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Abstract

The establishment of a sovereign debt restructuring mechanism (SDRM) is one of
the important issues in the academic debate on a viable constitution for the Euro-
pean Monetary Union (EMU). Yet the topic seems to be taboo in official reform
contributions to the debate. Against this backdrop, the article identifies the SDRM
interests of key players, including the European Commission, the European Parlia-
ment, the European Central Bank and national governments. The empirical section
takes advantage of the recently established EMU Positions Database. The findings
confirm political economy expectations: Low-debt countries support an EMU con-
stitution that includes an insolvency procedure whereas a coalition of high-debt
countries and European institutions oppose it. The analysis points towards a possible
political-economic equilibrium for coping with sovereign insolvencies: an institu-
tional set-up without an SDRM and with hidden transfers. Recent European fiscal
innovations in response to the Covid-19 solvency shock confirm this prediction.

Keywords Sovereign debt restructuring mechanism - Banking regulation - EMU
reform - Fiscal union

JEL classification H63 - H87 - F53

1 Introduction

The potential role of debt restructuring mechanisms in the constitutional set-up of
the European Monetary Union (EMU) has received considerable attention from aca-
demics. Following earlier reflections on developing countries and the IMF (Krueger
2002), the euro-area debt crisis kicked-off a large and still growing literature on how
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to organize debt restructuring for the euro area in an orderly way (Bénassy-Quéré
et al. 2018; Fuest et al. 2016; Gianviti et al. 2010; Gros and Mayer2010; Mody
2013).

Academia’s keen interest in sovereign debt restructuring mechanisms (SDRM)
for the euro area stands in sharp contrast to the topic’s neglect among EU institu-
tions. The European Commission’s 2017 “Reflection Paper on the Deepening of the
Economic and Monetary Union” is an illustrative example (European Commission
2017). The paper is highly ambitious with respect to the completion of the bank-
ing union (European Deposit Insurance Scheme), new debt instruments (sovereign
bond-backed securities), a new macroeconomic stabilization function (e.g. a Euro-
pean unemployment insurance scheme), the establishment of a European Monetary
Fund (EMF) or the establishment of a euro area Treasury. At the same time, it does
not include any hint to the possible role and organization of an SDRM. The Com-
mission’s disregard of issues related to debt restructuring continued in the “Saint
Nicolaus’ package”, the comprehensive set of detailed EMU reform plans presented
by the European Commission in December 2017. Once again, it offered no solutions
on how to cope with an insolvent euro area government. Even the massive fiscal
solvency shock as a result of the Covid-19 pandemic has so far not triggered a new
European SDRM debate.

One obvious explanation for this reticence of European political institutions is the
fear that the mere existence of an SDRM could destabilize government bond mar-
kets. But this does not suffice to explain why European institutions hardly discuss
the issue. Recent academic studies on a European SDRM are fully aware of its chal-
lenges and have offered various strategies for coping with the problems (Bénassy-
Quéré et al. 2018; Fuest et al. 2016).

This article provides political economic explanations for the divergent positions
taken by various parties on explicit sovereign debt restructuring in a future EMU. It
covers the following key players: the European Commission, the European Parlia-
ment, the European Central Bank (ECB) and the governments of high-debt and low-
debt euro area countries.

The political economy of an SDRM has received substantial academic attention
in the context of the IMF model for developing and emerging countries proposed in
2002 (Krueger 2002). The IMF model wanted to address the procrastination prob-
lems with over-indebted economies. Too often, countries with unsustainable debt
levels delayed restructuring to the detriment of both creditors and the domestic
economy. Proponents of an SDRM wanted to promote a predictable, orderly and
rapid restructuring that could overcome the coordination failures of ad hoc debt
negotiations. After an intense debate, the Krueger SDRM model failed to gain suf-
ficient political support from key players (Quarles 2010; Roubini and Setser 2004;
Setser 2010). Borrowing developing countries were afraid to lose sovereignty as
the IMF would have gained jurisdiction over domestic-law debt and exerted an even
stronger impact on domestic policies. Creditor countries were concerned about the
moral hazard effects of possibly too quick and generous restructurings and, not
unlike borrowers, the growing IMF power. Moreover, the US administration under
President George Bush favored contractual market-based solutions instead of a stat-
utory restructuring mechanism and, therefore, pushed the use of Collective Action
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Clauses (CACs) in bond contracts. The shifting attention towards CACs brought the
IMF-centered SDRM debate to an end (Gelpern and Gulati 2013).

CAC:s can alleviate restructuring negotiations as they define creditor voting rules
and qualified majorities of bondholders that bind all bondholders within the same
issuance to the restructuring terms. However, CACs are not at all a full substitute for
a fully developed SDRM since such a mechanism goes far beyond the definition of
voting rules for bondholders (Krueger and Hagan 2005; Roubini and Setser 2004):
An SDRM establishes a comprehensive framework to prepare, negotiate and execute
a sovereign debt restructuring. It sets up institutions and committees for the restruc-
turing negotiations; it covers a wider range of sovereign debt instruments beyond
bonds; like in private insolvency procedures, an SDRM defines debtor information
requirements and debtor protection with equal-treatment of diverse creditors; it pro-
vides temporary liquidity to the creditor over the period in which the restructuring
procedure is ongoing; and it sets incentives for prudent and responsible policies in
the transition phase.

This older IMF debate is a starting point for this analysis, which considers the
support for a European SDRM in the institutional context of the euro area. Like for
the IMF SDRM, the debtor-creditor antagonism plays a key role in in the current
European setting. However, other issues of the earlier debate are of less relevance in
Europe today. With strong supranational EU institutions, the shift of power from the
nation states to a higher level is already far advanced in Europe. Hence, one of the
key counter-arguments against the IMF SDRM—a loss of national sovereignty—is
much less convincing in the current European debate.

