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Abstract  
 
This paper explores the reasons for the suboptimal fiscal-monetary policy mix in the euro area in the 
aftermath of the global financial crisis and ways in which the status quo can be improved.  A 
comparison of fiscal and monetary policies and of economic outcomes in the euro area and the United 
States suggests that both fiscal and monetary policy in the euro area have been overly tight.  Fiscal 
policy has been hampered by the institutional framework which constrains individual states and lacks 
instruments to secure an appropriate aggregate stance.  ECB monetary policy has been hampered by 
the distributional effects of balance sheet policies which needed to be adopted at the zero lower bound, 
and by discretionary decisions taken before the crisis such as the reliance on credit rating agencies for 
determining collateral eligibility for monetary operations.  The compromising of the “safe asset” status 
of euro area sovereign debt during the crisis complicated fiscal and monetary policy.  Changes in the 
discretionary decisions governing the implementation of monetary policy in the euro area can 
potentially reduce the distributional effects of policy and improve the fiscal-policy mix and longer-
term prospects for the euro area. 
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1. INTRODUCTION 
Following the global financial crisis, the euro area suffered a much deeper and protracted slump than 
the United States.  The difference in the evolution of per capita real GDP is striking (Figure 1).  An 
important reason for this difference is that both fiscal and monetary policies have been more restrictive 
in the euro area, despite the similar nature of the initial macroeconomic shock.  What explains this 
difference in the policy response?   

On the fiscal side, the weak policy response was due to institutional constraints: The fiscal framework 
of the euro area constrains the policy of individual member states and contains no instruments to 
ensure that the aggregate fiscal stance of the euro area can be appropriately countercyclical.  As a 
consequence, the overall stance of fiscal policy in the euro area was insufficiently expansionary over 
2008-2009 and inappropriately contractionary over 2011-2014. On the monetary policy side, the 
institutional framework of the ECB allows, in principle, the adoption of the monetary policy stance 
most appropriate for the euro area as a whole, taking into account the fiscal policy stance for the euro 
area as a whole.  If contractionary fiscal policy contributes to disinflationary concerns, monetary 
policy can compensate with additional policy accommodation.  Nonetheless, conventional monetary 
policy easing was constrained by the zero lower bound and ECB policy was hampered by the unique 
challenges associated with the fiscal implications of quantitative easing (QE) policies in the euro area. 

In addition to sub-optimal fiscal and monetary policies, some decisions taken by governments and the 
ECB in the past several years have induced fragility in the euro area and have generated concerns 
about the long-term viability of its current construction.1  These decisions reflected gaps and 
ambiguities in the institutional framework of the euro area that European Union (EU) political bodies 
were unable to bridge in a satisfactory manner during the crisis.2   EU institutions and political bodies 
have recognised the dire need to improve the economic governance of the euro area but insufficient 
progress can be identified so far.3  Sensible arrangements for risk-sharing and risk-pooling, which are 
essential parts of a well-functioning monetary union, remain elusive.  An unresolved issue is the extent 
to which euro area sovereign debt can continue to serve the role of a safe asset, as was presumed to be 
before the crisis and continues to be implied by the EU bank regulation framework.  The ongoing 
ambiguity has contributed to the difficulties in formulating fiscal and monetary policy as well as the 
malaise of the euro area banking system.      

The objective of this paper is to highlight the interaction of fiscal and monetary policy in the euro area, 
taking into account institutional constraints and the complexities introduced by the zero lower bound 
on nominal interest rates.  The aim is twofold: First, to explain how the unique structure of the euro 
area, in particular the contrast of a common monetary policy with an uncoordinated and decentralised 
fiscal policy, has constrained the overall policy actions away from the policy mix that was required to 
counteract the initial shock associated with the global financial crisis; Second, to discuss how policy 
could be adapted within the existing framework of the EU Treaties, to improve policy effectiveness 
and outcomes going forward. 

At the zero lower bound, the distinctions separating fiscal and monetary policy become blurred. An 
important transmission channel for QE policies is depressing premia and lowering long-term real 
yields. The purchases of long-dated government securities eases monetary conditions in the private 

                                                            
1 See Bluestein (2016), Brunnermeier, James and Landau (2016), Eichengreen (2015), Orphanides (2014a), Wolf (2014), 
Wyplosz (2014) and references therein.   

2 Gaps in the institutional framework, and the risks associated with the Economic and Monetary Union (EMU) had been 
identified well before the decision to launch the euro, e.g. Dornbusch (1996) and Feldstein (1997).  However, related 
warnings went unheeded.   

3 The so-called five presidents report (Juncker et al, 2015) offers an overview and recommendations.  This report superceded 
the so-called four presidents report (Van Rompuy, 2012).    
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sector but also, importantly, reduces the cost of refinancing government debt, thereby easing the fiscal 
burden on the government.4  As with other monetary policy operations, the implementation of QE has 
consequences on the risks the central bank takes on its balance sheet.  In the euro area, the single 
monetary policy necessarily pools some risks associated with its implementation.  The ECB assumes 
such pooled risks when it pursues policies in line with its mandate which is governed by the EU 
Treaty. However, the ECB has shown aversion to assume the balance sheet risks necessary for the 
effective implementation of QE, with consequences on the effectiveness of the policy.   

The discussion identifies two specific aspects of the implementation of QE as particularly relevant for 
the effectiveness of the program.  The first relates to eligibility criteria and the second to the 
arrangement of profit and loss sharing from QE.  Both of these aspects have important distributional 
consequences inside the euro area and are potentially destabilising.  They tend to reduce the cost of 
financing for governments with fiscal fundamentals perceived to be relatively strong and tend to raise 
the cost of financing for governments with fiscal fundamentals perceived to be relatively weak. 

The paper also examines the broader issue of the eligibility of sovereign debt in the ECB’s collateral 
framework.  It identifies the discretionary decision that was taken before the crisis to rely on credit 
ratings for determining collateral eligibility as inadvertently contributing to instability during the crisis.  
ECB reliance on credit ratings facilitated the compromising of the “safe asset” status of euro area 
sovereign debt.  Given the critical importance of safe assets in a market economy, it is argued that it 
would be advisable to revisit this discretionary decision.  Progress should be made towards improving 
the supply of safe assets in the euro area, either through the provision of a common safe asset, which 
would benefit all euro area member states in an equitable manner, or by reversing the ECB’s reliance 
on credit ratings in evaluating sovereign debt instruments and the compromising of their safe asset 
status.5   

The rest of the paper is organised in 6 sections. Following this introduction, section 2 provides an 
overview of the fiscal and monetary policy response to the crisis in the United States and the euro area.  
Section 3 discusses the distributional aspects of ECB policies, which are largely responsible for the 
complexity faced by the ECB in formulating its QE policy.  Section 4 examines implementation 
aspects of QE in the euro area.  Section 5 focuses on the interaction of ECB policies with perceptions 
of credit risk and redenomination risk in sovereign debt in the euro area.  Section 6 discusses 
alternatives that could improve upon the current policies and procedures that induce fragility and 
section 7 concludes.  

 
 
 
 
 

                                                            
4 Orphanides and Wieland (2000) and Clouse et al (2003) review policy easing options and interactions at the zero lower 
bound.  Sims (1999, 2012, 2016), Corsetti et al (2016) and Orphanides (2016) discuss fiscal-monetary interactions in the 
context of the euro area.  Gaspar et al (2016) stress the coordination of fiscal, monetary and structural policies. 

5 See Holmstrom and Tirole (1998) and Caballero and Farhi (2014) for the critical role of safe assets in market economies. 
See also Brunnermeier et al (2016), van Riet (2017) and references therein for analysis focusing on the euro area, including 
proposals for creating common safe assets. 
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2. THE POLICY REACTION TO CRISIS: A COMPARISON OF 
THE EURO AREA WITH THE UNITED STATES  

The global financial crisis of 2008 was a massive recessionary and deflationary shock.  The shock 
required decisive fiscal and monetary policy easing in most developed economies, in addition to the 
policy response needed to maintain stability in the financial sector.  The initial policy reaction to the 
crisis, both in the euro area and the United States, was to ease fiscal and monetary policy.  However, 
the response was not equally decisive in the two economies.  

Countercyclical easing was more prompt and more aggressive in the United States and this has been a 
factor in the subsequent recovery.  A comparison of the government primary balance, shown in Figure 
2, summarises the fiscal policy response.  In the US, the primary deficit increased by about 10 
percentage points over 2008-2009 and declined slowly in subsequent years to about 2 percentage 
points of GDP, where it has stayed since 2013.  In the euro area, the fiscal easing was considerably 
smaller and reversed more quickly.  The primary deficit increased to just about 4 percentage points of 
GDP in 2009, kept at that level in 2010, and unwound in 2011 and 2012.  Since 2013, the primary 
balance in the euro area has been close to zero.  

