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At present, it would not seem that the new Eurozone CACs are having 
much impact on market prices. Große Steffen and Schumacher (2014) examine 
the differences in the yields of comparable bonds with and without the new 
Eurozone CAC.31  Figure 6 illustrates that the spreads are minimal: in Spain they 
are virtually zero (0.2bp, on average), for Italy they are 3bp on average. Only in 
Portugal did bonds with CACs have higher yields initially, which declined to 
almost zero by mid-2014.

Figure 6. 	 Yields (spreads) of comparable bonds with and without CACs
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This behaviour of spreads may be due to the recent period of relative calm 
and a generalised ‘risk-off’ mood of markets. Investors possibly estimated the 
probability of default in this period to be almost zero.  

31	 Previous studies have shown a limited effect of the old standard CAC on bond prices (Eichengreen and 

Mody, 2004). 
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However, if CACs were effective and credible, they should signal differences 
between fundamental risks even in tranquil periods – this being the essence of 
market discipline.  

It appears that Eurozone CACs alone will not be sufficient to instil market 
discipline. The contractual framework may have to be further strengthened by 
including a stronger aggregation feature (single-limb voting). In addition, pari 
passu clauses should also be harmonised to eliminate the interpretation of 
rateable payments (IMF, 2014c). More importantly, the lending framework of the 
ESM should be tightened to make timely debt restructuring a credible option. 

Adapting the lending framework of the ESM 

We propose to adapt ESM lending policies in line with the lending framework 
of the IMF and its debt sustainability analyses for advanced economies, while 
taking account of the higher vulnerability of the common currency area. As 
noted above, within a common currency area the commitment problem arising 
from high externalities – the excess debt problem – is more severe. The proposed 
lending framework is illustrated in Figure 7.

Figure 7.	 ESM lending regime
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Countries exceeding a 60% debt-to-GDP ratio are considered as having “excess 
debt”. This is in line with the “higher scrutiny” criterion in the IMF classification 
and is already enshrined in the Stability and Growth Pact. A case of excess debt 
requires a risk-based debt sustainability analysis, including vulnerabilities of the 
base scenario and explicit modelling of macro-financial shocks applying the 
same template as the IMF analysis. 

If current or stressed debt burdens exceed the benchmark of 95% and/or the 
gross financing need (current or under stress) is above 20%, then the country is 
classified as red in the heat map, i.e. “at risk of debt distress”. The benchmark of 
debt-to-GDP is somewhat higher than that used in the IMF debt sustainability; 
however, this seems warranted because the thresholds are to be binding ESM 
policy. Also we de-emphasise the debt profile indicators, which mainly proxy for 
market access. As mentioned above, a low bond spread is a weak indicator of debt 
distress and it can change very rapidly.  

It is important to note that the red classification of “at risk of debt distress” 
does not imply a need for an immediate debt restructuring.  If other factors, such 
as a benign debt profile, ensure the availability of secure funding, there is no 
reason for immediate action.  

The loss of market access is the decisive criterion for ESM action.  When an “at 
risk” sovereign loses market access, then ESM lending policies should have two 
options: to require either a debt restructuring or a debt reprofiling as a condition 
for official sector lending. The reprofiling option would only exist once, since 
repeated reprofiling would be a clear indication of more severe solvency issues. 

This lending framework allows for some flexibility, since the assumptions 
of the debt sustainability analysis and the design of the shocks will always 
require judgement. In terms of the policy reaction, the option to reprofile gives 
policymakers a possibility to give the ‘benefit of the doubt’, but only once. At the 
same time, the strengthened framework binds ESM policy and clearly constrains 
the parameters for the use of public funds for private-sector bailouts. 

It is worth reiterating that this framework should become binding after excess 
debt has been eliminated through a comprehensive debt reduction operation, as 
laid out in the previous chapter.
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4.	 Diversification of sovereign risk 
and a safe asset

The latest step in a series of non-conventional monetary measures was the 22 
January 2015 announcement of sizeable quantitative easing (QE).  While this 
is an important measure to combat the risk of deflation and stagnation, the 
bruising debate that preceded the decision has also highlighted the limits to the 
central banks’ room for manoeuver.  The ECB finally decided to conduct QE 
with only minimal mutualisation, leaving 80% of the sovereign risk in national 
central banks. In Germany, resistance to any further mutualisation of sovereign 
risk in the ECB balance sheet has increased steadily, and threatens to dominate 
monetary policy decisions.  

One of the limiting factors in the implementation of QE was the short supply 
of European safe assets. In this chapter, we propose the creation of a permanent 
safe asset that does not require any mutualisation. The stability fund bills used 
to finance our debt reduction scheme in Chapter 2 also represent safe assets; 
however, they would be only a temporary instrument. 

In addition, we propose a regulatory solution to reduce the sovereign risk 
concentration in bank balance sheets. It is true that European banks are much 
better capitalised today and thus less likely to need support, and also that a 
Eurozone authority is in charge not only of supervising the banks, but also of 
their resolution, potentially relying more on private funds in the form of bail-
ins and less on the national exchequers.  But the ‘Banking Union’ is unfinished 
business: it does not involve a common deposit insurance scheme or a sufficiently 
robust crisis resolution mechanism such that the budgetary consequences of a 
bank rescue would still fall mostly on the shoulders of the concerned country’s 
taxpayers. The risk, as in the Eurozone phase of the sovereign crisis, is that a state 
facing a financial shock places its banks at risk, and insolvent banks feed back to 
the state finances.32 

Proposal:  Immunising banks and creating a liquid safe asset

The basic idea: A synthetic, market-provided pool of bonds. Regulators and the 
ECB can achieve the desired diversification by announcing that, in the medium 
term:

•	 For sovereign bonds to attain a risk-free weighting, they will have to be 
held by banks in some given fixed proportions, for example holding each 
country’s debt in a proportion equal to its share in Eurozone GDP. The 

32	 See Hellwig (2014) for a discussion.
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regulation will be changed eventually, but initially an announcement 
without any actual regulatory requirement may be sufficient. 

•	 Similarly, the liquid assets requirements in the new ‘liquidity coverage 
ratio’ could only be fulfilled through holdings (in the level 1) of 
sovereign bonds in these same fixed proportions. 

•	 Finally, the ECB could also announce that, in the conduct of its 
monetary policy operations, it would buy and sell country bonds in 
proportionate packages, with debt shares again equal to GDP shares. 

We would expect financial markets to start working in earnest towards the 
issuance of synthetic risk-free assets in these proportions.

A twist: tranching. Of course, there is one immediate objection to this proposal 
– the debt issued in this way would not in fact be a safe asset, as it would include 
debt from all countries including some whose debt sustainability is questionable. 
Moreover, if the ECB were to hold these bundles of sovereign bonds, any 
default would trigger a large redistribution and, as a result, the ECB may end 
up fully insuring the private sector from sovereign risk. This would eliminate 
any restructuring option as well as any market discipline, which is exactly the 
opposite of what we are trying to achieve (see Chapter 3).

To achieve the desired result, we need a safe as well as a risky asset. This could 
be done through securitisation, as Brunnermeier et al. (2011) have proposed. 
But our proposal here differs from theirs in a crucial way. Brunnermeier et al. 
suggested that a synthetic risk-free asset (what they call “European Safe Bonds” 
or “ESBIES”) could be created by a European debt agency as the safer tranche 
of a synthetic security with the shares above. In our view, the ECB could lead 
the markets to create this security by regulatory intervention (see Garicano and 
Reichlin, 2014). 

•	 The ECB could stipulate that only the senior tranche of the security so 
produced can receive an AAA rating and be counted as risk-free for the 
purposes of the risk-weighting and liquidity coverage ratio calculations. 

•	 This could involve the intervention of a (small) ECB office that would 
declare senior synthetic bonds as conforming ‘European Safe Bonds’ 
when they fulfil these criteria, similar to the role of Fannie and Freddie 
in the US in declaring some mortgages with certain loan-to-value ratios, 
ratings, and so on as conforming. 

•	 Finally, the ECB could declare that only the senior tranche would ever 
be used in a QE exercise to ensure that the central bank does not take 
any fiscal risk. The junior tranches would harness market discipline by 
pricing sovereign default risk. 

Advantages of the proposal

There are several attractive features of this proposal for both monetary policy and 
financial stability objectives. 

1.	 The proposal would solve three problems. It would substantially reduce 
the geographic bias in the flight to safety as the safe asset is (regulatorily) 
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a European-wide one, and would eliminate the moral hazard that the 
risk-on/risk-off mechanism induces: governments can default in this 
world, as the banks are protected from the fallout. Markets would 
thus monitor governments instead of second guessing the (bailout) 
intentions of the ECB.  Also, it would eliminate the diabolic loop, since 
a sovereign in trouble does not jeopardise its own banks. And finally, 
it would reduce the geographic segmentation of the Eurozone markets. 

2.	 An additional advantage is that this proposal would create a large safe 
asset. As Caballero and Fahri (2014) argue, citing a Barclays calculation, 
the shocks to Italy and Spain together with the drop in AAA asset-
backed securities (ABS) and agency debt has drastically reduced the 
supply of safe assets, from 36.9% of world GDP to 18.1%. The creation 
of a large Eurozone-wide security would reverse this trend and go some 
way towards moving the economy away from the ‘savings glut’ and its 
distorting consequences. 