This study finds that the diverging positions are consistent with institutional self-
interests. For the European Commission and the European Parliament, the absence
of debt restructuring increases the need for large and permanent centralized fiscal
instruments in line with the centralization interests of these institutions. The ECB
position is ambivalent. From a monetary policy perspective, the ECB has a strong
interest in a smooth debt restructuring whose burden falls on private investors in
order to avoid any monetary involvement in a bail-out. But the ECB today is mas-
sively exposed to euro area sovereign debt and might, therefore, fear write-offs that
are likely to violate the legal ban on monetary financing. Moreover, the ECB likely
fears the fall-out of restructuring for banking stability given its banking supervision
mandate.

For euro area governments, the case is asymmetric, but there is room for compro-
mise. Low-debt countries fear the burden of transfers if high-debt countries become
insolvent and no credible restructuring mechanism exists. Conversely, high-debt
countries with a non-negligible risk of future insolvency prefer transfers over a debt
cut, with all its economic and political costs. The analysis concludes that a non-
transparent transfer arrangement like the one applied in Greece could be an accept-
able compromise for everyone. Hidden transfers need substantive and permanent
fiscal instruments, which are in the centralizing interests of the Commission, the
Parliament and the European bureaucracies. Hidden transfers avoid visible problems
for the ECB balance sheet and are not at odds with its banking supervision mandate.
Moreover, hidden transfers are in the interests of high-debt countries because they
effectively reduce the debt-service burden. Finally, non-transparency helps limit the
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political costs for incumbent governments in sustainable debt countries who have to
bear the burden of the effective bailout.

The next section explains the role of transfers and debt restructuring in a Euro-
pean fiscal union with regard to two inconsistent taboos in the current reform debate.
Section 3 looks in detail at the interests of important institutions. The empirical sec-
tion introduces the EMU Positions Database and tests several predictions. The final
section examines the implications for a possible compromise and discusses recent
fiscal innovations in the corona pandemic in the light of the paper’s findings and
predictions.

2 Two inconsistent taboos

Talk of sovereign debt restructuring is not the only taboo in the euro reform debate.
None of the important official EMU reform templates includes any explicit transfer
element. Any new fiscal capacities (e.g. European unemployment insurance) or loan
instruments (European Monetary Fund) are presented as part of an insurance narra-
tive. The defining element of any insurance scheme is that there is no systematic ex
ante redistribution (from rich to poor or from low-debt to high-debt countries). But
an institutional arrangement that excludes transfers and sovereign debt restructur-
ing simultaneously is inconsistent (Rodden 2017). A consistent design can either
exclude sovereign debt restructuring or exclude a transfer solution. But it cannot
coherently exclude both elements at the same time if there are (or could be in the
future) cases of sovereign insolvencies. Conceptually, a country is insolvent if the
present value of future revenues does not suffice to balance the current debt stock
and the net present value of future expenditures, even for the maximum feasible fis-
cal adjustment (Das et al. 2012).
Three basic solutions are available for an insolvent country:

e Unexpected positive solvency shocks Examples are structural reforms that are
surprisingly courageous and successful in boosting an economy’s growth poten-
tial, technological innovations, the discovery of natural resources, and improve-
ment in terms of trade. Positive shocks of any such type could turn a situation of
insolvency into solvency.

e Debt restructuring (at the expense of private creditors) A debt restructuring that
reduces the net present value (NPV) of debt service obligations can restore debt
sustainability. NPV effects can be achieved through multiple instruments (Das
et al. 2012): haircuts that reduce the face value of a debt obligation; a maturity
extension that postpones the repayment obligation; and interest rate reductions.
All these instruments involve redistribution from the lender to the borrower.

o Transfers (at the expense of other jurisdictions’ taxpayers) In the absence of a
positive solvency shock, the only alternative to private creditor debt restructuring
are transfers from other sovereigns (Zettelmeyer et al. 2013). The insolvent coun-
try can be rescued through transfers from countries, international institutions and
central banks. Transfers can have various forms and be explicit or implicit and,
hence, have very different levels of salience. A cash bail-out from other countries
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would be a particularly salient and direct way to reduce the debt service NPV.
An identical effect can be achieved through preferential loan assistance. Finan-
cial assistance includes a transfer element whenever interest rates do not include
a risk spread that fully reflects the debtor’s credit risk. The transfer element in
any such financial assistance amounts to the face value of the financial assistance
minus the NPV of the debtor country’s repayment obligation calculated on the
basis of a risk-adequate discount rate.

One important caveat relates to the difficult distinction between illiquid-
ity and insolvency. The euro area debt crisis with it panic-driven contagion in the
2010-2012 period has demonstrated that countries can fall victim to liquidity crises
that would be otherwise manageable in calm market environments. De Grauwe and
Ji (2013a) point out that a liquidity crisis can turn into a solvency crisis if, for exam-
ple, illiquidity forces a country to pursue austerity measures that damage a country’s
long-run growth. According to the multiple equilibria theory, a self-fulfilling proph-
ecy may emerge in which a country becomes insolvent because investors fear insol-
vency (De Grauwe and Ji 2012). In such a case, preferential financial assistance may
prevent insolvency in the first place.

De Grauwe and Ji clarify that past or future euro area insolvencies are not nec-
essarily the result of a self-fulfilling prophecy. In their multiple equilibria model,
they show that the distinction between illiquidity and insolvency is blurry only for
an intermediate range of fundamental indicators. If the fundamentals deteriorate
below a critical level, even optimistic market sentiment cannot restore solvency (De
Grauwe and Ji 2013b). For these cases the only remaining decision is whether to
pursue private debt restructuring or transfers (of whatever type).

So far, there has been one instance in the euro area where debt sustainability was
fundamentally lacking without reasonable doubt: namely, Greece in 2010-2011
(Zettelmeyer et al. 2013). The experience with Greece confirms that any such situ-
ation must trigger a debt restructuring or a transfer solution. Interestingly, Greece
underwent both debt restructuring and transfers. In 2012 the Greek “private sector
involvement” (PSI) restructured private Greek debt with a face value totaling more
than 100 per cent of Greek GDP. Depending on discount assumptions, the NPV loss
imposed on private creditors was 50 per cent or higher (Zettelmeyer et al. 2013).
However, the PSI was insufficient to restore solvency so that substantial implicit
transfers were required as well. These were given by means of preferential financial
assistance from EU member countries (direct bilateral loans), ECB bond purchases
through the Securities Market Program (SMP), the European Financial Stability
Facility (EFSF), and the permanent European Stability Mechanism (ESM) (Buch-
heit and Gulati 2018).

