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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. 
 
Since the last Monetary Dialogue on ECB strategy in December 2009 there has been a 
sharp deterioration in the funding conditions for some Member States, in particular Greece, 
ultimately necessitating emergency assistance. Some politicians and commentators have 
even spoken of an "existential" crisis of the euro.  
 
Experts were discordant on the severity of the crisis for the euro. Some authors such as 
Stefan Gerlach argued that contagion to other Eurozone countries such as Spain or Portugal 
is a serious risk, others like Anne Sibert were more guarded, arguing that investors would 
differentiate between various Member States on grounds of differing underlying economic 
fundamentals and business environments. Karl Whelan did not yet see an existential threat 
to the euro arguing that any break-up of the common currency is unlikely.  
 
ECB has responded to the sovereign debt crisis by a number of policy reversals and 
unconventional measures such as the suspension minimum credit ratings criteria to 
Greece's sovereign debt and, more controversially, buying governments bonds of certain 
Member States in secondary markets. This direct intervention in government debt markets 
has been coined the Securities Markets Programme (SMP). ECB President Trichet in May 
2010 argued that "we decided to intervene in these markets starting on 10 May by 
launching our Securities Markets Programme. [...] It aims to ensure the proper 
transmission of monetary policy impulses to the wider economy and, ultimately, to the 
general price level. To achieve our primary goal of ensuring price stability, monetary policy-
making needs to be effective. In this respect, well-functioning securities markets are 
indispensable."  
 
The experts had little faith in the ECB's prima facie explanation for its intervention, arguing 
that it was unlikely that sustaining the monetary policy transmission mechanism required 
such interventions. Further, they highlighted a number of issues with the SMP. A particular 
concern was its quasi fiscal nature. Through taking on large amounts of risk, it is more 
likely that at some point some of the ECB's losses will have to be shouldered by the tax 
payer. These losses would have to be borne on a pro-rata basis by the Member States in 
relation to their national central banks' participations in the ECB's capital. However, since 
the SMP supports only those countries of which the debt is being bought (and the selling 
banks), a material risk transfer is occurring. There are some doubts on the legitimacy of 
this policy, especially, as Ansgar Belke pointed out, in light of the fact that a buyer strike of 
Greek debt is hardly an irrational reaction by the market.  
 
Additionally, the potentially greater dependence on fiscal back-up endangers the ECB's 
reputation for political independence at a time when the ECB's credibility is already strained 
by policy reversals such as the change in collateral rules to accommodate Greece.    
 
A further problem perceived by the experts is that sterilisation measures for the SMP 
purchases are inconsequential in times of a highly expansionary monetary policy. All 
experts agreed that an exit of current unconventional monetary policies towards more 
normal policies has further been complicated by the introduction of the SMP. 
 
Finally, the experts made some suggestions as to how improve the current situation. All 
experts urge a higher degree of transparency regarding the SMP, in particular, information 
on which countries' debt is being bought, at what price and at what maturity. Daniel Gros 
suggested that an institutional solution to the over-indebtedness of some Member States is 
necessary. He argued that the ECB should stop the SMP and rely instead on the rescue 
fund, conceived on May 9th, for fiscal risk redistribution.  
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Ansgar Belke - Driven by the markets? ECB sovereign bond purchases and the 
Securities Markets Programme 
 
Belke argues that the ECB has become more dependent in political and financial terms 
through the SMP. Further, sterilisation policies are not well-suited to either diminish the 
bloated ECB balance sheet or to remove the potentially toxic covered or sovereign bonds 
from it and constitute risk transfer from one group of countries to another. Sterilisation 
takes place in a setting of still ultra-lax monetary policies and appears to be irrelevant. A 
credible strategy to deal with the financial crisis should deal primarily with the asset side of 
the ECB balance sheet and not just reshuffle the liability side. The SMP also threatens to 
crowd out private investment. However, the most worrisome aspect is that the euro area 
has stumbled into a perpetuation of unconventional monetary policies to bail out banks and 
governments. It is difficult to see at the moment how, once started, it will be able to stop.  
 
Stefan Gerlach - The Greek sovereign debt crisis and ECB policy 
 
The Greek sovereign debt crisis has delayed the ECB’s exit from its current highly 
expansionary monetary policy stance. It has also complicated it since the ECB now holds 
considerable quantities of Greek public debt, which exposes the ECB to considerable credit 
risk. Moreover, the delay of the exit means that it has to take place in a situation on which 
public debts are even larger. There is still risk of contagion.        
 
Daniel Gros - Monetary policy, fiscal policy and financial stability: A fat hypothesis 
on mutual linkages 
 
With the onset of the financial crisis monetary policy acquired ‘quasi fiscal’ aspects. The 
character of monetary policy thus changes. This evolution was pushed to an extreme by the 
SMP. A large-scale programme of this kind may lead to a large-scale redistribution of risk 
across member states. To avoid being drawn into the political disputes about intra euro 
area fiscal redistribution, the ECB should declare victory and terminate this programme 
now. If the buyers’ strike of Greek and other debt continues, it might be necessary to 
intervene again. But the decisions to do so should be left to the fiscal authorities (i.e. 
Member States). The best instrument for intervention would then be the Special Purpose 
Vehicle (SPV), which is operational and constitutes the appropriate mechanism for fiscal 
risk distribution within the euro area.        
 
Anne Sibert - The Greek sovereign debt crisis and the Eurosystem 
 
As a result of the current Greek sovereign debt crisis, the ECB has announced its intention 
to purchase euro area government debt outright in secondary markets. The market for 
Greek government debt froze because Greece is probably insolvent. However, the risk of 
contagion is limited given the significantly weaker economic profile of Greece even 
compared to countries like Ireland, Spain and Portugal. Given that the SMP transfers risk 
(and wealth) and that this constitutes a highly political activity, the ECB needs to urgently 
provide more information on its actions. The ECB should apply a haircut to Greece's debt.         
 
Karl Whelan - The euro, the ECB and the European sovereign debt crisis 
 
The past few months have seen decisions taken that will affect the shape of European 
policy making for years to come. While sold as “saving the euro”, the institutionalisation of 
eurozone bailouts may, in the end, increase the chances of a major country leaving the 
euro. The ECB’s change in collateral rules for Greek bonds has been a damaging blow to its 
credibility and many questions remain about its new sovereign bond purchase programme. 
The bond purchases present the potential for further serious threats to the ECB’s 
reputation, so it is imperative that a better communication strategy is adopted in relation 
this programme.       
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1) DRIVEN BY THE MARKETS? ECB SOVEREIGN BOND 
PURCHASES AND THE SECURITIES MARKETS PROGRAMME 

 
by Ansgar Belke 

DIW Berlin and University of Duisburg-Essen 
 
 
 
 
 

Abstract 
 
After the dramatic rescue package for the euro area, the governing 
council of the European Central Bank decided to purchase European 
government bonds - to ensure an “orderly monetary policy transmission 
mechanism”. This note argues that the ECB has become more dependent 
in political and financial terms.  
 
The ECB has decided to sterilise its bond purchases and this note 
addresses how effective these sterilisation policies are. They are, in fact, 
not well-suited to either diminish the bloated ECB balance sheet or to 
remove the potentially toxic covered or sovereign bonds from it and 
constitute a (quite opaque) risk transfer from one group of countries to 
another. Finally, sterilisation takes place in a setting of still ultra-lax 
monetary policies and appears to be irrelevant. A credible strategy to 
deal with the financial crisis should deal primarily with the asset side of 
the ECB balance sheet and not just reshuffle the liability side. 
 
This note also addresses negative side effects of the Securities Markets 
Programme (SMP) such as, for instance, the fact that the ECB is 
currently curbing real returns at the bond markets to levels too low to 
attract the private capital these countries are heavily dependent on.  
  
The most worrisome aspect is that the euro area has stumbled into a 
perpetuation of unconventional monetary policies to bail out banks and 
governments. What is difficult to see at the moment is how, once 
started, it will be able to stop. 
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Introduction 
After the dramatic rescue package for the euro area, the governing council of the European 
Central Bank (ECB) decided on several measures in order to ensure an “orderly monetary 
policy transmission mechanism”. Among them were secondary market purchases of private 
and European government bonds with the aim of propping up failing bond markets of 
governments in financial distress and allowing cash-starved commercial banks in those 
countries to now sell them to the ECB to get funding in return. On the last days before, the 
ECB council had surprisingly changed its previous traditional course of drawing a clear line 
of separation between responsibility for monetary policy and fiscal policy. Giving in over the 
weekend before the decision to more than fifty European commercial banks and the 
European Association of traders, the impression emerged that the ECB was not only driven 
by the markets, but also by politics.  
 
Since intervention has been limited (for the time being?1) limited to the secondary market, 
the ECB did not literally violate the Treaty. However, they offended against its spirit as 
central bank bail-out of government deficits is prohibited. The actors tried to legitimize 
their move by the extraordinary market tensions, which unfortunately left the bank with no 
other alternative - accompanied by dramatic statements by A. Merkel and M. Trichet. While 
the German Chancellor expressed that “the euro is in danger” the ECB President spoke of 
the “most difficult situation since World War II if not since World War I” and noted that “we 
live in difficult times”. It is true that during the days preceding the largest and most recent 
rescue package, markets for sovereign bonds of the weakest and most indebted countries 
of the euro area actually nearly dried out. But markets in fact did not appear to be 
irrational at all.2 Their fear not to get their money back was overall realistic. What is more, 
economic science is not at all clear about whether huge spread increases and drying out 
markets are really “dysfunctional” or - in view of the fact that Greece’s and also Portugal’s 
domestic savings are so small that they are not capable anymore to keep their capital stock 
constant and to finance their public deficits - “functional”. While first empirical evidence 
conveys the impression that, in the past and also during the crisis, sovereign bond spreads 
reacted in a systematic fashion to the fiscal policy stance (i.e., the government debt levels 
and forecasts of future fiscal deficits) of individual countries and, hence, indicates that the 
above mentioned statements were potentially overridden (Gerlach, Schulz and Wolff 2010), 
more results are to be expected from further intensified research in this area. 

Political dependence of the ECB  
Many observers argued that, by bond purchases, national fiscal policies could from now on 
dominate the common monetary policy. The ECB has obviously become politically more 
dependent. After all, in the first four weeks after its path-breaking decision, the ECB bought 
bonds at the amount of slightly more than EUR 40 billion which have to be added to the 
much larger amounts of Greek bonds already offloaded at the ECB’s balance sheet through 
preceding open market operations applying lower haircuts than usual or no haircuts at all.3  

                                          
1 For the ECB, there is a theoretical way out to arrive at a result similar to a direct purchase of sovereign bonds: if 
in the financially weak euro area member countries commercial banks would be forced to buy bonds – and the 
ECB would at the same time abrogate – as already executed in the case of Greece – all her rules for mortgaging 
collateral, governments could procure money through a small indirect route.   
2 Although all countries have announced broad-based bank rescue packages, investors have differentiated between 
countries mainly on the basis of other, more country-specific factors (e.g., fiscal outlook). This has also been valid 
more recently, after February 2010 when markets have increasingly differentiated among the weak members. For 
a recent study of the factors behind the overall increase in intra-euro area sovereign yield spreads, see Attinasi, 
Checherita and Nickel (2009). 
3 In terms of the details of the ECB’s bond purchases, some information is released every Tuesday in the ECB’s 
Weekly Financial Statement: http://www.ecb.int/press/pr/wfs/2010/html/index.en.html. Quite consistent with 
Trichet’s characterisation of the program, it is officially known as the Securities Markets Programme (SMP). 
However, there is no mention of what type of securities are being purchased. 
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Starting with EUR 16.3 billion purchases of bonds in the first week of the Securities Markets 
Programme (SMP), the ECB lowered the respective amounts sequentially in the following 
weeks (EUR 10.4 billion, EUR 8.8 billion and EUR 4.9 billion). But no official information has 
been released about the composition of these purchases in relation to whose debt has been 
purchased or which maturities. Anecdotically, market voices speak of almost 75% Greek 
debt purchases, with Portugal and Ireland being the next biggest beneficiaries, and some 
smaller Spain and Italy purchases following thereafter. Without any doubt, it can be taken 
for granted that this portfolio would alternate as the market perception of which country is 
weak changes. Anyway, the basic principle followed by the ECB seems to be to get spreads 
down and wipe out any shorting interest for a rather long time. The ECB makes use of the 
fact that there is actually no legal obstacle against targeted bond purchases. The ECB 
Council is not at all legally forced to buy bonds, for instance, according to the economic 
weight of the issuing countries or to the capital shares at the ECB. 
 
In addition, targeted bond purchases issued by highly indebted euro area governments 
contain an element of subsidy which tends to severely weaken their fiscal discipline: the 
interest rate premium on bonds of fiscally weaker countries declines and that the premium 
for stronger countries increases. Fiscally solid countries are punished and less solid ones, in 
turn, are rewarded for their lack of fiscal discipline and excess private and public 
consumption. The credit risk is thus just rolled over from the bonds of the weaker countries 
to those of the stronger ones and the ECB is made responsible for its liability. This transfer 
does not at all become more favorable by the fact that it recently came to light that the 
bond purchase programme essentially was an action of redistribution in favor of a Greek 
oligarch worth several millions. 
 
These facts and circumstances and especially the general perception that the ECB has 
become more dependent in political terms but enshrouds this in a huge lack of 
transparency, appear to be rather uncontroversial (in contrast to the assessment whether 
this is welcome or not) and, thus, do not have to be investigated further in this report. 

Financial independence of the ECB and the ESCB?  
Surprisingly less focus has been put on the at least as equally important aspect of the 
slowly vanishing financial independence of the ECB. Who will actually have to pay the 
losses of the purchased private and sovereign bonds, if Greece and Portugal will not be able 
to serve their debt in the end? Ultimately, the owners of the ECB would be asked to pay up, 
while by far the largest part will be imposed on Germany. It cannot be excluded that the 
toxic bonds in the balance sheets of the ECB might eat up most of the reserves and its 
equity capital if they were to fall in value by a sufficiently large amount – in the worst case, 
the amount could make up for up to three digit billion euros. In this case, less central bank 
profits are transferred to the account of the euro area governments – with a given public 
deficit and level of spending, taxes and duties will inevitably go up. In the extreme case, 
still more realistic for the Fed and the BoE than for the ECB (Belke 2010), losses exceed the 
whole equity capital of the ESCB. Euro governments will have to prop up the ECB’s capital 
in order to either strengthen the reserves of the ECB or to even prevent a negative equity 
capital of the ECB. 
 
In order to re-establish the original structure of the central bank balance sheet, 
governments can recapitalise the central bank indefinitely with newly printed government 
bonds. One problem emerging in this context is that the „deep long pockets“ of the 
governments are rather deep or finally relatively empty in view of the reported public (let 
alone private) deficit and debt figures. By the bond purchases, ownership and the risk of 
the papers is transferred to the national central banks (NCBs) in the euro area. Should a 
debt restructuring or debt waivers result, the central banks of the euro area would be 
affected directly now.  
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Admittedly, the financial system would not be significantly shaken, since the commercial 
banks would not hold too many “Greek” bonds. But the potentially huge losses would finally 
be rolled over to the European tax payer – through direct taxation or indirect taxation via 
inflation (if governments are not willing to bear the income losses and a monetary 
overhang emerges). Does the ECB really want to follow in the steps of the Fed? 
 
Up to now, a mechanism for recapitalizing the Eurosystem as a whole is not available. 
Instead, each national fiscal authority stands financially behind its own NCB. In view of the 
current unorthodox monetary policies, this could be interpreted as a fiscal vacuum - a lack 
of a “fiscal backing” of the ECB and the Eurosystem. This is why the ECB did not engage to 
a very large extent in outright bond purchases, except the covered bond purchasing 
programme. Hence, in combination with the specific and carefully defined accounting 
principles of repo operations in the euro area including a conservative imposition of haircuts 
and the vast amount of reserve liabilities of the euro area national central banks, exactly 
this vacuum until recently prevented the ominous „tango“ of euro area governments with 
the ECB. 

Sterilisation of ECB bond purchases 
The ECB has decided to sterilise its bond purchases - compensating those purchases 
through sales of other bonds or money market instruments to keep to overall money supply 
unaffected. This is to counter accusations that the ECB is monetizing government debt. M. 
Trichet has been keen over the last weeks to point out that this cannot be regarded as “not 
quantitative easing” because there are also some new operations to leave the stock of high 
powered money in the Euro area constant. 
 
Technically, this works for instance through a tender of interest-bearing time deposits, 
through which banks deposit a certain amount of money for a limited time with the ECB. 
The ECB actually used this instrument already „in order to signal the markets its counter-
inflationary stance“. Although the bonds received display significantly higher maturities, the 
ECB has chosen only a one-week tender – more psychology than synchronous sterilisation? 
Another possibility explicitly mentioned by the ECB itself would be the issuance of own debt 
certificates by the ECB itself.4  
 
But can we really be sure that the Securities Markets Programme (SMP) does not contain 
important elements of quantitative easing? How waterproof is the envisaged sterilisation of 
bond purchases as a protection against inflationary consequences? And does it target the 
main problem of unlimited bond purchases – the fact that confidence in the political and 
financial independence of the ECB is on the brink. 
 
