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Abstract
Greek public finances have triggered a crisis of confidence in the euro.
Governmenthaverescue the euro and the Republic of Greece by setting
up a European FinancialStabilisation MechanismThis has temporarily
cooled market excitation, but it could pose serious constitutional problems,
if a sovereign debtor defaulted after having received rescue crdtis.
could have devastat i nfuture & possiblg weynces f or
out of the crisis could be the issuance of a private securitized asset called
Union Bonds, consisting of individual government bonds of the Euro Area.
It would provide liquidity tathe banking systeraven in case of a default
andcould raisefunds for governments making necessary fiscal adjustments.
It would, therefore,protect the private sectoand support growth in the
Euro Area.By structuring Union Bond securities in high and low risk
tranches, one could circumvent the constitutional fob

Anguishaboutthe HellenicRepublicdefaulting on its delttas pushed the eunato its first
real crisis. Concernshen spread to other SoutherBuropean countries.BecauseEur ope 0 s
financial markets are highly integrated apanks hold a large part giublic debt a sovereign
default by any Euro member stateould befar more dramaticthan the Lehmaiankruptcyin
2008 Responding to signs of an imminent systemic market avas® May 2010the European
Council has establishetlie European Financial Stabilisation Mechanismhich consists of loans
and credit linesand draconian measures of fiscal consolidatiéys part of the package, the
European Central Bank has started to conduct open market operations with governmélasdebt t

Thesefire-fighting measurs have preventea collapse of the European banking system.
However, they can only be justified if one assumes that sovereign debtors are fundamentally
solvent and that Greece only faces difficulties in refinancing exising obligations due to
speculatn flagainstt h e .eYatymarty observers believe thidwe budget difficulties in Greece
and possibly in other Southern countrage structural anlave not come to an endlhus fiscal
consolidation is necessarjo assure long term debt sustainability. However, trash
consolidation progragwith severespendingcutsand higher taxemay reducesconomic growth
and future government revenaad thereby unintentionallyundermire the consolidation efforts
To cover this risk, i is necessary to include provisions into tigropean Financial Stabilisation
Mechanisnthat could ensure financial stability even if a sovereign debtor defaulted.
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Without such a device, aovereign defauliafter having received suppominder the
European Financial Stabilisation Mechanisco ul d n o't only shake Europe
financial system; it would also cause constitutiquralblemsfor the European Union andember
states. Tie Lisbon Treatyart. 125, states unambiguouslytthaither theJnion nor member states
shalli b e | i ad&ssume theaccommiments of publ i ¢ a uThib meanstthate s i n
governmentsre allowed tanake loang$o other governmentbecausd is expected thahe lender
will get the moneyback;but if the debt is restructured and part asitorgiven,lendingcountries
woul d have fAas s unaeddheirtaxpayers woolthmvetbecenre tiable for debt in
defaulting countriesThis is not a banal issue. It could lead to the rejectébrthe European
Financial Stabilisation Mechanismn constitutionalgrounds In Germany, a group @urosceptic
politicians and academics have alreagkedthe Constitutional Court tstopthe governmentrom
making loans toother governmentsin the EuroArea The long term consequences for the
legitimacy of European integratiocould be desasterouslf taxpayers would havéo pay for
policies pursuedy governments irother member statesver which they have no contrahe
fundamental principles of moden democracies woul d be vi ol at e
representationo) and a s eve rmghthbeanelevitable. agai nst

Three ways of dealing with Eur operuddingoverei
through breakingup the Euro Areagr making it strongeiFor the momenthe governments in the
European Councilhave adopted thefirst approach They hopethe European Financial
Stabilisation Mechanisnwill work and seem to agre¢hat the European Commissioshould
strengtherthe budgetarysurveillance mechanisms (althoutitey are already cutting back on the
practical proposals made by the Europe@ommissiof). They act as if they believed that
imposingtaxes on financial transactions and simpigiting long enou@, will make the crisis go
away Seeing how much political incompetence has contributed to the crisis in the first place, it is
unlikely that thiswait-andseesolution will work. The Greek crisis has revealed a fundamental
political problem, to which finacial markets simply react; they are not the cause of it. The root
problem i that governments are autonomous in the conduct of fiscal policy, while their actions
have external effects for all others. Europe needs a political mechanism that interhaisges t
external effects.

This idea is unacceptable Euroscepticswho have therefore suggested that some member
states should at least temporarily suspend membership in the EuroTAmatreat monetary
union asif the Euro were a fixed exchange rate regime. We will now quickly discuss the fault of
such reasoningWe will then makethe proposalto solveEur opeds financi al prob
private Union BondsThis would strengthen the euro and internalizeast some of the economic
externalities that result from autonomous fiscal policies.

