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GREEN PAPER
Feasibility of introducing Stability Bonds

1. RATIONALE AND PRE-CONDITIONS FOR STABILITY BONDS *

1.1. Background

This Green Paper has the objective to launch a brabpublic consultation on the concept
of Stability Bonds, with all relevant stakeholders and interestedigmri.e.Member States,
financial market operators, financial market indystssociations, academics, within the EU
and beyond, and the wider public as a basis fowallg the European Commission to identify
the appropriate way forward on this concept.

The document assesses the feasibility of commonuasce of sovereign bonds (hereafter
"common issuance") among the Member States of theueo area? Sovereign issuance in
the euro area is currently conducted by MembereStah a decentralised basis, using various
issuance procedures. The introduction of commosdyed Stability Bonds would mean a
pooling of sovereign issuance among the MembereStand the sharing of associated
revenue flows and debt-servicing costs. This waithificantly alter the structure of the
euro-area sovereign bond market, which is the &irgegment in the euro-area financial
market as a whole (see Annex 1 for details of euwea sovereign bond markets).

The concept of common issuance was first discussieg Member States in the late 1990s,
when the Giovannini Group (which has advised the Commission on capital-ntarke
developments related to the euro) published a tgpesenting a range of possible options for
co-ordinating the issuance of euro-area sovereigiot’din September 2008, interest in
common issuance was revived among market partitspamhen the European Primary
Dealers Association (EPDA) published a discussicapep "A Common European
Government Bond" This paper confirmed that euro-area governmentibarkets remained
highly fragmented almost 10 years after the intobidm of the euro and discussed the pros
and cons of common issuance. In 2009, the Commissovices again discussed the issue of
common issuance in the EMU@10 report.

The public discussion and literature normally usesterm "Eurobonds". The Commission considers that
the main feature of such an instrument would beroéd financial stability in the euro area. Therefin
line with President Barroso's State of the Uniodrads on 28 September 2011, this Green Paper tefers
"Stability Bonds".

In principle, common issuance could also extengoio-euro area Member States but would imply
exchange rate risk. Several non-euro area MembggesShave already a large part of their obligations
denominated in euro, so this should not repressigraficant obstacle. All EU Member States migavé
an interest in joining the Stability Bond, espdyiélthat would help reducing and securing theinding
costs and generates positive effects on the ecotiomygh the internal market. From the point ofwief
the Stability Bond, the higher the number of MemBtates participates, the bigger are likely toHse t
positive effects, notably stemming from larger ldjty.

Giovannini Group: Report on co-ordinated issuarfgeublic debt in the euro area (11/2000).
http://ec.europa.eu/economy_finance/publicationsimnini/giovanninio81100en.pdf

See A European Primary Dealers Association Repairits to the Viability of a Common European
Government Bondhttp://www.sifma.org/news/news.aspx?id=7436
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The intensification of the euro-area sovereign debtrisis has triggered a wider debate on
the feasibility of common issuancé. A significant number of political figures, market
analysts and academics have promoted the ideanohon issuance as a potentially powerful
instrument to address liquidity constraints in saleuro-area Member Statesgainst this
background, the European Parliament requested dh@ar@ssion to investigate the feasibility
of common issuance in the context of adopting ¢ggslative package on euro-area economic
governanceunderlining that the common issuance of Stabilign&s would also require a
further move towards a common economic and fisobty°

While common issuance has typically been regardedsaa longer-term possibility, the
more recent debate has focused on potential nearrte benefits as a way to alleviate
tension in the sovereign debt marketin this context, the introduction of Stability Bad
would not come at the end of a process of furtkenemic and fiscal convergence, but would
come in parallel with and foster the establishmantl implementation of the necessary
framework for such convergence. Such a paralletagmh would require an immediate and
decisive advance in the process of economic, fiahrmnd political integration within the
euro area.

The Stability Bond would differ from existing jointly issued instruments.Stability Bonds
would be an instrument designed for the day-to-diemancing of euro-area general
governments through common issuance. In this résfeey should be distinguished from
other jointly issued bonds in the European Uniod aaro area, such as issuance to finance
external assistance to Member States and thirdtdesh Accordingly, the scale of Stability
Bond issuance would be much larger and more camtisithan that involved in the existing
forms of national or joint issuance.

Issuance of Stability Bonds could be centralised ina single agency or remain
decentralised at the national level with tight co-adination among the Member States.
The distribution of revenue flows and debt-sengcoosts linked to Stability Bonds would
reflect the respective issuance shares of the MerShates. Depending on the chosen

See Annex 2 for an overview of analytical conitibns to the Stability Bonds debate.