A crucial limitation of the European Union fiscal framework, which governs euro area fiscal policy, is 
that it offers no meaningful instrument to coordinate fiscal policy among member states.  No existing 
mechanism can ensure that the fiscal stance of the euro area overall is appropriately managed.  The 
Stability and Growth Pact, which was in effect before the crisis, placed upper limits on the deficits of 
individual member states.  The fiscal stance of the euro area overall simply reflected the resulting 
aggregation of policies in the individual member states.  The EU budget is too small to be used in a 
countercyclical manner.  

In its recent communication Towards a Positive Fiscal Stance for the Euro Area, The European 
Commission (2016) has acknowledged that this limitation in the fiscal policy framework leads to “sub-
optimal” policy which continues to have detrimental effects for the euro area as a whole.  When fiscal 
recommendations that may appear reasonable for individual member states are aggregated, the sum 
may not correspond to the appropriate fiscal policy stance for the euro area as a whole.  In the 
aftermath of the crisis, this has led to policy being too tight overall. The Commission also noted 
distributional consequences from this weakness.  Member states experiencing weak aggregate demand 
may not have the fiscal space to adopt more expansionary fiscal policy while states with fiscal space 
may not want to use that, ignoring the positive spillover effects to other member states and the euro 
area as a whole. 

Regarding monetary policy, both the ECB and the Federal Reserve initially eased policy aggressively 
following the 2008 crisis.  By early 2009, overnight interest rates had been brought close to zero by 
both central banks, as shown in Figure 3. Additional policy accommodation was necessary to diffuse 
disinflationary measures but conventional policy was constrained by the zero lower bound.   

Even though short-term interest rates may be constrained at the zero lower bound, monetary policy 
remains supremely effective as additional monetary policy accommodation can be achieved by 
expanding the central bank’s balance sheet.  Policies that expand the central bank balance sheet—
quantitative easing—can depress longer-term yields, raise the prices of other assets and weaken the 
exchange rate, thus providing monetary accommodation despite an unchanged overnight interest rate. 
The canonical form of quantitative easing, proposed by Keynes (1930) right after the 1929 crash, 
involves the purchase of long-term government debt by the central bank.  The central bank can create 
as many reserves as necessary to purchase assets in this fashion so policy easing is potentially 
unlimited.  Balance sheet easing can also be achieved in other ways, such as the provision of multi-
year liquidity to the banking system at favorable terms, which can be used for asset purchases and/or 
lending at favorable terms.  Some of the crisis management measures adopted in late 2008 also 
increased the size of the balance sheets of the ECB and the Federal Reserve, thus also providing 
monetary accommodation. 
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At the zero lower bound, the size of the balance sheet of the central bank becomes a useful summary 
indicator of the degree of additional policy accommodation, beyond interest rate easing.  Other things 
equal, the more assets purchased the more accommodative policy becomes.6  Figure 4 presents a 
comparison of the balance sheet of the Federal Reserve and the ECB that shows their evolution since 
the crisis.  After September 2008, a substantial increase in the size of the balance sheets can be seen 
for both institutions.  However, the increases were not sustained for both institutions in subsequent 
years.  The balance sheet of the ECB increased similarly to the balance sheet of the Federal Reserve 
only until the summer of 2012.  A critical policy divergence was subsequently observed, from the 
summer of 2012 until the end of 2014.  During this period the ECB tightened policy by shrinking its 
balance sheet from about 3 trillion euro to about 2 trillion euro while the Fed continued to expand, 
raising its balance sheet from about 3 trillion dollars to 4.5 trillion dollars.  Subsequently, the ECB 
reversed direction and started easing again, a policy that continues to the present.     

The relatively tight monetary policy pursued by the ECB over 2012-2014, combined with restrained 
fiscal policy, imparted a disinflationary pressure on the euro area economy and hampered growth.  The 
result has been “lowflation,” an environment where inflation is sustained below the central bank’s 
price stability objective for a considerable period.  This can be seen in Figure 5, which compares 
headline and core measures of inflation for the US and the euro area. The top panel plots PCE for the 
US and HICP for the euro area, while the bottom panel shows the corresponding core indexes that 
capture the underlying trends without the sharp but short-lived fluctuations due to energy that have 
been observed in the past several years.  The Fed’s definition of price stability corresponds to a 2% 
rate of inflation using the PCE index. The ECB’s definition corresponds to a rate “close to but below 
2%” using the HICP index, which is similar, though better approximated as a 1.9% rather than a 2% 
inflation goal.7  As can be seen in the figure, for both central banks, inflation in the past several years 
has generally stayed below their goals.  However, as a result of its more aggressive policy easing, the 
Fed has managed to keep inflation considerably closer to its 2% goal.   In contrast, the policy mix in 
the euro area has kept inflation too low.  Core inflation has been below 1% systematically for the past 
three years, considerably below the ECB’s definition of price stability. This is the longest period the 
ECB has failed to meet its primary objective since it started setting policy for the euro area as a whole 
in 1999.8  

The ECB’s policy reversal in 2015 managed to contain disinflation in the euro area and policy has 
been more supportive of growth during 2016.9  According to the estimates in recent work by Andrade 
                                                            
6 To be sure, factors beyond policy rates and the size of the balance sheet play a role in determining the overall monetary 
policy stance.  In the context of an empirical model, such factors may be captured in a monetary conditions index.  The size 
of the balance sheet is not a sufficient indicator of policy accommodation at the zero lower bound, much like the overnight 
interest rate is not a sufficient indicator for monetary policy conditions under normal circumstances.    

7 The interpretation of the ECB price stability objective as corresponding to a 1.9% inflation goal followed a clarification 
communicated by the ECB in May 2003.  Before May 2003, lower inflation rates were considered compatible with the ECB’s 
objective. Following an evaluation that highlighted the ZLB and dangers of too low inflation goals, this was corrected in May 
2003 and the ECB clarified that its aim would be to maintain inflation rates “close to 2%” over the medium term. A press 
seminar on May 8, 2003, which included a briefing by ECB Executive Board Member Otmar Issing, provided the rationale 
for the decision (ECB, 2003).  Following this decision, model-based policy analysis, e.g. using the ECB’s New-Area-Wide 
Model (NAWM), included an inflation goal of 1.9% as the operational definition of price stability (Christoffel, Coenen and 
Warne, 2008).  

8 This deviation does not represent unforeseen errors.  ECB forecasts and other analysis suggested that ECB policy was 
overly tight at least as early as 2014.  (See e.g. Ubide, 2014, and Orphanides, 2014b).  For example, during 2014, the ECB 
projection for inflation for 2016 was revised downward, from 1.5% in March to 1.3% in December.  This is in contrast to 
another tightening episode that proved unfortunate in retrospect—the increase in policy rates in 2011.  On that occasion, the 
decision could have been potentially justified (ex ante) on the basis of forecasts, but proved unwise (ex post) as the forecasts 
were optimistic.        

9 HICP inflation is projected to remain notably lower than 2% in the medium term, suggesting that an accommodative policy 
stance continues to be necessary for some time. The projection that was published by the ECB in March 2017 projects annual 
rates of inflation of just 1.6% and 1.7% for 2018 and 2019, respectively. 
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et al (2016), Mouabbi and Sahuc (2016), Priftis and Vogel (2016), and Wieladek and Pascual (2016), 
the 2015-2016 ECB accommodation program raised inflation notably relative to where inflation would 
have been without the program. The estimates vary from about 0.4% to about 0.9%.  Other things 
equal, these estimates suggest that if the ECB had continued to increase its balance sheet from 2012 on 
(for example being closer than it has been to shadowing the Fed, euro for dollar), the additional 
accommodation that would have been provided would have kept inflation closer in line with the ECB’s 
price stability goal.  Such a policy would also have supported more growth and improved debt 
dynamics.  Depending on the estimated dynamic multipliers of quantitative easing policy on inflation, 
an additional trillion euro of quantitative easing or more would have averted the persistent “lowflation” 
experienced in the euro area.  

In the event, the ECB policy reversal came after a notable decline in core inflation.  The “lowflation” 
environment, has led to a partial disanchoring of longer-term inflation expectations that has not yet 
been checked.10  Figure 6 plots related information from the Survey of Professional Forecasters, 
administered every quarter by the ECB.  It shows three alternative measures of the consensus five–year 
inflation expectation derived from the survey:  The mean and median of the individual point forecasts, 
as well as the mean of the probability distribution of inflation outcomes suggested by the probabilistic 
questions in the survey.  The date are plotted for all surveys since May 2003, when the ECB adopted 
its current definition of price stability.  As can be seen, until 2013 the long-term forecasts were 
centered on 1.9%, as would be desired, given the ECB’s definition of price stability.  Over the past 
three years, however, all three proxies of long-term inflation expectations have drifted down.  The drift 
in the density mean has been the most notable.  This suggests that in addition to revising the modal 
forecasts downward, forecasters have increasingly assessed that the distribution of outcomes is skewed 
to the downside.   