Breaking up the euro?

“http://europa.eu/rapid/pressReleasesAction.do?reference=MEMO/10/204&format=HTML &aged=0&language=EN&guiLan
guage=en#footnotd
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The idea of even a temporary suspension of-garticipatiori is based on &undamental
misunderstanding of theature of monetary union, and would undermine not only fiscal
consolidation, but the very existence of the euro and in the last instance of European integration
itself.

Contrary tocurrency boardsa monetary unionis not defined bypermanentlyfixed
exchangerates In fact member states in the Euro Area no lonbawe national monies, and
thereforethey have noexchange rateso fix. The essencef the currency area consists in
unrestricted accedsr all commercialbanksto central bank liquidityrom the ECB. @ntral bank
l i qui di t y the sltimdienassetedly extinguishes debt contract& monetary unionis
defined by the fadhat all economic agents, namely firms, governments and citizens, use the same
currency which they obtain from the central batfikough the commercial banking systevioney
makes the identity of an economy, not the borders of the jurisdiction or the feelings of
communitarian belonging.

A further, and related, mistake is the thinking in oltegories of resource balance.
insuficient savings® This argument has even led sombservers to compare Greece to
Argentina® First year students learn that resources are limited and that an economy cannot
consume and invest more than it produces, unless foreigners close the gaprrdifteacaount
balance is the difference between domestic savings and investment and a deficit signals that capital
inflows (i.e. foreign savings) supplement domestic savings. This transfer of foreign resources
| owers a countryo6s asexits exferoal debt.gMhendosegresits are o longern c r e
willing to lend, or withdraw funds, a deficit country runs out of reserves and this fact is the
ultimate constraint on the resource balance. In monetary uhawever,the resource balance
applies noanger to individual member states, but to the monetary economy as a whole, because
foreign exchange reserves are held by the central dnachlany commercial bank, regardless of its
location, has unrestricted access toltius, he common and unrestrained access to central bank
money abolishes constraints omtional resource balances, because individual member state
economies cannot run out of reserves. Only the current account for the Euro Area as a whole
matters for the savingavestment balance: tiin the Euro Area, the ECB controls money supply
and sets the budget constraint for the banking system. Households, firms and governments keep
their savingswith commercial bankswhich allocate thesdinancial resourcesto the most

® Martin Feldstein has suggested Greece should take aidajjo from the Eurozone

(http://www.ft.com/cms/s/0/7221494Pb3011df953f+00144feab49a.htnl Echoing a proposal by her Finance

Minister Wolfgang Schéuble in Financial Tims Deutschland, 12.3.2010
http://www.ftd.de/politik/europa/:gastbeitrag-der-ftd-schaeublalroht-sparverweigerermit-ausschlussusder
eurozone/50087381.html?mode=p}jnhe GermanChancellorAngela Merkel has called on 17 March 2010 in a
parliamentary debate for a change of the European Union Treaty that would make it possible to exclude a member state

it hat repeatedl y do e sfdassomMr furf dielZéikunft kin \fettragswc bekomimen, iaafgrund (
dessen es als Ultima Ratio sogar moglich ist, ein Land aus derrRAurn auszuschliel3en, wenn es die Bedingungen

langfristig immer wieder nichterfillSonst kann man ni cHBCB PresidesnaTrichet hagventhe i t e n i) .
only reasonabler e s pons e: (hfipA/bkdinancd.yalfioo.com/news/highlightihetcommentsatecbpress
conferenceaeuters_ mokt49e736b08258.html?x30

* This argument was made by Daniel Gi83, e ek bur dens e n s pimFnansia fimes,JBniuagys28 2000n 6t  f |
It misunderstands the fundamental mechanisms of monetary unions because it confuses the potitital uiia count r y o
the economic unit, which is the currency.

® Domingo Cavallo, interviewed by BBC, 5. May 2010
http://www.bbc.co.uk/worldservice/news/2010/05/100505_greece_argentina_wt_sl.shtml
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profitable project, regardless of where the investment opportunities are geographically located. In
other words, the European banking system collects the total amount of savings in the Euro Area
and redistributes it according to risiturn consideratian

