
serious risks and give a very bad reputation to European integration in general and to the 
EA in particular. Moreover, this option would not solve the competitiveness problem of 
Greece if it stays in the EA and if it leaves the depreciation of its currency will be huge, 
producing very serious social and political upheaval.      
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2) The easier and clearer option is to allow the IMF to perform its duties and help Greece or 
any other EA member state which may suffer solvency problems through a program with 
due conditionality. The IMF has the mandate, the knowledge, the experience and the 
resources to do it, even more so after the G20 decision in 2009 approving a large increase 
of resources and DEG issuance for the IMF to lend up to an additional 750 billion US dollars. 
As a matter of fact, the IMF has helped several EU member states like Poland and Hungary 
in 2009 and is now helping Latvia. This option has two sub-options. The first one is that 
Greece decides to call the IMF for help without agreeing it with the EA member states. This 
option would be a big mistake. The second one is that the IMF and the authorities of the EU 
and the EA decide that the IMF should also be involved in the rescue and conditionality of 
Greece working together and adding resources to the EA package. 
 
Unfortunately, there seems to be some unwarranted rejection by the EA and the Eurogroup 
of any IMF involvement in Greece or any other EA member state, when previously the IMF 
was involved in helping both the UK and Italy in 1977, Spain in 1978, and Portugal in 1983 
and now, the economic situation of some members states is similar to the one experienced 
three decades ago. 
 
Nevertheless, the fact that the IMF experts have been allowed to get involved in checking 
Greece economic statistics and its real fiscal situation in order to evaluate the size of its 
necessary fiscal retrenchment maybe a good sign in terms of the probability of it getting 
involved eventually together with the EU and some member states of the EA in an IMF 
program. The IMF then could work together with those EA member states willing to 
participate and most probably with the European Investment Bank (EIB), in solving the 
problem posed by Greece which would be the most efficient way to do it and also it would 
add experience in case any other EA member state would later suffer from the same level 
of fiscal unbalance.  
 
A joint rescue package by the EA and the IMF is much better option than an EA bilateral 
conditional package. On its own with such a problematic package, the EA runs the risk of 
failure given that it has not enough experience and independent resources to accomplish a 
successful outcome. Also, it would be very difficult for the Member States offering financial 
resources to convince their voters and taxpayers to do so unless they impose extremely 
hard conditions which they would demand Greece to accept. Therefore a joint effort EA-IMF 
would be the best available option in the short term, until the EU and EA finally decide to 
create a more sophisticated and reliable system of funding and conditionality for future 
cases that solves the moral hazard issue within the EA and improves the stringent 
application of the SGP.    
 
 
3) Another option which should be part of this second stage for finding a definitive solution 
is that proposed by Gros and Mayer (2010) as a present alternative to the IMF or the joint 
EA-IMF option by calling for the immediate creation of an IMF by the EU, called Euro(pean) 
Monetary Fund (EMF).  They think that the IMF can do very little if the country in question 
just does not live up to its promises, except withhold further funding and moreover, calling 
the IMF would destroy any prospect of a common EA representation in the IMF and in the 
international institutions in general and, as the IMF is dominated by the US it could be 
more lenient with some countries like Greece, because it hosts important US bases being a 
member of NATO and available evidence shows that no country with US bases has ever 
been let down (Hale, 2010). They propose as well the creation of an EU orderly resolution 
scheme to deal with sovereign default of any member state similar to the one being 
designed for large financial and complex institutions.      
 

21 



Policy Implications of Increased Debt Issuance and Rising Deficits- Topic 2 - Monetary Dialogue March 2010 
_________________________________________________________________________ 

 
 
The EMF should be funded eventually by those EA countries which might constitute in the 
future a burden on the other member states given the existence of a principle of solidarity 
among them and the necessity for EA member countries to avoid creating difficulties on to 
other member states. Therefore they propose that, annually, 1 per cent of the stock of 
excess public debt above the 60 per cent of GDP (maximum limit established by the SPG) 
would be contributed to the EMF by every member state with debt in excess and the same 
annual 1 per cent of the excess public deficit (above the 3 per cent of GDP set by the SPG) 
should also be used to fund the EMF.  
 
This system of punishing excessive debt and deficit member countries would give clear 
incentives for member states to keep their fiscal house in order at all times. Gros and 
Mayer provide also for an orderly sovereign bankruptcy procedure that minimises the 
disruption resulting from a default. According to them, both features would lower the moral 
hazard problem.  
 
This option could be a solution to the present problems but it will be very long and difficult 
to implement. The main issues with this option are the following:  To create an EMF will 
take a long of time and it would not solve the urgent problem of helping Greece unless they 
think that it should default. If the EMF imposes a tougher conditionality than the IMF then 
member states will call the IMF first. Its funding system is going to be difficult since most 
member states are under an excessive deficit procedure and almost all are exceeding the 
debt SPG ceilings. Finally, sovereign member states are not companies, they can also 
default but they never go bankrupt (because they are sovereign) so that they do not need 
an orderly bankruptcy procedure. Nevertheless, an adequately modified EMF could be part 
of a solution to these issues in the medium term.    
 
4) Another option, which is complementary to the first, is to create a single issuer of 
eurobonds instead (or even besides) the present 16 issuers member states. This should 
have two important advantages for the sovereign bond investors, a higher liquidity and a 
higher risk diversification. One of the reasons why the German bund is the EU benchmark 
with the lowest spread is, besides having the lowest relative probability of default, to have 
the largest and most liquid market in the EU. The higher is the liquidity the lower is the 
spread, because investors pay a premium for being able to sell and buy every day in deep 
and liquid sovereign debt market.  
 
By having a single euro bill and bond grouping the 16 present member states bonds, even 
Germany could benefit. The reason is that the size of the US Treasury bond market is 
around 6 trillion US dollars and the joint 16 EA bond market would reach around 4 trillion 
(European billion) euros, while the present German bund market size is only 1 trillion 
euros. By grouping the 16 issuers, liquidity would multiply and average spreads will go 
down without any apparent cost, it is a kind of “free lunch”.  
 
By grouping the 16 bond markets into one with the joint guaranty of the EA member 
states, investor risk diversification will increase notably given that default rates will be 
more widespread and thus average spreads will be lower and all member states could end 
up gaining, although those with a lower default probability would gain less than those with 
a higher one. But it would be difficult to find out the net gains of each and, in any case, the 
net transfers from the lower default probability member states will be much lower than the 
costs of them bailing out other member states as it is happening at this moment in time 
with Greece.  
 
This option can be a substitute for the strong reluctance of most EU and EA member states 
to commit more resources to the EU budget (and maybe to the EMF) and, at the same 
time, will help the euro to become more used by financial markets, not only by central 
banks and get closer to the dollar as an international currency. 
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The main problem of the single EA eurobond is that it would weaken the financial markets 
discipline on to those member states that do not control enough the relative size of their 
deficits and debts, in terms of their GDP, through the cycle. But this problem could be 
solved by introducing stronger discipline and fines by SPG for those countries which get 
into excessive deficits and debts ratios over the cycle, which should be used to fund bail 
outs in case of asymmetric shocks or a potential EMF in the future. That would give more 
credibility to the eurobond in the markets and spreads could be even lower. Finally, the 
issuer of these eurobonds could be the EU Commission or the EIB or a special new EA 
institution.         
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Abstract 
 
The turmoil affecting southern euro area countries (notably Greece) has 
ushered in the second phase of the financial crisis: that of sovereign 
default. It is now time to look for a new framework that allows the Euro 
zone to deal with the failure of one of its members. The solution would 
be the creation of a Euro(pean) Monetary Fund (EMF). The two key 
advantages of the EMF proposed by us are that its financing mechanism 
should give clear incentives for countries to keep their fiscal house in 
order at all times and, perhaps even more important, it could provide for 
an orderly sovereign bankruptcy procedure. Both these features would 
decisively lower the moral hazard problem that pervades the present 
situation in which both the markets and the Greek government assume 
that, in the end, they can count on a bailout because the EU could not 
contemplate the bankruptcy of one of its members. 
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INTRODUCTION 
The case of Greece has ushered in the second phase of the financial crisis, namely that of 
sovereign default.13 Members of the euro area were supposed to be shielded from a 
financial market meltdown. But, after excess spending during the period of easy credit, 
several euro area members are now grappling with the implosion of credit-financed 
construction and consumption booms. Greece is the weakest of the weak links, given its 
high public debt (around 120% of GDP), compounded by a government budget deficit of 
almost 13% of GDP, a huge external deficit of 11% of GDP and the loss of credibility from 
its repeated cheating on budget reports. 
 
Greece – as well as others in the EU, notably Portugal and Spain – must thus undergo 
painful adjustment in government finances and external competitiveness if their public debt 
position is to become sustainable again. But given the intense pressure from financial 
markets, it is likely14 that in some cases a tough fiscal adjustment programme (or rather 
the promise that one will be forthcoming) might not be enough to avoid a ‘sudden stop’ of 
necessary external funding of the public sector. When this happens the EU will no longer be 
able to fudge the question of whether (and in what form) it can provide public financial 
support to one of its members. 
 