Given the current state of public finances in the EMU, more cases of fundamen-
tally insolvent euro countries are likely in the future. In its 2020 Debt Sustainabil-
ity Monitor published before the outbreak of the Covid-19 pandemic, the European
Commission identifies persistent fiscal sustainability risks and identifies seven EU
countries “at high fiscal sustainability risk in the medium-term” including five euro
area members (Belgium, Spain, France, Italy, and Portugal: European Commission
2020a). This debt sustainability analysis explicitly took account of the downward
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trend in government interest rates, which supports debt sustainability. Undoubtedly,
with the pandemic and its massive fiscal and economic fallout, risks for future insol-
vencies in the euro area have further increased since high-debt countries such as
Greece, Italy, Spain and France have experienced a particularly severe and probably
lasting economic damage from the pandemic (European Commission 2020b).

If it is to develop a realistic overall strategy, Europe must prepare for new sov-
ereign insolvencies beyond Greece. Rejecting the SDRM for euro area countries
with the argument that insolvencies will not occur in the future is wholly unconvinc-
ing. Given Europe’s currently further deteriorating fiscal conditions, it must either
open the way for debt restructuring or accept (implicit) transfers for future cases of
insolvency.

In the next sections, I consider the interests of crucial players with regard to
SDRs and transfers.

3 Interests of crucial players
3.1 European Commission

One of the European Commission’s main executive responsibilities is the adminis-
tration of the EU budget. From a Niskanen perspective (Niskanen 1971), the Com-
mission, as the central European bureaucracy, has an institutional interest in increas-
ing the European budget or developing additional European fiscal instruments under
its (partial) control. It should thus have a “vested interest in centralization” (Vaubel
1994: p. 235). Over the decades, there has been ample evidence that the Commission
wants to strengthen fiscal power at the European level. In past negotiations regard-
ing the EU’s Multiannual Financial Frameworks (MFF) the Commission has pro-
posed budgets that have been larger than the budgets finally adopted. Moreover, the
Commission is a long-standing advocate of new revenue types for the EU budget. In
its proposal for the next MFF covering the 2021-2027 period, it has included three
news types of own resources: a share from a tax on a Common Consolidated Corpo-
rate Tax Base (CCCTB); a share of revenues from the European Emission Trading
System; and a “plastic tax”, a new national contribution based on the amount of
non-recycled plastic waste (European Commission 2018).

3.1.1 SDRM

An SDRM for Member States would be a building block for a decentralized fis-
cal constitution without the necessity of significant European involvement. Debt
restructuring solves the underlying problem of national overindebtedness by impos-
ing losses on private creditors. As such it is the necessary condition to avoid open
or hidden transfers from other Member States or the EU to an insolvent country. An
insolvency system may still give some responsibilities to European institutions. In
such a scenario, the Commission or another European institution could play a role
in orchestrating the settlement. In addition, there might be the need for short-run
liquidity assistance to a Member State in distress during restructuring negotiations
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(Fuest et al. 2016). With a credible SDRM in place, there is no need to involve the
European budget over a longer time period to cope with insolvent Member States.

From the point of view of an institution whose interests lie in centralization,
therefore, the establishment of a system with swift restructuring for overindebted
countries will not be the preferred reform scenario. Instead, the central European
bureaucracy is more likely to prefer reforms that will foster the growth of the EU
budget or alternative euro area fiscal instruments. From this angle, the EU bureau-
cracy could see unsustainable debt in a Member State as an opportunity to establish
permanent bailout instruments at the European level.

3.1.2 Transfers

In principle, transfers could also flow through horizontal payments among Member
States without any EU level involvement. But horizontal transfers are not attractive
for donor countries due to resistance among voters (see below). Furthermore, there
is no tradition of horizontal transfers in the European integration process. All exist-
ing significant EU transfer schemes are vertical: Member States contribute to the
EU budget that pays out transfers mainly through its Common Agricultural Policy
(CAP) and its cohesion instruments. With these precedents, the European Commis-
sion can be optimistic that any transfer approach to an overindebted euro area coun-
try will depend greatly on the European budget and/or other fiscal capacities at the
European level.

3.2 European Parliament

The European Parliament is obviously harder to position in the reform debate
given the substantial heterogeneity of its individual members. However, in all fis-
cal debates involving the EU budget or the need for new European revenue sources,
the EP has an institutional interest in new and larger European fiscal instruments.
Hence, its average position should be similar to that of the Commission, i.e. contra
SDRMs and pro EU-level transfers and other fiscal instruments (provided that the
Parliament has some control over them).

3.3 European Central Bank

During past crises, the ECB has assumed more responsibilities and introduced new
unconventional instruments through which it has operated on secondary markets for
government bonds, giving it significant importance for financing euro area govern-
ments (Drudi et al. 2012). In 2010, the ECB established and activated the Securi-
ties Market Program (SMP), which purchased government bonds from crisis coun-
tries. At the height of the debt crisis in summer 2012, the ECB Council initiated
the Outright Monetary Transactions (OMT) program, which supports countries that
have an agreement with the ESM. Though the OMT has never been activated, its
mere existence has played a major role in the post-2012 reduction of risk premi-
ums in government bond markets. From 2015 until the end of 2018 and again since
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November 2019, the ECB and the eurozone national central banks have purchased
euro area government bonds under the Public Sector Purchase Program (PSPP)
(European Central Bank 2015). For the allocation of purchases across countries
the ECB Council has committed to stick to the national shares in the ECB capital
key. In March 2020, as a reaction to the pandemic, the ECB Council has established
another substantive asset purchase program, the Pandemic Emergency Purchase Pro-
gram (PEPP) that buys European sovereign bonds. Accumulated stocks of sovereign
bonds in the Eurosystem balance sheets have reached 3.2 trillion euro at the end of
2020 and purchases both from the PSPP and the PEPP increasingly diverge from the
ECB capital key with a significant overweight of the high-debt countries’ securities
(Havlik and Heinemann 2020a).

