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We believe the Covid-19 crisis needs a ‘whatever it
takes’ fiscal response in the Eurozone, with a
potentially significant impact on debt-to-GDP ratios.

We expect this week’s Eurogroup meeting to take a
much-needed step forward from the national-focused
fiscal approach seen to date.

Mutualisation of debt through joint bond issuance is
politically controversial and operationally challenging
but the French proposal for a ‘recovery fund’ could be
a viable compromise.

The eurozone needs a bold fiscal response to
Covid-19: The cost of the fiscal measures needed to
effectively counteract the immediate impact of the
Covid-19 shock and to kick-start the economy will
likely be significant.

A coordinated approach is needed for the fiscal
response to be effective: We expect this week’s
Eurogroup meeting to move in this direction, with a
number of initiatives including ESM loans with little if
any conditionality, EIB guarantees, and an EU-based
employment reinsurance scheme.

If approved, as we expect them to be, these measures

would be a desirable and needed step forward.
However, most of them would ultimately still leave the
incurred debt on the balance sheets of individual
member states.

ECB bond buying offers an immediate and effective
shield in the short term but it is not sustainable, we
would argue. Increasing debt-to-GDP ratios are likely
to become a considerable challenge, especially for
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Opposition from a number of countries concerned that
a eurobond could pave the way to more general debt
mutualisation makes such an option unlikely at this
stage. The French proposal for a joint fund could
represent a viable compromise, however, and we
would expect it to remain on the table with a view to
being debated by EU leaders at their next meeting.
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Mutualisation of borrowing costs vs of debt

Central banks’ responses to the Covid-19 outbreak
have been swift and innovative: Across the world,
central banks have reacted quickly to limit market
disruptions and support the economy. The ECB has
signalled it will do ‘whatever it takes’ with its commitment
to do more if needed, reinforced by its decision to remove
the issuefissuer limit for purchases under its Pandemic
Emergency Purchase Programme (PEPP), and the
introduction of a waiver for Greek bonds. Drawing on their
experience of the 2008 Global Financial Crisis, central
banks have sought to increase liquidity and preserve the
transmission of monetary policy easing to the real
economy.

However, this is not 2008 — the Covid-19 shock is ‘real’
rather than ‘financial’. The ECB’s substantial measures
will help prevent possible market disruptions from
exacerbating the impact of the Covid-19 crisis, but
monetary policy alone will not be sufficient to counteract
the economic impact of the shock.

A bold fiscal response is also needed: In addition to
the need to counteract the immediate impact of Covid-19
on the economy, there will be a need to kick-start the
economy once the shock fades; we see a real risk that
the economic recovery is not as steep and robust as
many assumed initially. It may take a long time for both
investment and consumption to recover to pre-crisis
levels, not to mention the possibility of permanent
damage to the economy’s supply.

Fiscal bill could reach 15-20% of GDP: As we argued
in Europe: Fiscal fight against Covid-19, published 3
April, the significant and timely fiscal measures
announced to date will probably have to be scaled up and
become open ended (where they are not already),
effectively replicating in the fiscal space central banks’
‘whatever it takes’ stance. The fiscal cost could reach
levels in the region of 15-20% of GDP, with a
corresponding increase in public debt.

Financing the fiscal stimulus: One possible option is
‘monetary financing’ by the central bank, which would
operate as an implicit backstop. While not costless in the
long term (it could result in inflation or financial instability)
it would raise fiscal efforts’ credibility, a key factor for its
success in the current circumstances, in our view.

However, in the eurozone, monetary financing is

Luigi Speranza, Chief Global Economist | BNP Paribas London Branch |

prevented by the Treaty and there is no eurozone-wide
safe asset for the ECB to buy currently. Against this
backdrop, the debate regarding some sharing of the fiscal
cost of the response to Covid-19 is heating up. As we
argued in Eurozone and Covid-19: Don’t Throw Away
Your Shot, published 31 March, mutualisation via joint
bond issuance would be the most convincing and
effective response.