Which institution would be best placed to design and supervise the tough adjustment 
programme that would justify such financial support: the EU or the IMF? The difference 
boils down to this: the IMF has money, expertise and few political constraints, but is 
helpless in the face of a determined offender, as the case of Argentina in 2001 shows (as 
chronicled in the Annex). The EU institutions also have money and expertise, but it has 
been argued (by Pisani-Ferry & Sapir, 2010, for example) that the EU, or, to be more 
precise, the European Commission, would not be up to the task, because it would face 
serious political constraints in devising a tough adjustment programme. Whether or not this 
is true depends in the final analysis on the stance taken by Germany, the member state 
whose financing power would be indispensable (for a view from Germany, see Issing, 2009, 
2010).  
 
But the question is not whether the EU would be ‘softer’ than the IMF. The key 
consideration should be which institution would have the stronger enforcement mechanisms 
in case Greece simply does not implement the adjustment programme. The IMF can do 
very little if the country in question just does not live up to its promises, except withhold 
further funding.15 By contrast, the EU has several other instruments at its disposal: it can 
withhold funding from its structural (and other) funds. Moreover, the ECB (which is one of 
the European institutions) could exert enormous pressure by disqualifying Greek public 
debt (or even generally Greek assets) for use under its monetary policy operations. Most 
importantly, we argue below that the EU could design a scheme capable of dealing with 
sovereign default.  

                                          
13 Rogoff & Reinhart (2009) show that historically big financial crises are followed by an increased frequency of 
sovereign default. 
14 The Credit Default Swaps (CDS) spreads quoted (and paid) on the public debt of Greece and other Southern 
European Member States suggest that in the eyes of financial markets the probability of a default is substantial. 
For example, a five year CDS spread of 350 basis points (or the equivalent in terms of a higher yield on a five year 
bond) implies that the probability of a partial default under which bond holders receive 70% of the face value is 
over 10%.  
15 Calling in the IMF has other drawbacks: it would destroy any prospect of a common euro area representation in 
the IMF (and the international financial institutions in general). Moreover, policy-making at the IMF is dominated 
by the US, with the result that sometimes for political reasons the IMF might actually be more lenient. As Hale 
(2010) observes, no country with a US military base has ever been let down. Greece is a member of NATO and 
hosts important US bases. 
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If the IMF were called in to help but Greece eventually did not comply with the conditions of 
a support programme, the problem would only have been magnified. Greece would retain 
its main negotiating asset, namely the threat of a disorderly default, creating systemic 
financial instability at the EU and possibly global level. This dilemma could be avoided by 
creating a ‘European Monetary Fund’ (EMF), which would be capable of organising an 
orderly default as a measure of last resort.  

THE EURO(PEAN) MONETARY FUND 
The EMF proposal can also be seen as a complement to the ideas presently under 
discussion for allowing orderly defaults of private financial institutions and rescue funds for 
large banks that would be funded by the industry itself. The analogy holds in more general 
terms: in the recent financial crisis, policy has been geared solely towards preventing 
failure of large institutions. In the future, however, the key policy aim must be to restore 
market discipline by making failure possible. For EMU this means that the system should be 
made robust enough to minimise the disruption caused by the failure of one of its member 
states. 
 
Purists will object to our scheme on the ground that it violates the 'no bail-out' provision of 
the Maastricht Treaty.16  However, we would argue that our proposal is actually the only 
way to make the no bail-out rule credible, and thus give teeth to the threat not to bail out 
in reality. The drafters of the Maastricht Treaty had failed to appreciate that, in a context of 
fragile financial markets, the real danger of a financial meltdown makes a 'pure' no-bail-out 
response unrealistic. As with the case of large, systemically important banks, market 
discipline can be made credible only if there are clear provisions that minimise the 
disruptions to markets in case of failure.   
 
Member countries of the EU have signed up to the principle of solidarity, which is enshrined 
in numerous passages of the Treaty. Hence, they can expect to receive support when faced 
with extraordinary financing difficulties. At the same time, the principle of solidarity also 
implies that those countries that might in future constitute a burden on the Community 
should contribute to building up the resources needed for a potential support effort. Both 
considerations apply in particular to the euro area. Its member countries have tied their 
economies tightly together by sharing the same currency. Problems in any euro area 
member country are bound to have strong negative spill-over effects for its partners. From 
this follows a particular responsibility of euro area member countries to avoid creating 
difficulties for their partners. This is the political logic underlying the Maastricht criteria for 
fiscal policy and the Stability Pact. The proposed EMF (which could be set-up under the 
concept of “enhanced cooperation” established in the EU Treaty) would be a concrete 
expression of this principle of solidarity. 
 
Any mutualisation of risks creates a moral hazard because it blunts market signals. This 
would argue against any mutual support mechanism and reliance on financial markets to 
enforce fiscal discipline. However, experience has shown repeatedly that market signals can 
remain weak for a long time and are often dominated by swings in risk appetite which can 
be quite violent. Hence, in reality the case for reliance on market signals as an enforcement 
mechanism for fiscal discipline is quite weak. In fact, swings in risk appetite and other 
forces that have little to do with the credit-worthiness of a country can lead to large swings 
in yield differentials and even credit rationing that have little to do with economic 
fundamentals.  
 
The moral hazard problem can never be completely neutralised, but for our proposal it 
could be limited in two ways: through the financing mechanism of the EMF and 
conditionality attached to its support. These points will be discussed first, followed by a 
brief analysis of two equally important issues, namely enforcement and orderly default. 

 
16 Article 125 of the Consolidated EU Treaty (formerly Article 123 TEC). 
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Financing mechanism 
A simple mechanism to limit the moral hazard problem would be the following: only those 
countries that breach the Maastricht criteria have to contribute. The contribution rates 
would be calculated on the following bases: 
 
1% annually of the stock of ‘excess debt’, which is defined as the difference between the 
actual level of public debt (at the end of the previous year) and the Maastricht limit of 60% 
of GDP. For Greece with a debt-to-GDP ratio of 115%, this would imply a contribution to 
the EMF equal to 0.55%. 1% of the excessive deficit, i.e. the amount of the deficit for a 
given year that exceeds the Maastricht limit of 3% of GDP. For Greece, the deficit of 13% 
of GDP would give rise to a contribution to the EMF equal to 0.10% of GDP. Thus, the total 
contribution for Greece in 2009 would have been 0.65% of GDP. 
 
The contributions should be based on both the deficit and the debt level because both 
represent warning signs of impending insolvency or liquidity risk (this is also the reason 
why both were included in the Maastricht criteria and both matter for the Stability Pact, 
although in practice the debt ratio has played less of a role). It could be argued that 
contributions should be based on market indicators of default risk rather than the 
suggested parameters. But the existence of the EMF would depress CDS spreads and yield 
differentials among the members of the EMF, making such a procedure impossible.17 
Moreover, the EMF should be given the authority to borrow in the markets to avoid that its 
accumulated contributions fall short of the requirements of funds. Contributions would be 
invested in investment-grade government debt of euro area member countries. Debt 
service (in case funds had to be raised in the market) would be paid from future 
contributions. 
 
Countries with exceptionally strong public finances would not need to contribute because 
they would de facto carry the burden should a crisis materialise. Their backing of the EMF 
(and the high rating of their bonds in the portfolio of the EMF) would be crucial if the EMF 
were called into action.18 
 
It could be argued that taxing countries under fiscal stress to fund the EMF would only 
aggravate their problems. However, most contributions would have to be paid on account 
of moderate debt levels long before a crisis arises. 
 
With the suggested funding mechanism, the EMF would have been able to accumulate €120 
billion in reserves since the start of EMU – enough probably to finance the rescue of any of 
the small-to-medium-sized euro area member states. Of course, this is just an illustrative 
calculation since it is highly likely that actual deficits (and hence over time debt levels) 
would have been much lower, given the price countries would have had to pay for violating 
the Maastricht criteria.  
 
Concerning the form of intervention, in principle the EMF could provide financial support in 
one of two ways: it could sell part of its holdings (or raise funds in the markets) and 
provide the member country with a loan, or it could just provide a guarantee for a specific 
issuance of public debt. The following discussion assumes that the second approach will be 
pursued. 

                                          
17 Something else would reinforce graduated pressure on countries with weak fiscal policies: an adjustment of the 
risk weighting under Basle II. The risk weight for government debt is at present 0 for governments rated AAA to 
A, and only 20% until A- (implying that banks have to hold only 0.2*8% = 1.6% of capital against holdings of the 
debt of governments which might have lost over 10% in value. There is no reason why euro area government 
debt should have a systematically lower risk weighting than corporate debt, for which the risk weights are 20% 
and 50%, respectively. 
18 An analogy with the IMF illustrates the underlying logic:  
All countries contribute pro rata to the financing of the IMF, which enables it to lend to provide financing to those 
member countries in need because of balance-of-payments problems. 
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Conditionality 
There should be two separate stages: 
 

 Stage I: Any member country could call on the funds of the EMF up to the amount it 
has deposited in the past (including interest), provided its fiscal adjustment 
programme has been approved by the Eurogroup.19 The country in question could 
thus issue public debt with a guarantee of the EMF up to this amount. 