The second major extension of ECB responsibilities is the new role within the
European Banking Union, giving it direct supervisory responsibility for large sys-
tematically important banks (Howarth and Quaglia 2014).

In terms of the ECB’s institutional interests, the extension of responsibilities is a
mixed blessing. The new role in banking supervision implies higher budgets and an
increase in the number of staff which, from a Niskanen perspective, is a welcome
development for career opportunities and bureaucratic morale (Vaubel 1997). On the
other hand, preference formation on euro area developments becomes more complex
in view of possible trade-offs between monetary policy objectives and financial sta-
bility. As a monetary policy institution, the ECB is responsible for keeping inflation
close to its two-percent objective. As a supervisory institution, the ECB is responsi-
ble for banking stability. Major new banking crises would raise questions about the
effectiveness of ECB’s supervisory branch.

3.3.1 SDRM

The ECB’s monetary and supervisory functions have an impact on how it evalu-
ates the prospect of an SDRM. Both in the euro area debt crisis and the Covid-19
pandemic, the ECB has emerged as the de facto lender of last resort to governments
threatened by a loss of market access. Financial assistance to a country in a mere
liquidity crisis is temporary and does not impose major risks on money supply and
inflation. The case is different if the ECB buys the bonds of an insolvent country.
This does not only bring the risk of substantial future write-offs. A systemic crisis
could force the central bank to continue purchases even if it impairs the bank’s abil-
ity to control the money supply. To prevent this “fiscal dominance” scenario, the
ECB’s monetary policy division should have a genuine interest in the existence of a
workable insolvency procedure for euro area governments. From this perspective, an
SDRM would be the alternative to a bailout with ECB resources.

The interests of the ECB’s supervisory division are different. Euro area banks are
heavily exposed to government bonds and biased towards their respective countries.
Exposure is even larger for banking systems in countries with high government debt.
Evidence from the debt crisis shows that public banks and banks that are politically
connected tend to buy more government bonds when their country is in financial
stress (De Marco and Macchiavelli 2016; Ongena et al. 2016). Due to the grow-
ing nexus between governments and banks, a sovereign debt restructuring is likely
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to trigger new banking crises under current euro area conditions. Any crisis would
challenge the ECB’s supervisory role and lead to accusations that the ECB should
have addressed the sovereign-bank nexus earlier. The precedent for the link between
debt restructuring and bank stability is the October 2010 “Deauville statement”, in
which President Sarkozy and Chancellor Merkel called for private-sector participa-
tion. Deauville led to widening bond spreads and an aggravation of the banking cri-
sis (Zettelmeyer et al. 2013). This suggests that the ECB’s supervisory branch would
strongly oppose any sovereign debt restructuring mechanism.

An even more immediate reason why the ECB would oppose an SDRM is its
large exposure to government bonds under PSPP and PEPP. The ECB has explicitly
accepted a “pari passu” treatment of the Eurosystem’s holdings, i.e. the ECB and
national central banks are treated in the same way as private investors (European
Central Bank 2015, p. 2). If any euro country is subjected to an SDRM, the Eurosys-
tem suffers the same losses as private investors. There is a debate about the extent to
which central banks should actually care about losses and whether a central bank’s
capital is at all relevant for monetary policy (Diessner 2018). But it is obvious that
losses would be a highly political issue, significantly damaging the reputation of
the ECB as an institution and the persons in charge. Explicit losses from write-offs
would be highly salient. Hence, with significant PSPP/PEPP stocks on the Eurosys-
tem’s balance sheets for many years to come, the ECB’s views on SDRM are likely
to be heavily influenced by concerns about how losses will affect it.

In sum, the ECB’s supervisory role and the Eurosystem’s large exposure to gov-
ernment bonds should make it oppose an SDRM. Yet its monetary policy function
also incentivizes it to welcome such a system because it eliminates the threat of fis-
cal dominance.

3.3.2 Transfers

Because the ECB is likely to take a skeptical position on SDRM, we can assume that
it will advocate a fiscal transfer approach. Like SDRM, fiscal transfers are an alter-
native to a monetary bailout and shield the central bank against the threat of fiscal
dominance. For the ECB, it is a much more attractive alternative with less risky side
effects. Fiscal transfers that solve the problem of an insolvent euro country address
all the ECB’s concerns. Transfers avoid losses for government bond holders and pro-
tect the ECB from losses on its PSPP holdings. Fiscal transfers that restore gov-
ernment debt sustainability also protect the banks that are heavily exposed to their
home country’s debt. This is a particularly attractive consequence in view of the
ECB’s supervisory function.

3.4 Governments of high-debt EMU countries

One obvious determinant of national government preferences is the public debt
level. Countries with unsustainable debt levels have different perspectives from that
of fiscally healthier countries. High public debt and the pressure to consolidate put
political systems under stress. Incumbent governments have to confront voters with
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unpleasant choices about which groups should bear the burden of adjustment. The
essential problem of deteriorating market access and the threat of insolvency is that
the strategy of shifting the burden towards future generations becomes increasingly
expensive or even impossible.

Hence, governments of high-debt countries have an interest in European institu-
tions that alleviate fiscal constraints and help reduce the need for adjustments and
the resulting political costs. Both debt restructurings and transfers can give countries
fiscal leeway. However, there are good reasons to think that transfers from third par-
ties or supranationals are less politically costly than restructuring.

3.4.1 SDRM

Debt restructuring shifts the burden of adjustment from citizens to creditors. From
the perspective of taxpayers, public employees and transfer recipients, restructuring
is preferable to more austerity. To national policy-makers, the political benefit from
restructuring is that it protects politically influential voter groups against more fis-
cal consolidation. Nevertheless, a default still entails significant domestic political
costs.

