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What	the	perfect	ESM	would	look	like

There	is	no	such	a	thing	as	a	perfect	organization,	
as	there	is	no	perfect	world.

But	monetary	and	fiscal	organizations	can	play	a	major	role	
to	enhance	the	stability	and	growth	of	imperfect	societies…

if	they	are	properly	designed	and	managed



0

20

40

60

80

100

120

140

160

180

200

Es
to

ni
a

Lu
xe

m
bo

ur
g

Lit
hu

an
ia

La
tv

ia

M
alt

a

Slo
va

ki
a

Ne
th

er
lan

ds

Fin
la

nd

Ge
rm

an
y

Ire
la

nd

Slo
ve

nia

Au
st

ria

Eu
ro

 a
re

a

Sp
ain

Fr
an

ce

Be
lgi

um

Cy
pr

us

Po
rtu

ga
l

Ita
ly

Gr
ee

ce

Debt to GDP Evolution (%)

2007 2018 Limit Average 2018 Source: Eurostat

Sovereign debts are high (> 60% GDP target) & and higher 
than before the euro crisis
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An important fraction of them being held by the Eurosystem
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but not an unusual fraction by OECD standards
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The ESM redesigning the euro crisis debt while reducing its cost



Redesigning the euro crisis debt while reducing its cost: Greece

Source:	Public	Debt Management	Agency	of	Greece



What is the value of the Greek debt at the ESM?

What is the value of the EA legacy debt? 

What is the value of government debt? 





ABSTRACT

The market value of government debt equals
the present discounted value of primary surpluses.

[As Tom Sargent said in his Nobel Prize Lecture]

Applying present value decompositions from asset pricing to this valuation equation, 
I find that [for US]

half of the variation in the market value of debt to GDP ratio 
corresponds to 

varying forecasts of future primary surpluses, 
and half to varying discount rates. 

Variation in expected growth rates is unimportant.

4, Rue Alphonse Weicker



Is the EA in a ‘(r-g) ≤ 0’ regime ?
(Blanchard’s question for US)

More	like	a	recent	visit,	to	which	Italy has not been invited!

While	Greece,	
with	the	ESM	
help,	has	been!	



Is the EA in a ‘(r-g) ≤ 0’ regime 
(Blanchard’s remark for US)

but let’s	not mistake a visit with a trend…
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Since debt services to GDP are not trivial for many  



even when we only count the interest expenditures  
(accrual basis)

Source: ECB



with their, European Commission, projections…  



For welfare, not only the present value of ‘primary surpulses ’ matters, 
but how they behave (the stochastic discount factor)…

Pro-cyclically for ‘EA stressed’ et al. countries ! (2001 – 2018)



==>
There is no dichotomy between 

risk-reduction and risk-sharing 
(countercyclical fiscal transfers), once 

social welfare is accounted for!



What about moral hazard?

The ESM can not be a transfer mechanism!



Designing a European	Stability	Fund	as a

Constrained-efficient	mechanism	

for who?



for a a long-term self-enforcing partnership…
(not a Federal State)

the European Union!

(which is not the case
for the IMF)

(or the European Area, 
which is also a Monetary Union)



* https://www.ramonmarimon.eu/wp-content/uploads/2019/07/ACLM-FSF-last.pdf



The ESF is a public financial intermediary 
that transforms 

uncontingent defaultable debts into
state-contingent (safe) liabilities

In our model, ‘who’ is an infinitely-lived impatient risk-averse,
‘stressed country’, and an infinitely-lived, more patient, risk-neutral
Fund (infiniteness and risk-aversion are the only important
assumptions). Furthermore, all country’s debt is sovereign debt, i.e. is
a current accountmodel.

Maximizing social value, but
subject to which constraints?



Designing the ESF accounting for 3+2 constraints:

1. The	sovereignty	constraint:	a	sovereign	country	can	always	
EU-exit	(or	EA-exit):	the	borrower’s	limited	enforcement	
constraint.
(in	the	model,	exit	is	defaulting	in	the	debt	market	with	
the	possibility	of	getting	back	to	it,	but	 not	to	the	Fund)

2. The	no-persistent	transfers	constraint:	a	bound	on	
redistribution,	or	value-at-risk:	the	lender’s	limited	
enforcement	constraint.

(in	the	model:	value-at-risk	=	0,	for	all	t	≥	0	!)