 Stage II: Any drawing on the guarantee of the EMF above this amount would be 
possible only if the country agrees to a tailor-made adjustment programme 
supervised jointly by the Commission and the Eurogroup. 

 
With the EMF in operation, a crisis would be much less likely to arise. However, should a 
crisis arise the EMF could swing into action almost immediately because it would not have 
to undertake any large financial operation beforehand. A public finance crisis does not 
appear out of the blue. A member country encountering financial difficulties will have run 
large deficits for some time and its situation will thus have been closely monitored under 
the excessive deficit procedure. 

Enforcement 
The EU has a range of enforcement mechanisms in case the country in question does not 
live up to its commitments: as a first step, new funding (guarantees) would be cut off. This 
is standard, but the EU can do much more. Funding under the structural funds could also 
be cut off (this is already foreseen, in a weak form, under the Stability Pact) as well. For a 
country like Greece, this could amount to about 1-2% of GDP annually. Finally the country 
could effectively be cut off from the euro area’s money market when its government debt is 
no longer eligible as collateral for the ECB’s repo operations. The key point here is that 
these sanctions can be applied in an incremental manner and that they impose 
considerable economic and political costs on any country contemplating not implementing a 
previously agreed programme. 

ORDERLY DEFAULT 
A key aspect of the discussion on the financing difficulties of Greece (and other Southern 
euro area member countries) is often overlooked: the need to prepare for failure! The 
strongest negotiating asset of a debtor is always that default cannot be contemplated 
because it would bring down the entire financial system. This is why it is crucial to create 
mechanisms to minimise the unavoidable disruptions resulting from a default. Market 
discipline can only be established if default is possible because its cost can be contained.  
 

 
19 In formal terms this would mean that the country is faithfully implementing its programme and that no 
recommendation under Article 126.7 has been formulated within the excessive deficit procedure. 
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A key advantage of the EMF would be that it could also manage an orderly default of an 
EMU country that fails to comply with the conditions attached to an adjustment 
programme. A simple mechanism, modelled on the successful experience with the Brady 
bonds, could do the trick. To safeguard against systemic effects of a default, the EMF could 
offer holders of debt of the defaulting country an exchange of this debt with a uniform 
haircut against claims on the EMF.  
 
This would be a key measure to limit the disruption from a default. A default creates ripple 
effects throughout the financial system because all debt instruments of a defaulting country 
become, at least upon impact, worthless and illiquid (for more on default risks, see Biggs et 
al., 2010). However, with an exchange à la Brady bonds, the losses to financial institutions 
would be limited (and could be controlled by the choice of the haircut). 
 
How drastic should the haircut be? The Maastricht fiscal criteria offer again a useful 
guideline. The intervention of the EMF could be determined in a simple way: the EMF could 
declare that it would only be willing to invest an amount equal to 60% of the GDP of the 
defaulting country. In other words, the haircut would be set in such a way that the amount 
the EMF has to spend to buy up the entire public debt of the country concerned is equal to 
60% of the country’s GDP.  This would imply that for a country with a debt-to-GDP ratio of 
120%, the haircut would be 50%, as the EMF would ‘pay’ only 60/120. Given that the 
public debt of Greece is now already trading at discounts of about 20% (for longer 
maturities), this would mean only a modest loss rate for those who bought up the debt 
more recently.  Of course, the size of the haircut is also a political decision that will be 
guided by a judgement on the size of the losses that creditors can bear without becoming a 
source of systemic instability. But uncertainty could be much reduced if financial markets 
are given this approach as a benchmark based on the Maastricht criteria. 
 
Moreover, the EMF would exchange only those obligations that were either traded on open 
exchanges or had been previously registered with the special arm of the EMF dealing with 
the verification of public debt figures. This means the obligations resulting from secret 
derivative transactions would not be eligible for the exchange. This would be a strong 
deterrent against using this type of often-murky transaction with which governments try to 
massage their public finances. The financial institutions that engage in these transactions 
would know that in case of failure they would be last in line to be rescued and would thus 
become much less interested in proposing and executing them. Especially in times of crisis, 
all creditors would have a strong incentive to come forward to register their claims on the 
government in financial difficulties. At present, the opposite seems to be the case. The 
financial institutions that concluded these derivative transactions are only interested in 
covering up the role they played in hiding the true state of the public finances of the 
countries now facing difficulties. 
 
In return for offering the exchange of bona fide public debt against a haircut, the EMF 
would acquire all the claims against the defaulting country. From that time onwards, any 
additional funds the country would receive could be used only for specific purposes 
approved by the EMF. Other EU transfer payments would also be disbursed by the EMF 
under strict scrutiny, or they could be used to pay down the debt owed by the defaulting 
country to the EMF. Thus, the EMF would provide a framework for sovereign bankruptcy 
comparable to the Chapter 11 procedure existing in the US for bankrupt companies that 
qualify for restructuring. Without such a procedure for orderly bankruptcy, the Community 
could be taken hostage by a country unwilling to adjust, threatening to trigger a systemic 
crisis if financial assistance is not forthcoming.  
Member states of the EU remain sovereign countries. A defaulting country may regard such 
intrusion into its policies by the EMF as a violation of its sovereignty and hence 
unacceptable. But an E(M)U member country that refused to accept the decisions of the 
EMF could leave the EU, and with this, EMU,20 under Article 50 of the Treaty.21 The price for 
                                          
20 For the legal issues surrounding a withdrawal from the euro area, see ECB (2009). 
21 Article 50 of TEU:  
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doing so would of course be much greater than that exacted in the case of the default of 
Argentina. If a country refused all cooperation and did not leave the EU on this own, it 
could effectively be thrown out by recourse to Article 60 of the Vienna Convention on 
International Treaties, or Article 7 of the Treaty of Lisbon could be invoked. 

CONCLUDING REMARKS 
We argue that setting up a European Monetary Fund to deal with euro area member 
countries in financial difficulties is superior to the option of either calling in the IMF or 
muddling through on the basis of ad hoc decisions. Without a clear framework, decisions 
about how to organise financial support typically have to be taken hurriedly, under extreme 
time pressure, and often during a weekend when the turmoil in financial markets has 
become unbearable.  
 
We see two key advantages of our proposal: first, the funding of the EMF should give clear 
incentives for countries to keep their fiscal house in order at all times. Secondly, and 
perhaps even more important, the EMF could provide for an orderly sovereign bankruptcy 
procedure that minimises the disruption resulting from a default.  
 
Both these features would decisively lower the moral hazard problem that pervades the 
present situation in which both the markets and the Greek government assume that, in the 
end, they can count on a bailout because the EU could not contemplate the bankruptcy of 
one of its members. We should by now have learned that policy should not be geared 
towards preventing failure, but preparing for it. 
 
In addition, the EMF could contribute decisively to the transparency of public finances 
because its intervention mechanism in the case of failure would penalise all derivatives and 
other transactions that had not been previously registered with a special registry of public 
debt, which the EMF would maintain. 
 
The creation of a European Monetary Fund should be seen as the best way to protect the 
interests of the (relatively) fiscally strong member countries. Without such an institution, a 
country like Germany would always find itself in a ‘lose-lose’ situation if a country like 
Greece is on the brink of collapse. If Germany agrees to a rescue package, it puts its public 
finances at risk. If it does not, its financial institutions would bear the brunt of the 
considerable losses that would arise from a disorderly failure and the ensuing contagion. 
Given the weak state of the German banking system, this would in the end also weaken 
German public finances. 
 
Our proposal is not meant to constitute a ‘quick fix’ for a specific case. Greece is the 
problem today, but our analysis of its solvency situation suggests that this problem will not 
be solved in a matter of weeks or months.  The experience of Argentina shows that default 
arises only after a lengthy period of several years in which economic and political difficulties 
interact and reinforce each other. Failure is not inevitable, as the relatively successful 
experience so far with tough adjustment programmes in Ireland and Latvia shows. But 
what is unavoidable is a considerable period of uncertainty. With an EMF, the EU would be 
much better prepared to face these difficult times.   
 

 
1. Any Member State may decide to withdraw from the Union in accordance with its own constitutional 
requirements. 
2. A Member State which decides to withdraw shall notify the European Council of its intention. In the light of the 
guidelines provided by the European Council, the Union shall negotiate and conclude an agreement with that 
State, setting out the arrangements for its withdrawal, taking account of the framework for its future relationship 
with the Union. That agreement shall be negotiated in accordance with Article 218(3) of the Treaty on the 
Functioning of the European Union. It shall be concluded on behalf of the Union by the Council, acting by a 
qualified majority, after obtaining the consent of the European Parliament. 
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If it were possible to create an EMF this year it might still be possible to have its principles 
applied to the Greek case.  In this case it would of course be necessary to allow the EMF to 
finance itself on the market (e.g. issuing euro bonds) so that it would stand ready both to 
help Greece, and also to deal with the worst case scenario of a failure of the adjustment 
programme which has just started. 
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ANNEX 1. ARGENTINA: BRIEF CHRONOLOGY OF THE RUN 
UP TO THE 2001 CRISIS 

In 1991, following decades of disastrous economic performance characterised by 
combinations of high deficits and inflation, Argentina embarked on a radical experiment. 
The old currency was replaced by a new one which was linked by currency board 
arrangement 1:1 to the US dollar. Initially the new arrangement worked very well. Growth 
returned and the confidence of foreign investors was such that large inflows of foreign 
direct investment, especially the banking sector, began to materialise. 
 