First, households and banks in the euro area are among the most important credi-
tor groups of domestic government debt. From restructuring, citizens may gain as
taxpayers, but they could lose as savers. Unlike developing countries that receive
most of their financing from external creditors, euro area countries place a substan-
tial share of government bonds domestically. With haircuts or other restructuring
measures, therefore, substantial losses of wealth can arise for domestic groups. A
particular feature of euro area countries is a strong home bias in government bond
markets combined with a pronounced bank-government nexus. As a result, domestic
banks are heavily exposed to their own government. The exposure is particularly
large in highly indebted euro countries, especially after the debt crisis (De Marco
and Macchiavelli, 2016; Ongena et al. 2016). Given this bank-sovereign-nexus,
the losses incurred by domestic savers depend on the effectiveness and credibility
of domestic deposit insurance. The establishment of a European Deposit Insur-
ance Scheme (EDIS) with the full European collectivization of risk would make an
important difference. As long as EDIS does not exist, however, debt restructuring
poses a substantial risk for domestic savers in the event of government default.

Second, experience shows that government defaults create significant “domestic
collateral damage” (Panizza et al. 2009) beyond the immediate losses for creditors.
Empirical studies (as surveyed in Panizza et al. 2009) have found that substantial
output losses accompany a default. There are two channels to explain these real
losses: The default reveals bad news about an economy and a country, or it leads to
capital flight and lowers market sentiment.'

! Other potential sources of costs include exclusion from capital markets or higher interest rates due to
a loss in debtor reputation. But these costs are empirically small because countries regain capital market
access relatively quickly after debt restructuring without incurring large penalties (Panizza et al. 2009).
Nevertheless, myopic politicians who only care about their immediate reelection prospects will focus on
the short-run negative consequences of restructuring.
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On account of the domestic costs, sovereign debt restructuring is not particu-
larly attractive to politicians and senior civil servants. Sovereign insolvency sends
a very strong negative signal to voters about the competency of the incumbent
government. This reasoning is supported by empirical evidence. Borensztein and
Panizza (2009) show that defaults are typically followed by large decreases in
electoral support for incumbent parties, and subsequent changes to leadership are
much more common than under normal circumstances.

National politicians’ opposition to debt restructuring begins long before the
debt restructuring actually occurs. An introduction of an orderly SDRM will
induce government bond pricing that is more sensitive to changes in the fiscal
and economic fundamentals. Countries with a risky fiscal outlook will pay an
immediate price for any euro area reform that makes debt restructuring more
likely. Hence, the mere existence of a restructuring mechanism can impose con-
straints on high-debt countries even when an actual default is still nothing more
than a distant possibility. This is why the governments of high-debt countries are
likely to oppose an SDRM even if their countries have not yet reached a state of
insolvency.

3.4.2 Transfers

For high-debt countries, wealth transfers are obviously more attractive than the
prospect of debt restructuring with all its political costs. If large enough, transfers
can restore debt sustainability and, unlike debt restructuring, avoid wealth losses
for domestic creditors because they shift the burden to taxpayers in other countries.
Moreover, transfers avoid the risk of banking crises. The transfer of wealth from
abroad has an income effect for the domestic population and improves the country’s
creditworthiness. This is likely to stabilize economic growth.

However, transfers often come in combination with conditionality. Much of
the preferential financial assistance in the European debt crisis has diminished the
autonomy of EU nation states. Countries that wanted to benefit from ESM assis-
tance and, possibly, subsequent ECB assistance through the OMT program had to
sign detailed memoranda of understanding on consolidation measures and struc-
tural reforms defined by the “Troika” (European Commission, ECB, and IMF). This
conditionality is politically costly, as voters tend to hold the incumbent government
responsible for accepting and implementing the conditionality that perceived as
intrusive.

The most favored solution among high-debt governments is, therefore, the uncon-
ditional transfer. Politicians in high-debt countries will favor any reform idea that
attenuates the conditionality of existing aid instruments or creates new instruments
that imply unconditional transfer elements. As with SDRMs, transfers have an
immediate advantage long before the money flow starts. The prospect of transfers
immediately improves a high-debt country’s creditworthiness. This means lower
risk spreads on government bonds and a looser budget constraint that creates imme-
diate opportunities for redistributing future resources to current taxpayers, public
employees and benefit recipients.
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3.5 Governments of low-debt EMU countries

In general, fiscally sound countries see transfers and debt restructuring asymmet-
rically to high-debt countries. The economic burden of transfers falls on solvent
countries’ citizens. Of course, transfers are a regular feature within nation states
with regional imbalances. But even then, transfers are often contentious and
an important driver for secessionist movements in donor regions (Gehring and
Schneider, 2020). In Europe, systematic transfers are likely to have even higher
political costs for donor jurisdictions because the sense of solidarity is normally
stronger within countries than between countries. For example, the subject of the
national “net balances” vis-a-vis the EU budget is one of the most notorious con-
flicts between Member States and regularly dominates EU budget negotiations
and the Multiannual Financial Frameworks (MFF) (Asatryan et al. 2020; Bened-
etto et al. 2020).

We can therefore assume that fiscally sound countries will strongly resist any
strategy that passes on the costs of other Member States’ debt to their own vot-
ers. Instead, these countries will tend to prefer austerity in high-debt countries to
allow for repayment as contracted (Copelovitch et al. 2016). But this assumption
requires several qualifications.