European Parliament resolution of 6 July 201 1henfinancial, economic and social crisis:
recommendations concerning the measures and ivéatio be taken ((2010/2242(INI) states:

" ...13. Calls on the Commission to carry out an investigaiinto a future system of Eurobonds, with a
view to determining the conditions under which sadystem would be beneficial to all participating
Member States and to the euro area as a wholetpoint that Eurobonds would offer a viable alteimat

to the US dollar bond market, and that they cooktdr integration of the European sovereign debt
market, lower borrowing costs, increase liquidityydgetary discipline and compliance with the Stgbil
and Growth Pact (SGP), promote coordinated strualtveforms, and make capital markets more stable,
which will foster the idea of the euro as a glofsalfe haven’; recalls that the common issuance of
Eurobonds requires a further move towards a comewammomic and fiscal policy;

14. Stresses, therefore, that when Eurobondscabe issued, their issuance should be limited delat

ratio of 60% of GDP under joint and several liabjlias senior sovereign debt, and should be linked t
incentives to reduce sovereign debt to that lesagigests that the overarching aim of Eurobonds Ishiog:

to reduce sovereign debt and to avoid moral hazawd prevent speculation against the euro; notes tha
access to such Eurobonds would require agreemerdrahimplementation of, measurable programmes of
debt reductiorf

E.g. bonds issued by the Commission under thari8al of Payments Facility/EFSM and bonds issued by
the EFSF or issuance to finance large-scale imfretstre projects with a cross-country dimension

(e.g. project bonds to be possibly issued by the@ission). The various types of joint issuance aier
instruments similar to Stability Bonds are discdsiseAnnex 3.
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approach to issuing Stability Bonds, Member Statadd accept joint-and-several liability
for all or part of the associated debt-servicingtspimplying a corresponding pooling of
credit risk.

Many of the implications of Stability Bonds go wellbeyond the technical domain and
involve issues relating to national sovereignty anthe process of economic and political
integration. These issues include reinforced economic poliayrdioation and governance
and, under some options, the need for Treaty clsarigee more extensively credit risk would
be pooled among sovereigns, the lower would be etartdatility but also market discipline
on any individual sovereign. Thus fiscal stabiliyould have to rely more strongly on
discipline provided by political processes. Equatiyme of the pre-conditions for the success
of Stability Bonds, such as a high degree of paltstability and predictability or the scope
of backing by monetary authorities, go well beydimel more technical domain.

Any type of Stability Bond would have to be accompaed by a substantially reinforced
fiscal surveillance and policy coordination as an ssential counterpart, so as to avoid
moral hazard and ensure sustainable public financesThis would necessarily have
implications for fiscal sovereignty, which callsrfa substantive debate in euro area member
states.

As such issues require in-depth consideration,gaper has been adopted by the Commission
so as to launch a necessary process of politicehtdeand public consultation on the
feasibility of and the pre-conditions for introdngiStability Bonds.

1.2. Rationale

The debate on common issuance has evolved considayasince the launch of the euro
Initially, the rationale for common issuance foaliseainly on the benefits of enhanced
market efficiency through enhanced liquidity in @area sovereign bond market and the
wider euro-area financial system. More recentlythie context of the ongoing sovereign
crisis, the focus of debate has shifted towardscrmeanagement and stability aspects. Against
this background, the main benefits of common isseaan be identified as:

Managing the current crisis and preventing futuosereign debt crises

The prospect of Stability Bonds could potentially gickly alleviate the current sovereign
debt crisis, as the high-yield Member States couldbenefit from the stronger
creditworthiness of the low-yield Member States Even if the introduction of Stability
Bonds could take some time (see Section 2), pgogeanent on common issuance could have
an immediate impact on market expectations anelydlower average and marginal funding
costs for those Member States currently facing ifungressures. However, for any such
effect to be durable, a roadmap towards common evalild have to be accompanied by
parallel commitments to stronger economic govereanehich would guarantee that the
necessary budgetary and structural adjustment sar@ssustainability of public finances
would be undertaken.

Reinforcing financial stability in the euro area

Stability Bonds would make the euro-area financialsystem more resilient to future
adverse shocks and so reinforce financial stabilityStability Bonds would provide all
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participating Member States with more secure aciessfinancing, preventing a sudden loss
of market access due to unwarranted risk aversiaiioa herd behaviour among investors.
Accordingly, Stability Bonds would help to smootlarket volatility and reduce or eliminate
the need for costly support and rescue measureMéonber States temporarily excluded
from market financingThe positive effects of such bonds are dependennanaging the
potential disincentives for fiscal discipline. Thaspect will be discussed more thoroughly in
Section 1.3 and Section 3.

