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Introduction 

The European debt crisis is not going away in the New Year: to the contrary, the recent rise in interest 
spreads for the sovereign debt of vulnerable European countries is there to warn us that the crisis is  
spreading from Greece and Ireland to Portugal, and possibly Spain, Belgium, and Italy. The reason is 
simple: investors are recognizing that the EU lacks adequate institutions for crisis prevention  (insuring 
fiscal as well as credit discipline) and crisis resolution (mechanisms for orderly restructuring of 
sovereign debt and for addressing cross-border bank solvency and default).  

Table: 10 year spreads 

   8 Jan 9 Jan 10 Jan

France   0.441 0.462 0.462 

Italy   1.862 1.953 1.953 

Spain   2.582 2.681 2.681 

Portugal   4.214 4.401 4.401 

Greece   9.912 9.862 9.86 

Ireland   6.334 6.393 6.394 

Belgium  1.172 1.289 1.289 

The task a reforming our  institutions is formidable: time may be running out, while national 
governments sometimes seem to respond  to national political constraints, rather than the common 
good, while  their decisions have EU-wide implications. Yet, as the experience of currency, banking, 
corporate and sovereign debt crises of the past forty years suggests, crises are strange animals: first 
they crawl, and then, all of a sudden, they leap out at you, as panic and contagion breaks out. 

Important measures have already been take or  announced: the establishment of the  permanent post-
2013 European Stability Mechanism (ESM), including collective action clauses (CACs) on new bond 
issues; a commitment to financially support the European Financial Stability Facility until 2013; the 
new proposals for strengthening the Stability and Growth Proposals and for implementing a new 
framework for macroeconomics surveillance; a recent proposal for bank recovery and resolution as 
well as for  reinforcing regulation and supervision of the  financial sector.  

Yet, these measures have failed to allay concerns about the short-term funding pressures, downgrades 
and contagion dynamics, probably because the measures have been forced by events  and were adopted 
in a piece-meal sequence.  

What needs to be done 

First, given the scale of the task, the sequence of institutional reforms is crucial. Moreover,  innovative 
approaches are called when old policy frameworks have failed. 

Short-term Measures ( weeks /months) 
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 The most urgent priority is to expand the lending capacity of the EFSF/ESM. This is a 
necessary, albeit not sufficient, condition for stopping speculative fire-sales of government debt 
and for buying time for the other medium term institutional reforms. European sovereigns 
currently face approximately $2.85 trillion of maturing debt in the period 2011- 2013. Portugal, 
Italy, Ireland, Greece and Spain have bond maturities of $502 billion in 2011. The current 
lending power of the EFSF should be raised to  1.7- 2  trillions to cover the aggregate potential 
demands from Ireland, Greece, Portugal, Spain, Belgium and Italy in 2011-13. This could be 
achieved for example by the ECB extending loans to the EFSF. Other options include the EFSF 
buying sovereign bonds instead of the ECB, or employing EFSF resources directly for bank 
recapitalization since that is the main source of weakness and contagion in most countries, 
including in core Europe. Having a large fire-power is the best insurance against speculative 
attacks.  

 The lending from EFSF/ESM should be massive, subject to conditionality, at subsidized interest 
rates, to alleviate sustainability problems, and  directed only to countries facing short-term 
liquidity difficulties. Countries facing insolvency should  unilaterally restructure their debts as 
soon as possible. This can be done successfully by exchange offers as the example Pakistan, 
Ukraine and Uruguay of the 1990s illustrate. The past   experience of sovereign defaults 
suggests that the cost for the defaulting countries are often short lived and limited. A clear and 
transparent  separation of illiquid from insolvent countries is required in order to stop contagion 
from the latter to the former.  

 Similarly, the framework for bank debt resolution and recapitalization under discussion should 
be given the highest priority. The Irish type contagion from bank to sovereign debt should be 
prevented for the future.  

Medium Term Reforms (one year) 

The medium term reforms for EU governance should be based four pillars: a reformed Stability and 
Growth Pact (SGP) envisaging a partial loss of  national fiscal sovereignty; a European Debt Agency 
issuing a single debt instrument; the centralization of banking  regulation and supervision from national 
authorities to the ECB; the centralization of statistical information to Euro Stat. I will discuss here only 
the SGP and  the Euro Bonds issues. 