Note that the key aspect of quantitative easing in the UK and US over the past year has 
been targeted interventions in bond markets to get market interest rates down. This is 
exactly what the ECB is now doing; so the Securities Markets Programme is a clear variant 
of quantitative easing – let us therefore simply call it quasi-quantitative easing. Admittedly, 
the Securities Markets Programme differs from quantitative easing as practised in the UK 
and US in terms of extra complications to the ECB programme which were not encountered 
in the UK or the US case, i.e. that the programme lacks transparency and is politically 
highly controversial. For instance, we are not informed about the composition of the debt 
securities the ECB is buying (the suspicion is that the ECB is coy about identifying which 
debt is being bought because it is mostly Greek!), the criteria being used to select bonds to 
purchase, the ECB’s bond purchase strategy during periods of primary issuance and how 
long the program is going to last and how much may be spent.5  

                                          
4 The implementation of exactly this instrument has already been proposed by ECB Board member Bini Smaghi in 
a different context. For a detailed assessment of the pros and cons of this proposal see Belke (2009).  
5 Whelan (2010) introduces an insightful thought experiment and supposes that the Fed set up a program to buy 
municipal bonds but would not announce how much came from California or Florida or other states or cities. He 
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One quite obvious reason we do not have an answer to the last item above is that there are 
clear internal disagreements within the ECB Governing Council on this issue. M. Trichet 
conceded in a recent interview with Le Monde that the ECB decision to run the SMP was not 
met unanimously.6 He added that the ECB decision was taken with “an overwhelming 
majority” – as opposed to the normally “unanimous decision” which taken by itself is an 
important sign of internal divisions and a re-nationalisation of monetary policy. 
 
While conducting her new „minimum price guarantees“ for sovereign bonds, the ECB does 
not know exactly how many bonds she will have to buy in order to stabilize the prices of 
the jeopardized bonds sustainably. To be on the safe side, she will buy more than 
necessary, which will tend to blow up the money stock to an unnecessarily large extent. In 
addition, the sterilisation measures have been merely promised – except the tenders of a 
time deposit just to put out a few feelers “to see how it will work“; in fact they are not 
mandatory. Conflicts of interest between the national central banks within the ECB are 
bound to occur. This is especially so since the process of consolidation in countries such as 
Greece or Portugal - if it will be successful at all – will need more than half a decade. What 
is more, a central bank in a country plagued by severe fiscal problems will – as a rule 
supported by European commercial banks and traders – consistently claim that the market 
for domestic bonds has dried out and is in dire need of support and movements of markets 
are “dysfunctional”. 
 
What is more, the taking in of deposits under any new program appears to be rather 
irrelevant in the grand scheme of the overall ECB monetary policy stance. The ECB is still 
offering loans to an unlimited degree within the framework of its refinancing programs. 
Hence, the ECB’s sterilisation program does not appear too relevant for assessing the 
current determinants of the money supply (among them mainly global excess liquidity 
which is already vagabonding around the globe but did not unravel due to still small money 
multipliers). Indeed, the one-year-tender through which the ECB has lent the commercial 
banks huge amounts of money will run out in July. But at the same time the ECB has 
announced on May 10 new liquidity-enhancing operations with full allotment whose 
expansionary effect stands in strong contrast to the announced sterilisation. 
  
What is more, the announced measures for sterilising this expansionary monetary policy 
are not overall credible. By issuing own ECB debt certificates, Greek and Portuguese bonds 
would become even less attractive. These countries would have to offer even higher returns 
in order to be able to place their issues. But this would clearly counteract the spirit of the 
most recent rescue package for the euro area. Apart from that, even a successful 
sterilisation will not smooth things over. If actually used for sterilisation purposes, the 
issuance of ECB debt certificates would contribute to a huge transfer of sovereign risk 
towards the ECB balance sheets. Offering time deposits to banks contributes to this kind of 
transfer. Already by the mere fact of bond purchases, the ECB acts like a fiscal agent by 
taxing other euro area creditors through higher bond rates in order to support a 
government which finds itself in a financial emergency situation. This is valid again when 
the ECB collects the money which was already spent for bond purchases. Other euro area 
creditors are put into a disadvantage because the ECB must offer higher interest rates in 
order to receive the money back which in turn makes credit more expensive. 
 
However, the claim that interventions through targeted bond purchases restore orderly 
markets does not seem to be compelling, especially if governments or the ECB decide upon 
which market movements are justified and which are not and, hence, which bonds to buy 
and which not.  

                                                                                                                                     
asks how long would this survive before members of Congress demanded a full explanation of the program? But 
that is where we are right now in Euroland. 
6 See http://www.ecb.europa.eu/press/key/date/2010/html/sp100531_1.en.html. 
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For instance, a re-nationalization of euro area monetary policy cannot be excluded insofar 
as the ECB might well feel inclined to buy Greek sovereign bonds in order to make it 
possible for French banks which are strongly engaged in Greece to sell their holdings down 
(“French bias”) or to protect German banks with their strong stake in Spain from contagion 
effects (“German bias”).7 While obviously offending against the general principle of a 
common monetary policy for the whole euro area, this potential outcome is even more 
critical because Greece is obviously not in need of additional access to the capital markets 
because it has already been bailed out and does not have to place its issues anymore. De 
facto, Greece does not even have to worry now how and where its secondary market 
spreads trade. So Greece is lacking that discipline-enhancing bond spread mechanism. 
Instead, it will have to closely follow the “will of the Troika” as the Greek press calls the 
group consisting of the IMF, the ECB and the EU Commission. Unfortunately, this pattern 
looks like throwing even more good money after bad money.8 
 
What is more, the again increasing risk premia in Southern European bond markets clearly 
convey the impression that the assessment of the euro area by large investors has changed 
significantly since the adoption of the rescue package and the announcement of biting 
austerity programmes in Greece, Spain, Italy and Portugal. The saving requirements 
appear so drastic that their successful implementation appears to be nearly impossible and 
risky in political terms at least in the cases of Greece, Portugal and Spain. Hence, investors 
will have to be able to assess the euro area countries individually according to their country 
risk and not as a member of a homogenous block. The main problem which is currently 
increasing in importance is that the ECB is currently curbing real returns at the bond 
markets through its bond purchases. Just for comparison: in an earlier debt crisis the real 
10-year return of Spanish bonds rose to nearly 10 percent. Currently, the real return of 
Spanish, Portuguese and Italian bonds only amounts to 3 to 3.5 percent. This is almost 
certainly not enough to attract the private capital these countries are heavily dependent on. 
In Spain, the next performance test is expected to be at the end of July when the 
government has to raise more than 16 billion euro in one go. Moreover, on June 18 Spain 
will need around 8 billion euro for repayment of Spanish bonds with shorter maturities. 
 

“Sterilizing” monetary policy should target the asset side 
of the central bank balance sheet 

The problem inherent in both sterilisation approaches is that they reshuffle only the liability 
side of the ECB’s balance sheet. Both approaches are arguably not well-suited to either 
diminish the bloated ECB balance sheet or to remove the (potentially) toxic covered bonds 
or sovereign bonds. In addition, the intake of potentially toxic assets as collateral and by 
outright purchases in the central bank balance sheet artificially keeps the asset prices up. A 
credible strategy of sterilisation to deal with the consequences of the financial crisis should, 
thus, deal primarily with the asset side of the ECB balance sheet. 

                                          
7 Der Spiegel (2010) suggests some French conspiracy. However, not least due to the ECB’s secrecy this is yet 
unproven. See http://www.spiegel.de/international/europe/0,1518,697680,00.html. Generally speaking, executing 
the SMP can be said to boost the solvency of the core banks which are most exposed to the Greek market. The 
latter in principle consist of some French banks who could (just) withstand the hit to capital and the German 
Landesbanken who could not. So some say that effectively it is an ECB bail out of the German banks plus Societe 
General & Credit Agricole. But note also that German banks are not potential sellers, because they have actually 
made a voluntary commitment to Finance Minister Wolfgang Schäuble to hold their Greek bonds up to May 2013. 
8 It is entirely true that secondary market prices do not directly affect the state of the Greek economy and the 
budgetary situation of the Greek government right now. One easily accessible impact of the secondary market 
support of Greek bond prices is to help banks which hold these sovereign bonds and have to mark to market. But 
it is not as straightforward to see how this is related to M. Trichet’s alleged contribution to a sound ‘transmission 
of monetary policy’. A slightly different picture and assessment emerges if one considers press headlines such as 
“Greek debt hits 14%” which are definitely not supporting the ECB and EU in calming the markets. By aggressively 
purchasing Greek debt, the ECB strives to kill (and probably is successful in doing so) those who are shorting 
Greek debt. Moreover, it manages to get rid of headlines addressing unusually high yields. From this perspective, 
the ECB bond purchases of May 2010 have been an effective, though in view of some credibility and reputation 
losses quite expensive way for the ECB to get back control of things and to buy some time for the moment. 
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Efficiency of the ECB bond purchases 
It did not come as a surprise that the bond purchases by the ECB turned out to be effective 
on the markets only on the first days. Only a little bit later, around one week after the 
announcement of the bond purchases, for instance, the euro plummeted to its fours-years-
low. Also other indicators of the degree of uncertainty traded at the markets convey the 
impression that investors do not believe in the sustainability of the “newly designed“ euro 
area any more – the latter being characterized by a daunting institutional failure to make 
sovereign default in EMU possible. Instead, markets apprehend that “toxic” government 
bonds would finally be located on the ECB balance sheet, threatening the long-term 
stability of the euro. As a result, the European currency fell against most other currencies. 
 
Since the beginning, it appeared doubtful that the instantaneously lower bond spreads 
really signaled a stepwise increase in confidence in bond markets.9 Much more likely, the 
activities of the ECB tend to bias bond prices of peripheral euro area countries and fuel 
skepticism whether at all and for how long the lower risk premia will sustain. If central 
banks intervene against the market, i.e. in our case against the fundamentally not devious 
insolvency of Greece and Portugal, this will according to all experience not go well in most 
of the cases. In this respect, bond purchases are akin to foreign exchange market 
interventions: the central bank intervenes in one asset class because price formation does 
not correspond to her view of what is justified and because this distortion threatens to 
spillover to other markets.10 The idea that spreads on certain financial instruments taking 
values higher than the central bank would like, should prompt an intervention has not, at 
least until recently, been a standard monetary policy tool. 
 
Consider two cases. Either the ECB will hold the bonds to maturity (as indicated at some 
occasions) or will sell them earlier. In the first case, the ECB will effectively tax the private 
sector if the ECB will really strive to diminish its balance sheet. It will have to sell non-
sovereign bonds which will be lowering their prices and increase the premia corporations 
will offer to pay for their bonds. 
 
Imagine the intense political pressures on the ECB at any future point in time when the 
bonds will have to be resold before their maturities to the markets (the second case), at 
which point it will become clear that adjustment will still take some time or that the core 
issues will have not been tackled at all and, hence, the country-specific risk premia will 
skyrocket again quasi-automatically! 
  
In both cases, it appears rather clear that the ECB will have to capitulate again which, in 
turn, implies that we have definitely seen the persistent “exit from the exit” from ultra-
loose monetary policies in the euro area. The danger has risen that the ECB will get caught 
up in the maelstrom of its role of a lender of last resort. The more bonds the ECB will buy, 
the more difficult it will be to deny further sovereign financing in the future because doubts 
on the markets will prevail until an institutional solution of debt restructuring will be 
installed as a fiscal agent to be financed by the governments themselves and not through 
the creation of money. 
 
The ECB should therefore avoid an „anything goes” monetary policy under all 
circumstances and keep the episode of deliberate bond purchases as exceptional, brief, 
targeted and limited in volume as possible.  

                                          
9 Of course, the action taken by the ECB has initially stabilized trade of Greek, Portuguese and Irish bonds. But 
markets have not become as stable and liquid as before. Liquidity and the supply and demand prices offered at 
the markets decisively depend on the ECB being “at the table” as a buyer.  
10 Accordingly, it does not come as a surprise that former defenders of FOREX market interventions by the ECB  
now belong to the defenders of ECB bond purchases and vice versa. See ECB Observer (2004). 
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Axel Weber and Mario Draghi, heads of the Bundesbank and the Banca d’Italia and 
potential candidates for the ECB Presidency have already been publicly calling for a quick 
end to the bond purchase programme under the SMP.11 Draghi characterizes the moment 
for withdrawal as when “the markets spontaneously resume trading of the securities of the 
countries involved.” What kind of action Draghi has in mind if the markets are trading these 
bonds but only with an eye on the ECB staying in the secondary markets is left rather 
unclear. Even more worrying is that there is no clear indication as to how the SMP is going 
to develop over the coming months, especially with respect to increasingly suffering Spain. 
Just to declare that the SMP will be serving as a bridge until new state financing facilities 
agreed by the European Union can take over will clearly not be sufficient. Instead, keeping 
the episode of deliberate bond purchases as brief as possible can be reached best by 
immediately installing some institutionalized default mechanism like, for instance, a 
European Monetary Fund (Gros and Mayer, 2010). By the same mechanism, the damage in 
terms of credibility and reputation loss could be limited as well. 

Conclusions 
Though from another angle, the above analysis supports the view taken, for instance, by 
Gros and Mayer (2010) that without the immediate installation of any sovereign default 
mechanism such as a European Monetary Fund, the ECB risks to degenerate to the ‘Bad 
Bank’ of the euro area as timid investors are offloading sovereign bonds with uncertain 
repayment values on the ECB’s balance sheet. Although ever larger rescue packages have 
been prepared, investors clearly understand that some countries supported by the ECB’s 
Securities Markets Programme (SMP) these days will still have the potential to become 
insolvent. An increasing degree of political and financial dependence of the ECB is the dire 
consequence. Accordingly, we observed the exchange rate of the euro declining over the 
last weeks proportionally to the deterioration of the ECB’s balance sheet. Since there are 
strong signs of perpetuation of the exit from the exit from unorthodox monetary policies in 
the euro area right now, the internal value of the euro will follow and shrink very soon 
which – in turn – will imply higher inflation in the long run (Belke 2009, 2010a and b, Gros 
and Mayer 2010). 
 
Recent events have vividly demonstrated that in the absence of a mechanism to manage 
an orderly sovereign default, adjustment programmes lack credibility and the balance sheet 
of the ECB is put at risk. Only sovereign funds reveal the true opportunity costs to the 
initiators. However, if one chooses the way through the ECB and the printing press, the 
opportunity costs of adjustment programmes wrongly appear to be close to zero. This is 
especially so if (as in the current case of the SMP) these programmes are not transparent. 
 
It has been shown above that the ECB will thus automatically transform into a quasi-fiscal 
agent of euro area governments in times of crises. If this happens in a surrounding of an 
ultra-lax monetary policy and low transparency this might damage the reputation and the 
credibility of the institution already in the medium run. 
 
As an (maybe inferior) alternative to an immediate installation of a European Monetary 
Fund, the ECB could have contributed to sovereign debt consolidation by solely accepting 
(of course, after a transition period) bonds issued by those countries which have introduced 
upper bounds to debt levels as collateral.12 This proposal á la Martin Feldstein would be a 
welcome departure from the ECB’s current practice to support commercial banks by 
accepting toxic assets as collateral and to purchase Greek and Portuguese bonds. This is 
especially so because imposing “debt brakes” and the resulting decrease in the interest to 
be paid should be in the national self-interest of the respective countries. 
 

                                          
11 See http://www.bloomberg.com/apps/news?pid=20601068&sid=aRlRfmRIPrRw. 
12 That 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 again demonstrates the strong enforcement mechanisms 
the EU disposes of (probably in contrast to the IMF). See Gros and Mayer (2010). 
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Seen on the whole, the most worrisome aspect is that the euro area has stumbled into a 
perpetuation of unconventional monetary policies by the execution of the SMP. Of course, 
the intentions are to bail out banks (and not just banks) and governments (to support 
issuance). What is difficult to see at the moment is how, once started, it can stop. We have 
already crashed into near-zero interest rates with no likelihood of escape in the near term 
(at least not without serious consequence). Hopefully, the ECB has not been checkmated by 
(a) the de facto abandoned Maastricht deficit and debt guidelines (for all euro area 
countries it would appear) and the emerging illiquidity and insolvency risk, (b) giving in to 
apparently non-revertable government bond purchases under the pressure of powerful 
interest groups like European commercial banks and traders associations and (c) the huge 
degree of available global excess liquidity just waiting to enter the euro area through carry 
trades as soon as the ECB will venture the exit from its unconventional monetary policies. 
However, it looks a little bit like that. 
 
In the light of my analysis, I would suggest the members of the EP to ask Jean-Claude 
Trichet the following key questions in order to get an impression of the potentially huge 
opportunity costs of the SMP: What exactly is the composition of the sovereign bonds the 
ECB is buying? Which criteria are applied to select bonds to purchase? How can we 
characterize the ECB’s bond purchase strategy in cases and periods of primary issuance? 
How long is the SMP going to last and what amounts may be spent? The ECB has been 
quite (too?) silent about this. 
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Abstract 
 
The Greek sovereign debt crisis has delayed the ECB’s exit from its 
current highly expansionary monetary policy stance. It has also 
complicated it since the ECB now hold considerable quantities of Greek 
public debt, which exposes the ECB to considerable credit risk. Moreover, 
the delay of the exit means that it has to take place in a situation on 
which public debts are even larger. There is still risk of contagion. 
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Introduction 
The Greek financial crisis, which may well be the first of a number of sovereign debt crises 
that the euro area will endure in the next few years, has had a severe impact on the 
economic and financial environment in Europe by unexpectedly introducing a massive 
amount of uncertainty about economic prospects and future fiscal and monetary policy. The 
uncertainty arises for at least three reasons.  
 