The euro-area banking system would benefit from theavailability of Stability Bonds.
Banks typically hold large amounts of sovereigndsras low-risk, low-volatility and liquid
investments. Sovereign bonds also serve as liqulniffers, because they can be sold at
relatively stable prices or can be used as co#ater refinancing operations. However, a
significant home bias is evident in banks' holdin§sovereign debt, creating an important
link between their balance sheets and the baldmset ©f the domestic sovereign. If the fiscal
position of the domestic sovereign deterioratestutially, the quality of available collateral
to the domestic banking system is inevitably compsed, thereby exposing banks to
refinancing risk both in the interbank market andiccessing Eurosystem facilities. Stability
Bonds would provide a source of more robust caidtéor all banks in the euro area,
reducing their vulnerability to deteriorating credatings of individual Member States.
Similarly, other institutional investors (e.g. liflasurance companies and pension funds),
which tend to hold a relatively high share of dotitesovereign bonds, would benefit from a
more homogenous and robust asset in the form &dlzliB/ Bond.

Facilitating transmission of monetary policy

Stability Bonds would facilitate the transmission & euro-area monetary policy. The
sovereign debt crisis has impaired the transmisssbannel of monetary policy, as
government bond yields have diverged sharply imnligigolatile markets. In some extreme
cases, the functioning of markets has been imparetl the ECB has intervened via the
Securities Market Programme. Stability Bonds woergate a larger pool of safe and liquid
assets. This would help in ensuring that the mopetanditions set by the ECB would pass
smoothly and consistently through the sovereigndborarket to the borrowing costs of
enterprises and households and ultimately intoeaggde demand.

Improving market efficiency

Stability Bonds would promote efficiency in the euo-area sovereign bond market and in
the broader euro-area financial systemStability Bond issuance would offer the possipili
of a large and highly liquid market, with a singgenchmark yield in contrast to the current
situation of many country-specific benchmarks. Tigaidity and high credit quality of the
Stability Bond market would deliver low benchmaiikelgls, reflecting correspondingly low
credit risk and liquidity premiums (see Box 1). iAgle set of “risk free” Stability Bond
benchmark yields across the maturity spectrum wbelg to develop the bond market more
broadly, stimulating issuance by non-sovereignassue.g. corporations, municipalities, and
financial firms. The availability of a liquid eumrea benchmark would also facilitate the
functioning of many euro-denominated derivativesrkees. The introduction of Stability
Bonds could be a further catalyst in integratingdpean securities settlement, in parallel
with the planned introduction of the ECB's Targ8gturities (T2S) pan-European common
settlement platform and possible further regulatmijon at EU level. In these various ways,
the introduction of Stability Bonds could lead tawkr financing costs for both the public
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sector and the private sector in the euro areatla@by underpin the longer-term growth
potential of the economy.

Box 1: The expected yield of Stability Bonds — thempirical support

The introduction of Stability Bonds should enhaliqaidity in euro-area government bond markets,
thereby reducing the liquidity premium investorsplititly charge for holding government bonds.
This box presents an attempt to quantify how léingecost savings through a lower liquidity premium
could be. A second component of the expected yirl&tability Bonds, namely the likely credit risk
premium has proven more controversial. Both theidiity and credit premiums for a Stability Bond
would crucially depend on the options chosen ferdbsign and guarantee structure of such bonds.

Severalempirical analyses compared the yield of hypotlaétcommonly-issued bonds with the
average yield of existing bonds. These analysasmasshat there is neither a decline in the ligyidit
premium nor any enhancement in the credit riskH®ydommon issuance beyond the average of the
ratings of Member States. Carstensen (2011) egtihrtatt the yield on common Bonds, if simpl
weighted average of interest rates of Member Statesld be 2 percentage points above the German
10-year Bund. Another estimate (Assmann, Boysenréfeg(2011), as cited by Frankfurter
Allgemeine Zeitung (2011)) concluded that the yidifference to German bunds could be 0.5 t0|0.6
of a percentage point. The underlying reasoninghét fiscal variables are key determinants| of
sovereign bond spreads. In fiscal terms, the erga-aggregate would be comparable to Frapce;
therefore the yield on common bonds would be bgoadlal to that on French bonds. An analysis by
J.P Morgan (2011), using a comparable approackdsyi@ similar range of around 0.5 to 0.6 of a
percentage point. A further analysis along thesesliby the French bank NATIXIS (2011) suggests
that common bonds could be priced about 20 basrgspabove currently AAA-rated bonds. Favero
and Missale (2010) claim that US yields, adjusted the exchange rate premium, are a gpod
benchmark for yields on common bonds, because lsocts would aim to make the euro-area bpnd
markets similar to the US market in terms of cretik and liquidity. They find that in the ye
before the financial crisis the yield disadvantag&erman over US government bonds was around 40
basis points, which would then represent the ligpidains obtained from issuing common bonds
under the same conditions as US bonds.

In order to provide an estimate of the attainaldmg in the liquidity premium, the Commission has

conducted a statistical analysis of each issuahe®wereign bonds in the euro area after 1999. The
size of the issuance is used as an approximat®it {@the most broadly available indicator evieih
might underestimate the potential gain in liquidsiygemia) of how liquid a bond issuance is, and|the
coefficient in a regression determines the attaeaains from issuing bonds in higher volurfies.
A first model is estimated using data on AAA-rado-area Member States (labelled "AAA" in the
table), and a second model is estimated usingatatll available euro-area Member States (labelled
"AA"). The second model also controls for the rgtof each issuance. It emerges that all coeffisient

are significant at conventional levels, and betw@@rand 80% of the variation is explained by the
estimation.

