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Vesa Vihriälä    EP ECON Hearing, 1 April 2014 

 

Joint issuance of debt and moral hazard 

 Risk sharing through joint issuance of debt necessarily has an impact on policy makers’ 

behaviour. In the countries which immediately benefit from the risk sharing through lower 

interest rates and more secure access to financing, there is less pressure to take policy 

measures that would improve debt sustainability. As most measures to that effect - be they on 

fiscal consolidation or on structural reforms - produce short-term pain to many people, there is 

an incentive for the policy makers to make use of any leeway.   

 This problem of moral hazard is twofold, economic and political. First, if strong enough, it can 

lead to an increase rather than reduction of the overall debt sustainability problem in the 

Eurozone. Second, it increases the likelihood that risk-sharing ex ante turns into financial 

transfer from the “guarantor” states to the beneficiary states ex post. This is obviously an 

important worry for the countries whose credit standing is high. 

 There is also another moral hazard issue, involving the policy makers in the guarantor states 

and perhaps European institutions. Once large cross-country risk exposures have been 

accumulated, it can be politically very difficult to admit that the risks are materializing. This 

increases the likelihood of excessive forbearance leading to unnecessarily high long-term 

losses, similarly to what as often happens in banking crises, and what has happened in the case 

of restructuring Greek sovereign debt.  

 There are several ways of limiting moral hazard.  In principle, one could set preconditions and 

allow only countries with very strong fiscal track record to enter the system. However, a strict 

interpretation of the eligibility would also reduce the potential benefits of debt mutualisation.  

This leaves two options. First, tight political control of fiscal and economic policy making of 

individual member states by European level authorities and, second, financial incentives built 

in the joint issuance schemes.  

 With regard to political control, the key issue is how intrusive powers at the EU level are 

sufficient to prevent bad behaviour. Economic governance has been significantly tightened 

over the past few years, through the 6-pack, 2-pack and fiscal compact. Nevertheless, we don’t 

yet know how well the new governance mechanism will function. Opinions vary, as there is 

simply not enough experience yet. In any case, even after the reforms, member states have 

full sovereignty over their budgets and no authority can bindingly interfere in member states’ 

fiscal or economic policy making.  Entrusting the EU level with such powers would obviously 

require a Treaty change.   

 Limiting moral hazard through financial incentives can take many forms.  Interest rate 

penalties and rewards could be used to encourage achieving budgetary objectives and 

countries could be required to post collateral to be seized in the case of a MS does not service 

its debts. An ultimate financial incentive mechanism is market discipline. This can be achieved 

on the one hand by keeping mutualisation partial and on the other hand by excluding a MS 
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from the joint issuance scheme when the state fails to comply with the rules or is unable to 

service its part of common debt. A drawback of any financial penalty is that imposing it tends 

to weaken the debt sustainability situation of a country which already is in difficulties.  

 Denying access to joint issuance is very challenging.  The key question is, whether a MS can be 

allowed to default on its commitments. If such an event triggers serious financial disruption, as 

in the case of Lehman Brothers, market discipline is unlikely to be credible. A MS that is about 

to be excluded from jointly guaranteed financing would know that faced with a threat of 

serious financial instability, the guarantors would in the end continue financing. The 

disciplinary effect of a formal exclusion option would not materialise. 

 Three things are important to help the euro area sustain the consequences of an exclusion 

o First, the mechanism of conditional financial assistance, the ESM, should be strong 

enough to support any clearly solvent MS through temporary assistance. The capacity 

of the current ESM may not be big enough for that. 

o Second, the banking system should be resistant to financial instability stemming from 

sovereign default. This would call for high enough capital ratios, limits on sovereign 

exposures (either through large exposure rules or through incentives by eliminating the 

0-risk weighting), effective supervision, and a robust enough crisis management 

mechanism. Despite significant progress, in particular through the creation of a banking 

union, all these preconditions are not fulfilled at the moment. 

o Third and perhaps most importantly, there would need to be a mechanism that allows 

an orderly debt restructuring of sovereigns which are considered insolvent. The present 

system relying on CACs, which may somewhat help to coordinate creditor action, 

clearly is not enough for this. 

 The problem of these mechanisms is that they cannot be created overnight, particularly in a 

situation where many member states are highly indebted and the soundness of many banks is 

questionable.   

 We are thus left in a position where one does not have full confidence in the current 

possibilities of guarding against the moral hazard that inevitably is associated with debt 

mutualisation. Therefore the report concludes that it may be considered prudent to first 

collect evidence of the current governance mechanism before ANY decision on schemes of 

joint issuance are taken (unless of course there is political will to strengthen the mechanism 

right away).  

 I think it is fair and important to note that the opinions on both the seriousness of moral 

hazard and on the feasibility of different ways to limit it vary a great deal among the experts. 

Some do not consider the problem overwhelming in practice, at least not in the case of small 

pro rata and in principle experimental eurobills schemes. If that were the case, even the 

current governance mechanism could be sufficient, if well applied. 

 Some others consider moral hazard potentially a very serious issue, but exclude market 

discipline as a feasible way to contain it. These experts consider the financial stability risks of 

such an approach too severe. For them the appropriate solution would be strongly reinforced 



3 
 

economic governance involving binding interference, at least under certain conditions, by the 

EU level (Budget tsar, perhaps).  

 Finally, there are experts who consider market discipline and a mechanism of an orderly 

sovereign debt restructuring indispensable to contain moral hazard in the long term, either 

alone or as a complement to reinforced governance. I belong to the last group. 

 To conclude, moral hazard is a major issue in any scheme of joint issuance that has been 

proposed. Whatever precise view one holds about its seriousness and the different ways to 

address the problem, it would seem essential, at least to me, that the necessary precautionary 

measures are in place before any joint issuance is undertaken. Once the risks have been built, 

it is very difficult if not impossible to reverse the process or even implement measure which 

would reduce further risk taking.  

 

 

 

 