3.	 The proposal would provide a better option for sovereign quantitative 
easing than that which is currently envisaged by the ECB, since it would 
preserve market discipline (the junior tranche would be untouched 
and would be bought and sold in the market) while avoiding the 
risk-decentralisation problems of the current scheme, which we have 
discussed in Chapter 1.

Finally, let us emphasise that this synthetic debt would not involve any risk-sharing 
among different governments or any debt mutualisation.  Each government 
would continue to issue its own debt and face its own interest rates in the market, 
and the junior tranches would reflect default risk.

Like any proposal, this one also implies costs.
First, the transition to the new regulatory regime will affect (notional) profits 

in periphery banks, since they will have to partially substitute higher yielding 
bonds for the risk-free synthetic ones.  This cost, however, would be partially 
reduced as an effect of QE purchases by the ECB.

Second, positive risk weights for sovereign bonds may increase financing costs 
for vulnerable countries, possibly rekindling solvency concerns in countries with 
high levels of public debt. Our main approach to dealing with this issue is to 
reduce the debt overhang in a speedy manner through debt buyback and relief.

Third, the key unknown of such a scheme is whether a market for junior debt 
could exist at prices similar to those implied by current yields.  

Having outlined these potential problems, we want to stress, however, that 
this proposal is the only one on the table that can potentially provide a solution 
for the functioning of monetary policy and break the sovereign market home 
bias without killing market mechanisms, while at the same time incentivising 
the creation of a Eurozone safe asset that does not involve debt mutualisation.

Note also that there are other proposals on the table for dealing with the 
home bias in MFI’s sovereign holdings. In particular, rules on ‘limited exposure’, 
currently being discussed by regulators, would be an alternative to what we 
propose here. However, such rules would not be an answer to the safe asset 
problem, and nor would they provide a target for ECB quantitative easing. 
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Conclusion

The arguments for addressing the legacy debt problem are strong.33 Orderly 
deleveraging is key to avoiding a lost decade (or longer) and to making sure 
the Eurozone does not follow in the footsteps of post-1980 Latin America or 
post-1990 Japan.  It is key to ensuring long-lasting financial stability. It is key 
to enabling reforms that make the no-bailout clause credible. Absent political 
union, the only way to enforce proper sustainable governance in the Eurozone is 
to get rid of moral hazard by enforcing the no-bailout clause. If one agrees with 
that statement, then it follows that all Eurozone countries have an interest in 
resolving the legacy debt problem.

We propose the orchestration of a one-off coordinated debt reduction based 
primarily on an agreement by participating countries to commit revenues to 
retiring debt. In addition, elements of solidarity and a debt equity swap could 
make the debt reduction deal viable and equitable. Importantly, countries could 
participate in the scheme only if they were legally bound to the new fiscal regime 
once the restructuring is done. 

To guard against moral hazard, it is essential to put institutional mechanisms 
in place to ensure that the debt relief remains a one-off operation. In addition to 
existing contractual commitments (the fiscal compact), this requires an effective 
ESM lending regime that limits bailout and creates market-based incentives 
against returning to excessive debt levels.  After the legacy debt and contagion 
through the banking system have been eliminated, debt restructuring will be a 
credible option since no country will be ‘too big to fail’.

Finally, we emphasise that the solutions highlighted in the report are strongly 
complementary and would generate large welfare improvements for Eurozone 
citizens if jointly implemented.

33	 Our proposals are not aimed at Greece. Greece is a special case and will need special treatment.  
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Discussion

This section reflects the comments on the draft report by the participants in 
the CEPR-Tommaso Padoa Schioppa Chair Conference at the EUI, 26 November 
2014.  The final report benefited immensely from these discussions and was 
largely rewritten.

Introduction 

Opening the workshop, conference host Richard Portes addressed the central 
role taken up by the ECB in the Eurozone Crisis. Referring to his inaugural 
address as the holder of the  EUI’s Tomasso Padoa-Schioppa Chair a few days 
earlier, he elaborated on the early reflections of former ECB Executive Board 
member Tomasso Padoa-Schioppa on the necessary and sufficient conditions in 
a monetary union and, more specifically, on the ambiguity of the ECB’s role 
in EMU regarding financial stability.  The ECB has evolved towards the central 
institution in the EU, not just the Eurozone. Yet, trust in the institution as 
measured by Eurobarometer has been falling over recent years, and this is a cause 
for concern. Moreover, the current economic situation is dire: the adjustment 
burden is too high and it is not politically feasible for the taxpayers of southern 
countries to cope with a burden of such magnitude. “So when I reflect, I am 
very often pessimistic”, he added.  Yet, perhaps the package discussed during 
the workshop can help us to get out of the situation we are in, Richard Portes 
concluded. 

Presenting the group of authors, Beatrice Weder di Mauro outlined their twin 
rationale: (1) the need for a proactive voice of European economists – often silent 
on remedies – on ways out of the crisis; (2) the need to produce cross-border 
economic analysis as opposed to nationally confined analyses. Encouraging 
participants to be open in sharing their views, she reminded them that the report is 
still a working document and that feedback would be collected and implemented 
in the final version. However, the proposal should not be seen as something to 
pick and choose from – it is a package that features strong complementarities, as 
incentives work together. 

Beatrice Weder di Mauro then underscored the substantial advances made on 
EMU’s institutional side and expressed hope that recent innovations would have 
an important impact. Turning to market dynamics, she noted that Eurozone 
breakup fears seem to have been successfully allayed, at least judging by the 
spreads. What remains unaddressed, however, is the question of the high and 
still rising level of public debt in Europe; the focus of the report.  Suggesting ways 
to overcome this mountain of debt, the report rests on two main assumptions: 
(1) the debt overhang limits growth, and (2) the current set of fiscal incentives is 
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not credible. As part of a new quid pro quo, it therefore suggests a mechanism for 
dealing with the legacy of debt through debt relief and debt buyback in exchange 
for better fiscal and financial governance. This one-off effort would generate 
several benefits: it would install the improved fiscal governance more firmly, it 
would provide a structural solution to the diabolic loop, and it would create a 
European safe asset, all this while addressing the moral hazard problems and 
enhancing the credibility of the Treaty’s no-bailout clause. However, the proposal 
has inherent shortcomings: private debt is not addressed, while growth is not the 
main topic. In terms of political feasibility, it is fair to say that the report is both 
ambitious – at a time where expectations for European reform have shrunk – and 
reasonable – as the proposals made do not require changes to the Treaty. It will, 
however, require political will. 

1.	 Delinking banks and sovereigns

Peter Praet (ECB), discussant
Peter Praet insisted on the necessity of truly understanding the nature of the 
link between banks and sovereign by taking an approach to the issue that 
goes beyond just securities portfolio exposure. In this regard, taking the case 
of Italy, for instance, there is almost a one-to-one relationship between banks 
and sovereigns for CDS. The relevant issue is not the size of the portfolio held 
by banks in governments bonds; otherwise the solution would be simpler. 
Instead, the regulator’s main focus should be on the risk concentration involved. 
Sovereign risk is indeed a risk per se, the same as any other risk. To take into 
account sovereign risk when calculating regulatory ratios, the ECB has imposed 
a reduction of the filters. The ECB has also developed a solution in between book 
value and market value to better capture sovereign risk during stress tests. Besides, 
the high correlation between sovereign bonds is a crucial issue. Therefore, any 
portfolio rebalancing and diversification will not solve the problem - Italian 
banks, for instance, have started to sell Italian debt and to buy other countries’ 
debt, but this will not solve anything.

Furthermore, it is crucial to understand that a link exists between sovereign 
risk and both the macroeconomic conditions and the degree of exposure to 
the national economy. The CDS of non-bank entities are less correlated with 
the national economy because they are often international firms that can rely 
on geographical diversification; the relationship is not one-to-one, as it is for 
banks. The risk-sharing ability of the private banking sector should be restored: 
for now, the diversification is a mere illusion because the interbank market is 
subject to sudden stops. There are some benefits to geographical diversification, 
and diversification of risk-sharing is therefore a key issue within a banking union.

The geographical diversification did not work because of some supervisory 
restrictions. All comprehensive calculations for stress tests were conducted on a 
consolidated basis, but supervisors have not recognised the geographical or cross-
borders risk-sharing issue. The problem with treating the balance sheets of banks 
as a single consolidated book is that backstops are still national. Besides, many 
banks do not transform into one single European bank for tax reasons.
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Peter Praet then raised direct issues regarding the practical feasibility of the 
proposal. He was not opposed to the idea that the ECB would buy a synthetic 
AAA tranche backed by a portfolio of sovereigns; however, he expressed strong 
doubts that it could be engineered. More specifically, he asked how it would 
be possible in practice to engineer the senior tranche. In theory, it is possible 
under the assumption of complete markets, but in reality it might be tough to 
implement. The existence of incentives for the market to create such a senior 
tranche is unclear. He also expressed his skepticism about what could constitute 
a safe asset in general, and how such an asset could deal with catastrophic risk. 
For instance, the AAA assets collapsed during the crisis because they were not 
truly safe in the end. 