Undesirably low inflation has been very costly to the euro area economy.  At the ZLB, the 
macroeconomic risks associated with undesirably low inflation can be particularly high, as shown by 
Arias, Erceg and Trabandt (2016).  With low inflation and the ZLB, other policy options may become 
difficult or detrimental for the economy.  For example, as Eggertsson, Ferrero and Raffo (2014) show, 
structural reforms that ordinarily could support growth, when they could be accompanied by interest 
rate reductions, may instead be unwise and prove contractionary at the ZLB when short-term rates 
cannot adjust. 

 

 

 

 

 

 

 

                                                            
10 Nautz, Pagenhardt and Strohsal (2017) and Lyziak and Paloviita (2016) present evidence of disanchoring in recent years.  
Coenen and Schmidt (2016) argue that the ECB has succeeded in limiting this disanchoring as a result of the easing measures 
since 2015.       
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3. FISCAL IMPLICATIONS OF ECB DECISIONS 
 
To appreciate the complexity of ECB policy during this period, including the ECB’s reluctance to 
implement decisive quantitative easing, it is instructive to take a closer look at two issues: the fiscal 
implications of QE in the context of the euro construction; and the criticism and legal challenges the 
ECB has faced while contemplating policy actions.    

The ECB is responsible for the single monetary policy of the euro area.  In general, monetary policy 
decisions have direct and indirect fiscal consequences for governments.  The main challenge related to 
the fiscal implications of ECB policy emanates from the lack of a corresponding single euro area fiscal 
authority.  As a result, in addition to fiscal consequences for the euro area as a whole, the distribution 
of fiscal consequences among the euro area member states becomes a potentially important aspect of 
ECB policy.  While before the crisis the fiscal consequences of ECB policy tended to be seen as 
relatively minor and escaped close scrutiny, since the crisis started they have taken center stage.  
During the crisis, the ECB has found itself with the discretionary authority to take decisions with 
immense distributional effects among euro area member states.  This has been challenging for the ECB 
and has raised questions about the institutional division of responsibility between the ECB, other 
European Institutions and the elected governments of the member states in pursuing the objectives of 
the European Union, as those are spelled out in the Treaty.11 

Two channels of fiscal implications of ECB policy are important for this discussion.  The first channel 
relates to the effect of monetary policy decisions on the cost of financing of government debt.  This is 
a key feature of monetary policy: The monetary policy transmission mechanism depends crucially on 
the influence of policy actions along the term structure of interest rates.  Before the crisis, government 
debt of all member states was considered a safe asset in the euro area.  As a result, before the crisis, 
yields on euro-denominated government debt in all member states were essentially similar and 
reflected virtually no credit risk.  ECB policy had the usual fiscal consequences through this channel:  
Longer-term yields would be affected by current and future expected short-term rates, as determined 
by the ECB.  Importantly, the effects were the same for all member states: ECB policy had no 
distributional fiscal consequences across member states through the cost of financing of government 
debt.   

Since the crisis this has changed dramatically due to the appearance of credit risk and redenomination 
risk in euro area sovereign debt.  The risks are related but each represents a different manifestation of 
the mismanagement of the euro crisis.  Fears of a euro breakup created redenomination risk in the 
sovereign debt of member states perceived to be weak—states whose currencies would be expected to 
depreciate upon exit from the euro.  If a member state exited the euro, its local currency debt would be 
expected to be repaid in the state’s new depreciated currency, suggesting capital losses for foreign 
investors even if the debt was repaid in full.  Such concerns rose sharply in late 2011 and 2012, 
following decisions by member state governments that were interpreted as highly destabilising for the 
euro.12  Redenomination risk largely dissipated following the ECB announcement of its OMT program 
and has remained relatively small since then, though not unimportant.13  In contrast to redenomination 
risk, credit risk has persisted.  For member states perceived to be weak, the perceived probability of 
sovereign debt default has increased drastically since the crisis and has remained elevated even in the 
                                                            
11 See Tucker (2015, 2016) and Orphanides (2016) for related discussions on the legitimacy and accountability challenges 
for independent central banks.  

12  A trigger was the decision at a summit meeting of euro area governments on October 26, 2011 (European Union, 2011).  
Elements of that decision are discussed later on.   

13 See De Santis (2015) for more details on the measurement of redenomination risk and its evolution in this episode. The 
OMT program, was formally introduced by the ECB in September 2012.  It was foreshadowed by a statement by ECB 
President Draghi in July 2012, which was interpreted as an indication of the ECB’s commitment to preserve the euro.       
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past two years, compared to advanced economies outside the euro area.14  The injection of credit risk 
has had a first order effect on the relative cost of financing of government debt within the euro area 
that has persisted ever since:  The debt of most member states is no longer considered safe, and only 
few member states effectively face no credit risk.  The result is evident in Figure 7 which plots the 2- 
and 10-year government bond yields for the United States, Germany, Italy and Spain.  As is evident 
from the relative yields of government bonds in the common currency, Germany is perceived to be a 
relatively strong state, while Italy and Spain are perceived to be relatively weak. 

As a result of the injection of credit risk in euro area government debt, if two advanced economies 
have similar economic fundamentals but one is outside the euro area while the other is one of the 
relatively weak states inside the euro area, the state inside the euro area is saddled with an additional 
premium on its debt that was not present before the crisis.15 This development has important 
distributional consequences, benefiting states perceived to be relatively strong inside the euro area.  
The rationale is straightforward: By injecting risk in euro-denominated debt issued by the governments 
of member states perceived to be relatively weak (debt that was considered safe before the crisis), the 
global demand for euro-denominated safe assets was diverted away from these states towards the debt 
of the states perceived to be relatively strong.   

The total effect of injecting risk in euro area sovereigns has been detrimental for the euro area overall, 
but its most critical consequence has been the distributional effect across member states.  The shift in 
relative demands had a predictable sizeable effect on relative prices, inducing a windfall gain in the 
form of a lower premium on government debt for states perceived to be relatively strong, such as 
Germany, and an implicit tax in the form of a higher premium on government debt for states perceived 
to be weak, such as Italy and Spain.16  Although this may have been unintended, the injection of risk in 
sovereign debt during the crisis effectively constituted an indirect fiscal transfer from Italy and Spain 
to Germany. 

The size of the implicit subsidy/tax in euro area sovereign debt due to the injection of credit risk, is not 
independent of the actions of the ECB.  The disparity observed since the crisis partly reflects ECB 
policy decisions and the ECB’s reluctance or unwillingness to support member states similarly to 
independent central banks of other economies, such as the Federal Reserve and the Bank of Japan.  As 
will be discussed shortly, specific aspects of the implementation of ECB monetary policy decisions 
have important effects on the implicit subsidy/tax that is now embedded in euro area government debt.  

The second channel of fiscal implications of ECB policy relates to the distribution of potential profits 
and losses resulting from monetary policy operations.  This includes potential profits and losses 
associated with refinancing operations and direct holdings of assets, net of interest paid on reserves 
and other expenses.  Before the crisis, the norm followed by the ECB was to share profits and losses 
on its operations roughly proportionately to the size of the member states, according to the capital key 
of the National Central Banks (NCBs) of the member states.  The policy framework in effect before 
the crisis recognised the essential nature of mutualisation of risks associated with the implementation 
of policy for ensuring the effectiveness of the single monetary policy in the euro area.  This norm 
continued to be respected when the financial crisis started.  For example, in late 2008, losses 
associated with the provision of liquidity to Lehman Brothers were shared by all NCBs.  Losses were 
realised when Lehman collapsed and the value of the collateral that had been posted proved 
insufficient to recover the value of the liquidity that had been extended to the firm. The losses that 
                                                            
14 The Franco-German agreement in Deauville in October 2010 was a key turning point, leading to the substantial increase in 
the perceived credit risk of debt of other states, such as Italy and Spain (Pill and Reichlin, 2014, Orphanides, 2014a). This is 
further discussed later on.  

15 This issue was highlighted by De Grauwe (2011).  His insightful comparison of Spain and the U.K. was particularly 
illuminating because both Spain and the U.K. are members of the European Union and their most critical difference was that 
Spain had adopted the euro before the crisis while the U.K. had not.  

