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Abstract The academic and policy debate on sovereign debt restructuring mech-
anisms (SDRMs) has gained momentum of late, with several economists and
policymakers advocating a reform of the loose debt-restructuring framework the
Eurozone developed in 2010–2012 as it tackled the Euro area sovereign debt crisis.
Proposals include amending the European Stability Mechanism (ESM) Treaty with
respect to collective action clauses (CACs) and the treatment of ‘hold-outs’, plus
introducing public debt-to-GDP thresholds above which any ESM lending would
be conditional on prior restructuring or re-profiling of government debt. This short
paper discusses the rationale for SDRM proposals, their interplay with monetary
policy and the likely implications for the bond markets and debt sustainability. The
main thesis is that the formal introduction of sovereign insolvency procedures into
the ESM Treaty would make the mechanism too rigid and potentially destabilizing.
Risk premia embedded in bond yields would rise as a result. ‘Constructive ambi-
guity’ probably remains the best approach to sovereign debt restructuring. Any
reform in this delicate area should not undermine the stabilization mechanisms that
were put in place in 2011–2012, notably the OMT facility of the European Central
Bank.
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1 Introduction

Sovereign Debt Restructuring Mechanisms (SDRMs) have been the subject of a
considerable volume of working papers and policy proposals since the eruption of
the Euro area sovereign debt crisis in 2010. Most recently, members of the German
Council of Economic Experts proposed a Sovereign Insolvency Mechanism for the
Euro Area (Andritzky et al. 2016).

The key tenet of this strand of policy-oriented literature is that the euro area lacks a
formal insolvency framework and this omission reduces market discipline and
weakens the no-bailout clause contained in theEuropeanTreaty. In fact,Greece’s 2012
sovereign debt restructuring took a long time to arrange and was quite a messy affair,
requiring among other things the ex-post introduction of Collective Action Clauses
(CACs) on outstanding government bonds issued under the Greek jurisdiction.

This paper starts by briefly reviewing SDRM proposals and compares them with
existing arrangements, namely the Treaty Establishing the European Stability
Mechanism (ESM) and the CACs it introduced in Euro Area sovereign bonds
effective January 2013.1 I then address the question of whether we really need to
introduce more explicit sovereign insolvency mechanisms and, if the answer is in
the affirmative, whether the changes should be along the lines proposed by the
German Council of Economic Experts and other authors such as Fuest et al. (2014)
and Zettelmeyer (2016).

I then analyze the likely consequences of the introduction of SDRMs for financial
stability and the achievement of the broader goals of the European Union. I highlight
the risks inherent in blunt or automatic debt restructuring or rescheduling mecha-
nisms and the adverse implications for monetary policy. I subsequently turn to debt
restructuring as a policy option within a monetary union, arguing that our knowledge
about the effect of sovereign debt restructuring on the economy is limited to the
Greek case and that particular instance suggests that a debt default should be an
option of last resort, not a decision to be taken lightly. In view of this discussion, I
finally turn to the question of how the existing crisis prevention and resolution
framework could be improved, including with provisions for sovereign insolvencies.

2 Breaking the Linkage Between Sovereigns and Banking
Systems

The economic debate about Euro Area SDRMs is not just an academic dispute. In a
recent ‘non-paper’ the German Finance Ministry (2015) set the introduction of
sovereign insolvency procedures as one of the conditions “to build a stronger
Banking Union”, that is, for Germany to support the introduction of a euro area

1See ESM (2012). Paragraph 3 of Article 12 in the ESM Treaty sets the requirement for euro area
government securities to contain CACs.
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deposit insurance scheme (EDIS) and the creation of a common backstop for the
Single Resolution Mechanism (SRM). The ‘non paper’ argues that “the Greek
experience has made it clear that not only bank failures can imperil public finances,
but also political failures can destabilize banks.” The Germany Finance Ministry
argues that sovereign risk in banks’ balance sheets should be limited and “a
sovereign debt restructuring regime should be introduced.”

