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On the tasks of the European Stability Mechanism
New CEPS Policy Brief puts forward recommendations for the Spring Council
At its forthcoming spring meeting, on March 24th-25th, the European Council will consider a comprehensive package of measures that can open a new age of European economic governance: truly collective, rather than intergovernmental, and rule-based; backed up by credible, quasi-automatic sanctions for any member state posing a threat to collective stability. 

The European Financial Stability Facility (EFSF) and the European Financial Stabilization Mechanism (EFSM), along with decisive action by the ECB, have finally convinced financial markets that a disorderly default of a eurozone member state is not in the cards. 

In a new CEPS Policy Brief Stefano Micossi, Director General of Assonime stresses that “The key question now is to ensure that financial assistance to distressed sovereign debtors goes beyond providing temporary liquidity support and is granted for the period necessary to restore debt sustainability and normal access to private capital markets”.

Moreover, the paper claims “sovereign debt restructuring can only happen if there is a credible system for bank crisis resolution”. Indeed, in the absence of arrangements making it possible for large cross-border banks within the eurozone to take large losses and even fail without destroying the entire financial system, “bankers may soon revert to excessive risk-taking in the well-founded belief that taxpayers will pay for their mistakes. And, as a result, market discipline will remain weak also on sovereign debtors”.

At the launch event, hosted by EP’s First Vice-President Gianni Pittella and attended by several eminent deputies, the debate quickly turned to the role that the soon-to-be-established European Stability Mechanism will have to play, and in particular on whether it should be entitled to issue Union bonds.
Micossi explains that this would not be in breach of the Treaty, “as long as the ESM did not use the money raised through bonds to transfer permanently resources to the member state concerned, or provide guarantees on its sovereign debt, since this would violate the no-bail-out clause of Article 125”. 

Instead, according to the Italian economist the ESM should be empowered to issue bonds for “the execution of a specific project” as under Article 125 TFEU and/or to grant financial assistance as under new Article 136 TFEU for eurozone member states. 
Gianni Pittella, MEP emphatically agrees, pointing out that the Parliament “has always supported the introduction of Union bonds for a major plan of growth-enhancing investments at the European level, rather than to finance debt”.

The CEPS policy brief concludes that:

· The inclusion of debt sustainability among the conditions of financial assistance is key to respecting the no-bailout condition since it will ensure that the ESM will not take upon itself any sovereign debt liability; it will also reduce the probability of financial market turmoil due to weak credibility of adjustment programmes, as has been experienced in the recent past.     

· The ESM should be allowed to swap its own liabilities with large volumes of distressed sovereign debt held in private portfolios, at current market valuation

· In all these instances, the ESM holdings of sovereign debt would then be sold back to the debtor under the financial assistance programme framework, so as to ensure that the debtor benefits from the attendant debt reductions, but also that those benefits are strictly used to accelerate return to full debt sustainability. 
· The ESM should be enabled to purchase sovereign paper in the ECB portfolio, at prevailing market prices, when market conditions do not allow the ECB to reverse its purchases in the market. The ECB would no longer be stuck with low-rating government paper, while the ESM would be able to dispose of them within the broader context of the financial assistance programme to that particular sovereign debtor. This would be the only way for the ECB “to remain independent and stay out of the fiscal business”
· One aspect that requires further reflection is the decision by the European Council to grant seniority status to all ESM financing. CEPS Director Daniel Gros has convincingly argued that it will increase the probability of default of all other outstanding debts. Thus, the authors believe that “the Council should reconsider this decision, which may on paper reassure certain domestic public opinion but de facto make the return to overall debt sustainability more difficult”.
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