3.5.1 SDRM

A sovereign debt restructuring obviates the need for a bailout and hence is in the
interest of countries whose citizens would otherwise have to pay for a bailout. Of
course, some costs of restructuring may spill over to other countries as well. The
spillover is direct if domestic banks are exposed to debts of the defaulting coun-
try. For example, on the eve of the Greek debt crisis in 2009, French and German
banks had the largest exposure to Greek sovereign bonds among euro countries
(Guiso et al. 2016). The spillover is indirect if there is “collateral damage” from
restructuring with negative financial or economic cross-border effects. So far, the
EMU debt crisis with the only restructuring precedent of the Greek PSI has not
led to high collateral damage for low-debt countries. On the contrary, the capi-
tal flight from crisis into safe haven countries has arguably increased the latter’s
growth and relaxed their budgetary constraints thanks to falling interest rates. It is
uncertain whether cross-border damage will be larger in the wake of future EMU
defaults, especially if countries larger than Greece default. However, the lesson of
the last decade is that fiscally sound countries do not pay a significant price for
defaults elsewhere in the monetary union. To further minimize the risk, low-debt
countries are likely to push for the establishment of well-prepared and orderly
restructuring processes that further minimize the risk of cross-border collateral
damage. Moreover, low-debt countries also have an interest in an SDRM long
before any restructuring takes place, because the availability of this mechanism
will benefit them by fostering stronger interest rate discrimination between fis-
cally risky countries and fiscally sound countries. This is to the immediate benefit
of fiscally healthy countries.
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3.5.2 Transfers

Transfers are plainly unpopular among countries that stand to be net payers. How-
ever, the political costs of transfers depend on the transparency of the transfer instru-
ment. The most transparent type would be a horizontal cash transfer from a low-
debt to a high-debt country with immediate impact on current budgets. Less visible
transfers include guarantees that enable an institution like the ESM to raise funding
and channel it to high-debt countries at preferential interest rates for long maturities.
In the event that transfers are not avoidable, low-debt countries’ governments have
a clear interest in using non-transparent types in order to minimize voter disproval.

4 Evidence
4.1 Anecdotal evidence

There is ample anecdotal evidence that the Commission behaves in line with afore-
mentioned predictions. The Commission’s “Reflection Paper on the Deepening of
the Economic and Monetary Union” from May 2017 develops several reform sce-
narios for the future of the EMU (European Commission 2017). It provides a wealth
of ideas for new fiscal instruments but is completely silent on the role of sovereign
debt restructuring. The reflection paper proposes several new fiscal instruments: a
fiscal backstop to the Single Resolution Fund, possibly through a credit line from
the ESM; sovereign bond-backed securities (“safe assets”), possibly combined with
favorable regulatory incentives; a new “macroeconomic stabilization function”;
the establishment of a “European Treasury”; and the set-up of a European Mon-
etary Fund (EMF). The reflection paper pays attention to risk reduction in bank
balance sheets with a focus on non-performing loans. It mentions the problem of
large domestic government exposures among national banking systems, yet it takes a
defensive position on the risk-free status for sovereign bonds in bank capital require-
ments. The regulatory privilege for public borrowers is an obstacle for the intro-
duction of SDRMs and would have to be phased out to prepare a viable insolvency
procedure (Fuest et al. 2016). By contrast, in the eyes of the Commission, the risk-
free status of sovereign bonds “is justified by their particular role in funding public
expenditure and in providing a low-risk asset for the financial system of the country
concerned” (European Commission 2017: p. 22).

The Commission’s aversion to any SDRM is also visible in its reflections on a
possible future EMF. From the beginning, the academic debate on the establish-
ment of the EMF has been closely connected to the idea of an orderly procedure for
sovereign debt restructuring (Gros and Mayer 2010; Rodden 2017; Weder di Mauro
and Zettelmeyer 2017; Wyplosz 2017). In the Commission’s view, the EMF has no
role to play in that respect. In its proposed draft regulation from December 2017,
the EMF does not superintend or moderate a debt-restructuring mechanism; nor
does it have any role in the debt sustainability analysis (DSA) that precedes EMF
loans. Rather, the DSA is performed by the Commission and the ECB. A compari-
son of the Commission’s draft EMF regulation with the existing ESM Treaty (to

@ Springer



The political economy of euro area sovereign debt restructuring 515

be replaced by the new regulation) reveals that the Commission even intended to
eliminate an existing debt restructuring rule. The Commission proposal dropped the
requirement for the inclusion of CACs in all euro area government bonds as they
currently exist under the ESM Treaty (Gasparotti et al. 2018). Hence, the Commis-
sion did not only resist a comprehensive statutory restructuring mechanism in the
EMF regulation; it also revealed the intention to eliminate even milder instruments
such as CACs that facilitate a sovereign debt restructuring.

Thus, the Commission’s position on EMU reform is consistent with the predic-
tion that the institution’s centralizing interests lead it to prefer a European fiscal
union without credible instruments for sovereign debt restructuring. Instead, the
Commission’s implicit answer to overindebtedness is financial assistance from vari-
ous new European fiscal instruments.

A similar finding exists for the ECB. The ECB staunchly opposes any attempt
to establish an orderly SDRM for the euro area. So great is its resistance that the
last ECB president, Mario Draghi, regarded it as a taboo issue. Asked in May 2017
about the consequences of a euro area Member State in need of debt restructur-
ing, the ECB president answered: “We don’t want to speculate on the probability of
things that have no chance of happening. Why are you asking me that?” (cited after:
Buchheit and Gulati 2018, p. 65). To date, the ECB has never issued a public state-
ment on the matter. By contrast, ECB representatives have regularly called for the
establishment of new fiscal instruments to stabilize the euro area—another indica-
tion that the ECB strongly prefers transfers to debt restructuring for future sovereign
insolvencies.

There is evidence that low-debt countries support an SDRM. For instance, the
German and French governments have taken a position on the ESM and EMF that
is different to that of the Commission. In their joint “Meseberg Declaration” from
June 2018, both stressed the importance of debt sustainability analysis in any liquid-
ity support decision, proposed improving CACs instead of deleting the requirement,
and recommended the ESM “to facilitate the dialogue between its Members and pri-
vate investors, following IMF practice” (Press and Information Office 2018). Essen-
tially, this would amount to assigning the ESM a moderator role in debt restructur-
ing negotiations. Moreover, in a joint letter, the finance ministers of the “Hanseatic
League” countries—the EU Member States from Scandinavia, the Baltic States, the
Netherlands, and Ireland—explicitly called for an EMF responsibility for an SDRM:
“Moreover, the modalities of a strengthened framework for orderly sovereign debt
restructuring in case of unsustainable debt levels should be explored as part of the
set-up of an EMF” (Finance Ministers 2018).