Hence, he idea that member states should balance theient accounts within the Euro
Areais nonsenseA current account deficit in less developed regions can be a sign forugatch
growth, if capital inflows fund atactive investment opporturets. t could alsoindicate a loss of
competitivenes# regionalunit labour costare higher than in pamn states. In the first case, the
current account deficit i's desirabl egcurrantn t he
accountdeficitisor r el ated with economic girTloewdameistrue fibado
for government borrowing. If public debt finances investment, it may accelerate growth and
increase the current account deficit; but if the government borrows for consumptomsgsrit
may slow down economic growthHowever,when government deficits rise because economic
growth is hampered by the loss of competitivenpablic debt is unsustainablBinancial markets
maythenno longer be willing to fundovereign debibecausethey worry about defaultsaused by
insufficient revenue The way out isthen to improve competitivenedsy rising productivity.
However,improving productivity requires investment, which is funded by finanoiatkets and
the deeper and larger markets,ahe better it is

Text book economics argues thaten a country suffers from insufficient competitiveness
devaluing the exchange rateuld solve the problerof. However, the experienasith flexible
exchange rates small open economies hasoventhis argumentvrong devaluatios import
inflation andoften initiatea vicious circle of further devaluations. Furthermore, given that all debt
in the Euro Area islenominated in euro, an exit from te@ro cumdevaluationwill increase the
debt burderfor the whole economyn the recenfinancial crisis memberstates outside the Euro
Area (with the exception of Polandjave notperformed bettethan thosewithin the Euro Area.
The correctanswer to Southern European competitiveness praikenot to exit the euro, buto
implementstructural supphsidereformsandimprove productivity;but this supplyside approach
needs to be complemented $&ystained demand in the Euro Aréa, otherwise investment will
remain lowand productivityraising innovatons will not be integratednto the capital stock
Hence improvingcompetitivanessdoes not happeovernight. Ittakes timeFirms need to borrow
to invest; governments need teompensate for the lack of private demand &ndnce the
adjustment proces$hese funding requirements require laagel deep financial markeSreditis
most efficiently obtained through a fully integrated banking system ratheiirtlemall currency
marketswith flexible exchange rate$herefore, git from the Euro is no solign.

Having a fAibado government does not i mply th
Abado. One must di st i ngtheipsvate seaotbetmeensovergignvardr n me nt
private debt. While thenechanism for liquidity provisioto private bankdy the central banignd
the distinction betweerprivate and publicoorrowerspresenta powerful argumentor why a
defaulting governmenshouldnot leave the Euro Areahe question remains what to do with a
member state that does riainour the commitments undertaken under the Trelakglusion from
the euro, as suggested by Chanceflagela Merkelwould beoutright harmful: itwould punish
the wrong actorsnamely the private sectaandwould underminanvestment andjrowth in the
excluded member stat&his makes consolidating public deboredifficult, not easierPolitically
it amounts to aDiktat by a majority of member states over a minority. This is unacceptable.



Europe needs a form of government that can implement policie® imtérest of all European
citizens.

Strengthening financial market integration by issuing private Union Bonds.

An importantreasorfor the panic in financial markets over the Greek crisistivadack of

procedures for an orderly sovereign defarlt t i al |y t here was doubt ab
capacity torefinanceits maturing debtL at er questi ons were raised ab
solvability and the need to Arestructureo the d
over into the banking sector as it wasbhyancl ear

default. In the end panic was projected on whole countries without distinction between sovereign

and private debtors. Howevemlassgrave political mistakearemade, a sovereign default is not
necessarilyatal for EuropeamonetaryUnion. Providedthe banking system remains liquid, there

is no need for fAa countryo to | eave the Euro A
USA, nor did the City of New York take a holiday from the dollar zone, when their authorities
defaulted on debt oblagions. The real risk of a sovereign default is not that the Euro Area will

break up, but that the impact of a defaulting government on bank balance sheets in Europe could
destabilize the banking system. A mechanism is therefore needed that keeps bahkavaih if a

government cannot pay its debt.

Proper provisions for sovereign defawtsuld alsohave givergreatercredibility to theno-
bail-out clausewithout necessarily destabilizing the financial syst&ecording to the Maastricht
Treaty philosopy, marketswere supposed to discipline governmeirisaddition to the Stability
and Growth Pacthecausehe no-bail-out clause in the Treatfart.125) should havsignaledto
investorsthat theycould notcount on money from other governmentdowever, in reality,
markets did not distinguisbetweendifferent sovereign risks within the Euro Area during most of
the last decade. Figureshows that yield differentials were nearly inexistent until the financial
crisis brokein 2007 Furthermorgearlier Greek governments have fraudulently hidden the extent
of public borrowing sometimes with the very help of bankaich wereexpected tignal that
borrowing was gtting too high.By all likelihood, markets considered thatropeansovereign
debtorswereeffectivelytoo big to fail. Thus, unless Europe has rulésr letting governments fail
without damaging the rest of the economy, tiebail-out clause has no bit&his chapter
proposes a solution.