16 Dany et al (2015) present estimates of the associated benefits accruing to Germany in the form of a lower cost of 
refinancing German government debt.   
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resulted from Lehman’s failure were pooled.  They were not assumed by the specific NCB that had 
extended the liquidity to Lehman right before the firm’s collapse.  Similarly, in May 2010, when the 
ECB decided to embark on purchases of government debt for selected member states as part of its 
Securities Markets Programme (SMP), risks were again pooled.17     

As the euro crisis unfolded, however, purchases of government debt proved controversial in some 
member states and this appears to have influenced ECB decisions.  Starting with the SMP, the ECB 
has been subjected to multiple lawsuits that disputed its authority to purchase government debt.  Even 
though purchases of government debt have long been recognised as a legitimate monetary policy 
instrument, the ECB faced dubious accusations that it was engaging in some form of monetary 
financing, which is prohibited by the Treaty.    

With balance sheet policies becoming far more important for monetary policy than the setting of the 
policy rate, this aspect of fiscal implications has acquired greater importance.  The criticism and 
various lawsuits faced by the ECB can be understood as aiming to limit the risk that the ECB can take 
on its balance sheet and thus shift the possible distributional effects of policy.   

An important side-effect of quantitative easing is that it creates the risk of potentially large temporary 
accounting losses or gains for the central bank over time.  If quantitative easing is too successful in 
restoring economic growth and reflating the economy, the yields on the long-term government debt 
purchased by the central bank may return to normal earlier than anticipated and the central bank may 
face losses when it normalises the size of its balance sheet.18  From the perspective of the economy as 
a whole such profits and losses for the central bank may be inconsequential: What should matter is the 
overall health of the economy and the overall balance sheet combining the central bank and the fiscal 
authority.  After all, as a public institution, the central bank is effectively owned by the government 
and most profits and losses of the central bank are passed on to the government eventually.  This is 
easy to see with a single central bank and a corresponding fiscal authority (e.g. the Federal Reserve).  
However, in the context of the euro area, the lack of a corresponding fiscal authority presents a 
challenge, especially for the operations that entail taking unusual risks on its balance sheet.  Individual 
member states may object to the possibility that with some probability, however small, they may have 
to share any possible losses resulting from the additional risk associated with expansionary balance 
sheet policies.  The objections may be particularly forceful from member states where additional 
accommodation may not be ideal from a macroeconomic perspective and a tightening of monetary 
conditions would have been preferred.   

In this environment, the ECB first attempted to find ways to ease policy by expanding its balance sheet 
without assuming risks that could prove controversial in some member states.  From 2008 to 2014, the 
ECB avoided the outright purchase of government debt of all member state governments.  Although 
such purchases would have been the most natural form of easing policy at the ZLB, as advocated 
already in 1930 by Keynes, the ECB adopted other methods for expanding its balance sheet, 
importantly the long-term provision of liquidity to the banking sector at favorable terms so that banks 
could purchase government bonds and other assets.  The balance sheet expansion from 2008 to 2012 
was mainly through such operations. During 2013 and 2014, however, euro area banks started 
unwinding some of their liquidity holdings and the ECB had to decide whether to engage in the 
outright purchase of assets, including government debt, to ensure that the size of the balance sheet 
would remain appropriately expansionary.   

The decision to embark on purchases of government debt came in January 2015, but only after the 
balance sheet had been let to shrink dramatically over the previous two years resulting in an 
unwelcome decline in inflation well below the ECB's definition of price stability. 

                                                            
17 The SMP was initiated in May 2010. It entailed limited purchases of government debt of Italy, Spain, Portugal, Ireland and 
Greece with the stated aim of restoring the monetary policy transmission mechanism.  

18 Goodfriend (2014) stresses that the central bank is well advised to retain profits when it expands its balance sheet so that it 
has sufficiently strong capital buffers to counteract potential losses associated with the subsequent normalization of policy.    



13 
 

4. ECB QE  
 
The ECB QE decision appears to have been a compromise. Some aspects of the decision are difficult 
to reconcile as reflecting the best available policy options for the euro area as a whole.  The decision 
started a program of outright purchases of government debt of the member states, but the pace of 
purchases has been too small to restore inflation close to 2%.  In addition, the purchases have been 
subject to eligibility conditions and a significant deviation from the ECB’s established principle of 
pooling risks relating to monetary policy operations.  The implementation of ECB QE has had major 
distributional consequences across member states, along the lines of the implicit subsidy/tax on the 
cost of refinancing of government debt described above. 

Two aspects of ECB QE, in particular, deserve attention.  First, the ECB decided against the common 
purchases of government debt, deviating from the prevailing practice for its common monetary policy 
operations.  Instead, it instructed the National Central Bank in each state to assume the responsibility 
for such purchases.  The Bundesbank has been purchasing German debt, Banco d’Espana has been 
purchasing Spanish debt, Banca d’Italia has been purchasing Italian debt, and so on.  The ECB also 
decided to purchase some non-government bonds for which risks would be pooled.  This allowed the 
ECB to communicate a policy of “partial” loss-sharing but those purchases are not as important as the 
purchases of government debt for which the critical decision was taken to have absolutely no loss 
sharing.    

Deviating from the norm of full loss sharing had side effects with predictable distributional 
consequences.  One implication of the decision to avoid pooling the balance sheet risk associated with 
purchases of government debt is that it protected the ECB from complications arising in the event a 
state is forced to exit the euro area.  In the extreme scenario of a break-up of the euro, for example, 
Banca d’Italia would be holding Italian debt, Banco d’Espana would be holding Spanish debt and the 
Bundesbank would be holding German debt.  The perceived probability of such scenaria may be small 
but the ECB decision made such scenaria more salient as it served as an implicit acknowledgement of 
contingency planning about such scenaria.  This weakens the perceived commitment of the ECB to 
preserve the euro and makes these scenaria more likely.  As a result, this decision has effectively 
widened the spreads in yields of states considered strong vs those considered to be weak, relative to 
where they would have been if QE was implemented under the normal loss sharing arrangements.  
Specifically, the ECB policy decision against common purchases raised the premium on weak states, 
whose currency would be expected to depreciate upon exit, and increased the safe-haven subsidy on 
states considered stronger, whose currency would be expected to appreciate upon exit.19  

The second element of ECB QE implementation with major distributional consequences is the decision 
to effectively restrict purchases of government debt on the basis of ratings provided by private credit-
rating agencies.  This decision parallels key decisions taken before the crisis regarding collateral 
eligibility for open market operations, an issue that will be discussed in the next section.  It effectively 
restricted the QE policy to apply only to member states that maintain an investment-grade rating. The 
ECB retained the option to suspend the restriction when the rating became binding.  If the ECB 
deemed government debt of a member state as ineligible in this manner, it could have conceivably 
provided compensating accommodation to monetary conditions with the purchase of other assets in the 
same state.  But no provision was made for such substitutions in asset purchases. The decision thus 
implied that ineligible states would have to do without the additional monetary policy accommodation 
that QE was meant to provide. Weak states that currently qualify for the QE program but have a rating 
close to the threshold face the risk of being excluded from the program in the event of an adverse 
                                                            
19 The presumption is that for debt issued under local law, exit from the euro would be accompanied with the automatic 
conversion of debt obligations to the new local currency.  This process would mirror that associated with entry to the euro. 
When the euro was adopted, existing debt obligations were automatically converted from the legacy local currency to the new 
local currency—the euro.  However, the possibility of a credit event in case of a breakup of the euro cannot be excluded, 
raising the potential cost of such a scenario. 
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shock.  In effect, this self-imposed restriction skews the distribution of future bond purchases away 
from the government debt of states with lower ratings, which are the ones perceived to be weaker.20   

The net effect of these QE implementation decisions is to reinforce monetary conditions that are 
relatively more accommodative for states perceived to be strong, such as Germany, and less 
accommodative for state perceived to be weak, such as Italy or Spain.  Arguably, this is inconsistent 
with what would have been desirable to promote stability in the euro area.  In effect, while ECB QE 
has broadly reduced the level of longer-term sovereign yields, the spreads among euro area 
government bond yields, as shown in Figure 7, have remained wider than they would have been with 
alternative discretionary decisions relating to the implementation of QE.  

The ECB account of the January 2015 meeting provided details of the discussion and the arguments 
relating to the loss-sharing decision.  The discussion acknowledged the benefits of full risk sharing, 
given the single monetary policy of the ECB:  “On the one hand, arguments were made in favour of 
full risk sharing so as to counter perceptions of a lack of unity.  Full risk sharing would also underline 
the singleness of monetary policy.” (ECB, 2015.)  It also explained why this was not adopted.  The 
reason provided was concern about moral hazard: “On the other hand, in view of concerns about moral 
hazard it was argued that a regime of partial loss sharing would be more commensurate with the 
current architecture of Economic and Monetary Union and the Treaties under which the ECB 
operates.” (ECB, 2015.) 