He also stressed that there is a wide range of other possible ways to achieve 
some of the objectives the report focuses on – imposing some limits on the 
exposure of banks’ balance sheets to specific portfolios, putting sovereigns on 
the same level of risk as other risky assets, risk-sharing in the ECB balance sheet, 
and buying AAA directly on the market, among others – which could have the 
same effects in terms of portfolio rebalancing.

Elena Carletti, Universita Bocconi, EUI and CEPR, discussant
Elena Carletti raised three main points: the reasons behind home bias, the 
feasibility of creating a safe asset, and finally the fact that the report might not be 
dealing with the two directions of the loop between banks and sovereigns. 

Contrary to what carry trade arguments would suggest (that all banks should 
behave the same), not all banks have invested in the debt of periphery countries, 
i.e. in the most profitable investment. Instead, banks’ holdings of sovereigns are 
marked by a strong home bias. This feature could be a consequence of a bank 
strategy aimed at hedging against a possible Eurozone break up. There are other 
reasons that can account for the home bias – risk-shifting is a first argument. 
Another possible explanation is that banks have realised that they are the buyers 
of last resort of the sovereigns of their countries, and have therefore tried to 
reduce the probability of default of their home state by buying bonds. Possible 
discrimination between national and foreign creditors could also be a possible 
explanation. During a default episode, foreign banks fear being treated less 
favourably than in their home country and therefore prefer home sovereigns. 

Elena Carletti asked whether the safe asset of the report that she referred to as a 
Eurobond would truly be safe. She advised the authors to use the data from stress 
tests to identify the bundle of existing safe assets in the data and to carry out 
simulation exercises. Following the logic of the report, institutions other than 
banks should be holding the junior tranche. Which institutions could these be? 
If the shadow banking system were to hold them, banks would bear some of the 
risk in the end, as the shadow sector is connected to banks to some extent. She 
asked to what extent this proposal would increase not only the cost of banks, 
but also the cost of funding for sovereigns. She also discussed the question of the 
composition of the Eurobond in the presence of such heterogeneity in countries’ 
level of debt. The use of GDP weights imply that countries like Germany and 
France would have a high proportion in the bundle, while countries with a high 
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level of debt and a low level of GDP, like Italy and Spain, would have a smaller 
proportion.

Assuming then that the proposal is feasible, Elena Carletti examined how it 
could deal with the loop, which actually goes both ways: from fiscal weakness 
to bank weakness, and from banks to sovereigns. The report seems to address 
only one side of the loop – from sovereigns to banks. She insisted that the report 
should also deal with the direction from bank weakness to sovereigns. To deal 
with bank failure, the only existing instrument is the resolution fund, but its 
capital amounts to only 1% of the capital deposited into banks in the member 
state. Therefore, this resolution fund is not meant to deal with aggregate crisis by 
construction. But it is not even in a position to deal with individual crises – some 
banks account for a huge part of their domestic GDP (e.g. IMG accounts for 60% 
of German GDP). 

General discussion
Simon Tilford pointed out that unless GDP starts to recover, debt would become 
unsustainable in a number of countries. But he expressed strong doubts that 
either sovereign debt or the loop is really holding back economic recovery. In 
France and Italy, for instance, banks funding costs are very low. The stagnation 
seems to be rather the result of a private sector deleveraging in the absence of any 
mechanism that could offset the macroeconomic impact of this deleveraging. 
As a consequence, the proposal would not be a game changer unless it was 
suddenly accompanied by an expansion. He stressed that we are currently in a 
special environment and that multipliers should be very high so that increasing 
expenditures might have a positive impact on the economy.

Karsten Wendorff shared two of the views expressed in the report: first the 
no-bailout commitment must be credible, and second the banking system needs 
a safe asset. However, he was not convinced by the approach suggested in the 
proposal that he referred to as a “financial repression” one. He argued that forcing 
the system to buy Portuguese assets, for instance, and deciding that without this 
specific bond, there could be no safe asset, was not the appropriate response. A 
more straightforward approach would be to construct AAA bonds by deciding 
institutionally that from now on, all national European bonds would be split 
in half – into a junior and a senior tranche. The senior tranche would be the 
national safe asset. Then a share of different individual countries’ senior tranches 
could be perceived as AAA on the market.

Marcus Miller started by welcoming the idea of using a warehouse. He argued 
that this part of the proposal should be taken even further, as it does not yet allow 
for solving the sovereign debt problem itself. He suggested using this warehouse 
to hold the sovereign debts in the form of GDP-indexed bonds, which would 
reduce the debt service cost of sovereigns. He stressed that the reprofiling of the 
payments of sovereign debt should be done ex ante, rather than ex post.

Gabriel Fagan argued that the report is in fact proposing not one safe asset 
but two. The proposal has one disadvantage: the issuance of the single bond by a 
decentralised market makes it less liquid than if it were issued by a debt agency.
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Agnès Bénassy-Quéré underlined the three objectives the report intends to 
tackle: diversifying the holdings of banks, creating a liquid safe asset, and dealing 
with legacy debt. First, she expressed doubt that one single report could deal with 
those three objectives. There are other possibilities for achieving the diversification 
of the asset holdings of banks, for instance, like maximum exposure. There are 
also other solutions to creating the liquid safe asset. The reason why these two 
objectives are linked is actually because of the third one, the legacy debt issue. 
The alternative to what the report suggests is the restructuring of the debt. 
Therefore, she was skeptical about the merits of linking the three objectives. 
Second, she discussed the resilience of the proposal: what would happen to 
seigniorage revenue if banks notes were to disappear, for instance, or if there 
were any other shock on the size of this revenue? Also, what would the impact of 
earmarking such revenues be on the sustainability of the remaining debt? Third, 
she expressed some concerns about fairness: is it fair to push the burden onto 
future generations when this debt is not a compensation for future investment 
but only for current expenditure? In the report, the idea of conducting the SWAP 
at the market value rather than at par value is rejected. But even if the very 
existence of this plan will impact market prices, it could still be possible to rely on 
past market value. Indeed, fairness would require imposing part of the cost onto 
existing bondholders. Finally, she discussed the ECP policy of outright monetary 
transactions (OMT) and their future if this plan were to be implemented: how 
could OMT be implemented in this framework? If OMT are added to this plan, 
there would no longer be a match between the capital ownership of the ECB 
and the swaps in terms of shares of GDP, which she stressed is a nice feature 
of the plan. Indeed, if on top of the proposed plan, the ECB buys bonds of a 
specific country, it would move the shares. She also asked what would happen if 
seigniorage revenue could no longer be used to cover potential ECB losses.

Reza Baqir formulated two main questions in order to understand the 
proposal better. Will all junior debt tranches be identical? In the report, it is 
suggested that there will be a fixed proportion in which the debt will be held 
in the financial warehouse. Suppose this warehouse exists and is holding on its 
asset side sovereign debt, if part of this debt needs restructuring, how would the 
process work in practice between the financial warehouse and the investors? 

Angel Ubide made three main comments. First, he expressed his disagreement 
with the view that quantitative easing (QE) could be used to deal with moral 
hazard issues; he stressed that monetary policy is about setting the right interest 
rate. Those two questions should be clearly separated. Creating a safe asset is a 
good thing, but it would not allow the ECB to perform QE without generating 
moral hazard. Second, the authors of the report seem to think that there is 
currently no market discipline in financial markets, but the forward spreads for 
Italy at a five-year point are still at 200 basis points. This spread means that 
financial markets do not believe that the EMU is a credible monetary union over 
a five-year time horizon. Third, to generate the safe asset proposed in the report, 
banks need to be willing to securitise it; the liquidity provision would rely on 
their willingness. But currently, banks are not willing to warehouse any risk.  So 
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how could the banks be convinced to provide this asset? The authors should 
examine this issue. 

Ludger Schuknecht argued that risk-sharing can work for a small crisis 
involving small banks, but is not suited to deal with big crises impacting big 
banks. For these, risk-sharing might raise political issues. He is not convinced 
that it is desirable to solve the debt overhang problem with this proposal, as 
this instrument would pack many debts into one unique bond, which might 
undermine market incentives. He thinks that the instrument should be more 
market-based rather than a pure forced creation. He underlined that the existing 
distortions in the system (small creditor limits, lack of diversification) prevent 
the creation of such an asset by the market. Getting rid of those distortions could 
be sufficient to prompt the spontaneous emergence of this asset.

Charles Wyplosz expressed doubts that this report should be taken as a whole 
package, of which all elements (or none) have to be implemented (i.e. a take-it or 
leave-it package). When formulating policy recommendations, the market failure 
should be clearly identified at each stage. Otherwise, the risk is to have solutions 
to problems that have not been clearly identified. Is there a common market 
failure that the comprehensive package is dealing with, or a bunch of different 
market failures that would actually not require a single comprehensive package? 
He also asked why a home bias is observed. Regarding the question of QE and the 
safe asset, he pointed out that financial engineering would not achieve the goal 
but would only operate a risk-shifting. The potential problem is that risk will show 
up elsewhere, and will ultimately be born by the lower tranches corresponding in 
the end to a concentration of risk in financial institutions. When risk materialises, 
financial institutions will be holding this risk and governments will need to bail 
them out. This proposal is thus a mere displacement of risk. Besides, he stressed 
that the main problem in Europe is that the Central bank  still does not want to 
be the lender of last resort. The pretence that the ECB will buy AAA assets is only 
an illusion and not a solution as long as it does not embrace  the role of lender 
of last resort. 