In fact, since the onset of the global financial crisis in 2007, we have observed
both cases in which an over-leveraged banking system destabilised the sovereign
debt market (Ireland, Spain and Cyprus), and cases in which excessive government
debt triggered a broader confidence crisis also engulfing banks (Greece and
Portugal). The two aspects are intertwined: as was most evident from the Greek
case, a prolonged sovereign crisis and the restructuring of government debt can
ultimately impair the banking system, forcing a recapitalization and partial
nationalization of credit institutions.

If banks’ exposures to sovereign bonds were kept to a minimum, goes the
argument, banking systems would become more resilient and less exposed to a
sovereign crisis. And if it was possible to swiftly restructure government debt
according to simple and transparent rules, the financial and economic consequences
of a sovereign crisis would be greatly diminished.

During the 2008 crisis, countries with strong fiscal fundamentals (notably
Germany and the Netherlands) were able to intervene promptly and substantially
in support of insolvent banks. The ‘bailout’ of major banks caused a sharp rise in
public debt, which has been partly reversed in recent years thanks to a recovery in
economic activity and to prudent fiscal policies. Even so, public debt ratios remain
significantly higher than in 2007, the year preceding the global financial crisis, and
private-sector debt is also higher in most countries (except Germany and Spain).

Hence the view, most notably advocated by the German Finance Ministry, that
enhanced supervision of the euro area banking sector (with the ECB overseeing
systemically relevant financial institutions) should come hand-in-hand with a
reduction in banks’ exposure to sovereign risk. The latter would in turn make it
possible to adopt explicit sovereign insolvency procedures without incurring severe
risks of financial instability.

The topic of sovereign exposures in banks’ balance sheets lies beyond the scope
of this paper. Suffice it to mention that the view expressed by Italy and other euro
area member states within the European Financial Committee is that any changes in
the regulatory regime for banks’ sovereign exposures should be agreed at the Basel
Committee level in order not to put the European banking system at a competitive
disadvantage compared to other jurisdictions.

Furthermore, an in-depth analysis of sovereign debt holdings, and of the flows of
funds that would be caused by stringent regulations applying to banks and insur-
ance companies, is necessary before considering such proposals. At any rate, setting
tight limits on banks’ government bond holdings would have a major impact on
bond markets and reduce the ability of the financial system at large to absorb
shocks. As was recently argued by Visco (2016), any reform proposal affecting euro
area banks’ exposures to sovereigns should be based on a comprehensive analysis
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of potential costs and benefits in terms of financial stability, “taking into account
unintended consequences. Considering the pervasive role played by sovereign
bonds in modern economies, these can arise in various sectors, well beyond
banking.”

Finally, it is worth recalling that the stress tests performed by the European
Banking Authority2 include sovereign bonds and assume asymmetric shocks in
terms of spread widening across euro area issuers depending on observed market
patterns, which in turn reflect differences in perceived creditworthiness (Fig. 1).3

3 Solidarity Versus Responsibility and the Bailout Clause

The German government’s advocacy of SDRMs stems from a broader view about
Economic and Monetary Union (EMU): sovereign defaults are an integral mech-
anism of the currency union. If a member country’s debt becomes unsustainable, it
should be restructured. Indeed, Article 125 of the Treaty on the Functioning of the
European Union (TFEU) states that “the Union shall not be liable for the com-
mitments of any member states” (no bailout clause). In the Greek case, bilateral
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Fig. 1 Government bonds as a share of euro-area banks’ assets (percent of total assets). Source
European Central Bank

2The most recent stress test is reported in EBA (2016).
3See ESRB (2016), page 3, which states that: “The shocks to sovereign credit spreads have been
calibrated on the basis of the daily historical time series starting from 3 August 2012, i.e. since the
ECB announcement concerning Outright Monetary Transactions. It takes into account the
dependence structure between sovereign credit spreads of individual euro area countries.”
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loans were initially extended, followed by multilateral loans under the umbrella of
the European Financial Stability Facility (EFSF) and then the ESM. While the
Union did not formally assume Greece’s liabilities, it de facto became the largest
lender to the Greek sovereign for the sake of financial stability.