Figure 1.
10-year Government Bond Spreads to Bund
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Consequences ofsmvereign default

What would happeif the Hellenic Republicor another sovereign debtaquld no longer
meet its obligatior® While Europeanmonetary union by definition grants commercial banks
unlimited access t&CB liquidity, the Treatystatesexplicitly that governments do not have this
privilege® Governments must borrow through financial markets and use banks as financial
intermediariesEven if the ECB will now buy government borfdsm banksn the open market, it
will not give direct cred to member statedn other words, governments compete in financial
markets for fundsand credit is allocated according to risteturn considerationddowever,the
prominent role ofpublic debti n b ank s 6 Ieadera the bankisghsgsiern sulrde A
defaultcould weakenc 0o mme r c i Bglidityppasitiens réduce profitability and in some cases
even threaten their solvabilitfhus, & the risk of default rises, banks will restructure their asset

® Article 123 of the Treatyonthe Buc t i oni ng of t IDeerdi&fufaciitiessoaany other typerof credit facility

with the European Central Bank orwite@ nt r a | banks of the Member States (her
banks 6) iUnonfinstitutonsybodies$, offices or agencies, central governments, regional, local or other public
authorities, other bodies governed by public lanpwrlic undertakings of Member States shalpbghibited, as shall the

purchase directly from them by the European Central Bank or national dearika of debt instrumends.



portfolios. Experience shows that symbrtfolio reallocatiors oftenrespond tanformation shocks
and cause majdmancialdisruptions.The unexpected revelati@bout the true value of the Greek
deficit has been one of the triggers de euro crisis. However, financial shocls arealways
compounded if liquidity and solvability considerations overlap. THgropean Financial
Stabilisation Mechanisnmhas linked fiscal consolidation to granting borrowirfgcilities by
governmentsn order to address the solvability questiblowever, tie provision of liquidity to the
banking system is a task for monetary policy.

In the initial period of European monetary unidme ECB used to accepll member state
government bondautomaticallyas collateral. 1r2005it restrictedthe collaterallist to investment
grade (Arating), but n October 2008it announcedhat it was allowing borrowers (commercial
banks)as a temporary antrisis measuréo put up a broader range of collateral, including assets
with lower creditratings (as well as assettenominated in currencies other than the euro). Thus,
the Eurosystem lowered the credit threshold for marketable andnaoketable assets from &
BBB- (with the exception of assetcked securities), and imposed a haircut@udf 5% on all
assets rattBBB-. Originally, the expanded eligibility criteria were to remigriorce until the end
of 2009 but this facility was extendedndefinitely on 3 December 2009rhe ECB has now
confirmed that it will continue to accept Greek government bonds as callla@n 10 Mayit also
announced thawill buy some titles in the open markeThese measures are designed to sustain
the liquidity of thebanking system and to prevent a systemic meltdown.

However, the ECB has not indicated which government bondBkielg to buy. Given that
it seeks to remedy disfunctionalities, one may expect that it will intervene in markets where yield
spreads indicate that investors are dumping sovereign bonds out of fear for a default. But this could
put the ECB in a weak pogh. On the one handsymmetric interventionsould distort thebond
market, which is supposed to price the default risk for sovereign bonds. On the other side, the ECB
could be accumulating debt of low qualignd it might, in the end,be sitting on a pd of
nonperforming assetsthe governmentvere todefault®

Thus, asovereign default after a government has obtained liquidity support from the
European Financial Stabilisation Mechanisoould havedevastating consequences: it could
destabilize not dg specific commercial banks, but even the heart of the financial system, namely
the central bank. A default would also cause a constitutional crisis, because member states would
have de facto fiassumedo the | i adleadtoabrealdowmf anot
of thetrust and legitimacyn whichthe European integration projastbased Chancellor Merkel
was right when she finally recognized: if the euro fails, Europe will fail.

” http://www.ecb.int/press/pr/date/2010/html/pr100503.en.html

8 fin view of the current exceptional circumstances prevailing in the market, the Governing Council decided:

To conduct interventions in the euro area public and private debt securities marketisi¢Sddarkets Programme) to

ensure depth and liquidity in those market segments which are dysfunctional. The objective of this programme is to address
the malfunctioning of securities markets and restore an appropriate monetary policy transmission mechaniso
http://www.ecb.int/press/pr/date/2010/html/pr100510.en.html

For example, the ECBo&6s capital is approximately G4 75 bn,
observers have speculated in the past that restructuring
to 60% of GDP. Such a haircut amounts to more tdl&nmekt he E
debt, buthese figures give some indication of the sums involved, if the central bank would seek to stabilize Greek bonds by
open market operations.
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The risk pooling solution