Typically, high-debt countries take the exact opposite standpoint. In the talks to
reform the ESM Treaty, the Italian government opposed any change that could facil-
itate the restructuring of government debt or that would end the regulatory treatment
of banks’ government exposure and the zero weighting in capital requirements. At
the same time, Italy demanded new central fiscal instruments such as a common
European unemployment insurance mechanism and a euro area budget (Fonte and
Jones 2019).

The negotiations on new fiscal instruments designed to stabilize EU countries
during the corona recession provide further rich support for various predictions. The
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Table 1 Support for supranational arrangements such as fiscal capacity or eurobills: member states/Euro-
pean institutions

Small [0-33.3] Medium [33.3-66.6] Large [66.6—-100]
LTU, MLT, FIN, NLD, IRL, AUT DEU, FRA, EST, LUX, LVA, SVK,
SVN, ESP, BEL, CYP,
PRT, ITA
EP

Average debt-to-GDP level of Member States in % (2015)
65.2 83.2 77.8

Policy space: 0: Status quo. 50: Reforms within the current treaties with possible intergovernmental
arrangements outside of current treaties. 100: Moving towards fiscal federalism through supranational
arrangements (e.g., fiscal capacity, eurobills)

highly indebted Southern European countries were highly critical on making the
ESM the central vehicle for crisis support as they rejected its conditionality (Tesche
2020). The degree of conditionality was also a key dispute in the negotiations on the
European reconstruction package “EU Next Generation” that will mobilize 750 bil-
lion euros in the coming years. In these negotiations, the fiscally sounder countries
(“the frugal four”), led by the Netherlands, demanded strict conditionality and were
keen to limit the Corona fund’s (visible) transfer elements (Schmidt 2020).

4.2 Empirical evidence

This section empirically tests the predictions by providing classified comparisons
based on the EMU Position Database of Wasserfallen et al. (2019). The database
places all EU countries and European institutions (including the Commission, the
Parliament, and the European Central Bank) in a policy space covering several of
the disputed EMU reforms. The disputed issues include assistance to Greece, EFSF,
ESM, Six-Pack, Two-Pack, Fiscal Compact, Banking Union, FTT, eurobonds, and
the Five Presidents’ Report. The EMU position project team considered more than
5000 documents, from Euractiv and other quality news media to official EU and
national documents and academic publications. Each positioning decision was
cross-checked by a second review team. Tables 1, 2, 3, 4, 5, 6 classify EMU mem-
ber countries and European institutions based on their support (small, medium, and
large) for a given position and compares the average debt-to-GDP level for each of
the country groups.

Tables 1, 2, 3 contain positions on new fiscal instruments that could serve a trans-
fer purpose: fiscal capacities/eurobills (Table 1); mutualization of the Single Resolu-
tion Fund (Table 2); and eurobonds (Table 3).

Tables 4 and 5 describe conditionality with regard to the withholding of EU
funds for countries with high deficits (Table 4) and to the inclusion of the IMF in the
Greek program as a credibility anchor for stricter conditionality (Table 5).

Table 6 contains positions on Greek debt restructuring via PSI (the first effort to
restructure sovereign debt in the euro area and thus an important precedent for the
establishment of an SDRM).
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Table2 Support for single resolution fund and mutualization: member states/European institutions

Against [0-33.3] Neutral [33.3-66.6] For [66.6-100]
DEU, FIN, NLD, AUT - EST, IRL, LTU, LVA, SVK, SVN, FRA,
ITA, BEL, GRC, PRT, ESP, CYP,
LUX
COM, ECB, EP

Average debt-to-GDP level of Member States in % (2015)
71.0 83.5

Policy space: 0: Networks of national resolution funds without mutualization in foreseeable future. 80:
Centralized Single Resolution Fund created by gradual mutualization of national resolution funds over
the period of 8—10 years (covering their build-up from bank levies). 100: Centralized Single Resolution
Fund created by mutualization of national funds within 8 years

Table 3 Support for eurobonds: member states/European institutions

Against [0-33.3] Neutral [33.3-66.6] For [66.6-100]
AUT, DEU, EST, FIN, LTU, NLD LVA, MLT, SVK BEL, ESP, FRA,
GRC, IRL, ITA,
LUX, PRT
COM, EP

Average debt-to-GDP level of Member States in % (2015)
56.1 49.2 102.7

Policy space: 0: No, not even in the long-term. 50: Not now, without any indication when. 100: Yes, in
principle now, but only under certain conditions

Table 4 Support for withholding

Against [0-33. Neutral F .6-1
EU funds to deficit countries: gainst [0-33.3] [3e3u3r_a66 6] or [66.6-100]
Member States / European : :
institutions BEL, ESP, FRA, GRC, ~CYP SVK, AUT, DEU, EST,
IRL, ITA, LTU, MLT, FIN, LUX, LVA,
PRT, SVN NLD,
COM, EP ECB
Average debt-to-GDP level of Member States in % (2015)
99.8 108 50.6

Policy space: 0: Opposes the withholding of EU funds. 100: Sup-
ports the withholding of EU funds when a Member State breaches
deficit limits

The results are strikingly in line with the predictions. For all three financ-
ing instruments (Tables 1, 2, 3) the debt levels of SDRM supporters are on aver-
age higher than the debt levels of SDRM opponents. In all cases where the posi-
tion of the Commission, the European Parliament, or the ECB is identifiable it sides
with the supporters and high-debt countries. This is most obvious in the case of
eurobonds (Table 3), where the average government debt-to-GDP level is almost
twice as high for supporters as for opponents.
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Table 5 Support for IMF involvement in first Greek program: member states/European institutions

Against [0-33.3] Neutral [33.3-66.6] In favor [66.6-100]
FRA, ESP, ITA, GRC EST, LUX, LTU, SVK, MLT, IRL, SVN, BEL, LVA, FIN, NLD
ECB, EP CYP, PRT, DEU, AUT

COM
Average debt-to-GDP level of Member States in % (2015)
125.6 67.0 67.9

Policy space: 0: Against IMF involvement; for EU-only rescue program. 50: Support only after Germany
shifted its position in favor of IMF participation. 100: Support for IMF participation (even before Ger-
many switched its position)