But while Article 125 of TFEU might have been contradicted in spirit, it is
unrealistic to think that an immediate restructuring of Greece’s sovereign debt in
early 2010 would have been manageable without some financial support from other
euro area countries and the IMF, particularly in the absence of an independent
monetary policy (i.e. exchange rate flexibility).

4 Financial Stability and the Role of the ECB

The European Treaty and relevant protocols leave a grey area with respect to the
role of the European Central Bank (ECB) in protecting the sovereign debt market
from panics and speculative runs. However, article 127 of TFEU is very clear where
it states that:

“Without prejudice to the objective of price stability, the ESCB shall support the
general economic policies in the Union with a view to contributing to the
achievement of the objectives of the Union as laid down in Article 3 of the Treaty
on European Union” (TEU).

If we consider the overall economic goals of the European Union as stated in
Article 3 of the TEU and then move down to the responsibilities of the ECB, we can
find a compelling justification for the ECB’s yet-to-be-used Outright Monetary
Transactions (OMT) facility (ECB 2012). Indeed, Article 3, comma 3 of TEU states
among other principles:

The Union shall establish an internal market. It shall work for the sustainable development
of Europe based on balanced economic growth and price stability, a highly competitive
social market economy, aiming at full employment and social progress, and a high level of
protection and improvement of the quality of the environment. It shall promote scientific
and technological advance.

It shall promote economic, social and territorial cohesion, and solidarity among Member
States.

Granted, in an ideal world in which all Euro area member states had low gov-
ernment debt there would be much reduced risks of financial contagion and spec-
ulative runs. But the reality we are confronted with is that EMU started with very
diverse debt levels among member states and insufficient real economic conver-
gence between them. Following the adoption of the single currency, growing
private-sector leverage and other macroeconomic imbalances caused substantial
public debt accumulation even in countries that initially appeared to be ‘safe.’
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On the eve of the global financial crisis, public debt levels across euro area member
states were quite diverse—and deceivingly low in some countries were
private-sector debt and/or banks’ leverage were quite high.4
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Fig. 2 Public and private-sector debt levels in the euro area (as a percent of GDP). Source
European Commission Alert Mechanism Report 2016

4See Fig. 2 in the Annex.
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Financial contagion played a major role as the crisis spread from country to
country in 2010–2011, ultimately reaching Italy. As most financial market econo-
mists observed at the time of its creation, the ESM is not large enough to bail out
one or more major countries—especially if they were to simultaneously lose market
access. The combination of ESM and OMT, however, has so far proven to be a
sufficient deterrent against panics and speculative attacks. It has a strong element of
conditionality and is deemed credible by investors.

If investors knew that an ESM application on the part of a member state would
automatically lead to debt restructuring, they would sell the bonds of high debt
countries at thefirst sign of contagion. This risk can be easily overlooked in a period of
negative policy rates and quantitative easing. However, in more normal conditions, a
worsening in economic conditions and/or the banking sector of a high-debt country
would rapidly create a strong contagion effect to other member states (Fig. 3).

5 A Brief Overview of SDRM Proposals

The main euro area SDRM proposals were most recently summarized by
Andritzky et al. (2016) and Zettelmeyer (2016).5 Most proposals envisage two
fundamental changes in the ESM Treaty, introducing a formal debt restructuring
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Fig. 3 ‘Peripheral’ bond yield differential versus Germany average of Italy and Spain 10-year
yield spread versus Germany, equally weighted, in basis points. Source Author computations on
Bloomberg data

5Other relevant contributions containing SDRM proposals include Gianviti et al., Weder and
Zettelmeyer (2010), Weber et al. (2011), Bucheit et al. (2013), Fuest et al. (2014), German Council
of Economic Experts (2015).
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mechanism and modifying the CACs in order to resolve the so-called ‘holdout
problem.’