First and most importantly, the Greek imbroglio has shown that sovereign debt crises are 
indeed possible in the euro area. While public debt in some euro area countries has 
admittedly been uncomfortably large since, in some cases, the 1970s, none of them has 
experienced a public debt crisis in modern history. The fact that large public debts have 
been shown to be manageable for a long time no doubt led many observers to feel that a 
sovereign debt crisis was exceedingly unlikely, and that the concerns underlying the 
Stability and Growth Pact were exaggerated and too hypothetical to be relevant. They were 
wrong.  
 
Recent research has established that financial crises are often associated with very large 
rises in public debt – as much as 50% – and therefore may lead to a sharp increase in the 
likelihood of a fiscal crisis.13 Several factors explain this. 
 
First and most obviously, financial crises typically lead to a severe and persistent economic 
weakness that depresses tax revenues. An increase in spending on the social safety net 
may also result. The resulting fiscal deficits can be very large, say 10% of GDP per year or 
more. Such sharp business cycle downturns, and therefore the resulting deficits, can last 
for several years, leading to a massive increase in debt. Furthermore, the sharp decline in 
real GDP increases the debt-to-GDP ratio directly. Finally, financial crises may also require 
large-scale support of financial institutions.  
 
Second, the crisis has shown that, when push comes to shove, the rule prohibiting bail outs 
in the euro area cannot be enforced. The reason for that is straightforward: the need for a 
bailout only arises if there is a serious risk of a sovereign default (or, equivalently, of a 
forcible restructuring of the public debt). However, such an event would provide an 
immediate threat to financial stability in the euro area, making it impossible for other 
governments and also for the ECB not to provide support.  
 
Furthermore, the fact that the no-bailout rule was circumvented and financial support for 
Greece has been agreed upon also introduces uncertainty in financial markets. How will the 
support be financed? What part of the burden will be shouldered by bond holders? Will any 
part of the burden be assumed by the ECB? How will monetary and fiscal policy be adjusted 
in the years to come?  
 
Third, the revelation that policy makers apparently had not prepared contingency plans to 
deal with risk of sovereign defaults has also introduced uncertainty. If policy makers have 
made no preparations to deal with a sovereign crisis, what other contingencies have they 
failed to consider? What would happen if a country decided to leave the euro area? Could a 
country be forced to leave the euro area? Is there any risk that, at the end of the day, if 
public debts became too large, the debt of a number of euro area governments would be 
restructured? Or could the consequences of an outright bankruptcy of a euro area country 
move the ECB to purchase parts of its debt, at the risk of higher inflation? 

                                          
13 See Reinhart and Rogoff (2009). 
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This note discusses a number of questions that market participants, policy makers and 
concerned members of the public will have asked themselves in recent months: 
 
• How has the Greek sovereign debt crisis affected ECB’s policy decisions?  
• Is there a need to adjust the ECB’s exit strategy in light of the Greek crisis?  
• What role, if any, should the ECB play in stabilising market conditions for Greece? 
• How great is the risk of contagion?  
• Is there a worry about the quality of collateral deposited with the ECB? If so, 

what steps are taken to address this problem? Should the collateral requirements 
take into account sharp swings in market sentiments?   

Greece and the ECB's policy decisions 
As noted in the introduction, the Greek crisis has had a large impact of economic sentiment 
in euro area. Figure 1 shows the Purchasing Managers’ Index for the euro area.14  The 
graph shows that following the onset of the financial crisis in August 2007, economic 
sentiment area started to worsen. During 2008 the rate of deterioration increased sharply, 
particularly after the collapse of Lehman Brothers on September 15.  
 
Subsequently, economic sentiment stabilised towards the end of 2008. From early 2009 on, 
the PMI rose every month until May 2010, when the Greece sovereign debt crisis erupted 
and it suddenly fell.  
 
The ECB policy decisions have to date been influenced in two ways by the Greek crisis. 
First, the ECB has repeatedly adjusted its collateral requirements to ensure that Greek 
public debt remained eligible.15  Most recently, the ECB announced on May 3, 2010 its 
decision “... to suspend the application of the minimum credit rating threshold in the 
collateral eligibility requirements ... in the case of marketable debt instruments issued or 
guaranteed by the Greek government.”16    
 
The ECB went on to explain this decision by asserting that: 
 
“The Greek government has approved an economic and financial adjustment programme, 
which has been negotiated with the European Commission, in liaison with the ECB, and the 
International Monetary Fund. The Governing Council has assessed the programme and 
considers it to be appropriate. This positive assessment and the strong commitment of the 
Greek government to fully implement the programme are the basis, also from a risk 
management perspective, for the suspension announced herewith.” 
 
However, a more immediate interpretation is that unless the ECB accepts Greek debt as 
collateral, Greek financial institutions would be unable to maintain their positions in a whole 
range of financial markets since their access to interbank funding would be severely 
restricted. This would force them to engage in fire sales of assets, which would transmit the 
crisis to other countries and risk the collapse of some financial institutions.  
 
The second decision was taken on May 10, 2010, when the ECB announced a series of 
“measures to address the severe tensions in certain market segments which are hampering 
the monetary policy transmission mechanism.”17  This decision included the announcement 
of “interventions in the euro area public and private debt securities markets ... to ensure 
depth and liquidity in those market segments which are dysfunctional.”  
 

                                          
14 The PMI is produced by Markit (www.markit.com). 
15 See Cheun, von Köppen-Mertes and Weller (2009) for a discussion of the ECB’s collateral policies. 
16 See http://www.ecb.int/press/pr/date/2010/html/pr100503.en.html. 
17 See http://www.ecb.int/press/pr/date/2010/html/pr100510.en.html. 
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While the announced objective of this programme was to ensure the proper functioning of 
securities markets that play a crucial role in the monetary policy transmission mechanism, 
it is debatable whether the interest rate paid on the public debt of Greece and a few other 
countries play a sufficiently important role in the transmission mechanism to warrant such 
an intervention. Furthermore, the decision to purchase public debt issued by the Greek and 
other governments was arguably a first example of the monetisation of public debt in the 
euro area. 
 
While monetisation in the past has been a crucial component of all episodes of high 
inflation, there are two reasons to doubt that it will be inflationary at the current juncture. 
First, the ECB announced that in “order to sterilise the impact of the above interventions, 
specific operations will be conducted to re-absorb the liquidity injected through the 
Securities Markets Programme. This will ensure that the monetary policy stance will not be 
affected.”  
 
Second, economic conditions in the euro area are still so weak that it is implausible that 
this limited monetisation of public debt will have much of an effect on inflation pressures. 
The measures adopted so far do therefore currently not constitute a threat to price stability 
in the euro area. However, should economic conditions strengthen, this assessment could 
change rapidly.  
 
Overall, the Greek crisis has influenced the ECB’s policy decisions in two crucial ways. It 
has decided to accept Greek public debt as collateral irrespectively of its credit rating in 
order to prevent the financial tensions in Greek from erupting in a full-blown financial crisis. 
And it has purchased public debt in order to facilitate the functioning of those financial 
markets that play a crucial role in the funding of the Greek and a few other governments. 
While these actions may or may not have been appropriate, they had arguably had little to 
do with monetary policy. 

Greece and the ECB's exit strategy 
The Greek crisis has had immediate implications for the need for a current tightening of 
monetary policy and the form of the exit from the current extremely expansionary 
monetary policies of the ECB. Before the most recent crisis erupted, it seemed plausible 
that the euro area economy would continue to recover with sufficient speed and strength 
that it would become necessary for the ECB to tighten monetary policy sometime in 2010 
or 2011. Furthermore, it appeared that the tightening could be achieved simply by raising 
the repo rate which is the ECB’s main monetary policy instrument. Issues about the size 
and composition of the ECB’s balance sheet did not arise. 
 
The most recent developments may have led this thinking to be modified in at least three 
important ways.  
 
First and as already noted, economic confidence in the euro area has worsened as a 
consequence of the Greek turmoil. One reason for that is that the risks that the crisis will 
be amplified, or that it will spread to other euro area members with large public debts, 
remain considerable.  
 
The state of economic confidence is important for the exit since it is strongly correlated 
with the growth rate of real GDP. Thus, the weakening of confidence suggests growth is 
slowing. Furthermore, economic confidence appears to be a crucial determinant of the 
ECB’s interest rate decisions.18 The fall in confidence thus suggests that the need for a 
tightening of monetary policy in the near future has fallen, implying that the exit will be 
delayed.  
 

                                          
18 See Gerlach (2007) or Orphanides (2010). 
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It deserves to be noted that if confidence would recover while Greece still experiences 
problems rolling over its debt, it will be difficult for the ECB to raise interest rates since 
higher rates across the euro area will reduce investors’ appetite for Greek debt. 
 
A second way in which the Greek crisis has affected the exit from the current highly 
expansionary stance is that, when it comes, it will involve potentially complicated issues 
regarding whether to sell Greek debt, and other assets purchased as a part of the 
measures announced on May 10, 2010, or to hold them to maturity. One concern is that 
the markets for this debt may remain under severe stress. If so, it may be difficult for the 
ECB to unwind its purchases. This risk may be amplified if the ECB, as seems plausible, is 
required to increase the scale of its debt purchases beyond the current relatively modest 
size. Indeed, ECB’s direct purchases of debt during the crisis have been much smaller than 
those of other central banks, as shown by Figure 2. Thus, the task of selling government 
bonds back to the markets may still be of manageable scope at present, this may change if 
purchases are stepped up.  
 
A third consequence of the Greek crisis is that, as time passes, the exit will become 
increasingly complicated by the need for the ECB to consider the implications of tighter 
monetary policy on debt dynamics. Higher interest rates make it more difficult to reduce 
debt-to-GDP ratios since debt-servicing costs rise, real GDP growth slows and primary 
budget deficits increase. Attention needs to be paid to the euro area as a whole but also to 
its most highly indebted members for whom the need for restructuring remains an issue. 
 
One particular complication is that, since the maturity of public debt in the euro area is 
typically relatively long, medium-term capital market rates are crucial determinants of 
countries debt-service costs. While central banks control short-term interbank rates closely, 
capital market rates are outside the direct control of central banks and are highly sensitive 
to inflation expectations.  
 
To see why this matters, note that the need to exit only arises when economic conditions 
start to strengthen. But, given the long period of exceptionally expansionary monetary 
conditions, this is precisely the moment when inflation expectations might start to rise. An 
exit therefore risks being seen by market participants as evidence that the ECB is 
concerned about the inflation outlook. This could raise inflation expectations and therefore 
interest rates along the term structure, increasing the cost of debt service. The sharp rise 
in bond yields in the US following the Federal Reserve’s unexpected tightening of monetary 
policy in early 1994 is a case in point. Of course, exiting the current policy stance will 
become a more delicate exercise as time passes and stocks of public debt increase.  
 
Overall, the Greek crisis has delayed and complicated the ECB’s exit from the current low 
interest rate stance in several crucial ways.  

Stabilisation of market conditions  
What role should the ECB play in stabilising financial market conditions for Greece? The 
ECB’s overriding objective is to maintain low and stable inflation in the euro area. Thus, any 
measures that it takes to calm financial markets are only acceptable to the extent that they 
are compatible with that objective.  
 
While that objective constrains the ECB’s options, an episode of financial instability would 
exert deflationary pressures and therefore put the achievement of price stability at risk. 
The ECB can thus legitimately argue that it may take measures to ensure that monetary 
policy in the euro area is properly transmitted to the broader economy, since its ability to 
reach its objective is crucially dependent on the effectiveness of the monetary policy 
transmission mechanism.  
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So far the ECB has attempted to help stabilise market conditions by launching the 
Securities Markets Programme on May 10, 2010.19  The Programme is intended as a 
temporary measure (although no details have been provided) to ensure that monetary 
policy measures are transmitted to the broader economy. The ECB introduced the 
Programme because the turbulence had caused the markets for public debt of some highly 
indebted euro area members to function poorly. 
 
The ECB felt that this deterioration in market functioning was problematic and made three 
arguments for why intervention was warranted. First, sovereign funding conditions often 
provide a floor for private sector borrowing. The rise in sovereign yields for some countries 
could thus trigger a rise in lending rates and thereby cause a credit crunch in these 
countries. Second, government bonds are used as collateral for banks’ refinancing 
operations. The ECB thus judged that there was a risk to the proper functioning of 
interbank markets. Third, higher bond yields imply valuation losses on bonds and thus 
worsen the balance sheets of the financial and non-financial sector, weakening the 
transmission mechanism.  
 
While these arguments may be correct in theory, several practical considerations suggest 
that they may not be fully relevant in practice. For instance, there is no fundamental 
reason for why sovereign yields should provide a floor for private sector borrowing rates. 
This is solely so because governments, in particular when borrowing in the domestic 
currency, have historically been seen as more creditworthy that other borrowers. But there 
is no reason for this to be the case and one can well imagine that this would change if 
government debt was seen as risky.  
 
Similarly, it is difficult to see how turbulence in public debt markets for a limited number of 
borrowers could have an impact on the cost at which private sector borrowers elsewhere in 
the euro area attract funds.  
 
It is also difficult to motivate the intervention by appealing the role of public debt as 
collateral for borrowing from the ECB. Indeed, one reason for accepting Greek debt as 
collateral is that this serves as a substitute for a well-functioning market. 
 
Overall, rather than strengthening the transmission mechanism, it seems more plausible 
that the intervention was intended to stabilise market conditions since there was a clear 
risk that the financial crisis would deepen and broaden, thereby increasing the risk of 
unleashing deflationary pressures. Moreover, the objective of facilitating public debt 
management by Greece and other countries that had disregarded the Stability and Growth 
Pact almost surely played a role.  

The risk of contagion 
There is little doubt that the risk of contagion has been an important consideration in the 
ECB’s policy decisions. How likely is the crisis to spread? Answering this question is difficult 
because it depends so much on market participants’ expectations and the fact that 
“multiple equilibria” are possible. 
 

                                          
19 See the discussion in Trichet (2010) which serves as a background for this and the next paragraph. 
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To see this, consider an economy with a large stock of public debt, such as Greece before 
the crisis. Since the public debt typically has a maturity of five years or so, a large part of 
the debt matures every year and must then be rolled over. An investor that expects other 
investors to participate in the roll over by purchasing new debt will be willing to do so too. 
Indeed, if the demand for debt of the country in questions is strong, interest rates will be 
falling generating capital gains on bond holdings and perhaps attract more investors. Thus, 
if sentiment is good, a roll over will be possible. 
 
But an investor who comes to believe that other investors will hesitate to roll over the debt 
will not want to participate in the refinancing. The demand for the bonds in question then 
falls and the interest rate rises.  
 
Overall, if investors think that a country will face little problem rolling over the bonds, then 
the country will indeed be able to do so, even if economic fundamentals are weak. And if 
investors believe that a debt roll over will be difficult, the country will experience problems 
rolling over the debt, even if economic conditions are in fact good. This implies that there 
are several possible outcomes – “multiple equilibria” – and that self-fulfilling confidence 
crises are possible.  
 
In turn, this has several implications for policy. First, it is possible that countries with weak 
fundamentals are able to borrow excessively in good times. This arguably happened in the 
case of Greece, which was able to borrow at rates marginally above those of Germany 
before the crisis. This is one reason why other constraints, such as the Stability and Growth 
Pact, are needed to avoid an excessive debt accumulation. 
 
Second, there is always a possibility of contagion and that a confidence crisis will spread. It 
is sometime argued that “country X has much stronger fundamentals than country Y” and 
that a spreading of the crisis is not warranted. True or not, this information can be 
irrelevant to an investor: what matters is whether other investors agree. There is therefore 
an inherent risk that a sovereign debt crisis will spread.  
 
Overall, it seems likely that a deepening of the Greek sovereign crisis may lead it to spread 
to other countries that have seemingly similar economic weaknesses – that is, large public 
deficits and a large public debt – even if these economies in fact enjoy much better 
fundaments.  

The quality of collateral 
The ECB’s acceptance of Greek debt as collateral raises important questions about the 
consequences for the ECB’s balance sheet if Greece requires a restructuring of the public 
debt, which seems quite possible. Under “ordinary” conditions, the risk of such an event 
would be reflected in the haircut the ECB would impose on the collateral in question.  
 
However, given that the reason for accepting Greek debt as collateral appears to be to 
improve market liquidity, insisting on a large haircut would be counterproductive. Thus, it 
seems that the ECB’s objective of promoting the liquidity of Greek debt will unavoidably 
expose it to the risk of capital losses on that debt. Consequently, it can at best hope to 
obtain compensation after any such losses are sustained.  
 
One possibility would be for it to be reimbursed for any losses sustained by the euro area 
governments. This would be reasonable since the decision to accept Greek debt as 
collateral plainly was the ECB’s contribution to the support operations for Greece launched 
by these governments.  
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The size of the losses is of course important. If the losses are small, the ECB can absorb 
them and rebuild capital by temporarily not distributing future profits. Since the ECB’s 
profits are paid to the national central banks of the euro area, which in turn redistribute 
them to the national governments, this is tantamount to a (gradual) recapitalisation by the 
euro area governments.   
 
If the losses are large, then an immediate recapitalisation might become necessary. One 
reason for that is that any such capital losses on the ECB’s holdings on Greek debt must 
arise from a default, or restructuring, of the Greek debt. Such an event is likely to lead to 
widespread speculation in financial markets about the viability of the euro. Such a loss of 
confidence in the euro and in the ECB could become catastrophic. To ensure the credibility 
of the euro, an immediate recapitalisation of the ECB would be crucial in restoring 
confidence. 