Stefano Micossi expressed his confusion regarding the question of the QE 
discussed here and asked what is the objective of the QE. In his view, QE should 
lower the return on riskier assets. For the monetary policy to have real effect, it 
should operate some risk or income redistribution. It is absurd to conceive of QE 
as resulting in no redistribution; the ECB has to take on risk. He then asked what 
was the strategy to follow – increasing inflation in order to avoid restructuring, 
or restructuring and performing QE with a safe asset?

Carlo Monticelli found the notion of a comprehensive package to be 
interesting. However, to pursue fully this notion and achieve a truly comprehensive 
package, a political element is needed. The idea of political integration should 
not be left out if the notion of a comprehensive package is adopted. Second, 
delinking sovereigns can be a sufficient solution for a small crisis, but not for a 
systemic crisis. During a systemic event, it is indeed necessary to take on fiscal 
risk; pretending otherwise is either sheer ideology or a misunderstanding of past 
crises. It is an illusion to think that there will be no bailouts in the future; history 
shows that bailouts have always and will always occur. Lastly, the notion of QE 
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and a safe asset is nonsense. For the transmission of monetary policy to work, the 
relative prices of assets need to move.

Natacha Valla underlined the four dimensions of the issues at stake: high risk/
low risk and public/private debt. First, the implementation of the proposal would 
lead to an abrupt public deleveraging, whereas the deleveraging of the private 
sector would be a slow adjustment. This differentiated process would create a 
shock in the risk profile of bank balance sheets’ outstanding debts. Therefore, she 
asked why the focus is restricted to public debt only and why the same logic is 
not applied to the private sector. Why are there two different treatments? Second, 
she feared that the proposal might be excluding one instrument from the toolkit 
of the ECB: the purchase by the ECB of risky assets of banks. A crowding out of 
other risky assets held by the banks by the safe assets could indeed undermine 
this policy.

The authors then responded to some of the issues raised.

First, Luis Garicano strongly disagreed with the view that to have a real monetary 
policy effect, redistribution – especially between countries – is needed. The rules of 
the monetary union have been set – there will be a common currency but no risk-
sharing – and it is necessary to work within those constraints. He also underlined 
that crises are not ineluctable, as shown by the example of Canada,  where there 
has been no financial crisis for 200 years. He also stressed that bailsout policies 
should be stopped. Second, regarding the two sides of the loop, he pointed out 
that the monetary banking union would take care of the other side mentioned 
by Elena Carletti. Third, responding to the issue of the risk-shifting implied by 
the proposed safe asset, he stressed that the safe asset would not be an usual 
CDO. Furthermore, the risky tranches would be held not only by banks but also 
by hedge funds or even a retail market segment, if it were to develop. Fourth, 
regarding the question of the warehousing risk, he agreed that there might be a 
liquidity issue. To solve this, he suggested the creation of a facility hosted by the 
ECB whereby the different bonds would be pooled and which would finance the 
operation until the package is put together. In case of default, the contract would 
apply so that the ECB itself would not be bearing any risk as in any securitisation 
operation, the bank issuing the security is not impacted. Fifth, regarding the issue 
of the degree of market discipline currently in the market, he noted that there is 
not as much as there should be. Market discipline indeed goes beyond the trading 
horizon of investors. A mix of market discipline and rules is therefore necessary. 
He argued that having a potentially feasible default is necessary in order to have 
market discipline. He finally stressed that the proposal could be implemented 
without any risk concentration and that the safe asset is a market-based asset.

Lucrezia Reichlin first reminded the conference that the safe asset allows two 
different objectives to be achieved: it solves the loop issue and it gives the ECB 
a natural instrument for QE. But she stressed that the proposal does not rule out 
another type of QE implying risk transfers, and the reason the report has focused 
on a different approach of QE is because risk transfers are not accepted in the 
Eurozone. The EMU finds itself in a specific situation, as it is a monetary union 
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without fiscal integration. And as QE implying a risk transfer is a fiscal policy, 
this is why the report constantly checks that there is no risk transfer involved. 
Second, she insisted on the fact that an effect on the interest rate is possible 
even without implying any redistribution, so that the proposal would have some 
economic effects. Finally, she explained that the issues tackled by the report 
could only be partially addressed by regulation, as the collateral policy of the 
ECB is a macroeconomic issue, which the report also  addresses. The proposal 
has both a regulatory and a monetary policy element. Using the safe asset as 
a collateral in the provision of liquidity by the ECB would avoid the loop – 
this is the macroeconomic dimension of the report, which goes beyond a pure 
regulatory focus.

2.	 Fiscal governance

Clemens Fuest found the report fascinating and that it tackles a challenging 
subject. He warned the authors, however, that such a debt restructuring would 
raise significant legitimacy issues. He discussed the rationale of the debt 
restructuring scheme chosen compared to functional alternatives. Questioning 
why the restructuring should be done in this way and not differently, he regretted 
that the criteria to justify the authors’ choice were not made explicit. In line with 
this suggestion, he recalled that national taxpayers need not always be the only 
victim of a debt restructuring and listed four possible victims of a restructuring: 
creditors, national taxpayers, expenditure beneficiaries (e.g. public employees, 
pensioners, users of public services, etc.) and taxpayers of other countries. Along 
these lines, he asked what should be done to deal with legacy debt today and in 
the future, and concluded the following: creditors should take losses in future 
crises but not now; national taxpayers should be involved now but less in future 
crises; public expenditure beneficiaries should be affected now but less in future 
crises; and foreign taxpayers should take a hit now but not in future crises.  

Clemens Fuest then asked what the criteria for the allocation of the losses are 
and considered that also here, one would need to be more explicit about the 
underlying allocation criteria, which could be numerous (e.g. fairness, incentives, 
ability to pay, financial stability or growth impacts). Addressing these criteria 
would be likely to lead to different solutions for different countries, moving away 
from the ‘one-size-fits-all’ logic of the report.  To illustrate this, he highlighted 
the varying levels of external debt and private sector holdings in Spain and Italy 
and, on this basis, advocated individual country programmes. He then evaluated 
the possibility of taxes playing a more systematic role in debt restructurings, for 
example by making ESM assistance conditional on a tax adoption. 

Such a tax – a real estate tax would be a good candidate – would generate a 
lot of revenue without causing too much economic damage. Except that such a 
condition could also delay the ESM application, would not provide cross-country 
insurance and, ultimately, would breach a country’s fiscal sovereignty as a country 
cannot be forced to collect the tax . Clemens Fuest closed his intervention by 
asking more specific questions about the restructuring procedure. He wondered 
how the trigger for restructuring would work exactly, expressed concerns about 
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the relevance of an automatic and immediate restructuring if the debt ratio 
reaches 90%, pointed towards alternative approaches (see Fuest et al., 2014 ) and 
speculated whether it could make sense to let countries issue junior debt above 
the 90% threshold. 

Fearing the consequences of the seriously damaging loop between high debt 
and low growth, Christian Mumssen focused his intervention on the link 
between fiscal governance and high public debt. He brought forth recent figures 
documenting over-borrowing, but also clarified that this is not Europe’s problem 
alone. Pointing towards the private sector debt developments, he underlined that 
the private sector is another key problem that has led to the crisis. Using graphs 
based on Eurostat, ECB and IMF data, he showed how cumulated indebtedness 
(i.e. governments, firms and households) took off substantially from 2003 to 
2008, with Ireland, Portugal, Spain and Greece providing examples of significant 
firm debt growth. He concluded that both public and private debt matter, in 
reference to the report’s disregard of the latter.  

He then addressed misconceptions on debt developments and insisted on the 
fact that only a few countries came into the Crisis with high debt levels. Among 
the key countries affected by the crisis (i.e. Greece, Italy, Portugal, Cyprus, 
Ireland, Spain), only Greece and Italy entered the Crisis with high debt levels 
(above 100% in 2007). He recalled the crucial role played by bank bailouts in 
beefing up public debts, and mentioned that at times massive fiscal adjustments 
were needed to keep bailing out banks. In this light, he figured that bail-in has 
already helped somewhat to prevent an accumulation of debt. 

As far as the fiscal governance of Europe is concerned, Christian Mumssen 
explained that the lack of compliance with the SGP is a cause for concern and 
reminded the audience that the key problem lies with the lack of incentives in 
good times, which is a Maastricht failure. Against this background, he presented 
the average government budget balance over 2004-07 and insisted on the 
inability of some countries to build fiscal buffers in good times. He opined that 
we need to come back to a fiscal regime that features incentives in good times 
and good enforcement and that also leads to growth, as debt sustainability is 
also about policies to promote growth. Linking this point to the proposals of the 
report, he argued that there is an ex ante problem. Governments are not a model 
economic agent, they have a shorter time horizon and they are far from being 
punished for not building up buffers. Lastly, Mr Mumssen wondered, in light of 
the 2009 Crisis, if the proposal could be simulated to see the effects on Ireland 
and Portugal. 