The ESM Treaty does not explicitly introduce a restructuring mechanism:
Article 13 states that when a member state applies for financial support, the Chair of
the ESM must first ask the European Commission (EC) and the ECB to assess the
risk to the financial stability of the euro area, and to determine if the public debt of
the applicant country is sustainable and what are the actual or potential financing
needs. Once the assessment is completed, a decision is taken with respect to
the modalities of the assistance program. The EC and the ECB, if possible with the
assistance of the IMF, negotiate a Memorandum of Understanding with the
applicant country. The ESM Treaty does not spell out what happens if government
debt of the applicant country is deemed unsustainable, but it seems logical to infer
that reprofiling or a deeper restructuring are an option—as was indeed the case for
Greece in 2012.

As was mentioned above, the ESM Treaty introduces CACs, which were sub-
sequently specified in the Common Terms of Reference in EFC (2012). Recital
(13) of the Treaty reaffirms that ESM loans will enjoy preferred creditor status and
will only be junior to IMF loans.

It follows that if the EC and the ECB (preferably with the participation and
technical support of the IMF) believed that public debt was not sustainable, a
restructuring would be set a precondition for ESM loans. CACs are such that the
rescheduling or restructuring would have to be approved by a qualified majority of
bondholders. Changes to multiple bond series or even the entire universe of gov-
ernment bonds containing CACs must be approved in writing by holders repre-
senting at least two thirds of total outstanding bonds and at least fifty percent of the
holders of each series. If bondholders meet in an assembly, the requirements are
75% in total and two thirds for each individual series.

Euro area SDRM proponents are critical of this mechanism. They maintain that
due also to inevitable political pressure, the ESM, EC and ECB are prone to ‘Type
I’ errors, namely assessing sovereign debt as sustainable even when it patently isn’t.
Furthermore, they argue that a blocking minority of bondholders can stifle or
impede a debt restructuring by accumulating positions in individual bonds equiv-
alent to 50% of each series. It should be noted, however, that the sovereign issuer
has the option (admittedly cumbersome) of negotiating a bond-by-bond restruc-
turing. In that case, it would be virtually impossible (i.e. too expensive) to form an
overall blocking minority, especially in the case of countries with large government
debt.

Most SDRM proposals require a change in the ESM TREATY such that debt
rescheduling or restructuring would be a necessary condition for financial support
from the ESM. Modified CACs would be immediately included in new bond series
issued after, say, 2017 and the new regime would be fully phased in by 2030, when
bonds containing modified CACs would represent the bulk of outstanding gov-
ernment debt.

Andritzky et al. (2016) propose a ‘single limb’ voting procedure modelled after
an IMF (2014) proposal. In a nutshell, a 75% majority of outstanding bonds would
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be sufficient to enforce a restructuring without the requirement of a bond-by-bond
qualified majority. In order to avoid conditions that may be penalizing for holders
of individual series, restructuring terms would have to be approved by the ESM,
which would also act as a guarantor of inter-creditor fairness. Similarly, Fuest et al.
(2014) propose deleting the bond-by-bond quorum and reducing the aggregate
quorum to two thirds (which, as mentioned above, is already the threshold for
written procedures).

As for the phase that precedes debt restructuring, most SDRM proposals, notably
Weber et al. (2011), set debt rescheduling as a precondition for ESM support. All
outstanding government bonds would be subject to an automatic maturity extension
of three years. It must be acknowledged that if this approach had been applied in
early 2010, when Greece lost market access, it would have prevented the rapid
buildup of a huge official-sector exposure without imposing large losses on
bondholders. The NPV of bonds would have been affected (especially if an interest
moratorium was also declared), but the course of the Greek crisis would have been
different.