Conclusion 
The historical evidence suggests that episodes of financial instability are frequently 
associated with subsequent sovereign debt crises, largely because the burst of a financial 
bubble leads to many years of weak economic activity and therefore to low tax revenues 
and high social spending. The Greek sovereign debt crisis is merely yet another illustration 
of this pattern. 
 
The crisis has had a large impact on the ECB’s policy decisions in three ways.  
 
First, the weakening of economic sentiment in the euro area caused by the crisis has 
delayed the exit from the ECB’s currently very expansionary policy stance. Second, the ECB 
has accepted Greek debt as collateral irrespectively of its credit rating. The main reason for 
doing so is that it supports the demand for Greek public debt and thus facilitates the 
Government’s debt management. Third, the ECB has decided to purchase bonds issued by 
the Greek government and some other borrowers in order to promote liquidity of the 
underlying markets.  
 
The acceptance of Greek debt of questionable value as collateral, coupled with direct 
purchases of Greek debt in secondary markets, raises risks for the ECB’s balance sheet. 
Moreover, The ECB will face difficult questions when economic conditions improve regarding 
how to dispose of the assets it has purchased.  
 
Going forward, several important concerns remain. Most importantly, there are obvious 
risks of contagion to other economies with large fiscal deficits and large public debt, 
unfortunately also in cases in which they enjoy much stronger fundamentals than Greece. 
 
Furthermore, the fact that Greece and other governments are now running exceptionally 
large fiscal deficits means that the ECB will have to worry about adverse debt dynamics 
resulting from a tightening of monetary policy. A particular concern is that such a 
tightening of policy will be interpreted by financial markets as evidence that inflation is 
rising. This could trigger large increases in the medium-term capital market interest rates 
that the Greek government pays on its debt, therefore worsening market sentiment and 
potentially triggering another run on the country. 
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Figure 2 
Asset purchasers by selected central banks 
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Abstract 
 
With the onset of the financial crisis monetary policy acquired ‘quasi 
fiscal’ aspects. This was inevitable. In a crisis it is always difficult to 
distinguish between liquidity and solvency, especially when the crisis 
becomes systemic and leads to a generalised flight to safety. In these 
circumstances, the action of the central bank is necessarily geared to 
preventing a collapse of the financial system. The character of monetary 
policy thus changes. 
 
This evolution was pushed to an extreme when on May 9th the 
Governing Council of the ECB decided to start a purchase programme of 
government bonds issued by countries in financial difficulties. By taking 
this step the ECB has entered treacherous waters: a large-scale 
programme of this kind may lead to a large-scale redistribution of risk 
across member states.  
 
To avoid being drawn into the political disputes about intra euro area 
fiscal redistribution, the ECB should declare victory and terminate this 
programme now. If the buyers’ strike of Greek and other debt continues, 
it might be necessary to intervene again. But the decisions to do so 
should be left to the fiscal authorities (i.e. Member States). The best 
instrument for intervention would then be the Special Purpose Vehicle 
(SPV), which is operational and constitutes the appropriate mechanism 
for fiscal risk distribution within the euro area. 
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Executive summary 
On May 9th, the Governing Council of the ECB decided to institute a programme to buy 
government debt from those countries in which the ‘monetary transmission mechanism’ 
was judged to be dysfunctional.  
 
So far the amounts bought by the ECB under this programme have been limited (around 40 
billion or only 2% of the balance sheet of the eurosystem), but the ECB has clearly taken a 
risk. It is of course too early to tell whether this risk will materialise, but if it were the case 
the ECB could incur substantial losses that would ultimately be borne pro-rata (according to 
national ECB capital shares) by tax-payers across the euro area. Those financial institutions 
that have been able (allowed) to sell their holdings of Greek and Portuguese bonds to the 
ECB have of course benefited from the intervention of the ECB. The uneven distribution of 
the costs and benefits of this operation is already causing political friction. 
 
The ECB should only deal with issues on a euro area scale, not the spreads on national 
government bonds within the euro area. In an emergency, it might have been appropriate 
to intervene to calm down markets and give governments the time to deal with this issue. 
The SPV which was also decided on May 9th has now been created. This implies that there 
now exists an instrument to address intra euro area fiscal transfers. This is why the ECB 
should now terminate its programme. 
 
Defenders of the ECB like to point out that the Federal Reserve and the Bank of England 
have acquired large amounts of government debt without being accused of having lost their 
independence. However, the ‘securities market programme’ which the ECB has now started 
has quite a different nature. The ECB is buying the public debt only of fiscally ‘challenged’ 
countries. As it has promised to ‘sterilise’ this operation, the Bank is conducting liquidity-
absorbing operations of the same order of magnitude. The ECB is thus engaging in a 
geographical risk transfer as it buys risky assets from one government and, via its 
‘sterilisation operations’, reduces its claims on banks, which is equivalent to selling other 
assets. 
 
It is as if the Federal Reserve were buying large amounts of Californian debt and reducing 
credit to banks, say, in New York. This would certainly be regarded as an improper risk 
transfer that has nothing to do with monetary policy. Risk transfers of this kind are difficult 
to justify by invoking price stability. 
 
Moreover, the ECB should also be more transparent regarding the details of the programme 
(especially the amounts bought for each instrument). The Federal Reserve has given all the 
details of its rescue operations (AIG, etc.). All that is known is that in four weeks the ECB 
has bought around 40 billion euro of the bonds of three countries (Ireland, Greece and 
Portugal), which amounts to somewhat less than 10% of the total public debt of these 
countries. As the operations have been scaled back from 16 billion to 5 billion per week, 
risk premia have increased again. This suggests that only larger scale operations would 
have a substantial impact. 
 
As an aside, we note that the ‘sterilisation’ operations undertaken by the ECB to neutralise 
the purchase of government bonds seem to have little economic meaning given that the 
ECB has open-ended standing facilities: their existence implies that the ECB can anyway 
not fully determine the size of its balance sheet. 
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Introduction 
The Greek crisis has shown once more that in times of financial instability monetary and 
fiscal policy are difficult to disentangle. This was particularly evident in the massive 
package of measures decided on May 7-9 in response to the near collapse of financial 
markets in Europe. The contribution of the ECB to the (partial) stabilisation of financial 
markets that has been achieved so far by this package was the decision to buy government 
bonds “in market segments which are dysfunctional” i.e. of the countries in difficulties. 
 
This move by the ECB should not be seen in isolation. At one level it is just the latest issue 
that arises when one thinks about the role of central banks in achieving financial stability.  
 
According to conventional wisdom, financial stability is a by-product of price stability, hence 
central banks should only have one objective. However, the current crisis was preceded by 
a long period of low inflation (and inflation expectations have actually remained well-
anchored throughout the crisis) suggesting that price stability is not sufficient to ensure 
financial stability,20 and therefore not enough to deliver economic stability either. This has 
generated wide debate on the need for central banks to better integrate concerns about 
financial imbalances into policy and on the additional tools that would help central banks in 
dealing with these developments. 
 
Most of the focus has been on the possible role of assets price inflation in shaping monetary 
policy decisions, on the financial stability as additional objective of central banks and, to 
some extent, on the need for appropriate policy instruments to deliver financial stability 
(e.g. legal reserve requirements, see De Grauwe and Gros, 2009). 
 
No new consensus has emerged on monetary policy and the financial stability objective. Yet 
in the case of the ECB, a clear-cut distinction between monetary policy in normal times and 
in times of crisis has materialised. 
 
Starting from August 2007, the ECB has resorted to a series of unconventional monetary 
measures and has edged closer to assuming a fiscal or quasi fiscal role. 
 
Against this background, we will provide an account of the ECB monetary policy measures 
after 2007, highlighting the risks and the tight inter-linkages between fiscal policy, 
monetary policy and financial stability. 
 
Before going into the two different phases of the financial crisis; the liquidity shortage that 
hit the financial system (especially in the aftermath of the Lehman collapse) and then the 
sovereign debt crisis, it might be useful to consider briefly how monetary policy works in 
normal times. 

                                          
20 According to R. White (2006) price stability can contribute to generate financial instability. 
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Monetary policy in normal times 
In normal times the ECB’s monetary policy strategy, in line with its definition of price 
stability, aims to keep inflation rates below, but close to, 2% over the medium term. In 
addition, the two-pillar structure of the analytical framework, economic and monetary 
analysis, plays a major role in assessing the risks to price stability over the medium term.  
Following the modern theory of central banking, the main focus of the ECB is on interest 
rates. This is the fundamental tool through which it influences inflation, demand and 
expectations. 
 
Since the financial system (and crucially the banking system) represents an important 
channel for the transmission of monetary policy; its proper functioning is a necessary 
condition for monetary policy to be effective. This is why the ECB is also the lender of last 
resort should a bank (or the entire) system lack liquidity.21 However, if a bank has a 
solvency problem, the usual prescription is that the (national) government steps in, by re-
capitalising or even nationalising the institution. 
 
Hence, in a monetary union with an independent central bank, the ultimate lender of last 
resort is each of the national governments of the Union.  
 
Clearly this presumes that the national government has the resources, or is in the position 
to borrow them, for such an intervention. This hypothesis does not necessarily hold when 
there is a fiscal crisis. 

Monetary policy in times of crisis: unconventional 
monetary measures  

Then there was the financial crisis, and both central banks and national governments 
intervened by means of extraordinary measures to support the financial system, resorting 
to a massive injection of liquidity and bank bail-outs, respectively.  
 
As mentioned earlier, two different phases of the crisis that started in 2007 can be 
identified. In what follows we shall analyse and assess the monetary policy measures and 
their inter-linkages with fiscal policy and financial stability that have characterised both the 
financial crisis and the sovereign debt crisis in the euro area. 
 
While the ECB has always maintained that its only objective is price stability, it is clear that 
after the Lehman collapse, all its interventions were aiming at reducing widespread 
financial instability. This makes sense to the extent that the ECB acted as lender of last 
resort; willing to provide credit lines to economic actors to which the markets were not 
willing to lend. This is consistent with the wide-spread risk management approach of a 
central bank. As emphasised by Paramo (2010), a central bank follows a conservative 
approach towards risk in normal times and takes on risk at a time of crisis, behaving in a 
symmetric fashion with respect to financial markets. 
 
However, the latest set of interventions seems to go even beyond the objective of financial 
stability. While it is maintained that the measures are aiming at securing the well-
functioning of monetary policy transmission channels, it is difficult to deny that the latest 
intervention on government security markets is not a political decision.  

                                          
21 See Aglietta on the lender of last resort in the EMU (2000). 
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The ‘enhanced credit support’ 

In the second half of 2007, the ECB reacted promptly to the crisis by starting the so-called 
“enhanced credit support”. It was a set of bank-based measures aimed at enhancing 
credit beyond what the ECB could achieve through policy interest rate reductions 
alone. It included significant adjustments in the ECB’s liquidity management operations 
and the extension (mainly by increasing the shares of private sector assets) of the list of 
collateral assets eligible for regular operations. In addition, in May 2009, the maturity of its 
long-term refinancing operations was extended to 12 months and announced a programme 
of outright purchase of covered bonds up to EUR 60 billion. (See the appendix for the ECB 
press releases on the main extraordinary measures) 
 
Figure 1 shows the efforts of the ECB to stabilise markets, which consisted mainly of 
providing more funds to the banking system. These operations are often described as 
providing liquidity. However, this is not exactly true, unless one considers one year funds 
as ‘liquidity’. In reality the ECB has been both providing more funds and at longer 
maturities, as can be seen from the sharp and very large increase in long-term refinancing 
operations and the fall (although by a smaller amount) in the standard form of lending, 
namely the so-called ‘main refinancing’ operations, which have a maturity of one week.22  
 
Figure 1. The first stage: More and longer-term refinancing operations (up to May 
28, 2010) 

Lending to euro area credit institutions: selected operations 
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Source: ECB, Statistical warehouse. 
 

                                          
22 Main refinancing operation (MROs): regular open market operation executed by the Eurosystem (national 
central banks) in the form of reverse transactions. Such operations are carried out through a weekly standard 
tender and normally have a maturity of one week. In normal times this is the bulk of refinancing to the financial 
sector.  
Longer-term refinancing operations (LTROs): credit operations with a maturity of more than one week that are 
executed by the Eurosystem in the form of reverse transaction on the basis of standard tenders. The regular 
monthly operations are conducted with a maturity of three months. During the financial market turmoil that 
started in 2007, supplementary operations with maturities ranging from one maintenance period to one year were 
conducted, the frequency of which varied. (Source ECB) 
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The ECB also considerably widened the type of assets that could be used as collateral, 
including non-euro denominated assets and even subordinate debt. The overall rating 
requirement was reduced from A- to BBB-. By reducing the quality requirement in terms of 
collateral the ECB was implicitly taking a risk, but this risk was limited by the fact that EU 
governments had implicitly provided a guarantee for the entire banking system. 
 
Overall the ECB intervention succeeded in containing the liquidity crisis after Lehman. Since 
December 2009, the ECB announced the withdrawing of its crisis-fighting measures and 
was in principle intending to significantly scale them down by the summer of 2010. (See 
the appendix for the details of the “Enhancement of the provision of longer-term 
refinancing” programme). However, the winding down of exceptional measures was not 
implemented as the second phase of the crisis, namely the sovereign debt crisis, set in 
early 2010 when markets started to show increasing doubts about the ability of Greece to 
service its huge foreign debt. 
 
During the first phase of the crisis, the principle that insolvent institutions should be taken 
care of by the fiscal authorities was adhered to. In the two major rescue operations of 
autumn 2008 (Fortis and HRE), the failing institutions were refinanced outside the normal 
monetary policy operations by their respective national central banks. The ECB had to 
authorise these operations, but it did not incur any risk because only the losses (and 
profits) from normal monetary policy operations enter the overall balance sheet of the 
Eurosystem whose profits and losses are then distributed pro-rata to the NCBs (and thus 
the member states participating in EMU). 
 
The special credits granted by the Bundesbank and the Banque Nationale de Belgique could 
be regarded as essentially national fiscal operations. It is when the institutions thus rescued 
participated again in the regular monetary policy operations that one could argue that a 
disguised form of support to failed institutions was in place. However, the return to the 
‘discount’ windows of the ECB required the rescued institutions posting adequate collateral 
as any other counterpart. At that point the ECB was thus protected from losses as normal 
through the quality of the collateral. 
 
Moreover, at the time, many banks needed government guarantees in order to refinance 
themselves in the market. Hence, there was only a blurred difference between those 
institutions that needed government guarantees to issue bonds and those that had 
previously been rescued and effectively nationalised. 
 
There were only two (sets of) significant bank failures in the autumn of 2008: Lehman 
Brothers and the (three) Icelandic banks, all of which had subsidiaries within the euro-zone 
and could thus participate in the regular monetary policy operations. It appears from the 
annual report of the ECB that in these cases the Eurosystem experienced losses, which 
amounted in some cases to close to 50% of the lending of the Eurosystem to these banks, 
(it is difficult to document this precisely because the ECB has not been transparent about 
these operations, see e.g. Sibert (2010)). These losses are surprising because in principle 
the ECB is supposed to lend only against good collateral (on which it also takes a haircut). 
However, it turned out that the collateral was by far not worth as much as it had been 
valued when it was posted.  
Within the Eurosystem, national central banks decide on the eligibility of collateral assets 
by relying heavily, but not exclusively, on formal ratings issued by the major rating 
agencies. With the benefit of hindsight, it appears that by accepting the collateral posted by 
the euro area subsidiaries of Lehman and the Icelandic banks, national central banks relied 
too heavily on official ratings and did not perform their own due diligence. 
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This may point to an incentive problem created by the distribution of responsibilities: 
national central banks might have a tendency to be too lenient in accepting collateral 
because that boosts their ‘turnover’ against a minimal increase in their own risk, since any 
losses are distributed over the entire Eurosystem and thus socialised.  
 
Quantitative easing act I: The purchase programme for covered 
bonds 

The second stage in the efforts to stabilise financial markets started when, in June 2009, 
the ECB announced a programme of direct purchases of covered bonds23 on both the 
primary and secondary market across the euro area. The programme amounted to EUR 60 
billion and it is expected to be concluded by the end of June 2010 (as of June 2, 2010 the 
total amount purchased equals EUR 55.2 billion). 
 
In buying covered bonds the ECB still was protected, as with its normal policy operations, 
by the double security of the value of the collateral and the guarantee of the financial 
institution issuing the security. Given that national governments were guaranteeing the 
survival of their banks, this programme had a ‘quasi-fiscal’ aspect. Moreover, the benefits 
from this programme were quite unevenly distributed as most of the issuance of covered 
bonds occurs in two member countries (Germany and Spain).24 It is not known which 
institutions were the holders of the covered bonds bought by the ECB.  
 
Over the period 2007-2010 (May) the balance sheet of the ECB increased by about EUR 
900 billion, of which 360 came from refinancing operations to the financial institutions. It is 
clear that the covered bond programme with its EUR 60 billions is only of limited overall 
relevance (compared to the lending to MFIs for example) nonetheless it might have been 
important for this market segment.  
 