An elegant solution to minimizinese dangers is the pooling of sovereign risks. The French
ministerfor European Affair$ierre Lellouchéias compared thHeuropean Financial Stabilisation
Mechanismto article 5 of theNATO Treaty: it establishes institutional solidarity between member
states'® Yet, there is an important difference between the solidarity against an external threat and
the need to correct misbehavior by governments of member states of the Threodanger is
"moral hazard". Whyvould the Greek, or any othgovernmenin similar circumstancegngage
in painful reforms, ifthey could count onothers paying their bl O f cour se, i f the
consists in loanwhich will be disbursedyraduallyovertime, the support can be made conditional
on the implementation o$tructural adjustment packagddowever, thischallenges traditional
ideas ofnational sovereignty and democratic legitimasglidarity will not work withoutloyalty.
Themodalities ofEuropearsolidaity still need to be worked out and they may well gydnd the
existing Lisbon Treaty: In the meantime, pooling financial risks could have stabilizing effects on
the euro.

Why should governmestpool their financial risk8 Why should commercial banks reduce
their risk exposure to sovereign debtof$fe aly valid justification is: to prevent further damage
for their citizensand shareholdersret, the potential damage is asymmetric. Some countries,
mostlyi n  E u soatlp axedharder hit bgpeculatiorthan othersA default would affect private
banks veryunequally.Other than Greek commercial bankdjichownd 4 0bn out st andi n
French Swissand German banks are thgygestcreditors of the Republic of Greederance and
Switzerland each have exposuretof 5,83ermany ofi 3.2 Bhe collectiveexposure of the
bankingsystems to theilgs (Portugal, Ireland, Italy, Greece and Spain$ 2.9 trillion. The bulk
of that exposure is located in the banksGafrmany( o v e r  (FE&fc€ 4 ru)s,t bel,ow 040
andthe UK( ar ou nd Frerghahd Gejen banks have 24% and 21% of tHeieign total
claims harboured in these countriest would be politically unacceptable anécoromically
inef ficient 1 f different rules applied to differ
bigto defaulb , and o t**Earopsan solidarity mequires that the negative consequences of
asymmetric shocks are absorbed by some common mechanism.

Y5The 0440bn mechanism is nothing | ess than thehé mportat
eurozone. When one member is under attack the others are
http://www.ft.com/cms/s/0/d6299c#&9b511dF843200144feab49a.html

' See mybooks:Pour la République européentavec Christian Paul); Odile Jacob, Paris, 2008

Viva la Repubblica EuropeaEditore Marsilio, Venezia, 2008undesrepublik EuropaRie demokratische

Herausforderung und Europas Kriséorwérts Verlag, Berlin, 2007Vive la République européenrigditions de La

Martiniere, Paris, 2004rhe European RepubliReflections on the Political Economy of a Future Constitufidre Federal

Trust, London, 2003

2 Eurohypo, a unit of Commerzbartkas arexposure to Greeasf 1 3 . 1  Rival Hypodreal Estate Group, which

since itsnationalization in October 200Bas been operating under the Deutsche Pfandbriefbank AG brand, has
exposure of belowilObn to GreeceDeutsche Postbanlkowned by Deutsche Bank, carri@seek govenment bond

exposureofn ear | y 0 CrédB Aghcolé, Whicbbnvnns Empor i ki Bank in Greece, has
http://www.guardian.co.uk/business/2010/feb/11/gresmtat france switzerland/print

13 Such asymmetric policy behaviour hasctac t er i zed the Bundesbank6s reaction t
unconditional support to France, but not to Britain. The consequence has been irredeeméidstiityan the UK.
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In a federal Union, fiscal transfers function as the shock absorbing mechanism. A central
government grantBinds to the states, as in the USHternatively, horizontal transfers between
rich and poormember states may ®nstitutionally imposed, as in Germar§uch federalist
modek are not acceptable in the European Union. Chancellor Merkel has frequepdgted
German oppositi on Rriartoahe Kagstrizh Sréaty,reconbmist® have .often
argued that a monetary union needs a large federal budget. But government spending in Europe,
which is over 46% of t he EmbeostatA gogeantents.®blyY1% i s C
of the Unionds GDP is spent thr oughhveaexdusiveEU bud
control overfiscal policy. Theycancontract national debt and aresponsible for reimbursing, it
although tleir nationalpolicies of one have external effects for everyon&urope A European
shock absorbing mechanism muespect this national responsibility and simultaneously reduce
risks and uncertainties for the Union as a whole.