However, later into the 1990s, problems developed. A series of external shocks (Asian and 
later Russian debt crises and especially the Brazilian devaluation of 1999) hit Argentina 
hard. Especially the latter meant that the Argentine currency had become overvalued. 
Growth slowed down, putting pressure on public finance and twin deficits (external and 
public sector) became pervasive. By 2000, investors started to worry about future 
developments, and the price of bonds issued by the Argentine government started to drop 
(at the time the CDS market had not yet developed as a measure of default probability). 
 
In March 2000, the IMF approved a three-year stand-by credit ($7.2 billion) to be treated 
as ‘precautionary’. It replaced an expiring three-year EFF (Extended Financing Facility). The 
programme envisaged a resumption of growth, a decline in fiscal deficit and structural 
reforms. None of that was subsequently achieved. The economic difficulties then led to 
political problems. The Vice President resigned by the end of the year and the ruling 
coalition (the Alianza) started to crumble.  
 
During this period it became clear that only a tough adjustment process, including an 
‘internal devaluation’ via deflation and nominal wage cuts, could save the country. But this 
would not only require strong political will but also the cooperation of the social partners 
and the confidence of the public in general. The evolution of domestic banking sector 
deposits (see chart below with monthly data by the Central Bank) become the indicator to 
watch, and sure enough locals started withdrawing deposits. This was the beginning of the 
end. 
 
Given the continuing external financing difficulties, the IMF granted Argentina an 
augmentation of the stand-by to $14 billion in the first quarter of 2001, part of a ‘mega-
package’ of loans by the World Bank, the IADB and the government of Spain. To restore 
investor confidence the government even roped in Domingo Cavallo, the architect of the 
currency board back in 1991, as a key minister. 
 
However, the economic situation continued to deteriorate despite the massive financial aid. 
To reduce the need for refinancing of the stock of debt, in June of 2001 Cavallo proposed a 
voluntary debt restructuring, which succeeded, but only at the cost of double-digit interest 
rates (about 16%, higher in real terms given deflation). The IMF welcomed the 
restructuring and the high participation of foreign bondholders. One month later (July 
2001) the government proposed (and congress approved) a ‘zero-fiscal deficit’ law. 
However, domestic depositors continued to flee.  
 
In September 2001 the IMF again augmented the stand-by to $22 billion. All along, the 
texts of the IMF releases read almost identically in terms of conditions and expectations 
(structural reform, etc.). 
However, the economic and political situation continued to deteriorate in the last quarter of 
2001. The opposition (the Peronists) won the mid-term elections. In November, 
international bonds held by locals were converted into ‘guaranteed loans’ backed by a 
financial transactions tax. 
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In December 2001, Cavallo announced restrictions on the withdrawal of sight deposits 
(saying that people could use debit cards to make payments – except that those were 
practically unknown in Argentina). This ushered in the end-game for the De la Rúa 
government: riots broke out and the president had to flee by helicopter. Parliament 
announced the default on $130 billion of external debt.  
 
Over the next few months (December 2001 to January 2002), there was a quick succession 
of presidents. The currency peg was abandoned. The (mostly foreign owned) banks were 
practically expropriated by the asymmetric (and forced) conversion of deposits and loans: 
USD-denominated loans were converted into pesos (‘pesification’), at the old rate 
ARS/USD=1. Foreign currency deposits were initially frozen, but later (after the lifting of 
freeze) adjusted in value, and converted at a rate much closer to the market exchange 
rate, which reached ARS/USD=4 in Q1/2002. Regulatory forbearance over the following 
years prevented the system’s bankruptcy. 
 
Foreign creditors received later less than 30 cents on the dollar. It is noteworthy that the 
$130 billion in foreign debt represented less than 50% of (pre-crisis) GDP for Argentina. By 
contrast, for Portugal and Greece, foreign debt now amounts to about 100% of GDP. 
 
Figure A1. Argentina  
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ANNEX 2. THE VULNERABILITY INDEX 
In order to measure the degree of a country’s financial vulnerability to a sudden stop in 
external financing (and thus financial turmoil), three dimensions should be taken into 
account:  
 

 the state of public finances (deficit and level of debt), 
 the availability of national (both private and public) resources (savings) and 
 the need for external finance and the competitive position as an indicator to service 

external debt. 
 

For this purpose we combine five indicators. 
 
Two concern the state of public finances: 1) the government debt-to-GDP ratio and 2) fiscal 
deficit-to-GDP ratio. 
 
To these standard indicators, we add 3) net national savings as a share of national income. 
The latter, unlike the current account, does not simply inform about whether and how much 
a country as whole is borrowing but also whether the amount of national resources is 
sufficient to keep the level of existing capital constant.  
 
The last two indicators measure the position of the country with respect to the rest of the 
world, namely, 4) its current account balance (as share of GDP) and 5) its relative unit 
labour costs. The latter provide a measure of competitiveness to assess the ability of a 
country to generate future export surpluses to service its external debt.  
 
To make these various measures comparable, each one is standardized subtracting the 
(cross country) mean and dividing by the standard deviation. The overall vulnerability index 
is then simply the sum of the five standardised variables where national savings, fiscal 
balance and current account balance have a negative sign.  
 
Table A2. Vulnerability in the euro area 

  

Gross 
debt  
(% GDP) 

Fiscal 
balance 
(% 
GDP) 

Nominal 
unit 
labour 
cost 

Current 
account  
(% GDP) 

Net 
National  
Savings  
(% 
national 
income) 

Vulnerability 
index 

Greece 1.9 -1.8 0.7 -1.2 -1.1 6.7 
Portugal 0.4 -0.3 0.6 -1.6 -1.9 5.0 
Ireland 0.4 -2.5 0.4 -0.1 -0.3 3.7 
Italy 1.6 0.6 1.0 -0.1 -0.4 2.6 
Spain -0.2 -1.0 0.6 -0.6 -0.3 2.3 
France 0.4 -0.4 -0.7 -0.1 0.0 0.2 
Belgium 1.0 0.4 -0.4 0.5 0.5 -0.6 
Netherlands -0.2 0.3 0.7 0.9 0.4 -1.1 
Finland -0.9 0.8 0.1 0.5 0.2 -2.2 
Austria 0.1 0.5 -0.7 0.5 0.7 -2.4 
Germany 0.2 0.7 -2.4 1.0 0.5 -4.5 

Source: AMECO and own computations.  
 
The table above shows the standardised values for each of the indicators applied to the 
2010 forecast of the European Commission and the corresponding vulnerability index. 
Greece is the frontrunner as the most vulnerable country of the euro area, followed by 
Portugal, Ireland, Italy and Spain respectively. 
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Analogous computations for the years between 2000 and 2009 suggest that the ranking did 
not change much over time. Since 2000, Greece, Portugal and Italy always appear on the 
top of the list. The real novelty is Ireland which has overtaken Spain in 2008 and even Italy 
in 2009. Of course the index does not account for the ongoing adjustment process. Unlike 
other countries, Ireland is already experiencing a painful adjustment in wages. In 
perspective, this puts Ireland in a better condition than its Mediterranean ‘mates’ even if it 
is still vulnerable.   
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ANNEX 3. PRIVATE AND PUBLIC DEBT  
Financial crises usually lead to a surge in public debt, which replaces private debt that has 
gone sour. The present crisis is no exception. Many European countries enjoyed credit-
fuelled booms (in some cases, bubbles) with the private sector spending far more than its 
income and creating large current account deficits. When the crash came, the supply of 
creditworthy borrowers collapsed and so did private spending. Governments have 
responded by supporting the economy and in some cases bailing out the banking system 
with considerable effects on their fiscal position. The graphs below showing the evolution of 
public and private debt in the euro area and the United States support this argument for 
both regions. As the growth rate of private debt shrinks or becomes negative, public debt 
increases. 
 