 SGP: The reform proposal under discussion hardens the Stability and Growth Pact and extends 
surveillance to macroeconomic and “structural” policies. The first novelty concerns the 
prevention of fiscal ill-discipline. All Euro zone members will specify medium-term budget 
objectives, and will contain the growth in public spending below the medium-term growth of 
GDP, until the target is met. Also, they will be required to implement “best practice” budgetary 
procedures, such as medium-term planning, fiscal rules, transparency in the statistics and 
possibly the institution of councils of independent advisors. These innovations are important 
and can contribute to financial stability in the Euro zone.  

 The main changes, however, lie in the corrective part of the imbalances. In addition to the 
deficit limit (3% of GDP), a target for public debt, 60% of GDP, will be explicitly introduced. 
All countries that exceed the debt limit (currently all the Euro zone members, except 
Luxembourg, Slovenia, Slovakia and Finland, Estonia, see Table 1) will be required to reduce it 
every year, at a rate of one twentieth of the excess debt. Violation of either the deficit or debt 
requirements will lead to the opening of an infringement procedure and a fine of 0.2% of GDP 
if the country does not comply. The sanction process will be sped up and made more certain. 
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Rejecting a penalty proposed by the Commission would need a qualified majority in the 
Council of Ministers 

Table: Economic indicators in the Euro zone plus UK 

 
Source: OECD, Eurostat 

 The reform proposal envisages monitoring a series of vulnerability indicators pointing to 
dangerous imbalances in the Euro zone. These include private and public, debt, 
competitiveness, the current account, credit growth, the growth in property prices, productivity. 
The Commission will open another infringement procedure, this for "excessive imbalances", if 
the country fails to introduce corrective measures, possibly resulting in a fine of 0.1% of GDP. 

An evaluation 

The introduction of the debt/GDP criterion involves at least four difficulties. 

1) Discipline and stabilization. The system continues to be based on the idea that “virtuous” 
behavior is obtained by credible "punishment" threats. There is no incentive for countries to 
reduce the deficit or the debt during “good times”, the real factor behind the rise in public debt 
before the crisis. A more flexible system would avoid such problems. One example is a “point” 
system akin to the one implemented in many countries for driving licenses: “credits” are gained 
when (debt/deficit) targets are met, and lost when they are not, (see Manasse, P. (2007), 
"Deficit Limits and Fiscal Rules for Dummies", IMF Staff Papers, 54:3). This system would 
provide fiscal discipline without throwing away the baby of stabilization policy. 

2) Coordinated tightening Since the debt ratios exceed 60% of GDP almost everywhere in Europe, 
every country will simultaneously need to reduce its budget deficits, regardless of its economic 
conditions. This will impart a very strong recessive bias to Europe as a whole. The size of the 
cuts for high-debt countries may be so high that the credibility of the adjustment may be 
compromised.. 

 Figure: Primary balance adjustment with the new debt rule 
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Source: Author’s calculations 

The Figure below shows the path of the primary surplus needed to reduce the debt GDP ratio in Italy 
according to the Commission proposal. In the first scenario, the real interest rate exceeds the growth 
rate by about one and a half points (as in Italy today). In this case, the adjustment requires primary 
surplus of around 5% slowly declining to 3% of GDP in the next 10 years, see the red line in Figure 
Even in the very optimistic scenario where the difference between the growth rate and real interest rate 
is small (=zero, the blue line in the Figure, the adjustment remains substantial and prolonged.  

3) Credibility. Now imagine such a high debt country facing the option of squeezing the primary 
balance at such a high pace, or facing a 0.2% fine with some positive probability, three years 
from now (when the adjustment progress is reviewed). What will it choose? Recall that the 
“ultimate threat”, the expulsion from the euro, is not contemplated in the proposal. 

4)  Creative Finance. Privatizations and securitizations proceeds reduce the public debt, but not 
the deficit. Thus the new debt rule could pave the way to a new wave of creative finance 
measures and fire sales of public assets in order to meet the debt targets. 