Mutualisation of debt more effective than
mutualisation of funding costs: Fiscal burden sharing
can be achieved in two different forms. Below we
examine the eurozone’s various options and conclude
that mutualisation of debt, although politically difficult to
agree, would be more effective than the mutualisation of
funding costs.

Mutualisation of funding costs: The first, softer form of
fiscal burden sharing is a mutualisation of funding costs,
which reduces the cost of funding for most, although not
necessarily all, countries but leaves the debt increase
associated with the fight against Covid-19 on the balance
sheets of the individual member states. Any proposal that
involves the European Stability Mechanism in its current
setup belongs to this group — the ESM provides
governments with loans which means that the individual
government still incurs debt. The European Commission’s
proposal to provide loans for countries to finance short-
term work schemes also belongs to this category.

Mutualisation of the debt: A second, stronger form of
mutualisation is mutualisation of the debt itself, whereby
the cost of the additional spending falls on the ‘federal’
balance sheet — it is jointly backed by all eurozone
countries. ‘Coronabonds’ or Eurobonds belong to this
category.

We call them ‘Hamilton bonds’, using the historical
analogy of the decision of the first US Secretary of the
Treasury, Alexander Hamilton, that the US federal
government take on states’ debts incurred fighting the US
War of Independence, a common cause.

At the time of writing, the French proposal for a time-
limited recovery fund appears to fall into this debt-
mutualisation category. As the Dutch proposal for a
healthcare fund is about grants to recipient countries,
rather than loans, we also include it in this category.

Spyros Andreopoulos, Senior European Economist | BNP Paribas SA Zweigniederlassung Frankfurt

[[IYTTiF 360 | FOCUS  05/04/2020

2


https://bnpp-singletrack.s3.eu-west-2.amazonaws.com/437823_030420175420.pdf?X-Amz-Algorithm=AWS4-HMAC-SHA256&X-Amz-Credential=AKIAI7DGE6BGIQATBLRQ%2F20200403%2Feu-west-2%2Fs3%2Faws4_request&X-Amz-Date=20200403T000000Z&X-Amz-Expires=86400&X-Amz-Signature=864d2c83c0f08a251108f3a003b115ed57ddf7b4e2575557d260c1791a89ab4f&X-Amz-SignedHeaders=host
http://cdn.bnpparibas.com/SingletrackCMS__DownloadDocument?uid=c6d0798f-2ba1-42be-92fe-30094cacf8fe&docRef=ba5ea5eb-540d-4b9c-acc4-8c057fb433f8&jobRef=72044ad0-a4da-42a6-a3f1-e862377b2ab6
mailto:luigi.speranza@uk.bnpparibas.com
mailto:spyros.andreopoulos@bnpparibas.com

MARKET ECONOMICS

In the pages below, we examine in more detail some of
the options advanced to share the burden of Covid-19-
related fiscal spending within the EU (see Figure 1). We
focus on each option’s pros and cons using in particular
the following key criteria:

= Scale — the amount of fiscal resources being made
available; and

= The degree of mutualisation or burden sharing —
ultimately, who pays for it. While this is a matter of
degree, the key distinction is whether the fiscal cost
lies on the individual sovereign’s or the ‘federal’
balance sheet.

Figure 1 categorises each option according to these two
criteria in a schematic fashion. As we see both criteria as
key, our preferred option is ‘Hamilton bonds’.

EIB, European Commission funds a step in the right
direction: We conclude that ECB buying through the

Fig. 1: Mutualisation options
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Status quo: ECB backstop via sovereign bond purchases

One possibility is simply to maintain the status quo:
national governments take the entire burden of the fiscal
cost of the crisis onto their balance sheets, counting on
ECB purchases to limit the rise in bond yields as public
debt soars.