Quantitative (or rather qualitative?) easing act II: The (Southern 
government) ‘Securities Markets Programme’ 

The last (?) step taken by the ECB (May 2010) in this chain of ever more “quasi-fiscal 
policy” measures is the so-called ’securities markets programme’ of May 9th:  
 
“On 9 May 2010 the Governing Council decided and publicly announced that, in view of the 
current exceptional circumstances in financial markets, characterised by severe tensions in 
certain market segments which are hampering the monetary policy transmission 
mechanism and thereby the effective conduct of monetary policy oriented towards price 
stability in the medium term, a temporary securities markets programme (hereinafter the 
‘programme’) should be initiated. Under the programme, the euro area NCBs, according to 
their percentage shares in the key for subscription of the ECB’s capital, and the ECB, in 
direct contact with counterparties, may conduct outright interventions in the euro area 
public and private debt securities markets.” (See the appendix for the full press release). 
 

                                          
23 Covered bonds, as defined by the ECBC (European Covered Bond Council), “are debt instruments secured by a 
cover pool of mortgage loans (property as collateral) or public-sector debt to which investors have a preferential 
claim in the event of default. While the nature of this preferential claim, as well as other safety features (asset 
eligibility and coverage, bankruptcy-remoteness and regulation) depends on the specific framework under which a 
covered bond is issued, it is the safety aspect that is common to all covered bonds”. 
24 According to the European Covered Bond Council, in 2008, 50% of the outstanding covered bonds of the euro 
area were issued by Germany and 21% by Spain.  
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The text of the formal decision is quite generic and no information has been provided about 
the composition of these purchases, whose debt has been purchased or which maturities.  
In contrast to the covered bond purchase programme, no indications were given of the size 
of the planned interventions, nor of the time-frame.  
 
From the ‘ECB weekly financial statements’ it can be deduced that the purchases under this 
program are being listed under “Securities held for monetary policy purposes” (which in 
turn are under “securities of the euro area residents”) and not under “General government 
debt in euro.” From these data one can infer that up to the end of May (i.e. during four 
weeks of interventions), the NCBs in the Eurosystem bought about EUR 40 billion (of which 
16.5 the first week and 10, 8.5 and 5.5 the following ones).25  
 
Market participants assert that national central banks have mainly bought debt off the 
Portuguese, Greek and Irish governments. This cannot be verified but it would explain why 
Spanish and Italian spreads have been increasing over the last weeks while the others 
stabilised (See Figure 2). 
 
Figure 2. Government yields: Spain and Portugal relative to Germany 
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Source: Datastream 
 
The rate at which the ECB has been buying government bonds from Southern Europe” is so 
far about EUR 10 billion per week, about 10 times larger than the rate at which the 
holdings of covered bonds were built up (EUR 55 billion over 50 weeks). 
 
The ECB has said that it will sterilise any purchases of Southern European bonds. However, 
even if it did not so, the impact on this balance sheet would be marginal, given that the 
overall balance sheet of the ECB is around EUR 2,000 billion.  
 
‘Sterilisation’ of the purchases of Greek and other public debt can only mean that the ECB 
is selling other assets (e.g. by reducing its lending to banks). This implies that the ECB is 
engaged in a risk transfer: it is buying Greek and other risky securities and selling low-risk 
assets.  
 
Risk transfers might arise in the normal course of monetary policy operations. Yet normally 
they are a by-product of a policy that is directed in a uniform fashion at the euro area as 
whole and it is usually very difficult to identify who gains and who loses. This case is 
different: the purchase programme has the purpose of increasing demand for the bonds of 
some countries. 

                                          
25 On May 17, the ECB announced that a special one-week tender was to be carried out the next day to drain 
EUR16.5 billion in extra liquidity injected into markets by purchases of euro-zone government bonds during the 
previous week. 
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Box 1: Bank of Greece balance sheet  
The balance sheet of the Greek National Bank increased by 50% (from EUR 80 to 120 
billion) between November 2009 and April 2010 (latest data available) with the whole 
increase driven by the raise in lending to credit institutions, which now represents 70% of 
the total assets of the Bank (the equivalent percentage at the ECB is less than 40%). This 
also means that of the almost EUR 800 billion of the Eurosystem’s total lending to financial 
institutions, 10% of it is via the Bank of Greece (although the GDP of Greece amounts to a 
little over 2 % of euro area GDP). 
The balance sheet of the Bank of Greece is now equivalent to 50% of the Greek GDP, which 
is highly unusual (the ECB’ s assets amount to about 20% of the GDP of the area).  
To assess how much “Greek risk” the ECB and Eurosystem have been taking on it is 
important to quantify the amount of Greek government debt that has been brought into the 
‘belly’ of the ECB in some form.  
Given the size of the refinancing operations and the latest bond purchase, one can guess 
that up to EUR 100 billion of Greek debt is now at the ECB, either in the form of collateral 
or held outright. This is equivalent to about one third of total Greek public debt.  
 
Moreover, the ECB has also created distortions in the derivatives markets for governments 
of the countries whose bonds it buys. For these countries the CDS prices are now much 
higher than the bond spreads (See Figure 3).26  
 
Figure 3. Portugal: spread versus CDS 
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Source: Datastream 
 

                                          
26 Greece is an exception in this sense, but as consequence of the special measures Greek government debt is ‘de 
facto’ out of market.  
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This is probably due to the fact that banks in some countries have promised (in varying 
forms and with varying degrees of implementation) not to sell their holdings of Portuguese 
debt. These institutions are thus effectively barred from selling to the ECB. However, they 
also have a fiduciary obligation to keep their risk under control. Many of them might thus 
be tempted to use CDS to protect themselves against losses on their holdings (covered 
CDS sales have not been banned). 
 
Was the programme a success? This is difficult to assess given that so little information has 
been given about the details of the bond purchases. The fact that the spreads on Greek and 
Portuguese bonds are now (four weeks after the start of the programme) much lower than 
before suggests that for these two countries the ECB measures did have an impact, 
possibly it is the only buyer in these markets. 
 
The spreads on Spanish government debt have now (early June) returned to the peak they 
had achieved when the ECB started buying. Unfortunately, it is not known with certainty 
whether the ECB has bought Spanish bonds in any amounts (or whether it intends to do so 
in future). 

Concluding remarks 
The decision to buy government bonds on the part of some countries only was taken when 
financial markets seemed close to breaking down, as it was not clear how governments 
would deal with a fiscal crisis in Southern Europe. Financial markets are subject to panic 
and herd instincts and thus they are often wrong. It is entirely possible that financial 
markets do not appraise the risk of a default by Greece or other states properly. But the 
key question is whether it should be up to the ECB to take a bet against the markets, 
rather than the fiscal authorities, i.e. the member states. The ECB should be concerned 
only with euro area wide issues (price stability, financial stability, the exchange rate, etc.) 
not with the distribution of fiscal risks across member states. 
 
Moreover, it is difficult to see the link between the price of the existing Greek government 
debt and the monetary transmission mechanism (the official justification of the ECB for 
buying Greek bonds). Thanks to the EA/IMF rescue package the Greek government will not 
have to issue new bonds for the next three years. The price of the existing Greek 
government bonds thus has no material impact on Greek government finances and the 
Greek banking system is anyway being refinanced only by the ECB. It would thus have 
made sense for the ECB to concentrate on the Spanish and Portuguese markets. 
  
The main dangers for the ECB are likely to lie ahead.  
 
If the buyers’ strike of Greek debt continues the ECB might have to buy up all the Greek 
government bonds that are still in the hands of the private sector. This would put the ECB 
in a politically very awkward position because it would basically become the main creditor 
of the Greek government – a situation the Maastricht Treaty had sought to avoid by 
stipulating that the ECB should not finance government deficits. 
 
The second and more difficult challenge for the ECB might be Spain. There the main 
problem is not government debt, but the debt of the financial system. In Spain the 
government debt amounts to ‘only’ about 60% of GDP (or EUR 600 billion, about twice as 
much as Greece in absolute amounts). But Spanish financial institutions (See Table 1) have 
over EUR 1,500 billion in bonds outstanding (150% of Spanish GDP).  
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Table 1. Outstanding marketable debt 
   EUR Billions  Ratio  
 2009Q3 
 Banks Public Banks/Public 
ES 1,554 579 2.7 
EL 104 291 0.4 
IT 1,560 1568 1.0 
IE n/a 99   
PT 200 155 1.3 

Source: ECMI statistical package 
 
Banks usually have to pay a risk premium that is at least as high as their sovereign.  As the 
spreads on Spanish government bonds increase the pressure on the entire Spanish financial 
system will mount. What will the ECB do if financial markets refuse to roll over the debt of 
Spanish banks? Rescuing Spain would require interventions of an order of magnitude larger 
than those seen so far. The ECB seems to be open to this eventuality since the decision of 
the Governing Council speaks of public and private debt securities markets.  
 
The ECB must thus make a choice: double or quit. Continuing with bond purchases at the 
low level of recent weeks does not seem to be enough to prevent yields from increasing. 
Scaling up the operations would, however, increase the risks manifold.  
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Appendix: ECB recent developments in collateral eligibility 
and refinancing operations 

15 October 2008 - Measures to further expand the collateral framework and enhance the 
provision of liquidity 

The Governing Council of the European Central Bank (ECB) today decided, by means of a 
teleconference, on the following measures: 

 The list of assets eligible as collateral in Eurosystem credit operations will be 
expanded as set out below, with this expansion remaining into force until the end of 
2009. 

 As from the operation settling on 30 October 2008 and until the end of the first 
quarter in 2009, the provision of longer-term refinancing by the Eurosystem will be 
enhanced as set out below. 

 The Eurosystem will start offering US dollar liquidity also through foreign exchange 
swaps. 

Expansion of the list of assets eligible as collateral in Eurosystem credit operations 

The Eurosystem will add the following instruments to the list of assets eligible as collateral 
in its credit operations: 

 Marketable debt instruments denominated in other currencies than the euro, namely 
the US dollar, the British pound and the Japanese yen, and issued in the euro area. 
These instruments will be subject to a uniform haircut add-on of 8%. 

 Euro-denominated syndicated credit claims governed by UK law. 

 Debt instruments issued by credit institutions, which are traded on the accepted 
non-regulated markets that are mentioned on the ECB website; this measure 
implies inter alia that certificates of deposits (CDs) will also be eligible when traded 
on one of these accepted non-regulated markets. All debt instruments issued by 
credit institutions, which are traded on the accepted non-regulated markets, will be 
subject to a 5% haircut add-on.  

 Subordinated debt instruments when they are protected by an acceptable guarantee 
as specified in section 6.3.2 of the General Documentation on Eurosystem monetary 
policy instruments and procedures. These instruments will be subject to a haircut 
add-on of 10%, with a further 5% valuation markdown in case of theoretical 
valuation. 

Furthermore, the Eurosystem will lower the credit threshold for marketable and non-
marketable assets from A- to BBB-, with the exception of asset-backed securities (ABS), 
and impose a haircut add-on of 5% on all assets rated BBB-.  

The date of entry into effect as well as further technical details on these measures will be 
communicated as soon as possible. The measures will remain in force until the end of 2009.  

The expansion of the eligibility criteria announced today will be combined with vigilant 
monitoring of the use of the framework.  

Moreover, as of 20 October 2008 and at least until the end of the first maintenance period 
in 2009 on 20 January, fixed term deposits held with the Eurosystem will be eligible 
collateral for Eurosystem credit operations. 

Enhancement of the provision of longer-term refinancing. 
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Consistently with the temporary expansion of the collateral pool, the Eurosystem will also 
enhance its provision of longer-term refinancing as follows: 

 All longer-term refinancing operations will, until March 2009, be carried out through 
a fixed rate tender procedure with full allotment. 

 The two 3-month supplementary longer-term refinancing operations (SLTRO) 
maturing in February and in March 2009 will be rolled-over and an additional 3-
month operation will be conducted in January 2009. 

 The outstanding 6-month SLTRO maturing in January 2009 will be rolled-over, and 
four additional 6-month SLTROs will be carried out in November 2008, December 
2008, February 2009 and March 2009 in parallel with the respective 3-month 
SLTROs. 

 As result, two 3-month LTROs/SLTROs and one 6-month LTRO will be carried out 
each month until and including March 2009. 

 Moreover, the special term refinancing operation (STRO) allotted on 29 September 
2008 will be rolled-over when it matures on 7 November 2008 and it will have a 
maturity matching the length of the reserve maintenance period; 

 A schedule of the above operations is provided in the table below. 

The ECB will continue to steer liquidity towards balanced conditions in a way which is 
consistent with the objective to keep short-term rates close to the interest rate on the main 
refinancing operation. For that purpose it will also accept fixed term deposits with a one 
week maturity. 
 Provision of US dollar liquidity through foreign exchange swaps 

As from 21 October 2008, and at least until the end of January 2009, in parallel with the 
existing tenders in which the Eurosystem offers US dollar liquidity against ECB-eligible 
collateral, the Eurosystem will also offer US dollar liquidity through EUR/USD foreign 
exchange swaps. The EUR/USD foreign exchange swap tenders will be carried out at a fixed 
price (i.e. swap point) with full allotment. Further details on the tender procedures for 
EUR/USD foreign exchange swaps will be released shortly. 

7 May 2009 - Longer-term refinancing operations 
The Governing Council of the European Central Bank has today decided to conduct liquidity-
providing longer-term refinancing operations (LTROs) with a maturity of one year.  

The operations will be conducted as fixed rate tender procedures with full allotment, and 
the rate in the first of these operations will be the rate in the main refinancing operations at 
that time. In subsequent longer-term refinancing operations with full allotment, the fixed 
rate may include a spread in addition to the rate in the main refinancing operations, 
depending on the circumstances at the time. 

The operations will be conducted in addition to the regular and supplementary longer-term 
refinancing operations, which will be unaffected.  

A tentative schedule for such longer-term refinancing operations in 2009 is provided below. 

Moreover, the Governing Council of the European Central Bank has today decided to 
prolong until the end of 2010 the temporary expansion of the list of eligible assets, 
announced on 15 October 2008. 
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Operation  Announcement 
date  Allotment date  Settlement date  Maturity date  Maturity  

One-year 
LTRO 

Tuesday, 23 June 
2009 

Wednesday, 
24 June 2009 

Thursday, 
25 June 2009 

Thursday, 1 July 
2010 

12 
months 

One-year 
LTRO 

Tuesday, 
29 September 
2009 

Wednesday, 
30 September 2009 

Thursday, 
1 October 2009 

Thursday, 
30 September 
2010 

12 
months 

One-year 
LTRO 

Tuesday, 
15 December 2009 

Wednesday, 
16 December 2009 

Thursday, 
17 December 
2009 

Thursday, 
23 December 2010 

12 
months 

 
4 June 2009 - Purchase programme for covered bonds  

As of June 2, ECB bond purchase equals EUR 55.3 billion  

Following-up on its decision of 7 May 2009 to purchase euro-denominated covered bonds 
issued in the euro area, the Governing Council of the European Central Bank (ECB) decided 
upon the technical modalities today. These modalities are as follows: 

 The purchases, for an amount of EUR 60 billion, will be distributed across the euro 
area and will be carried out by means of direct purchases.  

 The purchases will be conducted in both the primary and the secondary markets. 

 In order to be eligible for purchase under the programme, covered bonds must 

 be eligible for use as collateral for Eurosystem credit operations;  

 comply with the criteria set out in Article 22(4) of the Directive on 
undertakings for collective investment in transferable securities (UCITS) or 
similar safeguards for non-UCITS-compliant covered bonds; 

 have, as a rule, an issue volume of about EUR 500 million or more and, in 
any case, not lower than EUR 100 million; 

 have, as a rule, been given a minimum rating of AA or equivalent by at least 
one of the major rating agencies (Fitch, Moody’s, S&P or DBRS) and, in any 
case, not lower than BBB-/Baa3; and 

 have underlying assets that include exposure to private and/or public 
entities. 

 The counterparties eligible to the purchase programme are those eligible for the 
Eurosystem’s credit operations, as well as euro area-based counterparties used by 
the Eurosystem for the investment of its euro denominated portfolios. 

 The purchases will start in July 2009 and are expected to be fully implemented by 
the end of June 2010 at the latest. 

 
3 May 2010 - ECB announces change in eligibility of debt instruments issued or guaranteed 
by the Greek government 

The Governing Council of the European Central Bank (ECB) has decided to suspend the 
application of the minimum credit rating threshold in the collateral eligibility requirements 
for the purposes of the Eurosystem’s credit operations in the case of marketable debt 
instruments issued or guaranteed by the Greek government. This suspension will be 
maintained until further notice. 
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The Greek government has approved an economic and financial adjustment programme, 
which has been negotiated with the European Commission, in liaison with the ECB, and the 
International Monetary Fund. The Governing Council has assessed the programme and 
considers it to be appropriate. This positive assessment and the strong commitment of the 
Greek government to fully implement the programme are the basis, also from a risk 
management perspective, for the suspension announced herewith.  

The suspension applies to all outstanding and new marketable debt instruments issued or 
guaranteed by the Greek government.  

 
10 May 2010 - ECB decides on measures to address severe tensions in financial markets 

The Governing Council of the European Central Bank (ECB) decided on several measures to 
address the severe tensions in certain market segments which are hampering the monetary 
policy transmission mechanism and thereby the effective conduct of monetary policy 
oriented towards price stability in the medium term. The measures will not affect the 
stance of monetary policy. 