The issuance sizes as recorded in Dealogic hese &djusted to incorporate the size of adjacenaizxes
with similar maturity and settlement date. To atifos differences in time-dependent market condiio
control variables are introduced for the impacthef level of the interest rate (the 2-year swap)rand of
the term structure (the difference between the ddéx-and the 2-year swap rates) prevailing at the 6f
each issuance.



Table: Model estimates and expected change in yiettlie to lower liquidity premium

Historical average 1999-2011 2011 market conditions
DE AAA AA DE AAA AA

Yield (%) — model based 3.68 3.63 3.87 1.92 2.43 2.63

Yield change with US market size -0.07 -0.09 -0.17 70.0 -0.17 0.17

To obtain the gain in the liquidity premium, theefficients from the model estimate were used to

simulate the potential fall in yields of bonds thatre issued in the average US issuance size rather
than the average euro-area issuance volume. Heénece)S'’s issuance size serves as a proxy for how
liquid a Stability Bond market might become. Inistfset of calculation, the liquidity advantageswa
derived from the average historical “portfolio” ide since 1999. For comparison, the same
calculations were made assuming the market condittb summer 2011.

The table's second row indicates that the yield dae to higher issuing volume would be in the
of 10 to 20 basis points for the euro area, demgndin the credit rating achieved, but rather
independent on whether the historical or recenketazonditions were used. The corresponding gain
in the yield for Germany would be around 7 basiggo The simulations demonstrate that the
expected gain in the liquidity premium is rathenited and decreases for Member States that already
benefit from the highest rating.

While it is obvious that the Members States culyefaicing high yields would benefit from both the
pooling of the credit risk and the improved ligtydbf the common bonds, the current low-yield
Member States could face higher yields in the ateseri any improvement in the credit risk of the
current high-yield issuers. In principle, compensatside payments could redistribute the gains
associated with the liquidity premium, but in thiesence of better governance the overall credit
quality of the euro area debt could in fact detati® as a result of weaker market discipline to|the
extent that the current low-yield Member States ldvdace increased funding costs.

Enhancing the role of the euro in the global finahsystem

Stability Bonds would facilitate portfolio investment in the euro and foster a more
balanced global financial systemThe US Treasury market and the total euro-arears@n
bond market are comparable in size, but fragmemtati euro-denominated issuance means
that much larger volumes of Treasury bonds arelaai than for any of the individual
national issuers in the euro area. On average 4i888, the issuance size of 10-year US
Treasury bonds has been almost twice the issurggasithe Bund and even larger than bonds
issued by any other EU Member State. According/tlable data, trading volumes in the US
Treasury cash market are also a multiple of thase¢he corresponding euro-area market,
where liquidity has migrated to the derivativesmegt. High liquidity is one of the factors
contributing to the prominent and privileged role WS Treasuries in the global financial
system (backed by the US dollar as the sole intiexme reserve currency), thereby attracting
institutional investors. Accordingly, the largesusnce volumes and more liquid secondary
markets implied by Stability Bond issuance woulekisgithen the position of the euro as an
international reserve currency.

1.3. Preconditions

While Stability Bonds would provide substantial bemfits in terms of financial stability
and economic efficiency, it would be essential taldress potential downsidesTo this end,
important economic, legal and technical precondgiavould need to be met. These pre-
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conditions, which could imply Treaty changes ankssantial adjustments in the institutional
design of EMU and the European Union, are discubs&mv.

Limiting moral hazard

Stability Bonds must not lead to a reduction in budetary discipline among euro-area
Member States A notable feature of the period since the laun€hthe euro has been
inconsistency in market discipline of budgetaryipplin the participating Member States.
The high degree of convergence in euro-area bogldsyduring the first decade of the euro
was not, in retrospect, justified by the budgetpeyformance of the Member States. The
correction since 2009 has been abrupt, with possibine degree of overshooting. Despite
this inconsistency, the more recent experienceircnafthat markets can discipline national
budgetary policies in the euro area. With some $fowh Stability Bonds, such discipline
would be reduced or lost altogether as euro-aremidde States would pool credit risk for
some or all of their public debt, implying a risk moral hazard. Moral hazard inherent in
common issuance arises since the credit risk stagnfiom individual lack of fiscal
discipline would be shared by all participants.