It must be considered, though, that debt rescheduling constitutes a default event
for credit default swap (CDS) contracts.6 The broader financial impact of debt
rescheduling could thus be far greater than one might infer from changes in the
NPV of the bonds involved. Financial institutions holding short CDS positions
include not only banks and asset managers, but also insurance companies. This is
probably one of the reasons why in 2010 debt rescheduling was not adopted by
Greece even though it made a lot of sense in the face of a liquidity crisis.7

It is also worth noting that a decision to reschedule bonds containing CACs
requires the same qualified majority as an outright restructuring.8

SDRM proposals that set rescheduling or restructuring as a precondition for
ESM support are generally based on debt thresholds. Andritzky et al. (2016)
envisage a rule whereby countries that lose market access and have public debt
exceeding 60% of GDP (or an annual gross financing need of 15% of GDP) would
be required to extend the maturity of their government debt by three years. Corsetti
et al. (2015) propose a slightly less stringent rule: debt restructuring or a one-time
reprofiling are required as a condition for ESM support if the debt ratio exceeds
95% (current or in a stress scenario), the gross financing need exceeds 20% and the
country loses market access. Regardless of the specific rule, automatic rescheduling
or restructuring rules involve a significant ‘Type II error,’ namely forcing a
restructuring decision on a country whose debt might actually be sustainable.

6See ISDA (2014).
7Derivatives exposures to Greek debt among euro area banks and insurance companies were
indeed quite large at the time, which in the event of an immediate rescheduling would have caused
substantial losses. Banks’ exposures were reported in EBA (2011).
8According to the Common Terms of Reference for CACs agreed by the European Finance
Committee, a change in the date on which any amount is payable on the Bonds constitutes a
‘reserved matter’ and as such requires the same qualified majority of bondholders as a restructuring
also involving a haircut.
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6 Phasing-in Periods

Most proponents of euro area SDRMs agree that the immediate adoption of
insolvency procedures would destabilize the bond markets and probably trigger
another sovereign debt crisis. In order to mitigate this risk, they foresee a transition
period of up to fifteen years for the full implementation of the new rules, though
new CACs would have to be introduced from the start in order to achieve an
adequate composition of government debt by 2030. Some authors also call for
debt-reduction mechanisms (based in some cases on joint euro area bond issuance)
in order to significantly reduce if not harmonize debt-to-GDP ratios across euro area
member states before the start of the new regime. Debt reduction could be achieved
by earmarking certain tax revenues for public debt reduction.9

A gradual phasing-in period would certainly reduce the adverse effects of
SDRMs on bond markets. However, the introduction of automatic rules triggering
debt restructuring would still adversely impact euro area sovereign bond markets as
long as some countries continued to have high debt-to-GDP ratios.

7 Quantitative Triggers for Restructuring and the Elusive
Concept of Solvency

Rigid rules that trigger debt re-profiling or restructuring based on quantitative
thresholds are potentially destabilizing and liable to produce Type-II errors. The
automatic triggers envisaged by SDRM proponents are mostly based on
debt-to-GDP levels. This neglects that solvency is a complex issue, and the
debt-to-GDP ratio is only one of several solvency indicators.

Indeed, the sustainability of public debt depends on a host of factors, such as a
given country’s net international investment position, private-sector wealth and
indebtedness, interest cost as a share of government revenue, and so on. It is totally
arbitrary to set rigid criteria for debt restructuring that are solely based on the debt
ratio.

Debt affordability may improve even if the debt ratio rises. For instance, Italy’s
debt ratio is now higher than in 1999, when the euro was introduced, 132.8% versus
109.7%.10 However, interest payments have fallen to 4.0% of GDP (and 8.5% of
total government revenue), from 6.4% of GDP (and 14.0% of total revenue) in 1999
(Fig. 4).

9For instance, Corsetti et al. (2015) propose hiking VAT rates in all euro area countries and to
create a solidarity debt-redemption mechanism in which proceeds would be distributed according
to population levels.
10These figures are based on the latest estimates for 2016 by the European Commission as reported
in the AMECO online database at the time of writing.
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In periods of deflation, the rate of growth of nominal GDP falls more rapidly
than the cost of funding for countries that have prudently stuck to long-maturity
debt issuance.11 But as average borrowing costs gradually fall over time, debt
dynamic improves and a meaningful decline in the debt ratio can be achieved. And
if ultimately nominal growth picks up, countries with long-dated debt and primary
budget surpluses will enjoy a sharper drop in their debt ratios.12 These are economic
arguments, not mere hopes based on “gambling for redemption”—to use an
expression favoured by some SDRM proponents.