ECB commitment vital... In presenting its new purchase
programme, the PEPP, the ECB committed to keeping
government financing costs in check and preventing the
Covid-19 shock from impairing the transmission
mechanism of monetary policy via a widening of bond
spreads. This commitment was strengthened by the
ECB'’s decision to remove the issue/issuer limit for PEPP
purchases while introducing a waiver for Greek bonds,
which are sub-investment grade, thus giving investors
grounds to assume that potential rating downgrades of
other countries to sub-investment grade would not result
in a discontinuation of ECB purchases under the PEPP.
By removing two of the self-imposed limits of the Asset
Purchase Programme, the ECB in effect adopted a
‘whatever it takes’ approach which can be read as a
commitment to buy in a potentially unlimited fashion, if
needed.

But is this really the case?

... but with question marks attached longer term: We
would argue that there are some lingering questions
about the ECB’s commitment, as the ECB specified it will
continue to operate “within its mandate”. This has a
number of subtle but important implications:

= The ECB cannot provide debt monetisation.

= By mandate the ECB can respond to common, not
idiosyncratic, shocks. Once the shock fades, it will
eventually have to halt purchases. Inflation might also
come back — a plausible scenario in the medium term
in our view (see Covid-19: Deflationary or
Inflationary?, published 3 April), strengthening the
case for a change in the ECB’s policy stance in order
to safeguard its credibility.

Luigi Speranza, Chief Global Economist | BNP Paribas London Branch |

=  OMT, even if activated, cannot be indefinite, either.

= While the issuefissuer limit was suspended for PEPP
purchases, the decision could still be challenged on
legal grounds ahead, as it might be seen as akin to
monetary financing and therefore contrary to the
Treaty.

= Finally, while the ECB introduced short-term flexibility
in its adoption of the PEPP, the capital key principle
still applies in the longer run and will prevent the ECB
from buying too much paper from one or more
member countries indefinitely.

In other words, while the ECB has plenty of ammunition
in the short term, its ability to continue to finance debt
issuance may not be unlimited. We fear that the markets
might eventually test the central bank’s determination to
keep buying in an unlimited fashion, revealing the
potential ambiguity of its commitment.

= Immediately available option and politically less
controversial, at least in the short term.

= |t could prove unsustainable in the medium term.

= By depressing government bond spreads in the short
term, it might lead to complacency, making other,
more-sustainable and effective solutions such as a
‘Hamilton bond’ less likely.

Spyros Andreopoulos, Senior European Economist | BNP Paribas SA Zweigniederlassung Frankfurt
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ESM under current framework

ESM under current framework: The European Stability
Mechanism (ESM) was set up after the eurozone debt
crisis to mobilise funding and provide support to countries
in difficulty. The ESM can raise funds on the markets,
purchase bonds in both the primary and the secondary
market and/or provide loans through two facilities: the
Precautionary Conditioned Credit Line (PCCL) and
Enhanced Conditions Credit Line (ECCL, see Figure 2).

The ESM entails a mutualisation of funding costs; if
combined with Outright Monetary Transactions (OMT), it
can also provide more scale for an individual country,
which moves it up in the ‘scale’ dimension of Figure 1.

= The facility is already in place and could raise and
disburse funds in a very short time.

= Countries applying for ESM loans and subject to its
conditionality can access the ECB’s OMT.

= The ESM is fundamentally a backstop aimed at
coping with severe and acute financing problems in
order to safeguard the financial stability of the
eurozone and its member states. As such, the credit
provided through its lines still counts as debt for the
borrowing countries, even though it comes at more
favourable conditions than offered in the markets. This
makes it a less-than-ideal candidate to support a
potentially open-ended fiscal stimulus, the success of
which is heavily dependent on its credibility.

= The credit comes with conditionality attached that
potentially creates a stigma and a negative signalling
effect for the markets. The conditionality makes it
politically controversial in many countries, as it revives
memories of the fiscal austerity that followed the

Sources: ECB, BNP Paribas

Luigi Speranza, Chief Global Economist | BNP Paribas London Branch |

eurozone debt crisis. The markets might interpret its
use as a sign that the country in question is
concerned about its ability to issue at reasonable
conditions in the near term. Both Italian and Spanish
officials have made it clear they are unwilling to apply
for ESM loans at this stage.