The stated justification for this policy decision raises a difficult legitimacy question.  It suggests that 
the ECB decided to use its discretionary authority to deviate from QE implementation modalities best 
suited for its single monetary policy in order to induce improved behavior by elected euro area 
governments that in the ECB’s view may be prone to moral hazard.  This reasoning would be difficult 
to justify on the basis of the ECB mandate.  

These implementation decisions, and the resulting distributional effects, have also adversely impacted 
the fiscal/monetary policy mix for the euro area member states where additional accommodation 
would have been most desirable.  The implicit tax imparted by ECB policies on the cost of financing 
sovereign debt of member states perceived to be weak has been a key reason why the fiscal space 
available to the governments of these member states has been limited during the crisis. Through this 
channel, ECB’s policies have contributed to the tighter than desirable fiscal policy conditions in some 
member states as well as the overly tight fiscal policy for the euro area as a whole.  Figure 8, which 
compares the primary fiscal balance of the US, Germany, Italy and Spain, is illustrative.  Although 
relative macroeconomic conditions, such as cyclical conditions in employment and aggregate demand, 
would have called for tighter fiscal policy in Germany rather than in Italy, the fiscal stance of the two 
states has been comparable when measured in terms of their primary fiscal balance.  Italy’s fiscal 
policy has been severely constrained by the relatively high cost of refinancing its debt.    

The resulting unbalanced policy mix has had important distributional consequences across member 
states and has contributed to the divergence in the performance of the real economy across member 
states since the crisis started.  Figure 9 provides one relevant metric by comparing the evolution of real 
GDP per person in the US, Germany, Italy and Spain.  Figure 10 presents a comparison of the interest-
rate-growth differential that summarises the consequences of the unbalanced policy mix on debt 
dynamics.  The four panels show information, respectively for Germany, Italy, Spain and the United 
States.  Each panel shows the growth of nominal GDP and the nominal yield on long-term debt, 
serving as a proxy of the financing cost for each government.  The difference between the two 
summarises the snowball effect on debt dynamics.  When ECB policies unnecessarily raise the cost of 
financing of government debt to be higher than the growth rate of the economy, debt dynamics 
deteriorate even with tight fiscal policy—as has been the case in Italy, for example.  To the extent 
alternative implementation of monetary policy could avoid such adverse consequences without 
compromising the ECB’s price stability goal, these alternatives would be preferable to current 
procedures. 
                                                            
20 This restriction also has the peculiar implication that a private entity based outside the euro area, e.g. a rating agency based 
in Canada or the United States, can potentially determine how QE is implemented in the euro area.   
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A quantitative assessment of the magnitude of the distributional effect introduced in sovereign markets 
by the implementation procedures of ECB monetary policy is not straightforward.  Expected future 
policy rates, liquidity premia, term premia as well as redenomination and default premia together 
determine the level of sovereign yields.  A detailed model of the joint determination of the sovereign 
term structures of the euro area member states would be required to identify the implicit tax/subsidy 
reflected in sovereign spreads resulting from discretionary ECB decisions.  However, a straightforward 
comparison of the evolution of sovereign yields with comparable nearly-safe rates, such as Overnight 
Indexed Swaps (OIS) rates, is indicative.  The variation over time in the spread between a sovereign 
yield and the OIS rate at the corresponding maturity can serve as a proxy of the variation over time of 
the risk premium/safe haven subsidy embedded in the sovereigns of different member states.21  Figure 
11 plots these spreads for Germany, Italy and Spain for the 2- and 10-year horizons.  As can be seen, 
while these spreads were very small and stable before the crisis, they have exhibited substantial 
variation since 2008.  As would be expected, the spreads for Italy and Spain capture the contours of the 
default/redenomination fears embedded in the levels of sovereign yields in recent years.  The decline 
in the German spread during the most intense episodes of the crisis, as well as since ECB QE started, 
is indicative of the distributional benefit accruing to Germany from the compromising of the safe asset 
status of other sovereigns and the implementation procedures of monetary policy.  As is evident from 
the figure, the distributional effect is highly asymmetric.  The benefit accruing to Germany from the 
safe haven subsidy has been smaller than the implicit tax imposed on Italy and Spain in the form of an 
excess premium.  On net, compromising the safe asset status of euro area sovereigns has been costly 
for the euro area as a whole.  The figure also suggests that the benefit accruing to Germany has 
become larger since ECB QE started.  In 2017, the 2-year German spread has reached a historic low of 
about minus half a percentage point.           

Overall, monetary policy in the euro area since the crisis, including the implementation of QE, appears 
to have had major distributional effects across euro area member states.  In part, these effects reflect 
discretionary ECB decisions.  While the discretionary nature of these decisions may be defended on 
the basis of the authority given to the ECB by the EU Treaty, it is far from clear that the decisions 
reflect the best use of discretion towards achieving the mandate of the ECB.     

 

 

 

 

 

 

 

 

                                                            
21 To be sure, this is an imperfect proxy.  An OIS contract contains some residual risk which is likely to vary over time.  In 
addition, since the liquidity premium on government bonds varies over time, the time variation of the spread will not reflect 
only the changes in the credit risk/safe haven premium.  Pericoli and Taboga (2015) suggest a more elaborate methodology 
for identifying credit and liquidity premia in 10-year sovereign spreads using information from credit default swaps (CDS) 
and OIS.  



16 
 

5. THE SPECIAL ROLE OF SOVEREIGN DEBT AND ITS 
BACKSTOP 

A major cause of the distributional consequences of ECB policies can be attributed to the ECB’s 
unwillingness to support all the member states it serves in a manner similar to the support other 
independent central banks provide to the economies they serve.  The difficulty reflects gaps and 
ambiguities in the institutional framework of the euro area due to the absence of a single fiscal 
counterpart for the ECB.  Given the inexorable fiscal implications of monetary policy, the absence of a 
single fiscal counterpart creates distributional challenges. The severity of these distributional effects 
depends on discretionary ECB decisions relating to the implementation of monetary policy.  An 
important gap regards the role of an independent central bank in serving as a temporary backstop that 
can rule out self-fulfilling sovereign default equilibria.22  When the central bank provides proper 
support, the sovereign debt of states with sufficiently sound fundamentals can serve the important 
welfare enhancing role of a safe asset in the economy.  When the central bank fails to provide proper 
support, the safe asset status of sovereign debt may be compromised even with sound fiscal 
fundamentals.    

In the aftermath of a crisis, the deterioration of the fiscal position of a sovereign may raise questions of 
long-term sustainability and the fear of default.  However, a default is unnecessary when the fiscal 
deterioration is not extreme and the fear is not allowed to become self-fulfilling. Within a range, the 
fiscal deterioration of a sovereign may be such that self-fulfilling default equilibria are likely in the 
absence of a backstop but can be ruled out if the central bank serves as a proper backstop.  To prevent 
unnecessary stress, the central bank must be willing to accept government debt as collateral even when 
market participants express fear of default, recognising that failing to do so will allow the fear to 
become self-fulfilling.  In this manner, within limits, the presence of a backstop can rule out self-
fulfilling default equilibria without compromising price stability or otherwise providing monetary 
financing to the sovereign.  However, serving as a backstop introduces risks to the central bank 
balance sheet associated with the extreme possibility that the fiscal position of the sovereign might 
subsequently deteriorate further. 

In the case of the ECB, the Treaty prohibits the provision of monetary financing to the government of 
a member state.  The ECB is not permitted to purchase government bonds of a member state that the 
ECB knows will not repay its debt.  Obviously, this does not preclude assuming any balance sheet risk 
associated with monetary operations involving government debt. Nonetheless it has led to questions 
about the ECB’s authority to assume such risks and serve as a backstop that could prevent the 
materialisation of unnecessary self-fulfilling stress episodes.   

The presence of a backstop is critical for ensuring that government debt denominated in the local 
currency can serve the role of a safe asset in an advanced economy, especially during a crisis. The 
determination of what constitutes a safe asset falls squarely on the central bank which controls the 
issuance of reserves in the currency of the safe asset.  A safe asset is one which can be expected to be 
acceptable by the central bank in exchange for reserves in the future, barring extreme circumstances.  
In the event of an adverse shock, such as observed with the Global Financial Crisis, the backstop 
provides flexibility to fiscal authorities to adjust the intertemporal profile of fiscal policy so that it can 
be appropriately countercyclical in the short run while remaining sustainable in the long run.  While 
the possibility of a default can never be completely ruled out, the presence of a backstop provides the 
assurance that in an advanced economy a default would only materialise under extreme circumstances.      