8 Deleveraging as a Deflationary Force

As is shown by the latest EC Alert Mechanism and Country Reports, the euro area
is a combination of countries with excessive public and private sector debt levels,
with the notable exception of Germany (where, however, public sector guarantees
are quite high).

90%

100%

110%

120%

130%

140%

0%

5%

10%

15%

20%

25%

30%

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

Interest/government revenue

Interest/GDP

Debt/GDP (RHS)
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11See MEF (2016a).
12It should also be considered that the portfolio of public-sector securities held by the ECB as part
of its quantitative easing program has already reached 10% of Euro area GDP. The stock of
sovereign debt in the hands of the private sector and of foreign central banks has fallen by an
equivalent proportion.
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Simultaneous deleveraging is a recipe for deflation. There is no question that
public debt must be substantially reduced in several euro area countries. But sub-
stantial debt reduction requires returning to sustained and balanced economic
growth. We need to be patient with respect to the speed at which highly indebted
governments such as Italy can deleverage, especially in the early stages of eco-
nomic recovery and while we are still phasing in the banking union and global
deflationary forces remain strong.

Deleveraging is necessary in both the public and private sectors of member
states. This is a matter of common concern. But we must ensure that our fiscal
policies are mutually consistent and aligned with overall euro-area goals. Countries
that enjoy ‘fiscal space’ should support private sector deleveraging and offset fiscal
tightening in high-debt countries. The latter should reduce public debt and use fiscal
policy to regain competitiveness.

9 Debt Restructuring: Panacea or Recipe for Implosion?

The thesis underlying many of the proposals in the SDRM literature is that the euro
area would be a more stable place if heavily indebted governments restructured
their debt and achieved a debt ratio of, say, 60%.

But does debt restructuring make a member country more or less stable? Would
the euro area be better off with a sweeping debt restructuring? My answer is no. It is
difficult, if not impossible, for a member state to recover from a sovereign default
within a monetary union, especially if that country has relatively low net foreign
debt and, as a result, a default does not mainly damage foreign creditors (as was the
case in Greece), but instead disproportionately hurts domestic bond holders
(as would be the case in Italy).13

Sovereign debt restructuring should only be a last resort and not be viewed as a
regular feature of EMU. The future of the euro area would be brighter if instead of
concentrating on SDRMs, the policy debate focused on how to promote a return to
sustained growth in the weaker, high-public-debt member states.

10 ESM Treaty Should Be Probably Left Alone

Sovereign debt-restructuring mechanisms should not alter the ESM modus operandi
when countries apply for support, and in particular the fact that an ESM assistance
application does not automatically involve debt restructuring. Revisions should at

13According to Bank of Greece statistics, at the end of 2009 Greek residents’ holdings of domestic
government securities were equivalent to 24.6% of the total amount outstanding. The share was
still relatively low, 40.8%, at end-2011, just months before the restructuring of government debt.
In Italy, the ratio of residents’ holdings of government securities at end-2015 was 61.9%.
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most set general principles to be followed when, in the judgement of the ECB, EC,
ESM and IMF (if involved), a country that applies for ESM support is suffering
from an intractable liquidity crisis or is patently insolvent—or there are signs that an
existing ESM-sponsored adjustment program is not working as hoped. Such
judgement should be broad and not solely based on rigid quantitative criteria such
as the public debt-to-GDP ratio.