Figure A3a.Euro area private and public debt (moving average of first difference 
over four quarters) 
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Figure A3b. US private and public debt (moving average of first difference over 
four quarters) 
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Abstract 
 
The financial and economic crisis should not be seen solely as a problem 
but also as an opportunity to reform the Stability and Growth Pact (SGP) 
in a non-conventional way: through jurisprudence. By instituting a very 
short-term financing facility as an emergency measure, the European 
Council of Finance Ministers (Ecofin) will give de facto responsibility for 
imposing the conditions on Greece to the European Commission. This 
‘ties the hands’ of the Ecofin and thus makes the imposition of structural 
reforms more credible since it puts unambiguous limits on Member 
States’ increasing debt and deficits. Furthermore, this process works 
much faster than creating new legislation in the conventional way and 
implicitly leads to more political integration. In the end, it shows that the 
EU needed this crisis to enforce structural reforms, and by limiting 
Member States’ fiscal policy, moves towards further political integration, 
albeit not via the front door but through the back door. Europe has 
always progressed that way. 
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INTRODUCTION22  

The financial and economic crisis has created considerable concerns about the state of 
public finances of virtually all Member States as expensive measures have had to be taken 
to counter the downturn with detrimental impacts on public finances all over the European 
Union (EU). With 20 EU Member States (and 13 out of 16 Member States of the euro-zone) 
being subject to an Excessive Deficit Procedure (EDP), the credibility of its implementation 
is at stake.23 In its quarterly report on the euro-zone of December 2009, the European 
Commission states that "… crisis-related fiscal expansion and the ageing population raise 
questions about the sustainability of public finances in the euro-zone as well as in the rest 
of the EU." and expects that "… government debts of many countries in the euro area will 
experience significant increases …", while "… soaring government bond issuance will put 
upward pressure on rates as the economies emerge from crisis and crowd out investment." 
President Jean-Claude Trichet of the European Central Bank (ECB) said in the Monetary 
Dialogue of December 2009 that: "… many euro area governments are faced with high and 
sharply rising fiscal imbalances, which are not sustainable over the longer term. This could 
weaken public confidence in the sustainability of public finances, with adverse effects on 
market sentiment, leading to less favourable medium- and long term interest rates. 
Unsustainable fiscal positions may also complicate the task of our monetary policy to 
maintain price stability." Furthermore, the "asymmetry" of public finances in the euro-zone 
could also be a reason for concern. Since mid-2008, spreads for the Greek and Irish 
government bonds (compared to Germany) rose excessively. They were of the order of 300 
basis points (bps) at their maximum and are still substantial. Many other Member States 
have had to pay about 100 bps on the German benchmark. The potential threat in such 
developments is that if the divergences go too far, this could be serious danger for the 
coherence of the euro, in particular if economic recovery led the ECB to raise interest rates, 
which would affect countries with high public debt even more. However, as the then 
Commissioner for Economic and Financial Affairs Almunia stated in January 2009: “… the 
increase in spreads, if it is under control, can have positive effects such as market 
discipline”.  
 
After assessing the problem of these divergences in Section 2, we will address the 
consequences of these divergences (as a result of the crisis) for the public finances in the 
EU and euro-zone in Section 3. These consequences can be enormous if member states do 
not adjust their fiscal balances and consolidate the budget. This brings us to the question of 
whether the procedures foreseen in the Stability and Growth Pact are sufficient to ensure 
that Member States will return to fiscal discipline. We will discuss in particular the reality of 
a strict implementation of its corrective arm by introducing more enforcement in Section 4. 
Finally, in Section 5 we conclude. 

                                          
22 The author gratefully acknowledges the very helpful comments of Mr. Edin Mujagic, MSc and the excellent 
research assistance of Mr. Rob Nijskens, MSc. 
23 Otmar Issing, former Chief Economist of the European Central Bank, said in The Financial Times in 2005 that 
perhaps only five of the original 11 (later 12) euro-zone economies were sufficiently converged for the monetary 
union to work. It went ahead anyway, for political reasons, on the assumption that convergence between the 
euro-zone countries would follow. 
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DIVERGENCES WITHIN THE EU AND EURO-ZONE 

The introduction of the euro in 1999, it was claimed, would narrow the economic 
differences between the member countries of the monetary union. Unemployment rates 
would converge, as would other important macroeconomic variables, such as unit labor 
costs, productivity, and fiscal deficits and government debt. Ultimately, the differences in 
wealth, measured in terms of income per capita, would diminish as well. This was also 
hoped for, as from the outset it was clear that a monetary union without a political union or 
at least something resembling a political union in Europe would find it difficult to survive in 
the long term. After the common currency’s first decade, however, increased divergence 
has become the norm within the euro-zone, and tensions can be expected to increase24. 
The differences between Member States were already large a decade ago. The euro became 
the common currency of wealthy countries, such as Germany, the Netherlands and Finland, 
and much poorer countries, such as Italy, Greece and Portugal. Such differences were a 
highly complicating factor for the newly established ECB, which had to determine the 
appropriate interest rate for all members (the so-called ‘one size fits all’ policy). The larger 
the differences have become during the euro’s first decade, the more the ECB’s policy could 
be described as ‘one size fits none’. Some IMF researchers have that applying the Taylor 
rule to individual euro-zone countries would have implied very different interest rates25. To 
illustrate the increasing divergence, we compare the performance of the first wave of euro-
zone countries between 1999 and 2009. We compare the data for the 10 countries that 
were included in the first wave in 1999 (excluding Luxembourg), supplemented by Greece, 
which joined shortly thereafter. 
 
 
Figure 1: Annual inflation, 1999-2009 

 
Source: IMF World Economic Outlook, October 2009 
 

                                          
24 Eijffinger, Sylvester and Edin Mujagic (2010), “The Euro’s Final Countdown?”, Project Syndicate, 08-02-2010 
25 Ahrend, Rudiger, Boris Cournède and Robert Price (2008), "Monetary Policy, Market Excesses and Financial 
Turmoil", OECD Economics Department Working Papers, No. 597. 
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Because the ECB was given the sole task of achieving and maintaining price stability in the 
euro area, inflation rates seem the most logical starting point for comparison. In 1999, the 
difference between the euro-zone countries with the lowest and highest inflation rate was 
around two percentage points (see Figure 1). By the end of 2009, the difference has 
fluctuated greatly, and become larger. 
 
As for economic growth, we can see in Figure 2 that differences were reasonable to begin 
with, but that they have increased over the last decade. Moreover, the productivity 
difference between the slowest and fastest growing countries on average (Ireland and 
Portugal) increased from 25 index points in 1999 to 66.2 in 2008; the difference in unit 
labor costs went from 5.4 percentage points to 31.8; and the difference in the 
unemployment rate rose from 10.1 percentage points to 15.426. 
 
Figure 2: Yearly GDP growth in percent 

 
Source: IMF World Economic Outlook, October 2009 
 
Nor could we find any convergence regarding government deficits and debt. In 1999, 
Finland boasted the smallest government debt, equal to 45.5% of GDP. The difference with 
the largest debtor in the euro-zone, Italy, was 68.2 percentage points. Despite the most 
severe financial and economic crisis in almost a century, the Finnish national debt actually 
decreased by 2009, to 39.7%. 
 
Italy, meanwhile, failed to use the significant windfall from the steep decline in long-term 
interest rates caused by the introduction of the euro and a decade of rapid economic 
growth to repair its debt position. Italy’s debt barely budged and stayed well above 100% 
of GDP. As a result, the difference between the debt positions of Finland and Italy, the most 
prudent and most profligate euro-zone members, shot up to 71.7 percentage points in 
2008 (see Figure 3). 
 

                                          
26 Based on data from Eurostat. 
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Figure 3: Government debt as a percentage of GDP 

 
Source: Eurostat 
 
The implications of these increasing differences could be severe. As the markets have 
already hinted, several countries within the euro-zone are already facing difficulties. 
Greece, (but also Portugal, Italy, Ireland and Spain) are struggling with low 
competitiveness due to years of above-average inflation and high growth of wages, low real 
interest rates and worsening internal and external balances27. 
 
As a result, increasing tensions between the euro-zone countries on economic policy are 
likely, as are rowing rifts within the ECB Governing Council in the coming years. The 
disagreement on the issue of buying covered bonds last year, when some ECB Executive 
Board Members used to media to vent their huge differences in opinion in this matter is a 
good example. More recently, during the press conference on March 4th 2010 President 
Jean-Claude Trichet, when he referred to the decision to start scaling back some of the 
emergency measures the ECB put in place to combat the crisis, he said the decision was 
taken ‘with overwhelming consensus’. In the past, he often said a decision was taken 
‘unanimously’. It is a slight but perhaps telling difference. Tensions at the ECB and between 
the euro-zone countries do not bode well for the stability of the common currency, both 
externally vis-à-vis other currencies, and internally in terms of inflation. ECB will be 
scapegoated for that. If it keeps its interest rate too long for too low, countries like 
Germany and the Netherlands will protest. If it hikes the interest rate, the southern euro-
zone countries will complain. In any case, support for the euro, already fragile, will erode 
further, weakening the common currency and fueling even greater tensions. 
 
These concerns have already translated into persistently high sovereign risk spreads for the 
countries facing the worst problems28, exacerbating the unsustainable financial position of 
these countries in the euro-zone. As we will see in the next section, this poses a serious 
threat to the sustainability of public finances in the euro-zone as a whole. 

                                          
27 Wolf, Martin, “The Eurozone’s next decade will be tough”, The Financial Times,  05-01-2010 
28 Sgherri, Silvia and Edda Zoli, 2009. "Euro Area Sovereign Risk During the Crisis," IMF Working Papers, 09/222, 
International Monetary Fund. 
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SUSTAINABILITY OF PUBLIC FINANCES WITHIN THE EU 
AND EURO-ZONE 

As mentioned in my Briefing Paper of January 2010 for the European Parliament’s CRIS 
Committee29, it is imperative for euro-zone governments to consolidate. This enhances 
sustainability of public finances, which is especially relevant when considering uncertainties 
about financial guarantees that may materialize in the near future. Not consolidating can 
become a severe problem for sustainability, as shown in Figure 430 and concluded by the 
European Commission in its 2009 report on the sustainability of public finances in EMU31. 
 