As the issuance of Stability Bonds may weaken markediscipline, substantial changes in
the framework for economic governance in the euroraa would be required Additional
safeguards to assure sustainable public financefdvibe warranted. These safeguards would
need to focus not only on budgetary discipline &isb on economic competitiveness (see
Section 3). While the adoption of the new econogugernance package already provides a
significant safeguard to be further reinforced leyvrregulations based on Article £3¢here
may be a need to go still further in the contexStdbility Bonds — notably if a pooling of
credit risk was to be involved. If Stability Bond&re to be seen as a means to circumvent
market discipline, their acceptability among Memi&tates and investors would be put in
doubt.

Ensuring high credit quality and that all Membeates benefit from Stability Bonds

Stability Bonds would need to have high credit quatly to be accepted by investors
Stability Bonds should be designed and issued thathinvestors consider them a very safe
investment. Consequently, the acceptance and suafeStability Bonds would greatly
benefit from the highest rating possible. An indemating could have a negative impact on its
pricing (higher yield than otherwise) and on ineestwillingness to absorb sufficiently large
amounts of issuance. This would particularly be ¢hee if Member States' national AAA
issuance would continue and thereby co-exist amapete with Stability Bonds. High credit
guality would also be needed to establish StabBibyyds as an international benchmark and
to underpin the development and efficient funcigniof related futures and options
marketst’ In this context, the construction of Stability Bisnwould need to be sufficiently

Proposal for a Regulation of the European Parliatamd of the Council on common provisions for
monitoring and assessing draft budgetary plans emglring the correction of excessive deficit of the
Member States in the euro area; Proposal for alkatgn of the European Parliament and of the Caunc
on common provisions for monitoring and assessiaft dudgetary plans and ensuring the correction of
excessive deficit of the Member States in the arga.

The experience of rating the EFSF bonds has shtlvedé rating of the bond superior to the average
guarantees made by participating Member Statesae@amplished by different tools such as holdindgicas
buffers, loss-absorbing capital and over-guarantgtiie issuance size. While these elements have bee
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transparent to allow investors to price the undegyguarantees. Otherwise, there is a risk
that investors would be sceptical of the new imaent and yields would be considerably
higher than the present yields for the more creditthy Member States.

Achieving a high credit quality will also be important to ensure the acceptance of
Stability Bonds by all euro-area Member StatesOne key issue is how risks and gains are
distributed across Member States. In some formayil8y Bonds would mean that Member
States with a currently below-average credit stagndtould obtain lower financing costs,
while Member States that already enjoy a high ¢tneding may even incur net losses, if the
effect of the pooling of risk dominated the postiiquidity effects. Accordingly, support for
Stability Bonds among those Member States alreaghyimg AAA ratings would require an
assurance of a correspondingly high credit quéditythe new instrument so that the financing
costs of their debt would not increase. As expljrteis again would rest on a successful
reduction of moral hazard. The acceptability ofo8iy Bonds might be further assured by a
mechanism to redistribute some of the funding athges between the higher-and lower-
rated Member States (see Box 2).

The credit rating for Stability Bonds would primari ly depend on the credit quality of the
participating Member States and the underlying guaantee structure.*

- With several (not joint) guarantegsach guaranteeing Member State would be liable for
its share of liabilities under the Stability Bonccarding to a specific contribution ké&¥.
Provided that Member States would continue to alsgiecific ratings, a downgrade of a
large Member State would be very likely to resaltai corresponding downgrade of the
Stability Bond, although this would not necessahfve an impact on the rating of the
other Member States. In present circumstances ontii six AAA euro-area Member
States, a Stability Bond with this guarantee stm&ctwould not be assigned an AAA
credit rating and could even be rated equivalentti the lowest-rated Member State.

- With several (not joint) guarantees enhanced by sewiodahd collateral each
guaranteeing Member State would again remain litdslés own share of Stability Bond
issuance. However, to ensure that Stability Bondsl@valways be repaid, even in case of
default, a number of credit enhancements could dmsidered by the Member States.
First, senior status could be applied to StabBHond issuance. Second, Stability Bonds
could be partially collateralised (e.g. using cagbld, shares of public companies etc.).
Third, specific revenue streams could be earmatkembver debt servicing costs related
to Stability Bonds. The result would be that thalfdity Bonds would achieve an AAA
rating, although the ratings on the national boafiess credit-worthy Member States
would be likely to experience a relative deterimnat

- With joint and several guarantegsach guaranteeing Member State would be liakle no
only for its own share of Stability Bond issuanag klso for the share of any other
Member State failing to honour its obligatidfisEven under this guarantee structure,

complex to manage in the case of the EFSF, theyprase useful in reinforcing the credit rating bét
Stability Bond.

In this section, the ternseveral guaranteandjoint and several guarantesre used in an economic sense
that may not be identical to their legal definion

Such as an EU budget or ECB capital key

However, in such circumstances, participating MenStates would have a claim on the defaulting
Member State.