While ‘light’ conditionality seems to be winning the
day, if the Eurogroup of 24 March is anything to go by,
recipients of an ESM credit line would have to “return
to stability” after the crisis — which we interpret as
suggesting fiscal consolidation — and press reports
suggest a requirement to sign up to a Memorandum of
Understanding to respect the fiscal rules after the
crisis. While this may seem innocuous, taken literally
a country would still have to pursue its medium-term
fiscal objective, which according to the rules means to
reduce its debt-to-GDP ratio by one twentieth of its
distance from 60% every year. With this distance
increasing substantially due to Covid-19, it could
translate into a requirement for quite substantial fiscal
consolidation.

Its current size is limited. The ESM's maximum
lending capacity is EUR500bn. However, EUR89.9bn
has already been disbursed to Greece, Cyprus and
Spain leaving EUR410bn available. Last week’s
Eurogroup mentioned 2% of a recipient’s country GDP
as a benchmark. This is a result of the fact that the
institution was designed to deal with liquidity problems
for individual sovereigns, that is, asymmetric shocks.
The current situation arguably poses challenges to the
solvency of several sovereigns due to a symmetric
shock.

Decisions on joint assistance generally require
unanimity. Under an emergency voting procedure in
the event that failure to urgently adopt a decision
threatens the economic and financial sustainability of
the euro area, a qualified majority of 85% of the votes
cast is required. This gives Germany (with 27% of
votes), France (20%) and ltaly (18%) a de facto veto
power.

Spyros Andreopoulos, Senior European Economist | BNP Paribas SA Zweigniederlassung Frankfurt
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Scaled-up ESM as eurozone debt management office

\

Fig. 2: ESM facilities
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Scaled-up ESM as eurozone debt management office:
One possibility to increase the size of the eurozone’s
crisis response would be to ‘scale up’ the ESM to
increase its (gross) lending capacity from the current
EURS500bnN. If there is no conditionality and all countries
enter, the ESM would essentially become a debt
management office for the eurozone as a whole, issuing
bonds with joint and several liability. Countries would pool
much of their debt issuance in this way.

In Figure 1, this ‘larger ESM moves up the ‘scale’
dimension.

= In principle, this would not raise too many difficult
issues for member states to agree and thus could be
done relatively quickly — in contrast to the creation of
‘Hamilton bonds’ (see below), which would take more
time due to a need to set up more structure and agree
on issues such as the sharing of proceeds.

Luigi Speranza, Chief Global Economist | BNP Paribas London Branch |

» Countries which are still financially sound but do not match
the criteria for the PCCL can access the ECCL

» Accessing the ECCL entails both conditionality and enhanced
surveillance immediately

It would lower funding costs for most countries.

It would give the ECB a mutualised asset to buy,
preventing controversy about mutualisation occurring
on the central bank’s balance sheet. Indeed, the ECB
could buy substantial amounts even under its ‘regular’
APP, given the 50% issuefissuer limit for
supranational institutions.

The amounts distributed to countries would still be
loans and thus represent a liability for individual
sovereigns.

Since the ESM under such an option would probably
distribute the proceeds mechanically according to the
capital key, there is no burden sharing beyond the fact
that the countries with the strongest balance sheets
could face somewhat higher borrowing costs than if
they issued on their own account.

Spyros Andreopoulos, Senior European Economist | BNP Paribas SA Zweigniederlassung Frankfurt
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SURE and French ‘EU recovery fund’

European Commission unemployment reinsurance
scheme (SURE): The proposal for an unemployment
reinsurance scheme is not new in principle. Under the
scheme, national unemployment schemes would take the
first loss’ with additional funds added at an EU-wide
level. In the case of the SURE (Support to mitigate
Unemployment Risks in an Emergency), the idea is to
avoid unemployment in the first place by providing
support to labour retention schemes. The proposal is for
the EU to provide loans to governments of up to
EUR100bn in total, if their expenditure increased
"suddenly and severely" as of 1 February 2020 as a
result of the adoption of short-time working schemes,
such as those modelled on Germany's Kurzarbeit
programme.