Before the adoption of the euro, the government debt of all member states was considered a safe asset 
in the euro area.  The NCBs provided a backstop for their respective sovereigns.  After the adoption of 

                                                            
22 Calvo (1988) demonstrated the presence of multiple expectational equilibria and the possibility of self-fulfilling default in 
government debt markets.  De Grauwe (2011) and Corsetti and Dedola (2016) highlighted the problem of self-fulfilling 
default equilibria in the context of the euro area.   
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the euro, and until the crisis, the government debt of all member states continued to be considered a 
safe asset.  This consideration was reinforced by the governments of the member states in two ways.  
First, through the mutual monitoring of fiscal policy by euro area governments, in the context of the 
fiscal framework of the euro area.  Second, through EU directives relating to the implementation of the 
Basel framework for bank supervision, which had been agreed upon and adopted by governments 
before the crisis.  Specifically, the Capital Requirements Directive (CRD) excluded the government 
debt of all member states from exposure limits and required zero capital to be held by banks against 
their holdings of any euro area government debt.  Before the crisis, this arrangement promoted large 
holdings of euro area sovereign debt by euro area banks and helped keep the cost of financing of 
government debt relatively low.  The coherence of this framework presupposed that government debt 
would be treated as a safe asset, implying that the possibility of sovereign default should be considered 
as an extreme event and that such defaults would be avoided when not absolutely necessary.    

The extent to which the ECB would be willing to serve as a backstop to sovereigns, when fiscal stress 
materialised in a member state, had not been clarified before the crisis.  In the event, the ECB did not 
serve as a backstop during the crisis, with adverse consequences for numerous member states and the 
euro area as a whole.  This set apart the ECB from central banks of other advanced economies, a point 
noted by ECB President Draghi in his widely read remarks at the 2014 Jackson Hole Symposium: 

Turning to fiscal policy, since 2010 the euro area has suffered from fiscal policy being less 
available and effective, especially compared with other large advanced economies. This is not 
so much a consequence of high initial debt ratios—public debt is in aggregate not higher in 
the euro area than in the U.S. or Japan.  It reflects the fact that the central bank in those 
countries could act and has acted as a backstop for government funding.  This is an important 
reason why markets spared their fiscal authorities the loss of confidence that constrained 
many euro area governments’ market access. (Draghi, 2014.) 

With this statement, the ECB President acknowledged that the ECB did not serve as a backstop to euro 
area governments, and that the euro area “suffered” as a result.  In addition, by noting that the Federal 
Reserve and the Bank of Japan “could” act as a backstop, it implied that the ECB did not act as a 
backstop because of the belief that it could not.  This implication, however, is unclear as it depends on 
the interpretation of the limits of the ECB’s discretionary power towards meeting its mandate, as 
specified in the Treaty.      

The main question regards the interpretation of the prohibition of monetary financing in the Treaty.  
The ECB is not permitted to knowingly assume the obligations of the governments of member states.  
However, this prohibition does not preclude the ECB from serving as a backstop during a crisis.  It 
may be recalled from the analysis about the elimination of adverse self-fulfilling equilibria, that a 
central bank backstop may succeed in preventing a range of undesirable outcomes without 
compromising price stability or otherwise providing monetary financing to the sovereign.   

An alternative argument could be that the ECB should not take any risks associated with monetary 
policy operations involving government debt, and perhaps this is why it cannot serve as backstop.  
However, the ECB has been routinely taking such risks on its balance sheet, as this is an integral part 
of its single monetary policy. Why would this not apply when it matters most, when it could eliminate 
adverse self-fulfilling equilibria?  

What explains the ECB’s reluctance to serve as a backstop to euro area governments during the crisis?  
One factor appears to be a decision taken before the crisis, relating to the role of credit rating agencies 
in determining the eligibility of government debt as collateral for the ECB’s single monetary policy. 

After the formation of the euro area, the ECB faced the challenge of devising rules for collateral 
eligibility that could be applied in a simple manner to a large universe of private assets, in addition to 
government securities.  To address this challenge, the ECB decided to effectively defer the 
determination of eligibility to private rating agencies:  The ECB would decide on a threshold rating 
and consider an asset eligible as long as one of the rating agencies recognised for this purpose assigned 
a rating that met this threshold.  Thus, as a rule, collateral eligibility was determined by private credit 
ratings, with the understanding that the ECB could always invoke an exception to suspend the 
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application of the rule.23  Although the reliance on credit rating agencies could be justified by the need 
to evaluate the eligibility of the many thousands of potentially eligible instruments in the private 
sector, the same need not apply to the evaluation of sovereign debt. The treatment of sovereign debt 
was not clarified until 2005, when the ECB faced a second challenge relating to its collateral 
framework. 

The second challenge was associated with the weakening of the Stability and Growth Pact (SGP), 
following a Franco-German initiative in 2003-04.  When France and Germany failed to respect the 
fiscal rules that had been in place when the euro was created, rather than adopt corrective action they 
opted to change the rules.  The result, was the weakening of the SGP, despite strong warnings to the 
contrary by the ECB.24  Following the weakening of the SGP, which was the main mechanism for 
ensuring sound fiscal policy by the member states governments, the ECB was criticised for insufficient 
differentiation of government debt in its collateral policy and was encouraged to change its framework 
to enforce fiscal discipline.25  The threat to declare the government debt of a member state ineligible 
collateral could be used for such enforcement.  

In November 2005, the ECB communicated its discretionary decision to rely on credit rating agencies 
to determine the eligibility of sovereign debt as collateral—the same criterion it applied to private 
collateral.  The precise rationale for the decision is not available as minutes for the decision have not 
yet been published, but it cannot be excluded that the weakening of the SGP was a factor.  The 
decision to communicate a minimum credit rating for sovereign debt was interpreted as a warning 
directed at member state governments (Atkins and Schieritz, 2005).  Regardless of the rationale, this 
might have appeared to be of limited significance when the decision was taken since euro area 
sovereigns were sufficiently highly rated.  Arguably, it might have been as difficult to foresee that this 
decision could have threatened euro area sovereign signatures with ineligibility from the ECB’s 
monetary policy operations as it would have been to assess the severity of the Global Financial Crisis 
before it happened.   

As concerns about the fiscal stress on sovereigns increased in the aftermath of the Global Financial 
Crisis, the mechanical reliance on private credit ratings for eligibility generated a dynamic that guided 
markets towards the adverse self-fulfilling equilibrium that the presence of a backstop would have 
averted.  

This dynamic became intense in the spring of 2010, when questions arose regarding the fiscal 
sustainability of Greece.  In May 2010, the rating of Greek sovereign debt fell below the eligibility 
threshold, as a result of action by credit rating agencies.  Using its discretion, the ECB temporarily 
suspended its eligibility criterion for this case.  However, the temporary and exceptional nature of the 
suspension also reaffirmed the general rule that euro area government debt could be denied eligibility 
on the basis of action by private credit rating agencies.  

Inadvertently, the ECB’s reliance on credit ratings created a highly destabilising cliff effect.  Fear that 
downgrades of sovereign credit ratings by private firms would trigger the loss of ECB eligibility 
reinforced pressures on sovereigns perceived to be weak and became self-fulfilling.  The adverse 
dynamic became more acute following the October 2010 Franco-German agreement that deliberately 
injected credit risk in government bonds of most other euro area member states. The Deauville 
agreement implied that if a euro area sovereign faced short-term liquidity difficulties, capital losses 
                                                            
23 This description is meant to capture the salient characteristics of the framework pertinent for this discussion, abstracting 
from many details.  The complete framework may be found in the ECB’s General Documentation, which has been subject to 
modification from time to time.  ECB (2006) describes the procedures in effect before the Global Financial Crisis.  Nyborg 
(2017) offers a detailed description of the ECB’s collateral framework, and its evolution during the crisis. 

24 The ECB expressed serious concerns about the proposed changes in the corrective arm of the SGP with a statement issued 
on March 21, 2005 (ECB, 2005). The proposed changes also included improvements in the preventive arm of the SGP which 
were not controversial. 

25 See e.g. Buiter and Sibert (2005) for analysis urging the ECB to move in that direction.  
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would be forced on investors as a condition for allowing the member state to seek temporary liquidity 
assistance even when the debt dynamics of the member state were sustainable.  This represented a 
major deviation from international norms, turning on its head the widely held principle that sovereign 
default should be avoided when unnecessary.   

The ECB’s predicament in dealing with euro area government debt over the past few years can be 
largely attributed to the combination of the cliff effect and the Deauville agreement.  Without the cliff 
effect, the self-fulfilling fears of credit-rating downgrades would have been checked.  Prior to 
Deauville, the ECB could have undertaken monetary policy operations with the assurance that euro 
area governments would discourage sovereign default in the euro area.  Since Deauville, and in 
combination with the ECB’s reliance on credit rating agencies, fear of default has become a feature of 
most euro area sovereign markets.  