Table 6 Support for Greek

i : Against [0-33.3] Neutral For [66.6-100]
private sector involvement:
[33.3-66.6]
member states/European
Institutions BEL, LUX, MLT, IRL, AUT, EST, SVK,
FRA, ESP, CYP, PRT, FIN, NLD, DEU,
ITA, GRC SVN
COM, ECB, EP
Average debt-to-GDP level of Member States in % (2015)
100.3 61.2

Policy space: 0: Against any private sector involvement in debt
restructuring that is not purely voluntary. 20: In accordance with
IMF practice, mandatory PSI only in exceptional cases, and moreo-
ver only in an “adequate" and “proportionate” form. 100: Compre-
hensive, considerable and mandatory involvement of the private sec-
tor in debt restructuring

The assessment of conditionality—linking EU funds with high deficits (Table 4)
or the involvement of the International Monetary Fund (Table 5)—Ieads to the same
polarization between high-debt countries (against conditionality) and low-debt
countries (for conditionality). Neither the Commission nor the Parliament supports
either type of conditionality. Only the ECB supports conditionality for EU transfers.

When it comes to support for PSI, empirical results also align with the predic-
tions: High-debt countries follow all three European institutions in their opposition
to Greek debt restructuring, while low-debt governments support it.

5 Hidden transfers as political-economic equilibrium

Both the anecdotal and the empirical evidence confirm the expected conflict of
interest between low-debt EMU countries (in favor of SDRM and opposed to trans-
fers) on the one hand and high-debt countries, the Commission, the Parliament and
the ECB (opposed to SDRM and in favor of transfers) on the other. The question is
which compromise is feasible. As noted in 3.5, fiscally sound countries are more

@ Springer



The political economy of euro area sovereign debt restructuring 519

willing to consider transfers if they are non-transparent and escape voter notice in
the donor countries. The model case for hidden transfers to an insolvent country
is Greece, where the ESM has lengthened loan maturities and decreased interest
rates. Maturity profiles are now back-loaded into the very distant future (with maxi-
mum maturities extending into the 2060s). Hidden transfers can be quantified by
comparing the nominal loan with the present value of agreed interest and maturity
payments using a risk-adequate discount rate. In Greece, simple model calculations
point to effective transfers amounting to more than 50% of nominal loans (Buchheit
and Gulati 2018).

Hidden transfers satisfy all political and economic constraints. In the case of
Greece, the government and citizenry have benefitted from a sharply reduced debt
service for a politically relevant time horizon. The Greek settlement sent a signal
to sovereign bond markets that EMU member countries can rely on long-run finan-
cial assistance. The signal has alleviated market pressure on other high-debt euro
countries whose debt sustainability is disputed. The European Commission and the
Parliament have also benefitted from a new and lasting European fiscal institution
(ESM), which they hope to control to some degree by passing into EU law. Moreo-
ver, the ECB is satisfied because Greece no longer endangers the stability of Euro-
pean banks or constrains monetary policy decisions. Finally, given the absence of an
immediate budgetary impact and the scant attention it has received by the media and
the general public, the ESM has reduced the level of voter anger in low-debt coun-
tries such as Germany, Netherland, and Finland. Overall, the Greek solution offers a
model case for future sovereign insolvencies in the EMU.

6 Conclusions

Realistically, additional cases of insolvent EMU countries cannot be excluded for
the coming years in view of the poor state of public finances in numerous euro coun-
tries already before the pandemic, the unwillingness to create fiscal buffers during
times of prosperity (European Fiscal Board 2020), and the massive new solvency
shock that has occurred since 2020 (European Commission 2020b). If the EU rules
out an SDRM, transfers are the only remaining alternative for these cases. If open
transfers fail to receive political support in donor countries, hidden transfers will be
the compromise that satisfies all the political and economic constraints.

Various features of the new pandemic-induced European monetary and fiscal
instruments actually point into the direction of hidden transfers. With the new asset
purchases under PEPP, the ECB has abandoned several earlier precautions against
excessive exposure to high-debt euro countries (Havlik and Heinemann 2020b). The
ECB Council has lowered the credit quality standards for eligible securities and
now accepts Greek sovereign bonds that previously, due to the country’s unfavora-
ble credit rating, were excluded. It has furthermore given up a strict allocation of
purchases across countries according to the country shares in the ECB capital key
and effectively overweights high-debt countries. Moreover, the ECB had to accept
that the Eurosystem’s holdings of euro area government bonds surpass the block-
ing minority thresholds defined in the CACs. This implies that the ECB Council
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will have a veto power in future bondholder votes, which makes a CAC-based debt
restructuring highly unlikely.

Also the financing of the EU corona recovery plan can be interpreted as a move
towards a transfer solution. From the 750 billion euro package, 390 billion euros are
paid out as non-refundable grants and 360 billion euros as loans. This 750 billion
euro package is fully debt-financed through the issuance of EU bonds guaranteed
by the EU budget. However, the EU capacity to repay the debt is ultimately secured
through increased EU claims to Member State contributions (Heinemann 2020).
The duration of this financial operation is very long with the repayment of maturing
bonds dragging on until the year 2058. According to the binding international treaty
on the EU own resource system, a long-lasting joint liability for the corona debt
was agreed (Council of the European Union 2020): Whenever in the coming four
decades one Member State defaults on its European financial obligation or it leaves
the EU without a financial deal, its share will be distributed across the remaining
solvent EU countries. Hence, the refinancing scheme for the corona debt previews
additional transfers from other countries as a solution whenever a country is unable
to pay. All these liability and transfer implications have almost fully escaped the
public perception due to the complexity of the institutional design. It might be too
early to finally judge, whether these decisions only reflect the exceptional circum-
stances of the pandemic or whether they signal a permanent course. However, deci-
sions taken in the pandemic crisis are precedents for new crises. These precedents
are fully in line with the expectation that hidden transfers are the most plausible
European answer to future insolvencies of euro area Member States.
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