Changes to CACs should only be considered within this framework, but we must
be cognisant that they would further fragment the euro area bond markets into three
categories: pre-CAC securities, CAC-1 and CAC-2 bonds. This state of affairs would
persist for years to come. As I argued above, under the existing CAC regime a euro
area issuer can overcome the holdout problem by resorting to a bond-by-bond
restructuring. The case for ‘single limb’ voting procedures looks weaker in the case of
euro area bonds, where average issue size is very large and, for most bonds, forming
blocking minorities would involve holding positions worth billions of euros.

Furthermore, the existing ‘two limb’ voting procedure protects the interests of
holders of individual series by reducing the scope for restructuring mechanisms that
may be too penalising in terms of, say, NPV reduction or other features of an
exchange. At any rate, it is already the case that a two thirds overall majority is
sufficient if a written procedure is adopted. Euro area SDRM proponents have
extrapolated the IMF’s position on international bonds (IMF 2014) to the case of
domestic euro area bonds without taking into account factors such as issue size.

11 Conclusions

Mechanisms that envisage euro area debt restructuring as a precondition for ESM
support would have dire consequences for financial stability, as they would make
high-debt countries vulnerable to speculative attacks or panics. Rigid debt thresh-
olds would also be damaging. The reform of CACs may also have an adverse
impact on the bond markets given that it would affect the expected recovery value
of sovereign bonds and create a further source of segmentation. The timeframe for
the introduction of new rules would also have an impact. Some SDRM proposals
envisage long phasing-in periods, which would reduce their adverse impact but not
totally eliminate it.

Reducing ‘legacy debt’ plays an important role in several SDRM proposals. This
is motivated by the apparent failure of the debt-reduction rule that was initially
introduced with the ‘six-pack’ and then restated in the Treaty on Stability,
Coordination and Governance (TSCG), the so-called Fiscal Compact. The
debt-reduction rule requires the debt-to-GDP ratio to be lowered by 1/20 of the
excess over 60% of GDP. If this rule was observed, all member countries would fall
in line with the Maastricht criterion within the next twenty years or so. It would be
thus more fruitful in my view to devote intellectual energy and resources to
enhancing the debt-reduction rule based also on incentives and not just penalties in
the event of noncompliance.
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The debt-reduction rule in the Fiscal Compact is very demanding, probably too
demanding given the deflationary forces set in motion by deleveraging globally and
within the Euro area. However, I believe that significant debt reduction in high
public-debt countries is possible as economic conditions improve. The idea of
earmarking specific revenues (including for instance the proceeds of anti-tax eva-
sion measures) for public debt reduction should be further explored, in my view.14

Moreover, the privatization process (including of property and land) should be
revitalized, continuing to ring-fence the proceeds for debt reduction.

Debt ratios will remain quite diverse across euro area countries for quite some
time to come and we should continue probing solutions that accelerate their con-
vergence, thereby paving the way for more concrete fiscal union plans. However,
structural reforms and a pro-growth fiscal strategy are ultimately the main avenues
to resolve the debt crisis. Eurozone countries should develop policy schemes that
support investment in weaker high-debt countries that have limited ‘fiscal space’ to
stimulate the economy (Fig. 5).

These arguments are viewed by some as calls for a ‘transfer union.’ Far from
advocating liability sharing, I believe it is time to consider new economic and fiscal
mechanisms aimed, on one side, at revitalizing and rebalancing the euro area
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Fig. 5 Public debt ratios in the euro area (as a percent of GDP). Source European
Commission AMECO database

14The Report on Tax Evasion recently released by a committee appointed by the Italian govern-
ment (MEF 2016b) estimates a tax gap (including social security contributions) equivalent to
6.84% of GDP in 2013, the most recent year for which a complete set of figures is available. If, all
else equal, one third of the missing revenue was collected, Italy’s budget deficit would virtually
disappear and the debt ratio would fall sharply.
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economy and, on the other, at consistently reducing public debt. Meanwhile, the
subject of sovereign debt defaults should continue to be surrounded by ‘construc-
tive ambiguity,’ as is the case in any major advanced economy still enjoying
monetary independence—not because we shun debt reduction, but because we do
not wish to trigger another sovereign crisis!
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