Poolingnational sovereign debt mta European portfolio could achieve precisely this task.
Portfolio theory has shown that combining assets with different characteristics in a unified
portfolio reduces volatility (uncertainty) and increases returns relative toTis&.stabilization
effect could be used to integrate the European bond market and protect government loans against
sovereign defaultsThis can be done by creating an asset backed secuodhsisting of
collateralized government debt obligatiom$iich we will callprivate Unon Bonds (UB).

The economics of private Union Bonds

Union Bondsare issued by a specially designgadion Bond Trust (UBT,)whichcan be set up by

private banks and/or setpublic entities. The Trusbuys public debtfrom banksand other
investors The securitieswill essentially be government bonds, Iheycould be extended toans

made bygovernments under tHeuropean Financial Stabilisation Mechanistihis would remove

the risk that governments are liable for other states in case of a soveffengih dae Trust would

becomethe owner of a pool of national detities (the collateral).In order to substantiate the

notion of European solidaritthte c omposi t i o n \wilf reflechtee ndtional shiaréss a s s e
in the ECB capitalThus,individu a | government debt UniortBorelsarear e t h
the liability of the UBT.

The UBT sells Union Bonds to investors, whiahe banks, pension funds, insurance
companies foreign Sovereign Wealth Fugdetc Governmenttreasurie can alsde buyers of
Union Bonds. Investorbuy Union Bonds and receive payment derived from the income of the
collateral according to a defined structure of tranches. This allows pooling the risks and returns of
different nationadebt titlesand to structure time so that they reflect the needs and preferences of
investors and debtors itunion Bonds could cover the full range of the yield curUeey are
tradable in capital market&here the overall quality and credvbrthiness ofovereign borrowers
is constatly evaluated.Yet, as a portfolio, Union Bonds are less vulnerable to the hazards of
international rating agencies because they reflect a weighted average of seduni@s.Bonds
thereforecontribute to the integration of the Epeanbond market.

Potential risks are thdefaultof a collateral component, which may affect the debt service
(if a borrower suspends payment) and/or the principal (in case of debt restructuring). There is also
aninterestrisk, which results from high yield spreads forfelieént national government bonds. If



the UBT holds assets with early repayment clauses, there may alsordymayamentrisk.

Institutions that sell individual government debt titles to the UBT, such as banks, insurance
companies, but possibly also the EGEIl gain by removing potentially neperforming assets

from their balance sheets and lower their risk exposdmvever, given the quality of the

underlying asset$JnionBoncssimul d have no problem tothee rated
would qualify or European Central Bank collaterml repo transactions or in open market
operations

The issuance of privatgnion Bondscould contribute to the denouement of the Greek
crisis inthreeways. First, it could overcome bottlenecks in funding the Greeldsadjent program
by bundling newly issued Greek debt of low quality with outstanding debt of high quidiity.
does not mean that governments would issue a joint bond, something that governments with good
signatures and low interest rates like Germany,ldvalways resist. In fact, governments would
still issue debt on their own, but the UBT would bundle them into the Union Bond portfolio. The
advantage is that the fund can provide demand and liquidity for the new issue, which otherwise
may be absent. UnioBondscould thereforeprovide fundingduringthe adjustment periodith
minimized moral hazard problemsvhile vigilant marketsasses default risken an individual
country by country basi§SecondUnion Bondscan reducehe cost of borrowing fogovernmerg
during the adjustmentperiod because the UBT will become a major buyer of individual
government deltitles. It can thereby prevent that fire sales push yields to excessive [Ehels.
it could reduce the risks of a banking crig@lowing a sovereign defayltbecause banks can
diversify their risk exposurerderly in advanceThesethree factors would restore stability in the
financial markets andegeneraterust in the euro. Although they mayot actually prevent a
default, their main dvantage is the separation between sovereign and private debtors. Because
banks would not have to fear liquidity bottlenecks, they would contiouéund profitabe
investment opportunities and thereby support economic growth and the sustainability. dhdebt
transformation of isolated national bonds into securitized Union Bonds would therefore give
credibility to theno-bail-out clause in the Treaty of the European Union.