In view of the current exceptional circumstances prevailing in the market, the Governing 
Council decided: 

1. To conduct interventions in the euro area public and private debt securities markets 
(Securities Markets Programme) to ensure depth and liquidity in those market 
segments which are dysfunctional. The objective of this programme is to address 
the malfunctioning of securities markets and restore an appropriate monetary policy 
transmission mechanism. The scope of the interventions will be determined by the 
Governing Council. In making this decision we have taken note of the statement of 
the euro area governments that they “will take all measures needed to meet [their] 
fiscal targets this year and the years ahead in line with excessive deficit procedures” 
and of the precise additional commitments taken by some euro area governments to 
accelerate fiscal consolidation and ensure the sustainability of their public finances.  
In order to sterilise the impact of the above interventions, specific operations will be 
conducted to re-absorb the liquidity injected through the Securities Markets 
Programme. This will ensure that the monetary policy stance will not be affected.  

2. To adopt a fixed-rate tender procedure with full allotment in the regular 3-month 
longer-term refinancing operations (LTROs) to be allotted on 26 May and on 30 June 
2010. 

3. To conduct a 6-month LTRO with full allotment on 12 May 2010, at a rate which will 
be fixed at the average minimum bid rate of the main refinancing operations (MROs) 
over the life of this operation. 

4. To reactivate, in coordination with other central banks, the temporary liquidity swap 
lines with the Federal Reserve, and resume US dollar liquidity-providing operations 
at terms of 7 and 84 days. These operations will take the form of repurchase 
operations against ECB-eligible collateral and will be carried out as fixed rate 
tenders with full allotment. The first operation will be carried out on 11 May 2010. 
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4) THE GREEK SOVEREIGN DEBT CRISIS AND THE 
EUROSYSTEM 

 
by Anne Sibert 

Birbeck, University of London and CEPR 
 
 
 
 
 

Abstract 
 

As a result of the current Greek sovereign debt crisis the ECB has 
announced its intention to purchase euro area government debt outright in 
secondary markets. This paper examines why the ECB felt it necessary to 
do this and the implications of this action for the euro area monetary 
policy stance and Eurosystem legitimacy. 
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Executive summary 
• In early May CDS spreads on Greek sovereign debt rose to nearly 1000 basis points 

and the spreads on Greek sovereign debt over German sovereign debt rose to 
almost 10-1/2 basis points. Faced with prospect of Greek government illiquidity or 
insolvency, policy makers sprang into action. A key component of their resulting 
plan is the ECB’s “security market program”. Under this program, the ECB stands 
ready to intervene in dysfunctional sovereign debt markets.  

 
• Greece is probably insolvent. Reducing its debt would require years of large primary 

surpluses and these would require savage spending cuts. Were Greece to start 
running surpluses, it would have an incentive to default by staging a pre-emptive 
rescheduling. 

 
• French and German banks are heavily exposed to Greece. Faced with the choice 

between bailing out their banks right away, or keeping Greece from defaulting and 
delaying a bailout until the global economic situation has improved, Germany and 
France appear to view the latter action as preferable. 

 
• There was some risk that contagion might lead to crises in Portugal, Ireland, Italy 

and Spain. However, the situation in Greece is far worse than in these economies. 
 
• A lack of sizable immediately available funding from other sources meant that the 

ECB felt forced to announce its decision to intervene. Unfortunately, the action is 
perceived by many to be a flouting of the spirit of the Treaty and this reduces the 
ECB’s legitimacy. 

 
• The ECB’s policies regarding risky collateral are non-transparent sometimes difficult 

to explain. This, too, threatens the ECB’s legitimacy. 
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The Greek rescue package 
In Oct 2009 George Papandreou’s new socialist government confirmed suspicions that 
previous Greek fiscal data had been misreported. The government budget deficit for 2008 
was actually 7.7 percent of GDP, and not five percent. The projected budget deficit for 
2009 was amended to 12.5 percent of GDP from an earlier figure of 3.7 percent. Eurostat 
further changed this figure to 13.6 percent in April 2010. As the situation became more 
clear, the ratings agencies and the market responded. On 24 April, Standard & Poor’s 
downgraded Greek sovereign debt to junk. The spreads on Greek government bonds over 
German government bonds, shown in Table 1, widened from about 2-1/4 percentage points 
at the start of the year to almost 10-1/2 percentage points in early May, while the five-year 
CDS spreads for Greek government debt rose from about 250 basis points to close to 1000 
basis points. 
 

Figure 1. Sovereign Interest Rate Differentials 
(10-year government bond spreads vs. Germany) 
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Source: Financial Times 

 
Faced with the prospect of Greek illiquidity and possible insolvency, policy makers sprang 
into action, creating a rescue plan over the weekend of 8-9 May. The plan consists of four 
components. The first is the European Stabilization Mechanism. A fund that was originally 
set up by Ecofin and administered by the European Commission to help Latvia, Hungary 
and Romania was increased by 60 billion euros and extended to the euro area countries. 
The EU budget is used as collateral and the money is available immediately. Second, to 
augment the Mechanism, it was decided that a special purpose vehicle would be set up to 
issue loans backed by a guarantee from euro area member states. Sweden and Poland 
have also agreed to join; the United Kingdom has declined, as has euro area member state 
Denmark. Loans under this scheme would be subject to IMF conditionality. Third, the IMF is 
to make 250 euros worth of additional funding available as part of IMF programs. Fourth, 
the ECB launched a “securities market program”, announcing its intention to intervene in 
dysfunctional public and private debt markets.   
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Greece is probably insolvent 
Gross Greek government debt amounted to 115 percent of Greek GDP in 2009 and, with 
falling GDP growth, the IMF projects it to burgeon to nearly 150 percent by 2012. This is 
seen in Table 1 below.  

 
Table 1. Actual and Forecasted GDP Growth, Debt 

and the Primary Balance for Greece 
 
 2009 2010 2011 2012 2013 2014 2015 

Real GDP 
Growth 

-2.0 -4.0 -2.6 1.1 2.1 2.1 2.7 

Gross 
Debt (% 
GDP) 

115 133 145 149 149 146 140 

Primary 
Balance 

-8.6 -2.4 -0.9 1.0 3.1 5.9 6.0 

 
Source: “Greece: Request for a Stand-By Agreement,” International Monetary Fund, 5 May 2010. 

 
The IMF “forecasts” the Greek debt-to-GDP ratio to begin to fall after 2014 under its IMF 
financing program, but this is under the assumption that Greece is able to run to run 
primary surpluses of about six percent of GDP. The Fund (2010) is not optimistic, saying 
“Risks to the program are high. The adjustment needs are unprecedented and will take 
time, so fatigue could set in. Any unforeseen shock could weigh on the economy and the 
banking system, even if the fiscal program is on track.” 
 
Even this gloomy IMF forecast is viewed as sanguine by some. Boone and Johnson (2010) 
think that Greek debt may rise to 155 percent of GDP. To see the implications of such a 
large debt burden, suppose that Greece were to experience constant real growth of γ and 
that it faced a constant real interest rate of r. Let Greek debt (as a percentage of GDP) be 
denoted by b. The primary surplus (as a percentage of GDP) necessary to maintain a 
constant level of debt is approximately 
 

s = (r – γ)b. 
 
As long as the real interest rate that Greece pays exceeds its growth rate, Greek debt will 
grow unless Greece runs a sufficiently large primary surplus. Boone and Johnson point out 
that if Greece has zero growth and pays a real interest rate of five percent, it would have to 
run primary surpluses of nearly eight percent of GDP each year, just to keep its debt from 
growing as a percentage of GDP. 
 
Given the inefficiency of the Greek tax system, running sizable primary surpluses would 
require savage cuts in public spending. Even when the Greek economy was growing 
rapidly, Greece did not have the political will to run surpluses. Currently, Greece has a large 
budget deficit and is dependent on borrowing: it has an incentive to accept the IMF’s 
conditionality and to promise reform in return for funding. However, as Buiter (2010) points 
out, were it to commence running primary surpluses, then Greece would not need current 
funding. At this point, default is likely to seem preferable to years of austerity. Thus, 
political considerations suggest that Greece is currently insolvent.  
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The Eurosystem had to choose between default and 
lending to Greece 

Given the spike in the Greek – German government bond spread and short-term Greek 
borrowing needs, it was clear in early May that euro area governments were faced with a 
choice between immediate Greek default or a rescue package that might stave off the 
inevitable for a few years. 
 
No advanced economy has defaulted in the last 50 years but transition and developing 
economies default fairly regularly.27 Russia, Ukraine, Pakistan, Ecuador, Argentina and 
Uruguay have all defaulted since 1998, paying average haircuts of 13 – 73 percent in the 
resulting debt restructurings.28 Eventually, Greece is likely to want to default with a pre-
emptive restructuring of its government debt. Once it is no longer running a significant 
primary budget deficit, the cost of a default is likely to be less than the cost of years of 
running primary surpluses. The empirical evidence suggests that countries that default are 
not denied access to international financial markets, although they may pay a somewhat 
higher cost for borrowing than those that do not.29 
 
In the short run, however, Greece is anxious to avoid default. With sizable government 
budget deficits planned for this year and next, default would lead to output losses and 
social unrest if the government were unable to borrow. Domestic banks are major creditors 
of the government and they would be threatened with insolvency. France and Germany are 
also especially interested in avoiding default for as long as possible. Their banks are heavily 
exposed to Greek debt. According to the BIS, French bank claims on Greece amount to 
nearly $80 billion; German bank claims amount to about $45 billion. In contrast, UK banks 
have claims of only around $15 billion. Faced with the choice between bailing out their 
banks right away, or keeping Greece solvent and delaying a bailout until the global 
economic situation has improved, Germany and France appear to view the latter action as 
preferable. 
 
It is worth noting, as an aside, that French and German banks should not have been 
allowed to become so heavily exposed to Greek debt. This is a supervisory and regulatory 
failure on the parts of the French and German governments. 

How important is the threat of contagion? 
As seen in Figure 1, above, the rising spread between 10-year Greek government bonds 
and German government bonds was accompanied by smaller increases in the spreads 
associated with Irish, Italian, Portuguese and Spanish bonds. It is widely suggested that a 
Greek default might lead to contagion affecting one or more of these countries. 
 
In general there may be multiple outcomes that are theoretically possible for any solvent 
borrower. In the first outcome, each creditor believes that all other creditors will continue 
to extend new loans and roll over existing loans and thus the borrower will remain liquid. 
Thus, each creditor finds it optimal to extend new loans or roll over existing loans. The 
borrower remains liquid and expectations are validated. In the second outcome, each 
creditor believes that all other creditors will fail to roll over their loans or extend new loans 
and that the borrower will become illiquid and unable to repay. Thus, each creditor fails to 
roll over his loans or extend new loans. In both scenarios, expectations are self-fulfilling. 
 

                                          
27 France defaulted eight times between 1500 and 1800; Spain defaulted 13 times between 1500 and 1900. 
28 See Sturzenegger and Zetteleyer (2005).  
29 See De Paoli et al (2005). 
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The second scenario is not a usual one in normal times: why would all creditors coordinate 
on this outcome if they believed the borrower to be solvent when not threatened with a 
liquidity crisis? Some event needs to occur that makes coordination of expectations on the 
second scenario possible. A worry is that a run on Greek government debt might be such 
an event. 
 
The question is however, do market participants view the Irish, Italian, Portuguese or 
Spanish economies as similar enough to the Greek economy for this to be likely? It is not 
clear that they do. First, the Greek fiscal situation is markedly different from those of these 
other countries, shown in Table 2 below. Ireland, Portugal and Spain are running large 
government budget deficits but their gross government debt is far smaller relative to GDP 
and Ireland’s deficit is due to a one-off bank recapitalisation cost. Italy has a marginally 
larger debt-to-GDP ratio than Greece, but its budget deficit is below the euro area average 
of 6.3 percent. Moreover, its debt is mostly longer-term and its near-term financing needs 
are manageable. 

 
Table 2. Deficits and Debt, 2009 

(percent of GDP) 
  

 Greece Ireland Italy Portugal Spain 
budget 
deficit 

13.6 14.3 5.3 9.4 11.2 

Gross 
government 
debt 

115.1 64.0 115.8 76.8 53.2 

 
Source: Fitch 

  
More importantly, perhaps, Greece is viewed as having a very different political culture and 
economy than those of the other countries. As seen in Table 3, Ireland is a flexible, modern 
economy, ranked number 7 in the World Bank’s Ease of Doing Business Index. By the 
standards of advanced economies, Italy, Portugal and Spain are inflexible and hard to do 
business in: the World Bank ranks them 78th, 48th and 62nd, respectively. In the most 
recent concluding statements of their Article IV Consultations, the IMF missions refer to 
rigidities in the Italian economy, “anemic” productivity in Portugal and the “dysfunctional” 
Spanish labour market.  
 
Greece, however, is in an entirely different category. Barely edging out Uganda, it ranks 
109th in the world in terms of the ease of doing business: behind the likes of Yeman, 
Ethiopia and Lebanon. It has systematically failed to run primary surpluses in good times 
and is in no sense a modern European economy. 

 
Table 3. Ease of Doing Business, 2009 

 
Country Ranking 
Greece 109 
Ireland 7 
Italy 78 

Portugal 48 
Spain 62 

 
Source: World Bank 
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The participation of the ECB 

The sharp rise in interest rate spreads in early May suggested that a Greek default would 
be imminent in the absence of government intervention. Unfortunately, without the ECB, 
the only immediately available funds were the extra 60 billion euros provided by the 
European Stabilization Mechanism: unlikely to be nearly enough to calm the markets. Thus, 
as the only entity with sufficient immediately available resources, the ECB was faced with 
the choice between a likely Greek default or stating an intention to take action. Thus, on 10 
May the ECB announced that the Governing Council had decided on several measures to 
address the “severe tensions” in markets. The key measure was its decision to implement a 
Securities Market Programme, under which it would intervene in euro area public and 
private debt securities markets to ensure depth and liquidity in markets that had become 
dysfunctional. The ECB also announced its intention to sterilise these operations so that the 
monetary policy stance would be unaffected.  On 17 May the ECB announced its intention 
to sterilise 16.5 billion euros worth of purchases; on 24 May it announced further purchases 
of 10 billion euros. 
 
The action of the ECB was not, technically speaking, a violation of the Treaty. Article 21.1 
of the consolidated version says:  

In accordance with Article 123 of the Treaty on the Functioning of the 
European Union, overdrafts or any other type of credit facility with the ECB or 
with the 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 ECB of 
national central banks of debt instruments. 

Thus, the Treaty prohibits the ECB from purchasing government bonds directly from 
member state governments in the primary issuer market. It may well be a violation of the 
spirit of the treaty, but the ECB is not legally forbidden to purchase member states’ bonds 
in secondary markets. While its decision to do so may have been the best under the 
circumstances, it may have some negative consequences. 
 
First, if the ECB honours its commitment to sterilise its purchases, then monetary policy is 
unchanged by the Securities Market Programme. However, purchases of Greek (or perhaps 
Irish, Italian, Portuguese or Spanish) government bonds increase the riskiness of the 
Eurosystem’s portfolio. If the Greek government were to default, the capital of the 
Eurosystem would be decreased.  
 
Second, the interventions are specifically targeted at dysfunctional markets. These may be 
markets that are not clearing. Thus, the ECB may be making its counterparties, who may 
have been previously unable to trade at the price offered by the ECB, better off. If the ECB 
chooses with whom to trade, this could expose the ECB to a suspicion of corruption or of 
being politically influenced, even if these things are not true. This could be a threat to its 
legitimacy. However, if the ECB provides the details of its trades and counterparties – at 
least after some appropriate period of time – and is open and transparent about how the 
counterparties were chosen, this should reduce the problem. 
 
Third, the decision to intervene raises questions about the ECB’s independence. Was the 
ECB pressured by the French and German governments? Even if it was not, the suspicion 
that it might have been is damaging. Fortunately, it should be noted that the ECB was 
unusually transparent about its decision making in this instance. President Trichet admitted 
that the vote had not been unanimous and it appears that there were at least three 
dissenters. If one of the dissenters were to become the next President of the ECB, as 
appears possible, this might mitigate any reputational loss.  
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What should the ECB do about collateral?   
The Eurosystem’s main monetary policy instruments are collateralised loans and 
repurchase agreements (repos). In the first of these transactions the Eurosystem lends 
money to a counterparty and receives securities as collateral. In the second, a counterparty 
sells securities to the Eurosystem, with a commitment to buy them back at a specified time 
and price. In both types of transactions, if the counterparty defaults and fails to complete 
the transaction, the Eurosystem keeps the securities. 
 
Before accepting a security as collateral, the Eurosystem must value it. To value a 
marketable security, the ECB uses the most representative price from the previous 
business day. If the security has not traded in five days, the Eurosystem computes a 
“theoretical price”. After valuing the security, the Eurosystem applies an additional 
“haircut” to compensate for the loss of liquidity. If a security that is used for collateral is 
valued at one million euros has a, say, ten percent haircut imposed on it, then it can be 
used as collateral against a loan with a euro value of one million minus ten percent of one 
million, or 900,000. The ECB groups acceptable marketable securities into five classes 
ranging from Eurosystem and euro area government debt (class I) to asset-backed 
securities (class V). Haircuts depend on the class and maturity: there are sharp haircuts on 
longer maturities. 
 