The combined effect of the ECB’s aversion to serve as a backstop and the deliberate injection of credit 
risk following Deauville resulted in a severe overstatement of the risk embedded in euro area 
sovereigns perceived to be weak, compared to advanced economies with similar fundamentals outside 
the euro area.26  Although euro area governments subsequently retreated from the Deauville agreement 
and attempted to diffuse concerns regarding possible future sovereign defaults in the euro area, the 
episode highlighted the economic costs and distributional effects associated with the ECB’s aversion 
to serve as a backstop for euro area governments, even when this did not compromise price stability 
nor otherwise provide monetary financing to a member state.  As a result, the debt of euro area 
sovereigns perceived to be relatively weak, continues to be considered significantly riskier relative to 
the debt of non-euro area sovereigns with similar or worse economic fundamentals.   

The euro area as a whole has suffered from the injection of unnecessary credit risk in the sovereign 
signatures of euro area member states perceived to be weak. The ECB’s unwillingness to serve as a 
backstop has been detrimental to the euro area as a whole.  As noted earlier, however, this 
development has benefited selected member states perceived to be relatively strong by directing the 
global demand for euro denominated safe assets to these states.  These outcomes may have reflected 
unintended consequences of discretionary decisions taken before the crisis and the institutional gaps in 
the construction of the euro.  Regardless of the original cause, the end result remains:  The ECB’s 
discretionary decisions on the treatment of sovereign debt during the crisis have had immense 
distributional consequences in the euro area. 

This raises the question whether alternative approaches can result in improved outcomes for the euro 
area as a whole.    

   

 

 

 

 

 

                                                            
26 This phenomenon was documented by a diverse set of studies including Aizenman, Hutchison and Jinjarak (2013), De 
Grauwe and Ji (2013), and Vernazza and Nielsen (2015).  Delatte, Fouquau and Portes (2016) document an increased 
sensitivity to fundamentals from 2010 to 2012, and a partial reversal following the introduction of the OMT by the ECB.     



20 
 

6.  ALTERNATIVE WAYS FORWARD 
Numerous paths could lead to an improvement in the functioning of the euro area.  From an 
institutional design perspective, improvements could eliminate the current sources of fragility and 
allow for better macroeconomic policies, including a more appropriate fiscal-monetary policy mix.  
Examples of such proposals include the grand plans embedded in the five presidents report (Juncker, 
2015), aiming for a “deep, genuine and fair economic and monetary union”; more modest proposals 
for a proper crisis management framework such as the options discussed in Corsetti et al (2016); and 
basic improvements in policy coordination, such as the proposal put forth by the European 
Commission (2016) or a euro area ministry of finance as proposed by Trichet (2011).  A common 
thread in many proposals involves plans that would result in better coordination, risk-pooling and risk-
sharing, which constitute elements towards a Fiscal Union in Europe.27     

These paths towards escaping the current malaise involve either changes in the Treaties, which 
presupposes unanimous support by all EU member states, or the voluntary consent by the governments 
of all euro area member states.  Neither of these conditions is likely to be met in the foreseeable future.  
The reason is simple.  Although the current dysfunction has harmed the euro area overall, the 
distributional effects have been uneven.  While most member states have suffered, a few member 
states have benefited from the crisis and continue to benefit from the persistent fragility.  In this light, 
the political feasibility constraints required for advances that require unanimous support cannot be met.  
Member state governments that have been experiencing short-term benefits from the status quo do not 
have an incentive to accept changes that would be against their short-term interest.28      

A more promising approach would be to focus on smaller changes that can be decided and 
implemented by the European Union’s independent institutions using their discretionary authority, in 
accordance with the existing Treaty.  In accordance with the Treaty, independent institutions have the 
responsibility to adopt policies that are in the best interest of the European Union and the euro area as 
a whole.  The improvement that could be achieved in this manner may be less than ideal, but does not 
need not be limited by the political feasibility constraints that have prevented reasonable progress 
requiring Treaty changes.  

The ECB is uniquely placed to contribute positively along these lines.  According to the Treaty, ECB 
decision making bodies are obliged to take decisions in the best interest of the euro area as a whole and 
no government has the authority to interfere with such decisions.  On the basis of the experience 
accumulated since the crisis, an alternative way forward could be based on the ECB adjusting its 
policies so as to reduce the immense distributional effects due to prior ECB discretionary decisions.  
An important step forward would be actions that reduce the distortions currently reflected in the 
relative cost of financing by different member states and restore the reasonable expectation that going 
forward the ECB will be serving as a proper central bank for member states in the euro area.  The ECB 
has the legal independence and discretionary authority to suspend past decisions that do not reflect the 
best policy for the euro area as a whole, regardless of the original rationale for those decisions.    

Several adjustments to the implementation of the ECB’s single monetary policy could be made using 
the ECB’s discretionary authority.  A guiding principle should be the equitable treatment of all states 
that are members of the euro area in good standing.  The ECB could abandon its reliance on private 
credit rating agencies for determining the eligibility of government bonds for open market operations.  
The ECB could remove its self-imposed eligibility criteria on QE.  The ECB could restore full loss 
sharing on its QE operations, reflecting best policy practice for the implementation of its single 
monetary policy.  The ECB could improve the supply of safe assets, either through a common safe 

                                                            
27 The IMF has explored numerous promising options along these lines.  See e.g. Allard et al (2013), Obstfeld (2016) and 
IMF (2016a). 

28 This critique focuses on the likelihood of implementation of proposals such as reflected in the five presidents report, given 
political feasibility constraints.  There are also criticisms that focus on the merits, e.g. Issing (2015). 
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asset that would benefit the euro area as a whole, or by restoring the safe asset status of euro area 
sovereign debt. 

What procedures could replace the reliance on credit rating agencies for evaluating government debt?  
The main criterion ought to be fiscal soundness, assessed independently by the ECB.  This could draw 
on debt sustainability analysis based on fundamentals, without regard to either credit ratings or 
distorted market prices on sovereign debt reflecting fears of default corresponding to an adverse self-
fulfilling equilibrium.29  As long as debt is deemed sustainable, on the basis of such an evaluation, it 
should be considered eligible collateral regardless of private credit ratings.   

Sustainability evaluations may be sensitive to assessments of future fiscal policy by member states as 
reflected in projected primary deficits well into the future.  Such assessments are therefore sensitive to 
the current or future perceived trustworthiness of the governments of the member states.  The ECB 
should be careful not to overstep its mandate by expressing doubts about the future perceived 
trustworthiness of governments of member states that are in good standing.  

Rather than rely on credit rating agencies to judge member states, the ECB could use its discretion to 
perform its own independent analysis and treat any member state as in good standing unless a 
determination to the contrary is made by the euro area’s highest political bodies.  This would 
acknowledge that the ECB does not have the legitimacy to determine on its own whether a member 
state is not in good standing similarly to the acknowledgement that the ECB does not have the 
legitimacy to determine which EU member states are also members of the euro area.30  It should be 
recalled that according to the Treaty, the task of monitoring member states falls on the European 
Commission, in its capacity as the independent guardian of the Treaty.  The European Commission has 
the authority to propose to political bodies the examination of any concerns about particular member 
states.  In the absence of an explicit political determination that a member state is no longer in good 
standing, the ECB should serve all member states in an equitable manner.    

Eliminating the reliance on credit rating agencies for collateral eligibility would effectively end the 
adverse dynamics created during the crisis by the cliff effect, which continues to be reflected as an 
elevated credit premium in sovereign yields of euro area member states perceived to be weak.  Since 
sovereign default can never be completely ruled out, however, it would be sensible to maintain some 
differentiation among sovereigns in the ECB collateral framework to properly reflect differences in 
fiscal fundamentals.  This can be achieved with a graduated schedule of haircuts based on indicators of 
fiscal fundamentals.  For example, the schedule of haircuts may be a continuous increasing function of 
a member state’s current debt-to-GDP ratio.31  As in the determination of eligibility, private credit 
ratings should not be a factor in determining haircuts for sovereign debt.  The aim should be to 
acknowledge the possibly small differences in the probability of future fiscal challenges which ought 
to be appropriately accounted for in assessing collateral adequacy in credit operations.      