PrivateUnion Bonds ardoughtby financial institutionsWhat are the micro incgivesfor
investorsto buy and hold suctbond® For long terminvestors,there ismerit in having a
diversified note although in times of deep stressmerisk loving bullish investorgnay want to
buy direct while bearswould not touch the riskyelement. Nevertheks, iffinancial institutions
wish to diversify their capacityfor eliminaing sovereign debt with large default riskom their
balance sheets is constrained by whkingness of others to buguch paper. In our proposal, the
UBT is providing the necessarglemand. Without it, an acute default panic could lead to
speculative rundestabilizingall European bond markeasid not only those of the defaulting state

On the other sideyhy would investorsswaphighly liquid German or Fench government
paper into théJnion Bond? Thesimple answer is thatUnion Bonds yieldhigher returs for less
risk. See belowlnvestorsmay also gain by the swap itself. TWBT would buy, say, German
Bunds at market rates and this demand may push prizesd yields down. The seller would
realize capital gains arttlerebylower the yields for Union Bonds as well, although proportionally
less. The swap wouldck in higher yields on Union Bonds.
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Nevertheless, why should banks securitmgblic debt according to an institutionally
determinedkey for portfolio shars (i.e. the ECEs paidup capital) when they could structure any
portfolio they wish?There is no obvious answémom a purely private market point of view.
However, weights that reflect the ECB share capital would express European solidarity. This is
particularly true as thaveightsof most member states in the EGBare capitahre close to the
weights of nationatlebt in the total outstanding pubtiebt ofthe Euro AreaThe only exceptions
are Italy, which hold4.8.1% of the paid up ECB capital, but 27.1% of the datSpain where
the relation is the opposite: 12% against 6.786 debt. Thus, using politicalveights like ECB
capital shares matches closely tis& distribution of overall public debt

In addition to the stabilizing portfolio effect, some incentives may be needed to ensure the
success of Union Bonds. These incentives need to deal primarilyliguitity and riskreturn
considerations, althoughne couldalso considermarginaltax incentives for holders diinion
Bonds, if this is politically desiretf With respect to liquidity, tte most impotant institutional
support is the eligibility ofUnion Bondsas acceptableassets monetary policy operations of the
EurosystemGiven that the UBT would contain a high portion of AAA rated Government Bonds,
Union Bonds can be expected to be rated AAA, tdus Thakes their acceptance by the ECB a
pure formaliy.

Of greater importance are ris&turn considerations. For some investors the average yield
of a Union Bond portfolio may seem unattractive. Other may specifically value the risk reduction
compared to individual government bond. However, most imptytaggvernments that have lent
money under théeuropean Financial Stabilisation Mechanismust be concerned to protect
themselves against capital losses that couldleee n as a debt assumpti on
debt in case of a default. In order to deal with these issues it would be possidleidtthe
payment structuref securities issued by the Union Bond Trust as a wateFafl.example, the
Apri ndiymwmal( PO tUniamBordas highesttpriorty over other debtors in case of
a partial default, buit would receive interestemuneratioronly at the rate of the lowest national
government bond (presumably German Bun@&vernments could then Ythis tranche and give
taxpayers the maximum certainty that they will get their money biEuok.excess yieldrom the
UBT 6 s iispaidoout ¢o investors in the splar trancheThus, investors who buy this tranche
would get higher yields, but they waluhlso run higher risks. In order to avoid excesses in the sub
prime market as one has witnessed in the USpsimbe mortgage market, financial regulators
could impose prudency ruleStructuring Union Bonds in this wagakes it possible to sdllnion
Bonds to risk adverse investors, such as government ageaci@slso to more highield oriented
investors in the private sectdt.is an elegant way of avoiding the constitutional problems of a
bailout.

There could be additional incentives. European tional intuitions, such as the European
Investment Bank or Kreditanstalt fir Wiederaufbau in Germany, Caisse des Depots in France or
Cassa depositi e prestiti Italy could become shareholders in the bagsliing Trust This would
add credibilityto the Uhion BondsIf a European Monetary Fund were set up, it also could invest
or issue Union Bondd here arenanyways to structure incentives for Union Bond holders.

14 Previous experience with the Ecu, which was a portfolio of nalticurrencies in the European Monet&ggtem, proved
that thedevelopment oprivate Ecumarketshenefited from capital control exemptions in Italy and France.
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A simulatecperformance of Union Bonds

How can we expect the Union Bond to perform? Fedlishows the yield curve of German
10-year Bunds versus tlyntheticUnion Bond yield'®> For most of the timé¢he two yieldswere
similar, but after the Lehman collapse risk differentials between Euro member Istates
increased, so that the Union Boyidld rose above German levels.

Figure 2.

Union Bond versus German 10-Year Bond Yields
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Table 1 gives the covariance and correlation coefficients between the different bonaiytblkels

portfolio, which are all highly significant. The correlation is high and positive in all chsegher

words, no individual member state government, not even the German, could escape the
consequences of a run out of another governmen
Euroland.
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Table 1.