The EU would borrow up to EUR100bn in the market,
backed by guarantees provided by unallocated funds in
the EU budget and also by guarantees totalling at least
EUR25bn from the national governments. There would
be a cap in place, with the share of loans granted to the
three countries representing the largest share of loans
not exceeding EUR60bnN.

For an individual country, the size of this support is likely
to be smaller than the individual fiscal effort. However,
this scheme entails more mutualisation, albeit we have
assumed in Figure 1 that the SURE will provide less
effective mutualisation of funding costs than the ESM —
an institution set up for that purpose.

Would cushion some of the labour market fallout in
countries that would not otherwise have the means to
provide short-term work allowance.

Would be a tangible sign of European ‘solidarity’ for
citizens.

As these are loans to governments, the individual
sovereigns would still incur debt.

While relatively sizeable, it will probably be insufficient
given the likely severe labour market consequences of
the shock (see our note Europe: Fiscal fight against
Covid-19), especially given the cap.

= It may take time for countries which don’t already
have short-term work systems in place to adopt them.

Luigi Speranza, Chief Global Economist | BNP Paribas London Branch |

French time-limited ‘EU recovery fund’: The key
feature of the fund seems to be that it should allow time-
limited (five to ten years) ‘common debt, backed by
member states’ guarantees, to provide loans to countries.
It would be run by the European Commission. Few details
are currently available. One possible interpretation is that
a fund would be set up which would issue on behalf of all
EU or eurozone member states under joint and several
liability, and that member states would then repay the
fund over time until it is fully amortised. With details
scant, we see the main questions with regards to its
effectiveness as lying with its size; whether the funds
ultimately represent liabilities for individual sovereigns;
and the manner in which proceeds are distributed across
countries (eg, by needed health expenditure or something
more mechanical, such as the ECB capital key) and
hence implicitly the degree of burden sharing.

In Figure 1 we have assumed the same degree of
mutualisation as for the Hamilton bond, but a smaller
size.

= Mutualisation would be both ring-fenced and time-
limited, which could allay fears of establishing a
precedent for permanent mutualisation of funding
costs.

= |f the debt is taken on the ‘federal’ balance sheet, the
fund would closely resemble a Hamilton bond, of
which more on page 9.

= The distribution of proceeds could be made

dependent on the needs of the country asking and
unrelated to its contribution into the fund (which could
be based on capital keys for example), providing
further burden sharing.

= In an alternative form, the fund would be granting
loans, in which case the liability would remain on the
individual sovereign’s balance sheet, reducing its
effectiveness somewhat.

= We see time-limited ‘amortisation’ of five to ten years
as a rather short time period, especially if the fund is
to be of meaningful size.

Spyros Andreopoulos, Senior European Economist | BNP Paribas SA Zweigniederlassung Frankfurt
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EIB guarantee and Dutch healthcare fund

European Investment Bank guarantee fund for loans
to companies: This is intended to provide up to
EUR200bn in liquidity guarantees and capital injections to
EU-domiciled companies. It would be backed by
guarantees from EU member states and capitalised with
EUR25bn and remain time-limited to the Covid-19
induced crisis.

In Figure 1, we have assumed broadly the same degree
of mutualisation as for Hamilton bonds but a much
smaller scale.

= On the ‘federal’ balance sheet, since they are not
loans to individual countries and the guarantees are
backed by funds and guarantees of all EU member
states.

= Relatively limited size compared to total fiscal needs.