Vulnerability Indicators 

 While monitoring vulnerability indicators is part of the standard surveillance activity by 
international institutions, the proposed system of “scoreboards” looks quite rudimentary in the 
light of the recent literature (see Manasse, P and N Roubini (2009), “'Rules of Thumb' for 
Sovereign Debt Crises”, Journal of International Economics, 78(2):192-205).  

 The idea that the Commission may open an infringement procedure on this basis is unrealistic. 
Countries cannot be forced to adopt specific structural reforms such as liberalization of goods 
and labor markets, or specific tax measures (disincentives to investment in real estate), all of 
which fall within their competences; governments cannot directly control the growth of 
productivity, nor the real exchange rates, house prices or the current account. At most they can 
pass reforms that, with long and unpredictable lags, may affect these measures.  

 Other suggested indicators, such as the expansion of credit or the indicators of the quality of 
credit in the real estate sector, either fall within the ECB responsibility, or should be addressed 
by a European-wide regulation and supervision of the financial sector (see Spaventa, L (2010), 
“How to prevent excessive current account imbalances”, Eurointelligence). 

 European Debt Agency and Euro Bonds 



  5

The original one goes back to Jacques Delors in the 1980s, and has been recently rejuvenated by the 
recent Monti Report to President Barroso and more recently (Monti 2010, see also Basevi 2006). 
Initially the idea was intended to provide a new debt instrument for financing pan-European 
infrastructures. According to the recent Tremonti and Juncker version, a new European debt instrument 
should gradually replace national public debts. Governments should issue half of their new issues in the 
form of Eurobonds, until these reach 40% of the GDPs of each member country (and of the Euro zone 
as a whole). Countries that face serious difficulties in accessing capital markets may – in exceptional 
circumstances – cover 100% of their issues with European debt. The proponents argue that the 
Eurobonds would achieve two important objectives, the creation of a bond market comparable, in size 
and liquidity, to the US Treasury Bill market; and the end of speculative attacks against sovereign debts 
in the Euro zone. 

The plan’s critics have argued that the new bonds would weaken the market incentives for fiscal 
discipline, by allowing spendthrift governments to borrow at lower costs, and would penalize virtuous 
countries, whose borrowing costs would likely rise. This moral hazard problem is important, but two 
issues deserve far more attention – fiscal sovereignty, and default. 

1) The Eurobonds and fiscal sovereignty 

Public debt has a positive market value only if those who buy it believe that the state will be able to 
repay it in the future by running budget surpluses. Since the current European budget is by no means 
large enough to repay a debt equal to 40% of European GDP, one of the following must be true. Either 
the bonds will have no market, or, if they do, it must be because investors believe that the new bonds 
will be eventually reimbursed by the budget surpluses of virtuous countries (or by a high European-
wide tax).But why should, say,  the Germans be willing to pay high taxes for financing the high Greek, 
Irish, and Portuguese social spending, which their fellow Europeans cannot afford? In liberal 
democracies there can be "no taxation without representation". Hence the following must be true: the 
Eurobonds require a fiscal union where high debt countries lose (entirely or partially) their fiscal (and 
hence political) sovereignty. This is clearly the way to go. Although political obstacles may be 
formidable. 

2) The Eurobonds and default 

The original idea, as mentioned, was intended as a means of financing infrastructure and was advanced 
in a context of financial stability. Today, it has been revived as a mechanism for resolving sovereign 
debt crises. However, there is a crucial issue of timing. Recall that new European debt will become 
senior relative to national debt. But either the conversion of old into new debt is done immediately and 
by surprise, which is not likely, or it should be done only after a restructuring of the troubled European 
debts. By contrast, in the Tremonti and Juncker proposal, the conversion would become operational 
only after 2013: in these terms, the effect would be to ignite the default of countries at risk. Who would 
ever want to hold Greek, Irish, Portuguese debt today, knowing that in 2013 this debt will be 
downgraded to a junior debt, and thus knowing he would suffer today a capital loss for sure? The 
answer is no one, unless the European Debt Agency (which does not exist yet) could commit to convert 
the old into new debt at par in 2013, which would obviously make the new debt instrument completely 
useless for solving the Euro zone debt crisis.  

 

Thank you very much for your attention. 