Covariance Analysis

Sample: 1/01/1999 1/15/2010
Included observations: 577  Covariance
Correlation

UNION AUSTRIA BELGIUM FINLAND FRANCE GERMANY GREECE IRELAND ITALY NETHERLA PORTUGAL SLOVAKIA SPAIN
UNION 0.408734
1

AUSTRIA 0.424069 0.445138
0.99419 1
BELGIUM 0.426484 0.445135 0.448596
0.99599 0.996131 1
FINLAND 0.430184 0.446473 0.449016 0.454956
0.997583 0.992117 0.993916 1
FRANCE 0.406042 0.418754 0.421951 0.427619 0.405959
0.996803 0.985079 0.988765 0.995019 1
GERMANY 0.40211 0.408601 0.413143 0.424044  0.40662 0.4199
0.970626 0.945102 0.951918 0.970182 0.98486 1
GREECE 0.420082 0.45064 0.449301 0.440649 0.39605 0.353021 0.72672
0.77078 0.792317 0.786912 0.766346 0.729165 0.639063 1
IRELAND 0.348715 0.381831 0.374416 0.364084 0.330618 0.289599 0.48077 0.450387
0.812751 0.852768 0.832978 0.804312 0.773202 0.665935 0.840351 1
ITALY 0.380535 0.401374 0.401876 0.399058 0.373115 0.356665 0.417094 0.363124 0.371399
0.976684 0.987145 0.984563 0.970802 0.960906 0.903165 0.802841 0.887854 1
NETHERLAND 0.4107 0.425689 0.428397 0.433062 0.408993 0.406519 0.411516 0.344751 0.380683 0.414124
0.998251  0.99147 0.993925 0.9977 0.997493 0.974861 0.750133 0.798267 0.970685 1
PORTUGAL 0.413716 0.436392 0.436527 0.434493 0.406071 0.389729 0.460872 0.39282 0.398375 0.414656  0.434734
0.981455 0.992013 0.988489 0.976982 0.966606 0.912176 0.819945 0.887747 0.991424 0.977263 1
SLOVAKIA 0.946061 0.989459 0.993064 1.00332 0.926002 0.906305 1.14405 0.844253 0.868153 0.943322  0.960112 2.642484
0.910317 0.912314 0.912102 0.915058 0.894056 0.86039 0.825572 0.77388 0.876334 0.901755  0.895785 1
SPAIN 0.417357 0.436916 0.438704 0.438584 0.411151 0.399211 0.454272 0.381647 0.396656 0.417959  0.430627 0.979263 0.43254
0.9926 0.995722 0.995936 0.988678 0.981178 0.936734 0.81025 0.864682 0.989647 0.987542  0.993061 0.915968 1

Volatility in bond vyields is a sign of uncertainiy the expectation of future long term
interest ratesFigure 3 shows volatility measured as the conditional standard deviation of a
GARCH(1,1) modelVolatility wasgenerallyhigher in thefirst half of the decade after European
monetary union startedhdn in the secondn 2005the ECB shifted to a more restrictive policy
stance and this increaseemporarily theuncertainty inlong term bond yielddMlost importantly,
the financial crisis had strongly asymmetric effects: volatility increased dramatically in Greece,
Ireland and Germany; it remained remarkably low in Spain, Portugal andRAtalych and Dutch
government bonds are a more stable investment than German. Bigndg,Union Bonds which
reflect the weighted average of the Euro Araee in effecta portfolio with low and stable
volatility in the yields.
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Figure 3.

UNION BONDS
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However, Figurel shows that the spread of Union Bonds to German Bunds is minimized keéhen t
volatility for Union Bonds iof the samdevel as for German Bunds, but interestingly the spread
increases more rapidly when the volatility of Union Bondssfediatively to that of German
Bunds.A similar picture could be shown for Frandéence, forthe same risk (measured by the
volatility), Union Bonds yield higher returns.
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Figure 5.
Comparing Union Bonds to German Bunds
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Finally, Figure 6 plots the volatility of government bondsertical axis)against their yield
(horizontal axis) For most bonds, volatility is minimized stelds in an interval of 4 to 4.5
percent.Member states with low debt ratios find the minimum volatility at lower yields than the
Union Bond mean of 4.2789, i.e. at the left of the vertical IBet if Union Bondsreduce
volatility overall, they also gesrate lower borrowing costs for the Euro Area as a whidies
benefits economic conditions in all member states.

Figure 6.

Other proposal for European Bonds

The idea of Union Bonds has been evoked by policy makers in the past. Previous
suggestiondy theltalian finance minister Giulio Tremonti or more recently by European Council
President Herman van Romphgve focused on issuing institoial debt by the European Union.

Not surprisingly,they wereimmediatelyblocked on grounds of incompatibilityith the Treaties
(the EU is not allowed to borrow) and by gover
credit ratings and higher borrowing costs for themselvdse same objection applies to

16