Luigi Speranza, Chief Global Economist | BNP Paribas London Branch |
Spyros Andreopoulos, Senior European Economist | BNP Paribas SA Zweigniederlassung Frankfurt

Dutch healthcare fund: The Netherlands has proposed
an EU fund of EUR20bn for emergency aid targeted at
the pandemic, financed by contributions on the basis of
countries' national incomes, with outgoings treated as
grants rather than loans.

In Figure 1, we have assumed broadly the same degree
of mutualisation as for Hamilton bonds (as these are
grants, not loans), but the scale to be the smallest of all.

= Grants mean countries don’t incur debt.

= Burden sharing occurs if a country’s share of
proceeds exceeds its share of contributions.

= Very limited scale.
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‘Hamilton bond’ (Eurobond or Coronabond)

‘Hamilton bond’ (Eurobond or Coronabond): This is, in
our view, probably the cleanest option — a “federal” bond
jointly backed by eurozone countries. The reference in
the name is to Alexander Hamilton, the first US Secretary
of the Treasury known for his plan to federalise the debts
incurred by US states during the US War of
Independence. Such a bond could be issued by a newly-
created fiscal agency or, more likely and easier
operationally, by the ESM or the European Commission.
Its proceeds could be redistributed according to pre-
defined criteria. It could be limited in its scope and one-off
in its nature, or alternatively provide the template for a
more enduring arrangement with a view to moving
towards a fiscal union.

On balance, if one takes the view that, in the long term,
greater fiscal integration within a common framework that
prevents moral hazard is a desirable option, it can be
argued that the pros of this option outweigh its costs,
making a common bond the most effective instrument to
respond to the ongoing crisis. However, this option
remains politically controversial and operationally difficult
to implement and therefore not necessarily the most likely
one.

In Figure 1, Hamilton bonds are, by construction, both
large in scale and provide maximum amount of debt
mutualisation.

= By construction, the bonds would not fall on the
individual sovereign’s but on the ‘federal’ balance
sheet.

= |n this way it could also help preserve the essence of
the existing fiscal framework: member states could
still be required to pursue the fiscal policies
appropriate to their debt levels prior to the health
crisis, albeit with less ambitious objectives.

= lts size could be flexible and therefore dependent on
the still-uncertain extent of the shock.

= The distribution of proceeds could be asymmetric,
giving more severely affected countries more than a
mechanical distribution via capital key (as in the case
of ESM issuance), thereby increasing burden sharing.

Luigi Speranza, Chief Global Economist | BNP Paribas London Branch |

Joint issuance would reduce its cost — it would be a
relatively cheap form of financing for most, if not all,
countries.

It could be limited in its scope (health spending and or
reconstruction) — albeit at the expense of scale — and
time, so as to represent a one-off response to the
crisis rather than a permanent new feature. This
would reduce concern regarding permanent debt
mutualisation and moral hazard, of which more below.

It would create a eurozone safe asset on a large
enough scale, deepening the eurozone capital
markets and boosting the euro’s status as a reserve
currency — thereby also conferring geopolitical
benefits.

The ECB could buy it and might be more comfortable
in keeping it on its balance sheet for a long period, if
not indefinitely, in what would be a softer and more
politically acceptable form of monetary financing.

It is politically controversial, as it is seen by
traditionally more fiscally prudent countries as opening
the gate to the sharing of legacy debt. A common
argument against this option is that, by sharing the
risk, it would reduce the incentive of individual actors
to reduce risk in the future (‘moral hazard’). However,
it could be argued that this occasion is different, as
the socialisation of the losses can be justified on the
grounds that the shock was unforeseeable and its
impact difficult to prevent, provided of course that
burden sharing does not extend to legacy debt.

It is operationally challenging to set up. A key reason
is that a common bond requires some common
guarantee in the form of assets and/or tax revenues. It
also requires a centralised decision-making process to
make spending allocation transparent  and
accountable. Such a setup takes time while the
current circumstances require a very quick response.

Spyros Andreopoulos, Senior European Economist | BNP Paribas SA Zweigniederlassung Frankfurt
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