In the Q&A, Juan Francisco Jimeno agreed with the general ambition of the 
report to implement the same debt restructuring framework across Europe, yet he 
cautioned the authors about the very different situations one encounters in case 
of debt restructuring, pointing towards various financing conditions, growth, 
pension situations and, last but not least, fiscal limits. Observing that the general 
thrust of the report on CACs is rather negative, Reza Baqir asserted that CACs 
are not bad – although aggregated CACs are better – and underlined that one 
can achieve a lot using them. Turning to the issue of the debt-to-GDP threshold, 
He suggested that anticipated debt to GDP would be a more relevant indicator 
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for debt sustainability and argued that markets would have a similar reasoning. 
Questioning the relevance of the debt threshold used in the report as an objective 
value to trigger a debt restructuring, Angel Ubide urged to authors to explain the 
rationale of the numerical thresholds d and D and expressed the view that one 
cannot define ex ante if these thresholds are going to be optimal. 

Charles Wyplosz reminded the audience about the two causes of the crisis: 
the collapse of banking supervision on the one hand, and fiscal indiscipline 
on the other. While it is obvious that there is a need for a banking union, the 
crucial issue is that Europe did not address the absolute need for fiscal discipline, 
as the homework was not done at the time of the Maastricht Treaty. There is 
therefore a feeling that we are solving the symptoms, not the problems. Karsten 
Wendorff asked when debt restructuring takes place and under what conditions. 
He explained that it is important to consider that the debt ratio is not the only 
criterion for debt sustainability. He also noted that there is a huge uncertainty 
in adjustment circumstances to determine whether a country is willing to tax or 
reduce its expenditures. With a view to ensuring investor and market discipline as 
part of a more orderly process, he referred to a proposal made by the Bundesbank 
in 2011 in which an automatic debt prolongation of three years was designed 
if a party enters the ESM.  Defending the rationale of the report, Jeromin 
Zettelmeyer explained that the report was underpinned by a policy failure, not 
a market failure. One aspect of it was the missing incentives problem (to build 
appropriate buffers) while another was the abuse of European mechanisms to 
address not only liquidity, but also solvency issues. He recalled that the approach 
advocated is not about socialising the debt, but about repaying the debt.

Carlo Monticelli would have liked the report to engage more with the current 
policy debate on how to reconcile the current fiscal governance with incentives 
for structural reforms. He agreed that debt restructuring needs to be discussed, 
but he warned that one cannot think out loud about debt restructuring without 
provoking domino effects on the market due to the ambient moral hazard 
obsession. Alluding to the Catch-22 nature of this situation, he added that if 
markets smell this issue, the whole system falls apart.

 Yannis Manuelides asked if the prolongation of bonds proposal was similar to 
that made by the IMF and encouraged the authors to explain more – and possibly 
to assess – how the automatic prolongation would work exactly. Reacting to the 
one-size-fits-all nature of the framework proposed, he noted that one should not 
assume that a European legal rule will work everywhere in Europe in the same 
way. He notably referred to varying court decisions. Charles Wyplosz engaged 
with the report’s implicit premise that one has a complete choice between two 
polar models of fiscal decentralisation and centralisation. What is essential is 
rather finding a better combination of responsibilities rather than opposing the 
two models. George Alogoskoufis argued that both market and policy failures 
have caused the crisis. He advocated a clear and consistent enforcement of the 
rules. Ludger Schuhknecht liked the proposal and agreed with its underlying 
principles. He emphasised the need to settle for a commitment device that 
has a trigger and later added that he viewed the loss of market access as the 
most important trigger. Charles Wyplosz expressed strong criticism of the idea 
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of building a debt-restructuring mechanism based on a threshold that has no 
economic meaning and explained that like the SGP, this mechanism could not 
work. 

Reacting to the points raised on the one-size-fits-all nature of the proposal, 
Beatrice Weder di Mauro stressed that the problems were the externalities of 
excess debt on the rest of the Eurozone and not the perfect measurement of 
sovereign solvency. She made the point that loss of market access is indeed the 
real trigger for resorting to the ESM, but this should not trigger a restructuring of 
debt every time. The ESM should only be restricted from lending without private 
sector participation in case of excess debt. Hélène Rey concluded by observing  
that this package is not about cyclical adjustment. Rather, it is about pressing the 
reset button and setting the right fiscal governance concomitantly. 

3.	 Dealing with the legacy debt 

Ludger Schuknecht (German Ministry of Finance), discussant
Ludger Schuknecht found this chapter of the report to be a promising one. The 
issue of the legacy debt is indeed crucial in his opinion. At current interest rates, 
the debt is sustainable but the resilience to a shock is not obvious. He asked 
whether having a stabilisation fund large enough to make a difference in terms of 
sustainability would be feasible, as it would require a huge commitment in terms 
of revenue. Besides, the political feasibility of the project would be uncertain if 
there were some mutualisation involved.

If the fund is very large, it raises some time-consistency concerns. If the one-
off feature of the intervention is not fully credible, it could create expectations of 
bailout, thus undermining the market incentives and defeating some elements 
of the proposal. The proposal could therefore be perceived as a first step towards 
a Eurobond or a monetisation-like solution. Could an asset based on the stability 
fund be considered safe? If it is based on seigniorage revenue over fifty years or 
on any national revenues, it is not clear that at some point a country could not 
simply repudiate, raising again the issue of time consistency. 

Regarding some of the details of the proposal, and from an accounting point of 
view, it seemed to him that even debts held in this fund would still be allocated 
to national debt ratios.

He also asked whether this proposal would affect national reform incentives 
and national fiscal policies. If it is clearly a one-off operation, it should not have 
too much of an influence, but if it is perceived as a first step towards mutualisation, 
it would create disincentives to implement national reforms. Consequently, the 
long-term impact of the proposal could be to damage stability if it reduces the 
incentives to undertake national reforms.

As a complement to the present proposal, fiscal governance could be useful to 
make the one-off feature more credible. He noted that over the last fifteen years 
of the EMU, there has been a trend towards erosion of rules and towards a greater 
degree of flexibility in fiscal governance in the face of real-time problems. The 
current debate indeed opposes economic arguments – in favour of flexibility – 
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with arguments focusing on the commitment and credibility of institutions – in 
favour of a strict observance of fiscal rules.

He also discussed the issue of earmarking revenues and asked whether the 
mechanism could be made more incentive-compatible; it could be designed as a 
non-linear process favouring disproportionately high-debt countries in exchange 
for a higher contribution on their part. They could, for instance, commit state 
assets or a more significant part of their future revenues. Therefore, he rather 
favoured the idea of a national debt redemption fund. The main benefits would 
be an increase in transparency and a signal of commitment. 

Regarding the issue of a wealth tax, he pointed out that if this source of revenue 
were to be considered, then the solution should even be more extreme and make 
the holders of bad debt pay.

To conclude, he would favour the contractual approach to deal with debt 
sustainability rather than the proposed debt facility, which does not seem like 
the best solution.

Charles Wyplosz, Graduate Institute, Geneva and CEPR, discussant
Charles Wyplosz liked the report very much and the heated discussions have 
demonstrated that it certainly tackles the relevant issues. 

The premise of the report is that the level of debt is excessive, which is of 
course a debatable issue. There are two main arguments for why legacy debt can 
be excessive. The first is that excessive debt is bad for growth; it corresponds 
to a redistribution through a distortion – the taxes – that are not innocuous, 
and the government is vulnerable in case of a bad shock that can render any 
expansionary fiscal policy impossible. The second argument is that excessive 
debt creates the conditions for self-fulfilling attacks. Furthermore, it is easier to 
tackle some problems if there is no legacy debt. Besides, he stressed that the 
excessive level of debt is an issue that must be conceptually clearly separated 
from the solvency issue. 

If it is accepted that legacy debt is too high in a number of countries, an 
optimal time-consistent policy should be implemented. Such a policy faces 
some challenges: the credibility of the one-off feature and the risk incurred by 
bondholders, and consequently by banks. A solution could be to find a scheme to 
achieve transfers between countries, but this is not politically feasible.

A solution is the PADRE plan that implies no debt reduction: it is a debt 
restructuring without reducing the debt. It has three main features. First, it allows 
the debt to be rescheduled, but 100% of the debt will be serviced so that the 
bondholder and consequently the banks are not hurt by the operation. He insisted 
that debt instruments should to be removed from the market place and ‘buried’ 
to avoid self-fulfilling attacks. Second, the PADRE plan makes use of a ‘pot of 
gold’: seigniorage revenue. It does not constrain the ECB, as seigniorage revenue 
is irrelevant for monetary policy. The ECB, instead of sending the seigniorage 
revenue to the national central bank, sends it to the debt agency, which is 
innocuous. The plan even actually increases the independence of the ECB: the 
ECB will have more freedom to increase the interest rate if the legacy debt is 
removed, as a higher interest rate would no longer hurt any country. Third, the 
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plan consists of a one-off operation in order to not raise any moral hazard issue. 
The one-off feature is credible because the contract includes a ‘covenant’ dealing 
with moral hazard, an element that does not appear in the present proposal. 
Also the whole present value of seigniorage revenue is committed so that the 
operation cannot be repeated, as the revenue is gone once and for all.