11
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Stability Bonds may not obtain or maintain an AA#&ting if a limited number of AAA-
rated Member States would be required to guarargeelarge liabilities of other lower-
rated Member States. There is also a non-negligilsle that a cascade of rating
downgrades could be set in motion, e.g. a downgeadf a larger AAA-rated Member
State could result in a downgrading of the Stab#ibnd, which could in turn feedback
negatively to the credit ratings of the other mapating Member States due to their
contingent liability for all Stability Bond issuamcAccordingly, appropriate safeguards
would be essential to assure budgetary disciplmersg the participating Member States
via a strong economic governance framework (andiplysseniority of Stability Bonds
over national bonds under an option where thesddx@ntinue to exist).

Box 2: Possible redistribution of funding advantags between Member States

The risk of moral hazard associated with StabiBynd issuance with joint guarantees might (be
addressed by a mechanism to redistribute someeditiding advantages of Stability Bond issuamnce
between the higher- and lower-rated Member St&esh a mechanism could make the issuancge of
Stability Bonds into a win-win proposition for @&luro-area Member States. A stylised example using
two Member States can be used to demonstrate:

The government debt of both Member States amoonabout EUR 2 billion, but Member State |A
pays a yield of 2%, while Member State B pays ddy® 5% on national issuance with 5-year
maturity. Stability Bond issuance would financetbtember States fully, with maturity of 5 years
and an interest rate of 2%). The distribution cdlfBity Bond issuance would be 50% for each
Member State.

Part of the funding advantage that Member StateoBlavenjoy from Stability Bond issuance could
be redistributed to Member State A. For exampl&Q@bps discount for Member State A could |be
financed from the 300 bps premium for Member SBat@ccordingly, the Stability Bond could fung
Member State A at a yield of 1% and fund MembeteSEaat a yield of 3%. Both Member States
would have lower funding costs relative to natiasaliance.

Needless to say, the mechanism for internal digioh of the benefits from Stability Issuance would
need to be formulated but would be linked to re&toudgetary performance in the context of the
euro-area economic governance framework.

Ensuring consistency with the EU Treaty

Consistency with the EU Treaty would be essentiabtensure the successful introduction
of the Stability Bond. Firstly, Stability Bonds must not be in breachlod fTreaty prohibition
on the “bailing out” of Member StateShe compatibility of Stability Bonds with the cunte
Treaty framework depends on the specific form choS®me options could require changes
in the relevant provisions of the Treaty. Artic251of the Treaty on the functioning of the
European Union (TFEU) prohibits Member States frassuming liabilities of another
Member State.

Issuance of Stability Bonds under joint and severafjuarantees would a priori lead to a

situation where the prohibition on bailing out would be breached.In such a situation, a

Member State would indeed be held liable irrespeabf its 'regular’ contributing key, should
another Member State be unable to honour its fiahrmommitments. In this case, an
amendment to the Treaty would be necessary. Thisdcbbe made under the simplified
procedure if a euro area common debt managemene affere constructed under an inter-
governmental framework, but would most likely reguihe use of the ordinary procedure if it
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were placed directly under EU law since it wouldeexi the competences of the EU. Unless a
specific basis is established in the Treaty, anl&Wbased approach would probably require
the use of Article 352 TFEU, which implies a unaaim vote of the Council and the consent
of the European Parliament. The issuance of StalBionds and the tighter economic and
fiscal coordination needed for ensuring its suceessld also most likely require significant
changes to national law in a number of Member State

Issuance of Stability Bonds under several but notojnt guarantees would be possible
within the existing Treaty provisions. For exampleincreasing substantially the authorised
lending volume of the ESM and changing the lenaiogditions with a view to allowing it to
on-lend the amounts borrowed on the markets tceatb-area Member States could be
constructed in a way compatible with Article 125EXF, provided the pro-rata nature of the
contributing key attached to the ESM remains ungkenThe same reasoning would apply to
issuances of a possible common debt managemextk offihose liabilities would remain
limited to a strictly pro-rata basis.

The Treaty would also need to be changed if a sididantly more intrusive euro-area
economic governance framework was to be envisagedepending on the specific
characteristics of Stability Bonds, fiscal and emoit governance and surveillance in
participating Member States would have to be regdd to avoid the emergence of moral
hazard. Further qualitative changes in governareyoid the proposals included in the
23 November package will probably require changethe Treaty. Section 3 discusses such
options of reinforced fiscal governance in moretdep

2. OPTIONS FOR ISSUANCE OF STABILITY BONDS

Many possible options for issuance of Stability Bais have been proposed, particularly
since the onset of the euro-area sovereign crisidowever, these options can be generally
categorisedunder three broad approaches, based on the defymgbstitution of national
issuance (full or partial) and the nature of thelartying guarantee (joint and several or
several) implied. The three broad approacheS:are

1. the full substitution of Stability Bond issuance fmational issuance, with joint and
several guarantees;

2. the partial substitution of Stability Bond issuarioe national issuance, with joint and
several guarantees; and

3. the partial substitution of Stability Bond issuatficenational issuance, with several but
not joint guarantees.