Designing the ESF accounting for 3+2 constraints:

3. The	moral	hazard	constraint:	‘(r-g)’	and	the	severity	of	
shocks	depends	on	which	policies	and	reforms	are	
implemented,	but	sovereign	countries	have	ownership	of	
their	policies	(i.e.	not	all	contingencies	are	contractable,	not	
all	threats	are	credible).	An	ex-post moral	hazard	constraint	
and	a proper	ex-ante	country	risk-assessment,	and/or	
eligibility	criteria	(IMF	prior	actions?;	I	come	back	to	this).

(in	the	model:	calibration	as	risk-assessment	and	ex-post									
moral	hazard	constraint,	no	ex-ante	conditionality;	see	
Chima Simpson-Bell’s	follow-up	model	of	moral	hazard)	



Designing the ESF accounting for 3+2 constraints:

4. The	asymmetry	constraint:	there	is	no	ex-ante	`veil	of	
ignorance'	and	countries	may	start	with	large	(debt)	liabilities.

(in	the	model:	ESF	contracts	are	country	– i.e.	‘risk-type’	--
specific,	borrowers	are	different	from	the	lender,	and	
countries	can	enter	the	fund	with	relatively	large	liabilities)	

5. The	funding	constraint:	the	ESF	should	be	(mostly)	self-funded.	
The	ESF	contract	is	designed	to	be,	as	safe	as	it	can	possibly	be	
liability;	i.e.	no	need	for	ESF	capital	or	external	guarantees.
==>	The	ESF	can	issue	e-bonds!



A	closer	look	at	the	ESF	contract
• The	ESF	contract	is	the	policy	instrument	of	the	ESF

• Defines	state-contingent	transfers	(primary	surpluses);	contingent	on:
• exogenous	shocks	(𝜃),	endogenous	(G),	and	contract	asset/liabilities	(a);	i.e.
• 𝜏(𝜃,	G,	a)	from	the	borrower	to	the	lender.

• In	normal	times,	𝜏 is	just	a	counter-cyclical	transfers	[no	MH].

• If	an	enforcement	constraint	is	binding	a	(the	carrot)	is	adjusted.

• With	moral	hazard	constraints,	a is	also	adjusted	based	on	
performance,	G;	i.e.	a acts	as	a	carrot	and	a	stick.	

(not	much	effect	in	our	model,	more	in	Chima’s)



IMD:	An	Incomplet Markets	Economy	with	Defaultable	debt	calibrated	to	data
Fund	or	FSF:	The	same	economy	with	the	ESF
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From	ESM	to	ESF:	few	gaps	to	close…

Risk	assessment
From:
“The Commission and the ESM will follow and assess macroeconomic and 
financial risks as well as debt sustainability”
To:
A	more	integrated	(theory	based)	risk	assessment	based	on	few	
observable,	measurable	and	contractable,	elements



From	ESM	to	ESF:	few	gaps	to	close…
Conditionality
From:
Restrictive	eligibility	criteria	and	ex-ante	conditionality	

(PPCL,	ECCL,	Full	macro	adjustment)
To:
A	more	inclusive	menu	of	risk-based	ESF	contracts	and	ex-post	
conditionality

From:
“What	do	you	need	to	do”
To:
“What	you	get	depending	on	the	results”



From	ESM	to	ESF:	few	gaps	to	close…
Conditionality
From:
Mostly	non-measurable	(quantitative)	indicators	
To:
Almost	exclusively	measurable	(quantitative)	indicators	

From:
Conditions	as	‘sticks’
To:
Conditions	as	‘sticks’	and	‘carrots”



On	ESM	conditionality
Greece	vs	

Portugal	&	Ireland:

more	conditions,	
more	prior	conditions
and	less	compliance	

Source:	ESM

On	IMF	conditionality
Greece	vs	

Portugal	&	Ireland:

more	conditions,	
and	less	compliance	

Source:	IMF
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From	ESM	to	ESF:	few	gaps	to	close…
Debt	Restructuring
From:
(Proposed)	excessive	ex-ante	DR	and	(ad-hoc)	DR	or	New	Rounds
To:
None (or minimal)	ex-ante	DR	and	ex-post	endogenous	valuation	adjustments	

(when	constraints	bind)

From:
Discretionary	measure,	prompt	to	speculation
To:
Explicit	contracts,	anchoring	expectations



Ongoing	research	to	develop	the	theory	and	close	the	gaps
• The	ESF	in	a	monetary	union:	how	ESF	and	ECB	should	interact?

• How	ESF	should	design	contracts	including	only	a	fraction	of	the	
government	debt?

• How	the	ESF	contracts	compare	to	proposed	Rainy-Day	Funds?
• …



Thanks!