Figure 4: Forecast of government debt without consolidation 

 
Source: European Commission (2009b) 
 
Figure 5 then shows that, if countries manage to consolidate 0.5 percentage points of GDP 
per year during the coming decade, sustainability will improve on average. Note that this 
has to come on top of reverting the current fiscal stimulus measures, as advocated in 
Briefing Paper of January 2010 for the CRIS Committee. The European Commission also 
states that a consolidation of 1 percentage point per year may lead to a reduction in 
government debt during the next decade towards the 60% SGP level, as also shown in 
Figure 5. However, as shown in Figure 6 this will not be enough for countries such as 
Spain, Ireland and Greece, who need to exert a much larger budgetary effort to reach 
sustainable debt levels in 2020. 
 
 

                                          
29 Eijffinger, Sylvester (2010), “Spread of the Crisis – Impact on Public Finances”, Briefing Paper for the CRIS 
Committee, January 2010. 
30 European Commission (2009b) “European Economic Forecast – Autumn”, European Economy, 10, October, 
Brussels. 
31 European Commission (2009a), “Public finances in EMU”, European Economy, 5, June, Brussels. 
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Figure 5: Forecast of government debt with consolidation  

 
Source: European Commission (2009b) 

Figure 6: Required budgetary effort to reach sustainability 

 
Source: European Commission (2009b) 
 
This will be an even larger problem when debt issuance becomes difficult, even though 
governments have become more flexible with issuance procedures. Although there are 
signs that issuance conditions are becoming tougher, most debt managers have been 
successful in financing the surge in funding needs (Greece is a notable exception). Thus far, 
there is no solid evidence of systemic market absorption problems. The future could 
become more challenging though given that rising issuance is occurring in tandem with 
increasing overall debt levels and debt service costs. Governments must therefore think 
about medium-term exit strategies or consolidation. As central banks determine the 
interest rates, they in turn should take the same issues into account when determining 
their exit strategy by tightening monetary policy. 
 
However, while consolidation and financing possibilities are important, at the base of these 
problems lays the incomplete reform of the SGP and the accompanying EDP. In the next 
section, we will sketch the required reform of the Pact to solve and avoid the fiscal 
imbalance problems in the EU and euro-zone. 
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THE ENFORCEMENT OF THE STABILITY AND GROWTH 
PACT 

Although the SGP has undergone a thorough reform in 2005, this reform was mainly about 
increasing the flexibility of the pact. As argued by Buti et al. (2005)32, the reform should 
also extend to better enforcement of the pact by reforming the Excessive Deficit Procedure. 
Specifically, there should be clearer resolution mechanisms for dealing with violation of the 
SGP rules. 
 
A very good example for strengthening of the enforcement mechanism can be the Basel-
Nyborg accord in the context of the European Exchange Rate Mechanism (ERM). This 
accord was an innovation in dealing with speculative attacks on currencies as it enhanced 
the credibility of the no-bailout clause in the ERM by introducing the very short-term 
financing facility. This facility allows countries to intervene when their exchange rate risks 
breaking the bandwidth margins of the ERM, albeit under very strict conditions. It is 
explicitly stated that this does not constitute a bail-out, and by imposing strict conditions 
this facility is a credible mechanism to deter speculators. Although the problems in the 
euro-zone manifest in speculative attacks on interest rates this is only a direct consequence 
of having a monetary union. Reform of the EDP can thus be designed along the same lines 
as the ERM very short-term financing facility, coupled with very strict conditions on fiscal 
consolidation to return to fiscal sustainability. Greece should be the test case for this new 
mechanism of very short-term conditional assistance coupled with enhanced monitoring. 
The very short-term financing facility should be extended with a maturity of less than three 
months, with possible renewal if Greece meets the (further) conditions. The country should 
not only use this assistance to consolidate the budget, but also to carry out institutional 
reforms that are otherwise hard to implement politically. This mechanism is thus not only a 
way to protect against speculative attacks on sovereign debt, as the Basel-Nyborg 
innovation, but also a way to make governments commit to structural reforms and fiscal 
consolidation. Note that this is a solution already advocated e.g. by Barry Eichengreen33, 
George Soros34 and Nouriel Roubini35. 

CONCLUSIONS 

The financial and economic crisis should not be seen solely as a problem but also as an 
opportunity to reform the SGP in a non-conventional way: through jurisprudence. By 
instituting a very short-term financing facility as an emergency measure, the Ecofin will 
give de facto responsibility for imposing the conditions on Greece to the European 
Commission. This ‘ties the hands’ of the Ecofin and thus makes the imposition of structural 
reforms more credible since it puts unambiguous limits on Member States’ increasing debt 
and deficits. Furthermore, this process works much faster than creating new legislation in 
the conventional way and implicitly leads to more political integration. In the end, it shows 
that the EU needed this crisis to enforce structural reforms, and by limiting Member States’ 
fiscal policy, moves towards further political integration albeit not via the front door but 
through the back door. Europe has always progressed that way.  

                                          
32 Buti, Marco, Sylvester Eijffinger and Daniele Franco (2005). “The Stability Pact Pains: A Forward-Looking 
Assessment of the Reform Debate”. CEPR Discussion Paper, No. 5216, CEPR, London. 
33 Eichengreen, Barry (2010), “Europe’s Trojan Horse”, Project Syndicate, 15-02-2010. 
34 Soros, George (2010), “The Greek Conundrum”, Project Syndicate, 23-02-2010. 
35 Roubini, Nouriel (2010), “Teaching PIIGS to fly”, Project Syndicate, 15-02-2010. 
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Abstract 
 
A predicted consequence of the financial crisis and the ensuing recession 
is the emergence of deep budget deficits, which accumulate into large 
public debts. The present note makes the following points: 
1. The debt build-up is historical by its size and its occurrence. Public 

debts must absolutely be brought down but the effort should and will 
be spread over years, possibly decades.  

2. Financial markets are over-reacting as they focus on a few countries, 
and this over-reaction may force governments to default. Bailing 
them out is legally wrong, economically unjustified and politically 
dangerous.  

3. The debt crisis confirms that the Stability and Growth Pact has failed. 
The solution is not to make the Pact stricter and more intrusive but to 
require that every Euro area member has in place proper budgetary 
institutions.  
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EXECUTIVE SUMMARY 
The “Greek crisis” is creating the impression that budget deficits and public debts are out of 
control and that European governments are planning to default one after the other. 
Panicking markets and rating agencies have never provided a correct picture of the 
situation. No government is considering deliberately to default on its debt obligations and 
no government needs to. Defaults will only occur if forced by the markets.  
 
No Euro area government has any reason to default both because they all have the 
resources needed to serve their debts and because a default would create enormously 
costly disruptions. Yet, it will take decades to bring public debts down to comfortable levels. 
No government can achieve this aim quickly because it would require either punitive taxes 
or highly painful cuts in public services. Nor should they attempt to do so, because it would 
exercise considerable contractionary pressure, which would again deepen the deficits that 
need to be closed. Because the crisis is one-in-several-generations, erasing its debt 
repercussion should be spread over several generations. 
 
The evidence on the impact of deficits and debts on the interest rate is sketchy and the link 
between budget deficits and exchange rates is even more tenuous. The link is observed in 
crisis times, when markets simultaneously run on a public debt and on the country’s 
currency. 
 
History has demonstrated that inflation occurs when budget deficits run out of control. In 
Europe, in the absence of a federal arrangement, authority over budgetary matters remains 
at the national level. The Treaty seeks to alleviate the problem in two ways. First, the no 
bailout clause circumscribes budgetary issues at the national level, where the authority 
exclusively lies. Second, the Stability and Growth Pact is meant to prevent fiscal 
indiscipline.  
 
The Greek debt crisis is the first time that the no-bailout clause becomes binding. At the 
time of writing, some governments look for ways to provide support to the Greek 
government. This would go against the spirit of the Treaty. To reduce the moral hazard 
thus created, governments and the Commission intend to impose tight conditions on 
Greece, but the EU has no instrument to impose budgetary conditions on a member 
government. Greece will not be able to fulfil what is demanded of her. The alternative to 
the bailout is to accept that the Greek government defaults. In that event, Greece would 
have to negotiate a deal with its creditors. During that time, being unable to borrow, the 
Greek government would have to balance its budget. For the rest of Europe, this would be 
a non-event. The simple way to avoid both the bailout and the default is to call in the IMF.  
 
Fiscal discipline is the weak element in the current setup of the European monetary union. 
Experience and theory show that fiscal discipline can only be durably maintained when the 
budgetary institutions are designed to that effect. The solution cannot be to tighten the 
Stability and Growth Pact, because budgets are clearly part of national sovereignty. Fiscal 
discipline can only be imposed at the national level. Each Euro area member should adopt 
an institutional arrangement to be validated by the Commission. In this way, budgetary 
sovereignty can be preserved while the collective need for fiscal discipline is satisfied.  
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WHAT IS THE PROBLEM? 

The raw numbers 
There is nearly unanimous agreement that the fiscal positions of the developed countries is 
deteriorating in historical proportions. The figures below show, on the left, the budget 
balance and, on the right, the public debt of the Euro Area, of the US and of the UK, 
expressed as percent of GDP. The deterioration of deficits reminds of the previous 
slowdown in 2001-2, but it is much deeper. The rise of public debts is not even comparable 
across both events, because this time we saw GDPs declining while before, and in moist 
post-war events, GDP growth merely slowed down but remained positive.  
 