4 For example, the German Constitutional Courngulif 7 September 2011 prohibits the German letjisla

body to establish a permanent mechanisami¢h would result in an assumption of liability fither
Member States' voluntary decisions, especiallyafthave consequences whose impact is difficult to
calculate” It also requires that also in a system of integgamental governance, the Parliament must
remain in control of fundamental budget policy deans.

A fourth approach involving full substitution 8tability Bonds and several but not joint guarasitweuld
also be possible but is not considered, as it woatcbe materially different from the existing iasge
arrangements. In addition, hybrid cases could Ipe&iged, for example several guarantees on debt
obligations coupled with a limited joint guaranteecover short-term liquidity gaps.
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In this section, each of the three approaches se&sasd in terms of the benefits and
preconditions outlined in Section 1.

2.1. Approach No. 1: Full substitution of Stability Bond issuance for
national issuance, with joint and several guarantee s

Under this approach, euro-area government financingvould be fully covered by the
issuance of Stability Bonds with national issuanceéiscontinued While Member States
could issue Stability Bonds on a decentralisedsba& a coordinated procedure, a more
efficient arrangement would imply the creation ofiagle euro-area debt agert€yThis
centralised agency would issue Stability Bondshie tarket and distribute the proceeds to
Member States based on their respective financeggds On the same basis, the agency
would service Stability Bonds by gathering interastl principal payments from the Member
States. The Stability Bonds would be issued undiet pnd several guarantees provided by
all euro-area Member States, implying a poolinghadir credit risk. Given the joint-and-
several nature of guarantees, the credit ratintheflarger euro-area Member States would
most likely dominate in determining the Stabilityrml rating, suggesting that a Stability
Bond issued today could be expected to have adragt rating. Nevertheless, the design of
the cross-guarantees embedded in Stability Bondstaimplications for credit rating and
yields would need to be more thoroughly analysed.

This approach would be most effective in deliveringthe benefits of Stability Bond
issuance.The full substitution of Stability Bond issuance faational issuance would assure
full refinancing for all Member States irrespectiokthe condition of their national public
finances. In this way, the severe liquidity consttcurrently experienced by some Member
States could be overcome and the recurrence of sngstraints would be avoided in the
future. This approach would also create a veryelaagd homogenous market for Stability
Bonds, with important advantages in terms of ligyidnd reduced liquidity risk premia. The
new Stability Bonds would provide a common euraadrenchmark bond and so offer a more
efficient reference framework for the pricing otkithroughout the euro-area financial
system. By assuring high quality government-relaigithteral for financial institutions in all
Member States, it would maximise the benefits omewmn issuance in improving the
resilience of the euro-area financial system anamiproving monetary-policy transmission.
The Stability Bond under this approach would alswvjale the global financial system with a
second safe-haven market of a size and liquidityparable with the US Treasury market and
so would be most effective in promoting the intéioraal role of the euro.

At the same time, this approach would involve the rgatest risk of moral hazard.
Member States could effectively free ride on thecighline of other Member States, without
any implications for their financing costs. Accargly, this approach would need to be
accompanied by a very robust framework for delingrbudgetary discipline and economic
competitiveness at the national level. Such a fraonke would require a significant further
step in economic, financial and political integoaticompared with the present situation.
Without this framework, however, it is unlikely thitaiis ambitious approach to Stability Bond
issuance would result in an outcome that would beeptable to Member States and
investors. Given the joint-and-several guaranteedife Stability Bond and the robustness

16 See section 4 for a review of the advantagesl@mativantages of centralised and decentralisedrissu
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required in the underlying framework for budgetdiscipline and economic competitiveness,
this approach to Stability Bond issuance would aoertainly require Treaty changes.

Under this approach, the perimeter of government det to be issued via Stability Bonds
would need to be definedIn several Member States, bonds are not onlyeddy central
governments but also by regional or municipal goreents'’ In principle, one might opt for
including sub-national issuance. The obvious adgatvould be that the potential benefits in
terms of market stability, liquidity and integratiavould be broadened. It would also be
consistent with the EU approach to budgetary sliaveie, which covers the entire general
government debt and deficits. On the other handylipyp issuance only of central
governments might deliver a more transparent aodreearrangement. Central government
data are typically more easily accessed, whichotsatways the case for local authorities.
Moreover, the issuance would cover only deficitByfeontrolled by central governments.
From a purely market point of view, such Stabitgnds would replace only widely known
central government bonds, which would facilitate ttssessment and valuation of the new
Stability Bonds'®