On 15 Oct 2008, the Eurosystem lowered the credit threshold for marketable securities 
(other than asset-backed securities) to BBB-, the lowest investment grade. To meet this 
criterion, at least one credit assessment of the security must comply with its threshold.  An 
extra five percent haircut is imposed on all securities rated BBB-. On 8 Apr 2010 the ECB 
announced that starting in January 2011, a graduated additional haircut for securities in the 
BBB- to BBB+ range will replace the five percent extra haircut on imposed on all securities 
rated BBB-. This change, however, will not apply to sovereigns. On 3 May 2010, it was 
announced that the application of a minimum credit threshold will no longer apply to 
Greece.30  
 
These changes in the rules have yet to affect how Greece is treated. Currently, Greek 
sovereign debt is rated BBB- (minimum investment grade) by Fitch and BB+ (“junk”) by 
Standard & Poor’s. Moody’s gives it the highest rating: A3 (upper medium grade). Since it 
is the highest rating that applies, Greek sovereign debt continues to be subject to the same 
haircut as any other euro area sovereign debt. Should Moody’s downgrade Greek sovereign 
debt to BBB-, then Greek government debt would be subject to an extra five percent 
haircut. The ECB has not specified what the haircut on Greek debt would be should it sink 
into the junk category. 
 
In taking on such a wide range of collateral the Eurosystem is taking on risk and 
transferring wealth. This is probably not posing a risk to its solvency or ability to maintain 
price stability.31 However, this is a highly political activity for an unelected body. To 
maintain its legitimacy, the Eurosystem must be seen as accountable. Given that its 
independence precludes substantive accountability, this is only possible if the ECB behaves 
in a transparent fashion. Unfortunately, the ECB is displaying the same opacity in its 
collateralised lending activities that it does in its monetary policy role.  
 
The ECB refuses to divulge either its actual theoretical prices for illiquid marketable 
securities or the model that it uses use to compute them. We are not told how the ECB 
chooses its haircuts. Why are there are sharp increases in haircuts on longer-maturity 
assets that are readily tradable in secondary markets at all maturities?  

                                          
30 It is difficult to understand why, and perhaps politically unappealing that, Greece is the only sovereign that this 
measure was extended to. 
31 Following an analysis of the Eurosystem’s balance sheets, Buiter (2010, p. 21) concludes that there is “no real 
risk to the ECB/Eurosystem of it being forced into inflationary money issuance because it needs to maintain its 
solvency following major capital losses on poor investments in high-risk private or sovereign instruments.” 
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Why are there no additional haircuts on Greek government debt over German government 
debt? There is a non-trivial probability that Greece will default. If banks that are heavily 
exposed to Greece borrow using Greek government debt as collateral, the default risks of 
the borrower and the Greek government are correlated and this should justify a further 
haircut. 
 
A particularly egregious display of Eurosystem risk taking and subsequent lack of 
transparency is the case of the Icelandic love letters. By the end of June 2008, the 
Eurosystem, through the Central Bank of Luxembourg, had 4.5 billion euros of 
collateralised lending outstanding to subsidiaries of the three large Icelandic banks. A 
significant fraction of the collateral provided by these banks was the so-called love letters: 
unsecured debt of one of the other Icelandic banks! In the autumn of 2008, five 
counterparties defaulted on their Eurosystem loans and three of these were the subsidiaries 
of the Icelandic banks. At the March 2009 Quarterly Dialogue with the ECB, ECON 
committee member Astrid Lulling asked President Trichet about the loans of 800 million 
euros and and 1 billion euros to two of the Icelandic banks. Trichet responded with, “I do 
not know the details – you are very well informed: you are better informed than I am. I 
have to say, at the moment – but I have not doubt that the Luxembourg bank is complying 
precisely with the requirements imposed by its position as a member of the Eurosystem 
and is applying the Eurosystem rules to the banks that submit eligible collateral to it.”  As 
the March Dialogue was nearly six months after the Icelandic banks had failed, it is hard to 
see why the European Parliament could not have had a better answer to the question.32 

                                          
32 For more details on the escapades of Iceland and the CBL, see Sibert (2010a), (2010b). 
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5) THE EURO, THE ECB AND THE EUROPEAN SOVEREIGN 
DEBT CRISIS 

 
by Karl Whelan 

University College Dublin 
 
 
 
 
 

Abstract 
 
The past few months have seen decisions taken that will affect the shape 
of European policy making for years to come. The European Financial 
Stability Mechanism may help to prevent a further round of 
destabilisation of the banking sector but it may do so at the cost of 
setting some unfortunate precedents. While sold as “saving the euro”, 
the institutionalisation of eurozone bailouts may, in the end, increase the 
chances of a major country leaving the euro. The ECB’s change in 
collateral rules for Greek bonds has been a damaging blow to its 
credibility and many questions remain about its new sovereign bond 
purchase programme. The bond purchases present the potential for 
further serious threats to the ECB’s reputation, so it is imperative that a 
better communication strategy is adopted in relation this programme. 
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Introduction 
The past few months have been a profoundly challenging period for those charged with 
crafting Europe’s fiscal and monetary policies. Financial markets have been in turmoil and 
sovereign debt markets’ conditions have drastically worsened. Governments and the ECB 
have taken extraordinary steps that will set precedents that will affect the landscape of 
European macroeconomic policy for many years to come. 
 
It has been widely accepted for some time that the Stability and Growth Pact failed to 
ensure fiscal stability in the eurozone. However, the crisis of the past few months has 
exposed just how poorly prepared European governments were to deal with the 
consequences of this failure. The policy process of recent months has been chaotic and the 
credibility of key institutions has been undermined, as lines in the sand have been drawn 
and then re-drawn elsewhere.  
 
In this paper, I first briefly review what has become known as “the euro crisis” and attempt 
to outline what exactly the crisis is and what it is not. I then discuss the rationale for the 
new eurozone stabilisation fund and its implications. I argue that overheated language from 
European politicians has contributed to the crisis atmosphere and that some of the actions 
taken have been knee-jerk responses that will only serve to damage European financial 
markets. 
 
I then discuss the ECB’s role in the crisis thus far. Recent events have undermined much of 
the credibility that the ECB had spent years earning. The ECB needs to fully articulate its 
strategy and improve transparency in relation to sovereign bond purchases as soon as 
possible if it is to avoid further, more serious, damage to its reputation. 

What is “the euro crisis”? 
A concentrated sovereign debt crisis 

Europeans have been bombarded in the past few months with media references to the “the 
euro crisis.” However, it is worth stopping for a moment and asking what exactly this crisis 
is and what role the euro has played in it. 
 
One might be tempted to say that the euro area faces a severe sovereign debt problem. 
However, the public finances of the euro area as a whole are in better shape than those of, 
for instance, the UK or the US. The European Commission’s Spring 2010 forecasts project a 
budget deficit of 6.6 percent of GDP for the euro area for 2010 compared with 10.1 percent 
for the US and 12.0 percent for the UK. The debt to GDP ratio for the euro area for 2010 is 
projected to be 85 percent, which puts the area in between the UK’s ratio of 79 percent and 
the US’s ratio of 94 percent. 
 
This budgetary position is not a good one and fiscal retrenchment will be required in the 
coming years. However, it is not a crisis. The crisis relates to a number of peripheral 
eurozone economies that are running large deficits and are either currently, or are 
projected to be in the near future, saddled with very large debt ratios.  
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Projected Deficit and Debt Ratios for 2010 for Selected Countries 
 
Country\Area Deficit / GDP Ratio Debt / GDP Ratio 
Euro area 6.6 88.5 
UK 12.0 79.1 
US 10.1 94.1 
   
Greece 9.3 124.9 
Ireland 11.7 77.3 
Italy 5.3 118.2 
Portugal 8.5 85.8 
Spain 9.8 64.9 
Source: (European Economy Statistical Annex, Spring 2010) 
 
The figures in the table make it clear that the fiscal situations in countries such as Ireland, 
Italy, Portugal and Spain are very serious. However, in terms of overall debt and deficit 
numbers, one could argue that the fiscal situation in the UK is worse than the situation in 
some of these countries. 
 
This is where the euro fits into this crisis. The UK is not part of the euro. It has its own 
monetary policy and, should it choose to do so, the Bank of England can pursue a monetary 
policy that would see the pound depreciate against the euro. Devaluation helps with dealing 
with a large fiscal deficit in a number of ways. First, it can provide a competitive boost for 
the UK’s exporting sector which can offset the negative effects on growth of fiscal 
contraction. Second, the inflationary effects of devaluation can contribute to growth in 
nominal tax revenues, which can boost the solvency of the state. 
 
Euro area countries do not have access to the option of devaluation. In addition, the ECB’s 
high level of independence and focus on price stability means that it is highly unlikely to 
help those countries in trouble by generating high levels of inflation in the euro area.  Thus, 
euro area countries with serious sovereign debt problem need to tackle them the hard and 
politically unpopular way, via spending cuts and tax increases.  
 
Of course, the devaluation tool is not a panacea. The competitive gain for exporters tends 
to get eroded over time as import price inflation feeds into wages, with this process being 
particularly relevant for smaller, more open, economies.  More generally, the time-
honoured route of inflating one’s way out of a deficit is hardly costless: Effectively it pays 
for the debt by levying an inflation tax on the population. Those who advocate that certain 
countries leave the euro to allow for devaluation should perhaps acknowledge the limited 
gains that devaluation can bring. However, there is no denying that it is a tool that is often 
used to deal with a fiscal crisis and its absence is putting serious pressure on certain euro 
area countries. 
 
An existential threat? 

So euro membership has made dealing with fiscal problems more difficult for some 
countries. Does that translate into an existential crisis? Is this the beginning of the end of 
the euro, as one might believe from the thousands of columns of news ink that have been 
spilt? I think a sober and reasonable answer is: No, that this is not an existential crisis. This 
is for a number of reasons.  
 
To start with, it’s often unclear what people mean when they discuss “the end of the euro”. 
For example, the idea that Greece may leave the euro is often mentioned. Will this be the 
end of the euro? Clearly not: Greece joined the euro in 2001, two years after the launch of 
the euro, so the single currency has existed before without Greece and could do so again 
without it or a number of other member countries.  
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Even recent contributions from those who are sceptical about the euro generally concede 
that it can carry on after the departure of a number of member countries. For instance, 
euro-sceptic Martin Feldstein of Harvard writes33 that “current strains within the euro zone 
show why it may not last for another decade without at least some of its members leaving. 
If that happens, the remaining euro zone could be stronger and more cohesive and the 
countries that leave would be able to avoid the problems that they face in the current 
crisis.” 
 
Will countries like Greece leave the euro? The debate among professional economists about 
this issue has, over the years, focused on the serious legal and technical difficulties 
associated with pulling out of the single currency: Barry Eichengreen’s 2007 paper “The 
Breakup of the Euro Area” is regularly cited as a key reference on these points.  
 
The issuance of a new currency cannot be done overnight. And if the intention is to issue 
this currency and then devalue this currency, such a plan would trigger an immediate run 
on banks as depositors look to move their euro-denominated deposits to other countries, a 
run that would be hard to stem due to EU rules on free movement of capital. Indeed, under 
some legal interpretations, a country’s exit from the euro may require them to leave the EU 
altogether because a commitment to membership is a legal obligation of EU members.34 
 
Paul Krugman has recently argued that while he had always considered exit of a country 
from the euro to be unlikely, he now thinks it could happen because a country that is 
already experiencing crisis conditions may have less to lose from taking the momentous 
decision to leave the euro.35 I still suspect, however, that most governments in the middle 
of a financial crisis would not choose to add additional problems and further stoke up the 
prevailing uncertainty by choosing that moment to leave the common currency. 
 
The value of the euro 

The recent period has seen a sharp drop in the value of the euro, from about $1.50 late 
last year to below $1.20 as I write. Because this has taken place against the background of 
the sovereign debt crisis and discussion of the possible end of the single currency, many 
have interpreted the decline in the value of the euro as a bad thing. In truth, this is not the 
case. The decline is a consequence of the negative events in the eurozone but, of itself, the 
decline is to be welcomed. 
 
Economists don’t have a very good track record in explaining movements in exchange 
rates. However, the basic model that most of us have in mind is one in which the value of a 
currency is largely determined by the demand for and supply of financial assets 
denominated in that currency.36 Viewed from this perspective, the euro’s decline is hardly a 
surprise. 
 
The sovereign debt problems of Greece and other eurozone economies have forced 
international investors to reconsider the idea that European government debt securities are 
risk-free. To the extent that sovereign defaults could have knock-on effects on European 
banks, there has been an increased level of concern about the safety of European financial 
debt. With governments across Europe focusing on fiscal retrenchment, investors are also 
anticipating an extended period of weak growth and thus that the ECB will be keeping 
interest rates at low levels. 
 
                                          
33 See Feldstein’s contribution to the Economist’s online debate about the euro at 
http://www.economist.com/debate/debates/overview/174  
34 See Athanssiou (2009). 
35 See Krugman’s blog posts http://krugman.blogs.nytimes.com/2010/05/04/default-devaluation-or-what/ and 
http://krugman.blogs.nytimes.com/2010/04/28/how-reversible-is-the-Euro/. 
36 Olivier Blanchard, Francesco Giavazzi and Filipe Sa (2005) is an excellent guide to portfolio balance models of 
the exchange rate. 
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Taken together, these factors of higher risk premia and lower expected interest rates have 
reduced demand for European assets and this has lead to a decline in the value of the euro 
relative to the dollar.  However, despite the widespread presumption that this weakness in 
the euro is somehow a bad thing, the truth is that it should not be a cause for concern. At a 
value of about $1.20, the euro is no more in crisis than it was when it was at this value in 
2006, or in 2003, or when it was founded in 1999. 
 
The decline in the value of the euro is good news for exporters and good news for an 
economy that is currently performing poorly. The European Commission are projecting real 
GDP growth of 0.9 percent in 2010 and 1.5 percent in 2011. These are extremely 
disappointing growth rates for an economic area stuck with an unemployment rate over 10 
percent, three percentage points above the levels prevailing prior to the financial crisis. The 
only negative aspect of euro depreciation is that it raises import prices and contributes to 
inflation. However, inflation is projected by the European Commission to remain subdued 
with little risk of going beyond the ECB’s target of just below two percent.  So there is little 
to fear at present from the decline in the euro. 

The Financial Stabilisation Mechanism  
The crisis with the Greek public finances exposed a serious contradiction at the heart of 
European macroeconomic policy. On the one hand, we had been told for years that the “no 
bailout” clause was a central rock of European policy. On the other hand, once it became 
clear that Greece was at serious risk of sovereign default, leading European policy-makers 
repeatedly insisted that a default inside the euro area was unthinkable and that it was the 
responsibility of European policy makers to ensure that this didn’t happen.  
 
By February it was clear that the “eurozone countries can’t default” line of thinking had won 
out over the “no bailout” lobby. Once Greece received its €110 billion bailout package, the 
precedent was set and on May 9th the European Union announced the introduction of a 
European Financial Stabilisation Mechanism with funding of €500 billion from eurozone 
countries and an additional €250 billion from the IMF.   
 
Two principal rationales can be put forward to justify this deal: Maintaining financial 
stability in Europe and reducing the threat to the single currency.  I will discuss each in 
turn. 
 
European financial stability 

There is little doubt that a default by a euro area government would have financial stability 
repercussions. Greece has about €307 billion in outstanding sovereign debt and much of 
this is held by European financial institutions. A Greek sovereign default could also lead to 
defaults on the bonds of Greek banks. We don’t know exactly how much sovereign Greek 
debt is held elsewhere in the eurozone but the figures from the Bank of International 
Settlements tell us that €193 billion in Greek debt securities are held externally by 
European banks, that French exposure to Greek debt is €77 billion and that German 
exposure is €45 billion. Any restructuring involving write-downs in the value of this debt 
will have negative implications for the capital levels of German, and particularly, French 
banks. 
 
As occurred during the sub-prime crisis, it is not known exactly which institutions are 
holding the debt of Greece and other troubled sovereigns and this has been contributing to 
uncertainty in European banking circles. For these reasons, one could argue that an 
attempt to avoid a default by eurozone countries is an efficient way to intervene to prevent 
serious financial disruption and this is the route that European policy makers have chosen. 
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That said, in relation to some of the eurozone countries, particularly Greece, it may be that 
preventing default is too ambitious a goal. Even after the €110 billion bailout package, 
Greece is projected to be left with a debt-GDP ratio of 149%, making default of some kind 
still likely.  
 
The spectre of the problems caused by the Lehman’s default influences much thinking on 
the current European problems. However, a well managed restructuring for Greece and 
other countries need not prove disastrous. The Stabilisation Mechanism is currently being 
advertised as a way to avoid defaults in the eurozone. It may be better if it is used in some 
cases to provide the breathing space for restructurings to take place in a way that does the 
least damage to European financial stability. 
 
Saving the euro? 

Given that the debate amongst academics and those in policy circles has generally viewed 
the breakup of the euro as unlikely, even in the situation in which a member state defaults, 
it is perhaps surprising that euro area politicians have been so emotive in their language 
when discussing the Stabilisation Mechanism. Rather than dismiss media claims that 
sovereign debt problems in some member countries will lead to the end of the euro, leading 
politicians have effectively encouraged the media to keep reporting the story in this way.  
 
To give a few examples, after the announcement of the €750 billion Stabilisation Fund, EU 
Commissioner for Economic and Monetary Affairs Olli Rehn said "We shall defend the euro 
whatever it takes."37  President Sarkozy said "The euro is an essential element of Europe.  
We cannot leave it to speculators. We will not let others undo what generations have 
created."38  Efforts to get political support for the package also focused on the idea that 
this was a “do or die” matter for Europe and the euro. Chancellor Merkel told the Budestag 
during the debate on approving the package that "The future of Europe and the future of 
Germany within Europe is at stake.”39   
 
I believe that the “saving the euro” aspect of the Stabilisation Mechanism has been very 
much overhyped. That the media has exaggerated this aspect of the story is hardly 
surprising since dramatic stories sell newspapers. Politicians have had a different 
motivation. 
 