The figures also show the deterioration is also smaller in the Euro Area than in the two 
other countries. This is not because the recession was smaller in the Euro area: in 2009, its 
real GDP fell by 4.1%, more than in the US (2.5%) and slightly less than in the UK (4.7%). 
It is because most European governments have reacted much more conservatively to the 
financial crisis than the UK and the US (and other countries, including China). Yet, because 
of the recession, public debts have still increased in the Euro area. Current projections are 
that the debt will stand at 84% of GDP by the end of next year.  
 
 
Figure 1. Fiscal policies 

Budget balances (% of GDP)                    Public debts (% of GDP) 
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A sober interpretation 
The “Greek crisis” is creating the impression that budget deficits and public debts are out of 
control and that European governments are planning to default one after the other. 
Panicking markets and rating agencies have never provided a correct picture of the 
situation. No government is considering deliberately to default on its debt obligations and 
no government needs to. Defaults will only occur if forced by the markets.  
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The sharp deterioration of public finances was expected as soon as the extent of the crisis 
became visible.36 The numbers are huge but so was the crisis. If, as is currently hoped, the 
world recovers in 2010, it will be because both fiscal and monetary authorities have acted 
quickly and, in many cases, forcefully enough to break the depression spiral. Expressing 
concern about the deficits and likely evolution of public debts is at best naïve and at worst 
both outrageous and dangerous.  
 
Because the fiscal deterioration is a consequence of the crisis, some improvement will occur 
spontaneously as the recovery firms up. Tax revenues will rise again and the extraordinary 
spending, inasmuch as it was temporary, will stop. But this will not be enough for three 
main reasons. First, for many years to come, GDP will likely be lower than it would have 
been otherwise, which will translate into lower tax revenues, while public spending will 
continue along its previous trend, thus opening a permanent gap. Second, spending will 
often be above its pre-crisis trend because some of the extraordinary spending has 
mistakenly been permanent. Finally, debt service has increased.  
 
Many countries are now saddled with highly uncomfortable debt levels. None of them is 
facing “bankruptcy” because governments cannot be closed down and because, in 
developed countries at least, governments can extract massive resources through 
taxation.37 No Euro area government has any reason to default because they all have the 
taxing ability to raise enough resources to serve their debts and because a default would 
create enormously costly disruptions.  
 
On the other hand, it will take decades to bring public debts down to comfortable levels. No 
government can achieve this aim quickly because it would require either punitive taxes or 
highly painful cuts in public services. Nor should they attempt to do so, because it would 
unleash considerable contractionary forces, which would again deepen the deficits that 
need to be closed. Because the crisis is one-in-several-generations, erasing its debt 
repercussion should be spread over several generations. The problem is not the debt level 
in 2012; rather it is that the debt level in 2007 was excessive in a number of countries, 
with no historical justification.  

Clarification required 
Barely three years ago, no one would have ever imagined that debt numbers would soon 
reach their currently anticipated levels. The debt build-up, which can reach 30% or more of 
GDP, is staggering, but it must be put in proper context: the debt figures shown above 
refer to the gross and explicit debt.  
 
Gross means that public assets are not computed. Yet, all governments own assets, some 
of them highly marketable as they range from buildings to ownership rights in corporations. 
Gross debts may severely underestimate the financial soundness of governments. It would 
be logical to look at net indebtedness but measuring all assets is notoriously difficult (e.g. 
what is the value of roads?) and, when attempted, highly imprecise, while only measuring 
some assets would inject unavoidable arbitrariness and undermine the credibility of the 
numbers.  
 

                                          
36 See, for example, my special Report to the ECON Committee of early 2009.  
37 Iceland is one country whose obligations after the collapse of its two banks, if recognized, may exceed the 
resources that can be taxed away.  
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Explicit debts refer to financial instruments (bills, bonds) issued by governments. In 
practice however, governments are committed to a host of spending items that represent 
their implicit debt. Some of these commitments are even underpinned by legislation, for 
example unemployment insurance payments or pensions for retired people. Others are 
unavoidable payments, for example support in case of natural disasters or unfunded rescue 
of collapsing banks. These commitments are a special form of debt. They are often called 
contingent liabilities to recognize that payments depend on the realization of some event.  
 
In many countries, the pension system is not fully-funded. This implies that the state will 
have to start paying people when they retire and continue paying them as long as they live. 
The demographic transition implies that over the next decades, payments to retired people 
will expand while the resources levied on active people will decline. Unfortunately, official 
estimates of the corresponding implicit debt are not available. Very rough estimates show 
that, in some countries, implicit debts can amount to 50% of GDP, possibly 100% or even 
more.38 The order of magnitude must be kept in mind when ringing the alarm bell about 
the recent debt build-up.  
 
The overall situation can be less bad when assets are factored in, but it can be much worse 
when implicit liabilities are taken into account. The fact that these items cannot be 
computed with sufficient precision to be looked at with confidence does not mean that the 
issue can be ignored, as it is in most current discussions.  

 
38 See for example: Wyplosz, Charles, “Large and Unknown Implicit Liabilities: Policy Implications for the 
Eurozone”, in: P. Wiertz, S. Deroose, E. Flores and A. Turrini (eds), Fiscal Policy Surveillance in Europe, Palgrave 
Macmillan, 2006.  
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IMPLICATIONS FOR INTEREST AND EXCHANGE RATES 

Impact on interest rates 
The textbook presumption is that large debts lead to higher interest rate. The reasoning is 
straightforward: as increased public borrowing competes with private borrowing for scarce 
saving, the cost of borrowing must go up. The experience of the last two years does not 
confirm this presumption. As Figure 1 shows, real interest rates increased sharply at the 
time of the Lehman Brothers collapse as governments and central banks scrambled to 
rescue the financial system, but they declined when deficits started to deepen.  
 
Figure 2. Real long-term rates 
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Truth is that the evidence on the impact of deficits and debts on the interest rate is 
sketchy, for good reasons. First, the advanced countries are integrated in the large global 
financial system and most of them are small. With the exception of the US, national deficits 
are ‘small” in the big world of international finance and unlikely to shake global interest 
rates. On the other hand, interest rates on debts can include a risk premium, which is a 
very different argument, to which I return below. Second, this reasoning assumes that all 
else remains unchanged. At a time of worldwide upheaval, which prompted the budget 
deficits, many things are changing. The long list includes a flight to quality and to the 
(relative, maybe) security of public debts, a surge in saving as firms and households 
became alarmed and sometimes hurt by sharply reduced asset prices, and active reduction 
of short-term interest rates by central banks around the world.  
 
While the “scarcity of saving” hypothesis is a weak reed to rely upon, the evolution of risk 
premia is better established but also puzzling. In principle, the risk premium measures the 
loss associated to a default. Higher debts can be seen as raising the odds of a default. Yet, 
the evolution of risk premia within the euro area is puzzling. Close to zero for years, even 
though some debts were high, the premia on the Greek, Portuguese and Spanish public 
debts have brutally increased in the midst of the crisis. Notwithstanding ex post 
interpretations from markets (concern with deficits and debt size), these changes reflect 
more superficial panic reactions than professional assessments. We are in presence of a 
self-fulfilling phenomenon, already observed during the Latin American and South East 
Asian crises.  
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Impact on exchange rates 
The link between budget deficits and exchange rates is even more tenuous than with 
interest rates. The only firm link is in crisis times, when markets simultaneously run on a 
public debt and on the country’s currency. Here again ex post justifications abound but 
preciously little can be said ex ante.  

THE EUROPEAN IMMEDIATE RESPONSE  

The Treaty: the letter and the spirit 
The Euro Area has been brutally confronted with acute pressure on the Greek debt, along 
with threats of contagion to other countries like Portugal, Spain and Italy. When it 
appeared that Greece could be forced to default because financial markets would not 
refinance its maturing debt, a number of governments proposed a bailout. This came as 
major surprise since the so-far common understanding of the Treaty is that bailouts of 
member governments by other governments, European institutions and the ECB are strictly 
ruled out by Art. 123(1):  
“Overdraft facilities or any other type of credit facility with the European Central Bank or 
with the central banks of the Member States (hereinafter referred to as ‘national central 
banks’) in favour of Union institutions, bodies, offices or agencies, central governments, 
regional, local or other public authorities, other bodies governed by public law, or public 
undertakings of Member States shall be prohibited, as shall the purchase directly from 
them by the European Central Bank or national central banks of debt instruments.”  
 
Ever since the launch of the monetary union, this stipulation has been called the no-bailout 
clause. It has been vastly discussed in the context of the Stability and Growth Pact, as 
explained in Section 0. Its logic is very strong and goes to the heart of Europe’s singularity. 
Price stability requires an independent central bank but that may not be enough. History 
has demonstrated again and again that inflation occurs when budget deficits run out of 
control. In Europe, in the absence of a federal arrangement, authority over budgetary 
matters remains at the national level. There is no mechanism, therefore, to maintain fiscal 
discipline. Clearly aware of this, the Treaty has therefore sought to alleviate the problem in 
two ways. First, the no-bailout clause seeks to circumscribe budgetary issues – including 
runaway deficits – at the national level, since this is where the authority exclusively lies. 
Second, the Treaty envisions the Excessive Deficit Procedure, later enshrined in the 
Stability and Growth Pact, as a way of preventing and discouraging fiscal indiscipline.  
 