Charles Wyplosz then identified the differences between the PADRE plan and 
the current proposal. First, in the PADRE plan all future seigniorage revenues are 
committed, whereas in the present proposal there are limits to drawing upon 
seigniorage. However, he emphasised that limiting the time commitment breaks 
up the two constraints that governed the design of the scheme: not harming 
any bondholder and avoiding any transfers. The limit to fifty years is thus not 
desirable in his view. Second, the present proposal deals weakly with the one-off 
issue by only relying on market pressure for the government to behave. He instead 
suggested adopting the tough contractual condition – the covenant – included in 
the PADRE plan. If a country misbehaves, the agency turns the infinite maturity 
asset into a finite maturity one with an interest rate and throws the asset on the 
market place. He argued that such a threat would be a powerful mechanism able 
to deliver strong incentives. Third, he added that the involvement of the ECB 
is not necessary and that a debt agency would be sufficient. Finally, he pointed 
out that an asset whose value is the present value of seigniorage revenue is the 
best asset that one could imagine, as a claim on central bank seigniorage revenue 
seems like the safest possible asset – except in the case in which there would not 
be cash in the future.

General discussion 
Richard Portes expressed his concerns about the actual size of the existing debt 
and hopes that the report could attract the attention of policymakers to the debt 
overhang problem. The authors’ pessimistic assumption in their simulation of 
interest rate at 3% is not very consistent with a very low growth of 1%; such low 
growth would rather imply low interest rates.

Nicolas Carnot expressed his doubt that the plan would actually lead to a 
reduction of national debt. He pointed out the disingenuousness of the proposal 
regarding the debt reduction, as future taxpayers still honour the debt; indeed, 
the proposal removes revenues from seigniorage in the future. Therefore, he 
stressed that intertemporally there might not be any debt reduction due to this 
removal of future revenues. The proposal actually reduces the service of the debt 
today and alleviates the debt burden today only, giving space for a looser fiscal 
policy now. Hélène Rey intervened at that moment to remind participants of 
what the effects of the proposal are. The proposal allows risky debt to be replaced 
with non-risky debt, which is an effect on the net present value of the debt. The 
other effect is on the denominator and the removal of the self-fulfilling crisis. 
Nicolas Carnot agreed on this, but he would like to see those ideas stated more 
clearly in the report.

Gabriel Fagan found the report to be very interesting. He pointed out that 
debt service capacity would be determined in the future; if revenues in the future 
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are reduced, the debt that can be serviced will decrease. He advised the authors to 
take that into account when assessing the amount of ‘safe’ debt.

Stefano Micossi started by establishing a distinction between good and bad 
times during which conditions for restructuring are different (“fair weather” 
versus “bad weather”). First, during good times, the rational approach ex ante 
could be either restructuring or repayment. Any hypothesis on restructuring raises 
the issue of stability, as the risk of jumping to the bad equilibrium is difficult to 
avoid. Furthermore, during good times, politicians have cyclical incentives to 
restructure. On the other hand, repayment does not raise the issue of financial 
stability. If repayment is preferred, the choice is then whether to repay with or 
without bonds. Solving the one-off problem is crucial. It is not clear which is 
the externality attached to the bond solution. He came to the conclusion that 
the best solution during good times is a wealth tax or some other kind of tax, 
because any other solution would be worse in terms of incentives. In bad times, 
restructuring is only contemplated after the loss of market access. If a country 
needs external support, for instance from the IMF, this should be done on a case-
by-case basis and also only after market access has been lost. 

Carlo Monticelli reaffirmed the need to distinguish between insolvency and 
excessive debt, as already underlined by Charles Wyplosz. The focus of the report 
is on excessive debt rather than insolvency. Any debt is in a sense excessive: if a 
mortgage could be turned into a zero coupon bond, this would of course increase 
permanent income. However, the distinction between solvency and excessive 
debt becomes blurred when discussing this proposal or any proposal of this type, 
thereby creating a dangerous confusion. This is why he expressed some concerns 
about the proposal. The proposal is not a debt restructuring but a securitisation of 
future seigniorage revenue, which he found to be a very clever solution. However, 
he considered this solution to be dangerous and not politically viable. He 
instead favoured a policy that would solve the legacy debt issue through growth, 
and expressed concerns that the current proposal would take the momentum 
for such a growth-oriented policy away. The best case against the proposal is 
demonstrated by the fact that with the higher growth hypothesis of the report, 
the debt problems of many countries, for instance Italy, disappear –  the debt 
overhang issue can be solved by growth itself. Lastly, the proposal might violate 
the Maastricht Treaty: first, it could be perceived by some as monetary financing, 
even if it is not actually the case; and second, it reduces the independence of the 
ECB by committing and earmarking the seigniorage revenues, which are a central 
component of independence. 

Marcus Miller agreed with some previous remarks that there is some pass 
moving accounting going on in the proposal: hypothecating revenues to 
some off-balance-sheet agency reduces the debt. However, he argued that this 
would not be a big enough effect. A better solution could be to tax the banks, 
as they caused the debt to build up  (i.e. collecting private revenues from the 
institutions responsible). The plan could then be renamed a “morally acceptable 
debt reduction exercise” rather than a “political acceptable debt restructuring 
exercise” (PADRE).
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Fabrizia Peirce expressed her surprise at some of the comments regarding 
the nature of the debt reduction, because she understood from previous 
interventions by Charles Wyplosz and Hélène Rey that the proposal was about 
gross debt reduction rather than solvency. She would have liked some further 
clarifications on that point. The debt reduction could be led by two different 
concerns: either the issue of liquidity, or pure gross debt reduction (i.e. the 
excessive debt approach). If the debt reduction is about the issue of liquidity, the 
lender of last resort could take care of it. Another possibility for dealing with the 
liquidity issue is to provide collateral to the lender of last resort. The seigniorage 
revenue could be held as a collateral for the ECB’s provision of liquidity. Focusing 
now on the gross debt reduction, she argued that it should be clarified why the 
seigniorage revenue is the right asset rather than any other revenue that the 
government could use to reduce the amount of debt. She expressed his sympathy 
with the view that the amount of public debt is a problem, and more specifically 
a financial stability problem rather than a solvency one. However, she noticed 
that there is a component relating to solvency in the report, as redistribution 
and transfers seem to be contemplated. We have to decide whom to distribute 
the money to, and why. The mechanism is not clear enough in the report. The 
proposal seems to imply the bailout of current creditors if it includes transfers. 
She pointed out that the two issues – stability and solvency – should not be 
dealt with together within the same report, and should not be part of the same 
solution.

Jeromin Zettelmeyer participated in the early preparation of the report so 
he responded to some of the issues raised. He presented the economic principle 
underlying the proposal. The EMU finds itself in a situation of a combined 
recession and fiscal problem without any control over fiscal policy. The textbook 
answer to such a situation is to commit to future fiscal adjustments and reforms 
and to use the fiscal space thus created intertemporally to boost demand in the 
short run. The proposal actually aims to implement the same idea. The way to 
commit to future fiscal adjustment proposed in the report involves two things 
that bring the report together. The first mechanism is assigning a revenue source 
that allows priority to be given to debt reduction in the future; this is the first part 
of the plan. It might be possible to only declare that the government commits 
a specific revenue source , but it would not be fully credible. In the report, 
this is done instead by picking a source of revenue and committing through a 
contractual structure in advance to dedicating this revenue exclusively to debt 
reduction. As the revenue chosen is outside of the control of governments, there 
is no moral hazard involved. Once this commitment has been made, debt can 
be reduced immediately though buyback operations. The second part of the plan 
is a fiscal regime that is supposed to create incentives to avoid a new process of 
debt accumulation.

Karsten Wendorff argued that the solution to debt is indeed a fiscal policy 
rather than a monetary policy – inflating debt away is not a politically acceptable 
solution. He suggested that to have a clear effect on the market, it might be easier 
to have a pure market-based approach: declaring that the seigniorage revenue 
will be committed to debt for the next 50 years and seeing how much can be 
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raised on the market after that announcement. This way, prices would be fairly 
set in the market. He also observed that changing the structure of the debt might 
not have economic effects and would not increase solvency. Turning risky debt 
into risk-free debt means that the rest of the debt becomes riskier. In his view, 
it would not change the risk premium on the market for the rest of the debt. 
Besides, the authors’ simulation shows that Italy could pay back the debt with 
seigniorage revenues and a 1-point increase in VAT, and therefore does not need 
any redistribution. 

Peter Praet expressed his concerns about several issues in the proposal. 
Governments could indeed use the seigniorage revenue, or any future streams 
of revenue, and securitise it in order to reduce debt. But the risk management 
of the ECB should not be influenced as a result of such a policy. It is difficult to 
price those securitised seigniorage revenues. Consequently, this operation could 
interfere with the risk management of the ECB if the ECB accepts as safe an asset 
whose value is actually uncertain. The problem is that it is difficult to assess the 
present value of seigniorage revenue in the presence of uncertainty (technological 
change, for instance). Besides, it is always possible to maquillage public finances, 
increasing uncertainty over the true risk-free nature of the ‘safe’ asset. 