I suspect that European politicians have chosen to stress “saving the euro” as the purpose 
of the Stabilisation Mechanism because this proposal is effectively another bailout fund at a 
time when the public is weary of bailouts. To gain popular support, it is necessary to sell 
the initiative as a bold initiative so save Europe.  In addition, the Stabilisation Mechanism is 
a bailout that is partly (or perhaps mainly) motivated by the desire to protect the European 
banking sector, at a time when the public is sick to death of banking bailouts. Politicians 
may have decided that “Saving the euro” works better as a slogan than “Saving French 
banks (again).”  
 
In truth, I think it is far too early to tell whether the Stabilisation Mechanism (and the 
precedents that it has set) will reduce the probability of a euro breakup or increase it. 
 
The obvious sense in which the Stabilisation Mechanism will contribute to keeping all of the 
current members participating in the euro is that countries that have lost the devaluation 
tool as a response to fiscal crisis have now been given a form of support during a crisis 
over and above what the IMF would be able to provide to European countries.  

                                          
37 Source : ec.europa.eu/commission_2010-2014/rehn/headlines/news/2010/05/20100511_en.htm.  
38 Source : www.guardian.co.uk/business/2010/may/08/debt-crisis-merkel-sarkozy-Euro-protection-plan  
39 Source : www.telegraph.co.uk/finance/financetopics/financialcrisis/7680974/Angela-Merkel-EU-future-at-stake-
in-Greek-crisis.html.  
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If this avoids the scenario in which euro membership is associated in the public’s mind with 
the dislocations associated with sovereign default, then this may put less pressure on 
governments to leave the euro in the event of severe fiscal problems.  
 
However, this may be too optimistic an interpretation. The longer term consequences of 
this deal may, in fact, have a negative effect on the probability of keeping the common 
currency intact.  
 
One can point to a number of issues related to the EU Stabilisation fund that may 
contribute to undermining the common currency: 
 

1. Countries that avail of the EU Stabilisation fund will have to enforce severe 
budgetary adjustments. One might argue that, by definition, these adjustments 
would be required in the absence of a bailout fund. However, it is likely that the EU 
(and hence the euro) will get assigned much of the blame for the pain associated 
with the adjustment plan in the same way that the IMF often gets blamed for the 
pain associated with the adjustment plans to which it provides financial support. 
 
2. If the Stabilisation Mechanism’s goal of eliminating sovereign debt defaults in the 
eurozone was actually achieved, it would set up a serious moral hazard problem. 
European governments would no longer have any fiscal discipline imposed on them 
by bond markets, as these participants would consider eurozone bonds to be risk 
free because of the safety net. Whether the European Commission would be up to 
the job of applying sufficient surveillance to ensure the fund would not be needed 
again is not at all clear. 
 
3. An increased role for the European Commission in budgetary formulation in 
eurozone countries is an inevitable consequence of the existence of the Stabilisation 
Mechanism. This development may be welcome in light of the poor budgetary 
management in many of these countries in recent years. However, the 
Commission’s role in the budgetary process will be resented by some citizens as 
undemocratic and will be cited regularly by Eurosceptic groups as a reason to leave 
the Euro. 
 
4. The Stabilisation Mechanism has been sold as a gesture of cross-country 
solidarity across the eurozone.  The contributions to the Fund are to be provided in 
proportion to each member state’s share of the ECB capital subscription. However, 
the truth is that the benefits of this approach are not evenly spread. Some countries 
are more likely to avail of the fund than others. In addition, because some countries 
have banks that are clearly more exposed to the debt, a fund to pay off this debt 
will disproportionately benefit those countries, most likely saving them from further 
expensive and unpopular banking system bailouts. The realisation that the benefits 
of the Stabilisation Mechanism are unequally distributed may have negative political 
consequences in the future. 

 
Over the longer term, the biggest threat to the euro will not come from countries such as 
Greece choosing to establish a new currency.  The biggest threat would come from citizens, 
and ultimately politicians, in a large EU country such as France or Germany deciding that 
they are not happy with the single currency. One scenario that could lead to such an 
outcome would be if membership of the single currency became associated in the minds of 
citizens of these countries with repeated bailouts of less disciplined peripheral members. 
While this is not a likely scenario over the coming few years, I suspect that the 
announcement of the Stabilisation Mechanism has pushed Europe a bit closer to this 
outcome becoming a reality. 
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For these reasons, despite the appeal of the idea of a fund that prevents eurozone 
sovereign defaults altogether, it is legitimate to ask whether a fairer approach would be to 
allow for orderly sovereign debt restructurings within the euro area with individual member 
countries then dealing with the problems created for their own banks. As Jacques Melitz has 
stressed in a recent perceptive contribution, the long-term future of the euro may be best 
protected by ensuring that it can survive sovereign defaults of its members rather than by 
creating controversial and ultimately unpopular new institutions to avoid this outcome.40 
 

Disappointing political decisions and rhetoric 

Two other aspects of the political response to the crisis have been disappointing. The first 
has been the consistent tendency to blame malevolent financial market participants for 
problems that are of European governments’ own making. The unilateral German ban on 
short-selling of various financial instruments may have been politically popular but it did 
little to ease the sovereign debt crisis and will have damaged Europe’s reputation as a 
single financial market with common (and sensible) rules. 
 
President Sarkozy’s comment (noted above) about defending the euro from speculators 
may have sounded good delivered at the end of a microphone but, frankly, it makes little 
sense. The situation during the week prior to the Stabilisation Mechanism’s announcement, 
in which sovereign bond markets for various euro area countries were effectively closed, 
had absolutely nothing to do with speculation and everything to do with legitimate concerns 
about the sustainability of the fiscal situation in these countries.  
 
The second disappointing aspect has been the consistent discussion by politicians of the 
decline in the value of the euro in ways that suggest this is a serious problem. For instance, 
in her recent meeting with Russian President Medvedev, Chancellor Merkel is reported as 
responding to concerns about the decline in the value of the euro as follows: "I explained to 
him how the European Union feels committed to a stable euro, and therefore agreed on the 
rescue package."41   
 
This statement directly characterises the stabilisation fund as a response to the decline in 
the value of the euro. This is not a helpful way to discuss this issue.  If European leaders 
persist in using this type of rhetoric, then most likely they will continue to see stories about 
how the decline in the value of the currency is evidence that they are failing to “save the 
euro”.42  

The ECB 
The past few months have been extremely damaging to the reputation of the European 
Central Bank. The ECB has spent years establishing its institutional credibility. While the 
focus during these years has largely been on the credibility of the ECB’s commitment to low 
inflation, institutional credibility has many aspects to it.  
 
Two key aspects of credibility are (a) Having a reputation for doing what you say are going 
to do and (b) Independence from political influence.  The run-up to the Greek bailout has 
undermined aspect (a) of the ECB’s credibility while the sovereign bond purchase 
programme has undermined aspect (b). 
 

                                          
40 See Melitz (2010). 
41 http://www.reuters.com/article/idUSTRE6541IS20100605  
42 See for instance http://www.reuters.com/article/idUSTRE64R22S20100528 for a typical example. 
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Greece and the ECB’s collateral framework 
The ECB’s eligible collateral framework has been one of its institutional strengths. Whereas 
the Federal Reserve needed to react during the financial crisis by setting up many new 
programmes for lending based on collateral that it had previously not accepted, the ECB 
already had a programme allowing repo lending based on wide range of financial 
instruments.  
 
The ECB can incur losses on its loans if a bank cannot pay back and the collateral it has 
offered ends up not covering the value of its loan. Because these losses are split among 
euro area countries according to their share of the ECB capital subscription, it has always 
been important that the rules on eligible collateral be clear, that they represent an equal 
playing field for banks in all member countries, and that they protect the ECB as much as 
possible from incurring losses. In particular, the ECB had always been clear that it would 
have common standards on the independent ratings necessary to be included on the list of 
eligible collateral. 
 
On January 14 of this year, President Trichet responded to questioning about Greece by 
saying that “we will apply our own rules without special treatment of any kind.”  However, 
on May 3, the ECB announced that it had “decided to suspend the application of the 
minimum credit rating threshold in the collateral eligibility requirements for the purposes of 
the Eurosystem’s credit operations in the case of marketable debt instruments issued or 
guaranteed by the Greek government.”  In other words, it had decided to give special 
treatment to Greece by ensuring that its government bonds would be eligible collateral for 
ECB loans even if they were further downgraded by the ratings agencies. 
 
The ECB’s explanation for this decision was that the Governing Council had assessed the 
Greek adjustment programme and considered it “to be appropriate. This positive 
assessment and the strong commitment of the Greek government to fully implement the 
programme are the basis, also from a risk management perspective, for the suspension 
announced herewith.”   In other words, the ECB has now decided that its judgment on the 
solvency of member state governments is what matters, not the independent judgment of 
ratings agencies. 
 
Beyond the embarrassing damage to the ECB’s credibility that stems from doing exactly 
what it had said it would not do, and appearing to bow to political pressure, the Greek 
collateral decision clearly sets a precedent: All member states participating in the Euro will 
expect the ECB to accept their sovereign debt as collateral for loans, no matter how poorly 
it is rated. This has opened up the possibility of the ECB potentially making large losses on 
its refinancing operations in the future. 
 
Sovereign bond purchases 
The decision on Greek collateral was a blow to the ECB’s credibility. However, the decision 
to embark on a programme of sovereign bond purchases has been even more momentous. 
I want to focus here on three aspects of this Securities Market Programme: The effect on 
the ECB’s reputation for independence from political influence, the rationale for the 
programme in relation to the monetary transmission mechanism and the progamme’s lack 
of transparency. 
 
Independence from political influence 
 
The ECB’s programme of sovereign bond purchases on the secondary markets was 
announced simultaneously with the Stabilisation Mechanism after a weekend of meetings of 
political leaders. The disruption of the previous week in European sovereign bond markets 
had lead to speculation that the ECB would make an announcement that week about a 
bond purchase programme but no such announcement had been forthcoming.  
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Indeed, President Trichet stated at his press conference that week that there had been no 
discussion of this idea at the Governing Council meeting.  
 
Whether it is the case or not, the timing of the announcement certainly had the appearance 
of the ECB succumbing to political pressure. That the measure does not have the support of 
all Governing Council members—President Trichet has conceded that this is the case—is a 
sign that the decision was a very controversial one, given that body’s well-established 
tradition of unanimous decisions.43   
 
In a speech on May 31, President Trichet stated44 that “the purchases made on the 
secondary market cannot be used to circumvent the fundamental principle of budgetary 
discipline.” However, there is a strong relationship between activity in the primary and 
secondary markets for debt. If a potential purchaser of government debt knows that there 
is no functioning secondary market for this debt, then they will be unlikely to want to buy 
the debt in a primary issue, since they may end up being required to hold the bond to 
maturity no matter what happens. The existence of a buyer with “deep pockets” in the 
secondary market will be a significant factor in keeping primary markets open. 
 
Indeed, there is little doubt that the ECB’s bond purchase programme is expected to make 
it easier for a number of countries to issue debt and thus run large budget deficits this 
year. Sovereign bond markets for countries such as Ireland and Portugal had essentially 
closed in the week prior to the May 9 announcement. The fact that the ECB is willing to 
purchase on the secondary bond market is generally accepted as being crucial right now for 
allowing these countries to continue with primary debt issues. So while the programme 
may not break the letter of the European Treaty’s “no bailout” clause on monetary 
financing because the clause only prohibited direct purchases, it is widely interpreted as 
breaking the spirit of the clause. 
 
President Trichet argued in his May 31 speech that the intervention was justified because 
“Bond spreads for several euro area countries widened beyond any reasonable level.” 
However, as with the Greek collateral decision, this again substitutes the ECB’s judgment 
on fiscal sustainability for that of the markets.  It also sets a precedent that the ECB’s 
assessment of a country’s fiscal position will be a crucial determinant of whether a country 
can continue borrowing when sovereign bond market sentiment moves against it. 
 
Taken together, these factors show that the ECB has moved into taking quasi-fiscal policy 
decisions that benefit some member states more than others. This will have long-lasting 
consequences for the perception of the ECB’s ability to withstand political pressure. 
 
Trichet on the monetary transmission mechanism 
 
Despite the clear fiscal implications of the sovereign bond purchase programme, the ECB 
has been determined to present it as a monetary policy programme. Its determination to 
do so has had a somewhat Orwellian feel to it. The programme is officially called the 
“Securities Markets Programme” (no mention of what type of securities are being 
purchased!) and the bond purchases are being listed in the ECB’s Weekly Financial 
Statement under “Securities held of monetary policy purposes” rather than under the 
existing category of “General government debt denominated in euro.” 
 

                                          
43 In an interview with Le Monde (www.ecb.europa.eu/press/key/date/2010/html/sp100531_1.en.html) M. Trichet 
has said that the decision was taken with an “overwhelming majority.” 
44 The speech is available at www.ecb.int/press/key/date/2010/html/sp100531_2.en.html  
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The official rationale for these descriptions was provided in President Trichet’s May 31 
speech. Trichet emphasised that government bonds play an important role in the 
transmission mechanism for monetary policy.  He noted (a) that government bond yields 
often act as a reference point for other types of loans (b) that they are used as collateral in 
money market transactions (c) that lower bond prices erode the capital position of the 
banks that own them. 
 
When applied to government bonds in general, these points are correct. However, I would 
question the idea that the particular government bonds that the ECB is now intervening to 
purchase are of systemic importance for the transmission of monetary policy in the euro 
area. What fraction of euro area loans have yields expressly linked to the Greek, 
Portuguese or Irish government bond yield?  What fraction of euro area money market 
transactions use these instruments as collateral? Relatively few is likely to be the answer. 
 
This leaves us with Trichet’s third observation: Falling sovereign bond prices can weaken 
bank balance sheets. It is true that the influence on asset prices is a standard part of the 
textbook story about how central banks influence the economy when they change policy 
rates. However, boosting bank balance sheets is very rarely the direct objective of a central 
bank when it cuts its policy rate. In contrast, this operation will do little to influence lending 
rates around Europe but will greatly benefit the banks holding bonds that the ECB is now 
interested in acquiring. 
 
Again, I believe the ECB is getting into dangerous territory here. If banks are holding bonds 
that are likely to be defaulted on, potentially triggering government bailouts, it is highly 
questionable whether the ECB should be intervening to relieve the banks of these 
securities. Ultimately, the market’s scepticism about the value of these securities may 
prove justified. If this is the case, it will be the ECB, rather than the banks, that will end up 
losing money on these bond purchases. 
 
Transparency 
 
The ECB has been keen to stress that the Securities Markets Programme differs from the 
Bank of England or Federal Reserve’s Quantitative Easing programmes in which they 
purchased various types of bonds in an attempt to reduce yields on this instruments. The 
difference the ECB is emphasising is its new programme to take in one week term deposits 
to offset the effect of the bond purchases on the money supply. I’m not sure that this point 
is particularly important at the moment since the Eurosystem is still making essentially 
unlimited credit available in its standard refinancing operations. 
 
The more important difference between the ECB programme and those of the Bank of 
England and the Federal Reserve is that the ECB’s programme is being run in a secretive 
manner with very little transparency. The Fed announced its quantitative easing 
programme in its FOMC statement of March 18, 2009. The statement announced exactly 
which types of securities the Fed would be purchasing, how much it would be purchasing 
and a rough indication of the time horizon for these purchases. Similarly, the Bank of 
England has been very clear about what types of assets it is purchasing and how much.  
 
In contrast, the only thing we know about the ECB’s Securities Markets Programme is the 
amounts that it is purchasing, with these figures buried in the middle of its weekly financial 
statement. At the time of writing, the programme has purchased smaller amounts with 
each passing week: €16.3 billion during the week ended May 14, €10.4 billion during the 
week ended May 21, €8.8 billion during the week ended May 28 and €4.9 billion during the 
week ended June 4. 
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That’s what we know. Here are some things we don’t know about the programme: 
 
(a)   The composition of the debt securities the ECB is buying. 
(b)   The criteria being used to select bonds to purchase. 
(c)   The ECB’s bond purchase strategy during periods of primary issuance. 
(d)   How long the programme is going to last and how much may be spent. 

 
Information on which bonds are being purchased would be helpful for judging the purpose 
and impact of the programme. Different types of bond purchases will have different effects. 
For instance, purchases of Irish or Portuguese bonds will help these countries to keep their 
primary issuance programmes going and perhaps prevent them having to avail of the 
Stabilisation Fund.   
 
Purchases of Greek bonds, however, do little now to help the Greek government since it is 
already out of the sovereign bond market. Instead, the principal beneficiaries of purchases 
of Greek bonds are the banks that had been losing money on these bonds prior to the 
announcement of the ECB’s programme. Market commentary and the large reduction in 
Greek government bond yields on the secondary market point to the ECB having 
concentrated much of its programme on acquiring Greek debt.  
 
I think it is in the best interest of the European public that the ECB announce two things as 
soon as possible. First, the exact composition of the bonds that it has purchased. Second, if 
they will not announce exactly when the purchases will end, they should at least explain 
clearly the strategy that they will adopt in deciding to end the programme. This latter 
matter may require more discussion: Public comments from Axel Weber of the Bundesbank 
and Mario Draghi of the Banca d’Italia both indicate a greater enthusiasm to end the 
programme than is evident from the comments of other members of the Governing Council. 
 
With so many important questions unanswered and so many risks to the ECB’s reputation, 
it is imperative that a better communication strategy is adopted in relation to this 
programme. 
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