There is no doubt that the concern about fiscal stability is justified and that the no-bailout 
clause is critically important to the price stability objective, which is itself the fundamental 
premise of the monetary union. This is the spirit of the Treaty.  
 
The Greek debt crisis is the first time that the no-bailout clause becomes binding. At the 
time of writing this Note, the media report that some governments look for ways to still 
provide support to the Greek government. Apparently, this will rest on Art. 122(2):  
“Where a Member State is in difficulties or is seriously threatened with severe difficulties 
caused by natural disasters or exceptional occurrences beyond its control, the Council, on a 
proposal from the Commission, may grant, under certain conditions, Union financial 
assistance to the Member State concerned.”  
 
Interestingly, this article comes before the no-bailout clause, which suggests that it refers 
to something else, like natural disasters or imposed hostilities. The issue of bailout comes 
next. The letter is in line with the spirit, but indications suggest that it is planned to 
consider that the debt situation is “exceptional occurrences beyond [the] control” of the 
Greek government. An alternative is to channel assistance through private banks. Either 
way, this goes against the spirit of the Treaty.  
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The economics of bailouts and defaults 
If it happens, the bailout will send a powerful message to governments and markets. To 
governments, the message will be that fiscal discipline is not strictly a national 
responsibility. To reduce the moral hazard thus created, governments and the Commission 
intend to impose tight conditions on Greece. This is highly problematic. The Greek budget is 
Greece’s sole responsibility. Economic pressure can be exercised via the Stability Pact, but 
the threat of a fine of up to 0.5% of GDP is unlikely to make a strong impression on a 
government whose deficit could be as high as 13%. The EU has simply no instrument to 
impose conditions on a member government, especially as a quid pro quo for a potentially 
illegal support. In addition, reducing the deficit by 4% of GDP every year, as seems to be 
required from Greece, is bound to have a powerful contractionary effect. The requirement 
runs against the principle, argued in Section 0, that the effort should be spread evenly over 
many years. Greece will not be able to fulfil what is demanded of her. What happens next 
and what conclusions are drawn? Section 0 deals with these questions.  
 
One alternative to the bailout is to accept that the Greek government defaults. Government 
defaults have been extremely rare in Europe but not uncommon elsewhere over the last 
decades. It is neither an extraordinary event, nor a particularly traumatic one if well 
handled. A forced default would occur when the government tries to borrow to pay back its 
maturing debt. If markets refuse to lend, Greece would be unable to pay back its debt, part 
of which is held by those who refuse to renew their loans. As always, Greece would have to 
sit down with its creditors and work out a deal: how much to pay back on due debt – the 
so-called haircuts – and when? Lenders always fight haircuts but are willing to negotiate a 
new repayment schedule, sometimes with some moderate penalty. That means a few 
months, possibly more, of uncertainty, during which Greece could not borrow on financial 
markets. It would probably check whether some of its citizens are willing to keep lending. If 
no fresh money is forthcoming, the Greek budget would have to be balanced. This is 
exactly what everybody wants the Greek government to do.  
 
For the rest of Europe, this would be a non-event. Unless, of course, contagion were to 
spread to other countries. A few more governments would default, more non-events. At 
worst, the euro would depreciate. This would greatly help at a time when the economic 
recovery seems to be anaemic.  
 
There is a simple way to avoid both the bailout and the default: borrowing from the IMF. It 
was created to lend to governments that cannot borrow on financial markets. The 
Pittsburgh G20 Summit increased in 2009 the IMF resources precisely to deal with the 
aftermath of the crisis. Germany, France, and the other G20 countries then thought that 
the IMF is ideally suited to the task. The Summit’s communiqué said it all:  
“The IMF should continue to strengthen its capacity to help its members cope with financial 
volatility, reducing the economic disruption from sudden swings in capital flows and the 
perceived need for excessive reserve accumulation. As recovery takes hold, we will work 
together to strengthen the Fund’s ability to provide even-handed, candid and independent 
surveillance of the risks facing the global economy and the international financial system. 
We ask the IMF to support our effort under the Framework for Strong, Sustainable and 
Balanced Growth through its surveillance of our countries’ policy frameworks and their 
collective implications for financial stability and the level and pattern of global growth.”  
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LONGER TERM RESPONSES 
When the dust settles, the time will come to draw the lessons from this crisis and improve 
the operations of the monetary union. The considerable amount of confusion that prevails 
in dealing with short-term pressure is likely to also lead to mistaken long-term solutions. A 
few simple observations could clear much confusion.  

Limits of the monetary union 
The unique characteristic of the European monetary union is that the common currency is 
shared by independent countries, each with its own budget. This is what makes the euro 
area different from other currency areas. As noted above, one implication is that fiscal 
discipline is delegated to sovereign states. The limits imposed by this feature have been 
recognised from the outset, of course.  
 
In particular, the Founding Fathers of the Maastricht Treaty relied on three explicit 
disciplining devices: 1) the no bailout clause; 2) market-imposed discipline; and 3) the 
Stability and Growth Pact. The two latter work highly imperfectly, the former is in grave 
danger and, should it be tinkered with, the whole construction would unravel.  
 
The first lesson is that we need to recognize that national sovereignty over budgetary 
matters is in the hand of national governments and parliaments, and will stay there for the 
foreseeable future. 

Limits of market-led discipline 
It was very clearly expected that financial markets would distinguish among public debts 
and impose a risk premium on the largest ones. This would operate as a clear signal on 
national governments and convince those that lack discipline to tighten up. As illustrated in 
Figure 3 for the emblematic case of Greece (which joined the Euro area in January 2001), 
this is not what happened. Until 2008, the spreads on countries with large debts and/or 
large deficits remained very small, usually around or below 20 basis points. Markets 
seemed to not discriminate public debts one from another. Alternatively, they considered 
that the risk of default was very low.  
 
Once the crisis started, the risk premium rose fast and far, as did the debt for reasons 
previously explained. Once again, we see that financial markets – and rating agencies – 
move too late and probably too much. Market-led discipline does not work as expected. 
This is the second lesson.  
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Figure 3. Greece: Interest rate spread and debt level 

 
Sources: Interest rate spread: IMF. Debt: OECD 
Notes: Spread over German bonds (right scale, %), debt to GDP ration (left scale, %) 
 

Limits of the Stability and Growth Pact  
As I have repeatedly emphasised in previous briefing notes to the ECON Committee, the 
Stability and Growth Pact is deeply flawed. Its flaws were clear from the outset. This 
negative judgment has been repeatedly confirmed. In 2002, a warning was issued to 
Ireland even though its public debt was quickly declining. In 2003, the Pact was suspended 
before France and Germany were to be issued warnings. The 2005 adjustment was largely 
cosmetic. In the following years, the Pact did not convince many governments to lower 
their debts even though sustained economic growth provided large revenues. As a 
consequence, when the crisis hit, these governments had limited room for manoeuvre 
within the Pact limits.  
 
Critics of the Pact – including the present author – have argued that, as long as budgetary 
authority remains in national hands, there is little that can be done to influence 
governments whose main political incentives are domestic. It was also argued that the 
annual deficit is the wrong indicator because it is strongly influenced by business cycles. 
The correct criterion should be the medium-term evolution of the public debt, but the Pact 
aimed at the current debt level, with a criterion (60% of GDP) that has become increasingly 
unrealistic and, anyway, was too arbitrary to be enforced.  
 
The third lesson is that attempts at superficially fixing the Pact are bound to fail.  

Solution principles   
There is no doubt that the question of fiscal discipline is the weak element in the current 
setup of the European monetary union. The Greek debt crisis provides a clear proof that a 
correction is needed. We now have a chance to plug this hole but current debates suggest 
that this opportunity could well be missed. Risks are that Greece will be bailed out, that the 
conditions for the bailout will not be respected and the tendency to make it even more 
constraining. This would ignore the lessons from this and previous failures.  
 
Instead, the following principles, which follow from the previous analysis, should guide the 
much needed reform: 
 

1. There is a collective need for fiscal discipline to be enforced in every member 
country.  
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2. There is no collective responsibility for a country’s lack of discipline. 
3. Fiscal discipline can only be imposed at the national level. 
4. The solution must be formal commitments by each country to adopt fail-safe 

institutions that deliver fiscal discipline.  
 
Indeed, experience and theory show that fiscal discipline can only be durably maintained 
when the budgetary institutions are designed to that effect. Different countries have 
adopted different institutions. For example, in the Netherlands, budget numbers are 
certified by the Planning Bureau. In Germany, approximate budget balance is a 
constitutional requirement since June 2009 (to be phased in gradually). It is likely that 
different arrangements best fit different countries but the solution should be that each Euro 
area member commits to adopt an arrangement to be validated by the Commission. In this 
way, budgetary sovereignty can be preserved while the collective need for fiscal discipline 
is satisfied.  
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