Reza Baqir disagreed with previous remarks stating that the proposal would 
have no more than an accounting shifting effect. If the debt ratio is indeed 
decreasing, this generates value by ‘raising the size of the pie’: it provides a 
credible commitment to addressing market concerns, which should increase 
growth. Hence, this proposal has a real economic effect.

George Alogoskoufis liked the proposal mainly because it creates a pre-
commitment to fiscal adjustment and therefore removes the uncertainty about 
the future servicing of the debt. However, he suggested that every government 
could pre-commit to giving some percentage of their GDP to this stability fund, 
instead of the proposed solution. As it is a fiscal operation and not a monetary 
operation, why use seigniorage revenue?

Angel Ubide first expressed doubts that this commitment would work. He 
warned that investors would probably apply a discount to the net present value 
of seigniorage revenues at the time of buying the bonds so that it would not be 
possible to collateralize 100% of the revenues. Second, it seems that the proposal 
undermines the operational independence of the ECB, as it is renouncing a source 
of revenue. Following the intervention of some of the authors, who objected to 
that point, he replied that the authors should explain clearly why the operational 
independence of the ECB would not be impacted.

The authors then gave a brief answer to some of the issues raised. Hélène Rey 
first reiterated the extent to which time consistency is essential for the one-off 
feature of the operation to be credible, as many commentators underlined. She 
reminded the conference that solvency is not the focus of the report, but the 
excessive level of debts. The authors tend to believe that there is an excessive 
level of debt in the Eurozone and the report aims at dealing with this issue. The 
restructuring mechanism is also built to prevent too much debt accumulation 
in future and thus to limit future excessive debt. An externality arises from an 
excessive level of debt because when the amount of debt is too high, the sovereign 
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becomes too big to fail. The authors believe that to enforce credibility in the fiscal 
framework, default must be allowed for, as the US experience has shown. Second, 
regarding the economic effects of the plan, many commenters have already 
underlined the pre-commitment part that allows debt to be reduced. But Hélène 
Rey stressed that reducing gross debt would have other effects: it reduces the 
probability of having huge spreads and reduces the net present value of the debt. 
Third, she noted that many comments have focused on the seigniorage revenue 
issue, but this is only one part of the proposal. She stressed that the revenue 
could, as some have suggested, arise from sources other than seigniorage, but 
that in order to have no redistribution, it was necessary to be conservative in 
the choice of the revenue. However, she pointed out that redistribution should 
not be a taboo in the Eurozone and should be discussed. Besides, the advantage 
of seigniorage revenue is that a repudiation by governments is not possible, as 
the income is received directly by the ECB. Therefore, seigniorage revenue makes 
the whole plan more credible. She also responded to criticisms of the proposal to 
limit the duration of the stream of seigniorage revenue to 50 years, arguing that 
the authors chose to limit this duration in order to have credible and conservative 
estimations, as beyond 50 years the uncertainty would be too high and akin to 
science fiction. Fourth, regarding the suggestion of taxing banks, she would not 
be opposed to the idea but she stressed that in a general equilibrium, depositors 
would be impacted.

Lucrezia Reichlin responded to the comment that the proposal might be 
neutral. She emphasised that neither Ricardian equivalence nor the Modigliani-
Miller theorem hold in the real word.

4.	 Political feasibility 

Being a package, the report is only as politically feasible as its weakest link, or 
a sufficient substitute for that weakest link, said Philippe Legrain. As far as the 
first proposal is concerned (limiting the exposure of banks to sovereign debt), he 
suggested that the bigger question is whether governments and banks have any 
interest in breaking their incestuous ties, pointing at the interest of governments 
in enjoying a captive market for their bonds. He conditioned the success of a 
QE programme on large purchases and on the generation of joint benefits for 
governments and politically tied banks that exceed the expected costs of breaking 
the sovereign-bank link.  The problem, however, is that such a large-scale purchase 
of government bonds, or of an asset derived from them, is not compatible with the 
views of the German policy establishment, not least the German Constitutional 
Court. Assessing the second proposal (a sovereign debt restructuring regime), 
Philippe Legrain challenged its underpinning premise, namely that the updated 
Stability and Growth Pact and the Fiscal Compact are politically sustainable. 
Recalling the high pressure of the context in which those rules were adopted, 
he underscored that in the absence of panic, both southern and northern voters 
increasingly reject undemocratic constraints on their legitimate political choices 
about taxation, spending and borrowing. So if a credible no-bailout clause were 
to be restored, as the report advocates, the fiscal straightjacket should no longer 
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be politically necessary, as markets will discipline borrowers, with the ultimate 
threat of default. Yet, if one considers the opposition of the ECB to a Greek debt 
restructuring, the political capture of governments by banks and the fact that the 
ESM is clearly not independent of Eurozone governments, one wonders whether 
such an independent actor actually exists to enforce restructuring, maybe the 
“post-DSK IMF”, he speculated. 

Discussing alternative forms of debt reduction, Philippe Legrain dismissed the 
commitment of future seigniorage revenues as scarcely politically plausible given 
the low inflation/deflation context, the implications for the ECB’s independence 
and the possibility that electronic money may reduce seigniorage revenues 
sooner than within 50 years.  Turning to new taxes as a way out, he insisted that 
the Eurozone  VAT would require more solidarity and would be hard to justify 
politically, since it would unfairly hit taxpayers rather than reckless creditors. 
Next, he hinted at the possibility of a coordinated debt-equity swap but doubted 
that AAA countries would want to participate. Suggesting that the report dances 
around the elephant in the room, he recalled that the Eurozone cannot avoid 
confronting the biggest obstacle to genuine debt write-downs: the opposition 
of powerful creditors, both official and private. The latter hold large sway over 
the Eurozone and EU institutions and can use that control to enforce iniquitous 
conditions on debtor countries, whose policy elites, in turn, are now politically 
associated with those policies. Against this background, he suggested a more 
overt way out: convening a debt conference that would craft a broader grand 
bargain, like the London agreement to write down Germany’s debts in 1953. 
Finally, he pointed out two limitations of the report: the fact that it sidesteps the 
case for fiscal stimulus, and that it does not engage with the huge overhang of 
private-sector debt, which makes zombies of banks and causes a large shortfall 
of demand.

Discussing the overall proposal, Angel Ubide explained that debt overhang 
is a problem because one worries about future tax levels and expropriation. He 
invited the authors to consider solutions to the problem of debt restructuring 
both ‘through the flow’ and ‘through the stock’, recognising that stock-related 
solutions would bring about welfare problems. He then addressed the institutional 
shortcomings of EMU, be they monetary, fiscal or banking-related.  He stressed 
that the ECB’s inflation mandate of close to but below 2% generates too much 
uncertainty and room for interpretation. However, design failures, he argued, are 
also to be found in EMU’s fiscal institutions, which are fundamentally asymmetric 
and feature an inherent tightening bias.  Europe is left with institutions that do 
not define the aggregate fiscal stance of the Eurozone 

Engaging with the diabolic feedback loop between sovereigns and banks, 
Angel Ubide acknowledged the home bias but invited the authors to go deeper 
in the reflection. He argued that at the core of the feedback loop problem lies 
the fact that “we don’t have European banks”. Hinting at the achievements in 
the realm of the banking union, he emphasised the fact that as of today, we 
have European supervisors but no European banks. Promoting cross-border 
ownership of banks should therefore be part of the attempts to break the link 
between sovereign and bank. Going back to the big challenge ahead for Europe, 
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he unambiguously called for Eurobonds to have a sustainable EMU. Pointing 
to the general muddling through strategies implemented so far and to the fact 
that Europe has been in this crisis for five years now, he called on governments 
to get their acts together and come up with a Eurobond in whatever form. He 
recalled that Europe’s institutions were designed for a different environment and 
that the current climate, one which is characterised by the advent of populism 
across European countries, would require such a measure, not least to help the 
establishment parties. 

In the Q&A, Charles Wyplosz expressed strong skepticism towards Eurobonds. 
He disagreed with Angel Ubide and wondered what problems Eurobonds would 
solve. Picking up on the recommendation to confront populist parties, Ludger 
Schuknecht invited the audience not to get blackmailed by Podemos or the 
Front National. He also recalled the huge progress made in addressing the 
Eurozone crisis and concluded that the overall narrative is much more positive 
than the picture painted before. Denying any complacency, he stressed again 
that one should not forget what was achieved (“man muss die Kirche im Dorf 
lassen”). Referring to fiscal mutualisation, Lucrezia Reichlin questioned whether 
the report was getting around the problem  and recalled the political context in 
which a full fiscal union is not on the agenda to justify the measures proposed 
in the report. Reacting to the points raised on the design flaws of EMU, Luis 
Garicano underscored that the only way Europe is going to work is to go back to 
Maastricht, as in this framework, countries had a level playing field in some form. 
On QE, he voiced his doubts that it would lead to a significant redistribution. 