                                                            
29 This would represent a critical methodological change compared to analysis published by the ECB during the crisis, such 
as the sustainability of government debt in Spain and Italy that was reported by the ECB in its September 2012 Bulletin 
(ECB, 2012).  In that exercise, the ECB adopted for its analysis the prevailing market interest rates.  These rates included an 
outsized credit risk premium reflecting an adverse self-fulfilling equilibrium which made sustainability appear unnecessarily 
tenuous.  In July 2012, ten-year government bond yields for Spain and Italy were around 6-7%.  For the baseline simulation 
the ECB stated:  “It is assumed that nominal market interest rates at ten-year maturities will converge from their present 
levels to 5% by 2015.” (p. 89.)  By comparison, the average 10-year OIS rate in July 2012 was 1.4%; the corresponding 
German yield was merely 1.3%. 

30 Implicitly, this policy adjustment would also protect the ECB from operating at the boundaries of its legitimacy, such as 
occasions when moral hazard had to be invoked to justify decisions or occasions when the ECB appeared to act as “the 
enforcer,” dictating terms to governments of member states (Economist, 2015). 

31 The simplest possibility would be to specify that the haircut be proportional to the current debt-to-GDP ratio.  Additional 
indicators that influence long-term debt dynamics might also be included, for example, implicit future government liabilities 
that may not be reflected in the current stock of public debt.    
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What difference could adjustments along these lines have made during the crisis?  Constructing 
counterfactuals is fraught with difficulties but a thought experiment is suggestive of the potential 
benefits.  As an example, consider one of the worst episodes of the crisis, the summit of Heads of State 
or Government of the euro area that took place on October 26, 2011.  At that summit, euro area 
governments took a decision to impose a default on Greek government debt which had been deemed 
unsustainable.  The result was the immediate intensification of the crisis—an unwelcome substantial 
increase in credit risk and redenomination risk in numerous sovereigns that threatened the existence of 
the euro over the next several months.  At the same meeting, the governments also communicated that:   

All other euro area Member States solemnly reaffirm their inflexible determination to honour 
fully their own individual sovereign signature and all their commitments to sustainable fiscal 
conditions and structural reforms. The euro area Heads of State or Government fully support 
this determination as the credibility of all their sovereign signatures is a decisive element for 
ensuring financial stability in the euro area as a whole. (European Union, 2011.) 

Had the ECB used its discretionary authority to serve as a backstop to all euro area member states that 
had communicated the “inflexible determination to honour fully their own individual sovereign 
signature,” the fear of default or break up of the euro would have been contained.  In the summer and 
fall of 2012, the ECB took discretionary action to reduce some risks, but has not yet made adjustments 
to its operating procedures that could reduce the immense distributional effects that have resulted from 
other ECB discretionary decisions.  

The adjustments to the implementation of the ECB’s single monetary policy suggested above would 
improve the effectiveness of the ECB’s single monetary policy and facilitate the achievement of the 
ECB’s mandate.  It should be recalled that according to Article 127 of the Treaty, without prejudice to 
the primary objective of price stability, the ECB is obliged to contribute to the achievement of the 
objectives of the European Union as described in Article 3 of the Treaty which include sustainable 
development, balanced economic growth aiming at full employment, the promotion of economic 
cohesion and solidarity and the avoidance of discrimination. 

These adjustments would also drastically reduce the effectiveness of ECB monetary policy as a device 
to control moral hazard and enforce fiscal discipline on governments of euro area member states.  
Some may view this as a drawback, along the lines of the criticism directed at the ECB before the 
crisis about insufficient use of its discretionary power to enforce fiscal discipline.  How should moral 
hazard and fiscal discipline be addressed?   

Ultimately, this is a question of legitimacy.  The implementation of ECB monetary policy should be 
designed to fulfill the mandate of the ECB as effectively as possible, and not be determined by 
considerations that fall outside the ECB’s mandate.  Returning to the debate following the weakening 
of the SGP, a warning communicated in May 2005 by Otmar Issing is highly pertinent:  

It has been recently argued that the ECB should use its collateral policy as a sanction to exert 
fiscal discipline . . .  Although superficially appealing, this suggestion would be misguided. . . .  
[I]it is clear that the design of the Stability and Growth Pact and its implementation are 
governmental responsibilities, to be controlled by parliaments. . . .  

[I]t is not and cannot be the ECB's role to enforce fiscal discipline and to correct 
shortcomings in the implementation of the Stability and Growth Pact.  Attempting to do so 
would politicise the ECB's operations and ultimately threaten its independence …  
(Issing, 2005) 

Using the ECB’s discretionary authority to address moral hazard and fiscal discipline concerns 
regarding the governments of member states, rather than focus on achieving its mandate, would be 
encroaching on the responsibilities of the European Commission and the European Union’s political 
bodies and would be inconsistent with democratic legitimacy.    
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7. CONCLUDING REMARKS 
 

The euro area is failing.  A comparison with the United States suggests that the euro area has suffered 
a much deeper and protracted slump following the global financial crisis and that it continues to 
remain fragile.  Fiscal and monetary policy have been inappropriately tight and have been contributing 
to greater divergence across member states.  To some extent, the failure can be attributed to 
institutional weaknesses, gaps and ambiguities in the construction of the euro.  Fiscal policy has been 
hampered by the institutional framework which constrains individual states and lacks instruments to 
secure an appropriate aggregate stance.  ECB monetary policy has been hampered by the distributional 
effects of balance sheet policies, which needed to be adopted at the zero lower bound.  The ECB’s 
reliance on private credit rating agencies and its reluctance to serve as a backstop to governments 
further contributed to instability overall, while benefiting some member states.  

Numerous paths could lead to an improvement of the functioning of the euro area.  A common thread 
in many proposals involves steps towards a Fiscal Union.  Such plans require changes in the Treaty.  
However, proposals that require unanimous support of all governments do not meet political feasibility 
constraints.  A more promising approach would be to focus on changes that can be decided by the 
European Union’s independent institutions using their discretionary authority, in accordance to the 
existing Treaty.  

The ECB is uniquely placed to contribute positively along these lines by adjusting the implementation 
of its single monetary policy to reflect the best interest of the euro area as a whole.  In accordance to its 
mandate, the ECB can counteract the ongoing dysfunction by ensuring that monetary conditions are 
appropriately accommodative to achieve and maintain inflation close to 2% and by properly adjusting 
the implementation of its single monetary policy to reverse the distributional effects of prior 
discretionary decisions. 

A guiding principle for ECB operations should be the equitable treatment of all states that are members 
of the euro area in good standing.  The ECB could acknowledge that it does not have the legitimacy to 
determine whether a member state is no longer in good standing and instead use its discretion to treat 
any member state as being in good standing unless a determination to the contrary is made by the euro 
area’s highest political bodies.  The ECB could use its discretionary authority to abandon its reliance 
on private credit rating agencies for determining the eligibility of government bonds for open market 
operations; to remove its self-imposed eligibility criteria on QE; and to restore full loss sharing, 
reflecting best policy practice for the implementation of its single monetary policy. The ECB could 
improve the supply of safe assets, by restoring the safe asset status of euro area sovereign debt or by 
promoting a common safe asset for the euro area as a whole. 

European Institutions cannot solve the euro area’s deep political problems.  Ultimately, the viability of 
the European Project is in the hands of the elected governments of Europe.  The ECB can use its 
discretionary authority to provide appropriate monetary accommodation and reduce distributional 
effects of prior discretionary decisions which have hampered the effectiveness of its monetary policy.  
Such action would improve the fiscal-policy mix in the euro area and positively contribute to the 
longer-term prospects for the euro area. 
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FIGURES 

Figure 1: The crisis: Real GDP per person 

 
Notes: Annual real GDP per person. IMF WEO, April 2017.  Euro area reflects EA12 aggregate. 

 

Figure 2: Government Primary Balance 

 
 

Notes: General government primary lending/borrowing as a percent of GDP.  IMF WEO, April 2017. 
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Figure 3: Overnight interest rates 
 

 
 
 
 
Figure 4: Size of central bank balance sheets 
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Figure 5: Headline and Core Inflation 
 
Headline Inflation 

 
 
Core Inflation 

 
Notes: Year-on-year PCE and HICP inflation for the United States and the euro area respectively.  Core 
inflation excludes food and energy for the United States; it excludes fresh food and energy for the euro 
area.  
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Figure 6: Long-term inflation expectations in euro area 
 

 
Notes: ESP SPF. Data since May 2003 clarification of ECB inflation objective. 
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Figure 7: Government bond yields 
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Figure 8: Government Primary Balance 
 

 
Notes: General government primary lending/borrowing as a percent of GDP.  IMF WEO, April 2017. 
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Figure 9: The Distribution of the Cost of the Crisis: Real GDP per person 
 

 
 
Notes: Annual real GDP per person. IMF WEO, April 2017. 
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Figure 10: The Snowball Effect 
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Notes: Annual nominal GDP growth and annual average yield on 10-year government bonds. 
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Figure 11: Spreads between government bond yields and OIS rates 
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