Beatrice Weder di Mauro summarised the discussion and suggested that based 
on the constraints voiced, (‘no transfer, no mutualisation, no fiscal expansion’), 
it is unclear which options are left. She then recalled the redistribution problems 
raised by attempts to deal with legacy debt in a situation of excessive debts and 
stressed that a key issue is that they can easily be attacked from the left and 
the right. Simon Tilford did not buy into the idea that the French, Spanish, 
and Italians will be that compliant in the absence of a credible bailout/debt-
restructuring regime. As regards the magnitude of the increases of debt to GDP, he 
restated the importance of the denominator effect and regretted that people were 
being too complacent as according to him, Europe is looking at years and years of 
low growth. Addressing the political feasibility of the proposal, Carlo Monticelli 
contended that the key political problem is more deep-seated, referring to the 
overall dissatisfaction of the electorate with the notion of Europe and the euro. 
Despite the sense of urgency, he missed the political leadership to win the hearts 
and minds of European citizens. He also explained that he was convinced by QE. 

As the discussion drew to a close, Richard Portes regretted that the ideas 
present in the report do not penetrate because they face a power narrative, based 
on bad macro.  Turning to the proposals of the report and judging from the way 
that market discipline can be destabilising, he encouraged the authors to find 
and show examples of where it has actually worked – i.e how things work when 
it becomes ‘dirty’ – so that the proposal becomes more convincing. Reacting 
to the points made on institutions, he argued that EMU’s institutions have 
not progressed very fast, referring for example to the ESM (which he deemed 



as “nothing really serious”) to illustrate incremental change. Concluding the 
workshop, he thanked all participants for their contributions and for taking the 
time to come to Florence.
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Appendix A: Calibration of national 
debt buyback from seigniorage

Estimating the NPV of seigniorage
We define seigniorage as the change in the monetary base. Calculating seigniorage 
revenues requires estimating future currency demands and computing the net 
present value of future money supplies matching these demands. Currency 
demand is proportional to the nominal price level and to GDP, with a certain 
amount of elasticity. It is therefore necessary to take a stand on future growth 
rates of the economy in the Eurozone, on future inflation rates (taken to be 2% 
under the mandate of the ECB) and on the value of the output elasticity. We are 
therefore estimating the non-Inflationary loss absorption capacity (NILAC) of the 
ECB (Buiter and Rahbari, 2012a,b).

 As derived in Buiter and Rahbari (2012a,b), seigniorage at date t is given by
  

St = S0[(1 + π)(1 + γ)α ]t[(1 + π)(1 + γ)α  - 1]

where π is the inflation rate, γ is the real growth rate of GDP, α  is the output 
elasticity of money demand and S0 is the initial stock of currency. We use an 
estimate of the output elasticity of currency demand of 0.8. NILAC estimates 
are not very sensitive to this parameter. They are, however, quite sensitive to 
assumptions on the discount rate and the growth rate. 

Long-run estimates of the real rate are taken to be between 1% and 3%, 
implying a nominal rate of between 3% and 5% given the ECB monetary mandate 
of a 2% inflation target. The average annual growth rates for the long run in 
the Eurozone are pessimistically assumed to be between 1% and 2%.  We note 
that with such low growth rates, lower real rates could very well be the norm 
(the secular stagnation hypothesis). This would tend to increase our estimates 
of seigniorage. We first compute the NPV of seigniorage on a 100-year horizon.

Our estimates of the ECB non-inflationary seigniorage revenues range from 
€1,000 billion to €4,500 billion on a long horizon of 100 years, depending on 
the value of the discount rate and the growth rate. Similar figures are estimated 
by Buiter and Rahbari (2012a,b) and Paris and Wyplosz (2014a,b) for the 
range of parameters they consider. We emphasise again that these estimates 
are conservative, in that we define seigniorage revenues as including only the 
revenues stemming from cash issuance. We disregard the revenues coming 
from interest payments on the assets held by the ECB (the securities markets 
programme, or SMP, for example).
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Table A1.	 Our horizon: 100-year seigniorage (€ billion)

Nominal interest rate
Annual real growth rate

1% 1.5% 2%

3.0% 2,360 3,299 4,592

3.5% 1,094 2,586 3,544

4.0% 1,527 2,069 2,791

4.5% 1,265 1,688 2,243

5.0% 1,066 1,404 1,838

Yet, one could question the pertinence of using an infinite horizon (or even a 
100-year horizon) for the debt buyback plan. The longer the horizon, the more 
uncertainty and the more future fiscal resources are committed. In practice, 
investment horizons and financial instruments rarely exceed 50 years.  

When the horizon is shortened to 50 years, non-inflationary seigniorage 
revenues barely reach €2,000 billion in our most optimistic combinations of 
growth rates and interest rates. In fact, a conservative estimate total seigniorage 
revenues for a 50-year horizon would probably be in the range of €1000 billion, 
and a pessimistic one about €800 billion (Table A2).

Table A2.	 Horizon: 50-year seigniorage (€ billion)

Nominal interest rate
Annual real growth rate

1% 1.5% 2%

3.0% 1,233 1,561 1,950

3.5% 1,094 1,380 1,717

4.0% 976 1,226 1,520

4.5% 876 1,096 1,353

5.0% 790 985 1,211

National seigniorage revenues are not enough to bring debt- to- GDP ratios to below 
95% 
Based on the estimates in Table A2, if (a) our proposed debt buyback were to rely 
exclusively on seigniorage revenue, and (b) this revenue were to be distributed 
across countries according to the ECB capital shares, the reduction in the initial 
stock of debt would hardly be sufficient to bring crisis countries back to the debt 
safety zone. Consider first the optimistic case where 50 years worth of seigniorage 
revenues amount to €2,000 billion. Allocating this amount according to the ECB 
keys, Italian debt would still stand at 110% of GDP after the buyback, Greek debt 
at 145% of GDP, Irish debt at 93%, and Portugal would just make it below the 
100% debt-to-GDP level (see the last column of Table A3).
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Table A3.	 Total Seigniorage of €2,000 billion distributed according to ECB keys

Country ECB keys Seigniorage
Shortfall  

(€ billion)
Achieve

Belgium 3.46% 69.20 23.26 89.21%

Cyprus 0.19% 3.80 1.64 85.52%

Ireland 1.59% 31.80 2.82 93.46%

Spain 11.82% 236.40 201.56 75.93%

Italy 17.84% 356.80 -240.16 109.83%

Portugal 2.53% 50.60 -8.66 96.74%

Greece 2.79% 55.80 -90.72 145.3%

Note: Shortfall (€ billion) is the amount required to reach the 95% debt threshold.

To quantify the shortfall, we set the upper boundary for a desirable debt-to-GDP 
ratio at 95%. For our purposes, this implies that the debt write-down should 
bring Italy, Belgium, Portugal, Ireland, and possibly Greece and Cyprus, to below 
the 95% debt-to-GDP ratio threshold. In the table, the penultimate column 
reports an estimate of how many billion euros short we would be of reaching the 
boundary of the ‘safety zone’ (a minus sign signifies a shortfall).  

For estimates for the pessimistic scenario of €800 billion of seigniorage 
revenues, see Section 2.
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Appendix B: Calculation of the 
haircut for GDP bonds

We assume that the bonds are priced by investors whose aggregate consumption 
is equal to GDP and whose utility over consumption is time-additive with 
constant relative risk aversion coefficient γ. We consider first the case where the 
bonds have one-year maturity. Their price is

P0 = E
u' c1

u ' c0
X1 , 

where P0 is the price at year zero, X1 is the payoff in year 1 described in Figure 5, 
and ct is consumption in year t = 0,1. Under CRRA utlility,

u' c1

u' c0
=

c1
– γ

co
– γ = 1 + g1

–γ.

Denoting by C the maximum value of the payoff X1 in Figure 5, we can write X1 
as

X1 =

0 for g1 < g ,

C
g1 – g
g – g

C for g ≤ g1 .

for g ≤ g < g  

Combining the three equations above, and using the log-normality of 1 + g1 we 
can write the price P0 as 

P0 =
1
2

e – γ μ+ σz C
eµ+ σz – 1 – g

g – g e – z 2

2
z 2

z 1

dz +
1
2

e – γ μ+ σz Ce– z 2

2
∞

z 2

dz . 

where we set log(1 + g1) ≡ μ + σz for a standard normal random variable z, and 

z1 ≡
log 1 + g – μ

σ
,

z2 ≡
log 1 + g – μ

σ
.

 

Denoting by Φ(.) the cumulative distribution function of the standard normal 
distribution, we can write the above integral as 
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P0 = Ce – γμ + 1
2γ

2σ 2 eμ+ 1
2 1– 2γ σ 2

g – g Φ z2 + (γ – 1)σ – Φ z1 + (γ – 1)σ

–
1 + g
g – g Φ z2 + γσ – Φ z1 + γσ + 1 – Φ z2 + γσ . 

The price of a bond that pays C always in full can be derived from the above 
expression by setting z1 = z2 = – ∞, and is 

P0
* ≡ Ce– γμ + 1

2γ
2σ 2

The haircut h in Table 7 can be derived from the two equations above by 

h = 1 – P0
P0

*. 
 

When bonds have maturity longer than one year, the above calculation can be 
done separately for each coupon or principal payment because consumption 
growth is independent across years.
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