The process for phasing-in under this approach codl be organised in different ways
depending on the desired pace of introductionUnder an accelerated phasing-in, new
issuances would be entirely in the form of StapiBonds and outstanding government bonds
could be converted into new Stability Bonds, irefarm of a switch of a certain amount of
national government bonds in exchange for new BtaBionds. The main advantage of this
option would be the almost immediate creation bfjaid market with a complete benchmark
yield curve. The buy-back of legacy bonds could a#eviate the current acute financing
problems of the Member States with high debt agth mterest rates. However, the operation
may be complicated and would require careful catibn of the conversion rate to minimise
market disruption. An alternative would be a moradgal scheme, i.e. full, or even only
partial, new gross issuance for each Member StatStability Bonds while outstanding euro-
area government bonds would remain in circulationttte secondary market. This would
allow the market to gradually become accustomedht new instrument and develop
analytical/pricing tools, thereby posing less rigsk market disruption. However, in this
variant, building a complete Stability Bond marketuld take several years (depending on
maturities of outstanding bonds), delaying possh®eefits. As for the outstanding legacy
bonds, this segment would be gradually declinisgb@ing replaced by Stability Bonds and
newly issued national bonds. Hence, the overaliidiy of that segment would decline over
time and accordingly, the liquidity premium on legdonds might gradually rise.

Due to the need for changes to the Treaty the ingigation of this approach might take a
considerable amount of time.

2.2. Approach No. 2: Partial substitution of nation al issuance with
Stability Bond issuance with joint and several guar antees

Under this approach, Stability Bond issuance wouldbe underpinned by joint and
several guarantees, but would replace only a limitk portion of national issuance The

" This is the case in particular for Germany and tesser extent for Spain and France.

This narrow coverage of Stability Bonds would Iynihat Member States would have to commit not to
issue own national, or other sovereign, bondsuiiog their sub-federal entities if these are ideldiin
the system of joint issuance.

18
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portion of issuance not in Stability Bonds wouldheen under respective national guarantees.
This approach to common issuance has become knewthe “blue-red approach”
Accordingly, the euro area sovereign bond marketlévoonsist of two distinct parts:

Stability Bondgor "blue bonds"): The issuance of Stability Bowasuld occur only
up to certain predefined limits and thereby not essarily covering the full
refinancing needs of all Member States. These bomisd benefit from a joint-and-
several guarantee and would imply a uniform refiiag rate for all Member Staté$.

National government bondéred bonds"). The remainder of the issuance reguio
finance Member State budgets would be issued ahd#tienal level under national
guarantees. In consequence, national bonds wotlttaat de facto, be junior to
Stability Bonds because of the latter's coveragpiny-and-several guarantéésThe
scale of national issuance by each Member Statédwimpend on the agreed scale of
common issuance of Stability Bonds and its oveeflhancing needs. Depending on
the size of these residual national bond markedsigssuances and the country's credit
quality, these national bonds would have countsesj liquidity and credit features
and accordingly different market yields, also sinuast sovereign credit risk would be
concentrated in the national bonds, amplifyingdteslit risk?” The intensified market
pressures on national issuance would provide malikeipline.

A key issue in this approach would be the specificriteria for determining the relative
proportions of Stability Bond and national issuanceThe main options would be:

A simple rule-based systeiror example, each Member State could be entitlezhto
amount of Stability Bonds equal to a specified petage of its GDP, perhaps
reflecting the Treaty criterion of 60%. An importasimension to consider is how
much risk would be concentrated on the nationald (amior) part, this being
dependent on the size of the common issuance (gherthe share of Stability Bond
issuance, the more risk is concentrated on theluakinational issuance). To avoid
excessive credit risk in national issuance, whii# delivering liquidity benefits
through common issuance, it might be appropriateetahe ceiling at a more prudent
level.

A more flexible system linked to policy compliantee maximum amount of a
Member State's Stability Bond issuance could bedfias above, but the ceiling at any
point in time would be linked to the Member Statesmpliance with rules and
recommendations under the euro-area governancerark. Non-compliance could
be sanctioned by a (possibly automatic) lowerinthefrespective Stability Bond debt
ceiling for the Member State concerned (see alstid@e3). This system would also
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See Delpla, J. and von Weizsacker, J. (2010)y phaposed a debt ceiling of 60% of GDP, motivaigd
the Maastricht criteria.

As in Approach No. 1, Stability Bond issuancelddae conducted on a decentralised basis, but would
probably be more efficiently managed by a centedltdnanagement agency.

Such a subordinate status of national bonds amlidapply to newly issued national bonds, i.giamel
bonds issued after the introduction of StabilitynBs. Conversely, outstanding "old" or "legacy" oaél
bonds would have to enjoy the same status as Bgabinds, because a change of their status would,
technically, amount to a default.

Delpla and von Weizséacker argue that, due tdiitje default risk, red debt should largely be keyit of
the banking system, by becoming no longer eligibieECB refinancing operations and subject to pdinf
capital requirements in the banking system.
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serve as a quasi-automatic stabilizer of the ciophlity of the Stability Bonds, as the
respective share of fiscally underperforming Mentbiates would be reduced.

The credibility of the ceiling for the Stability Bond issuance would be a key
consideration. Once the blue bond allocation is exhausted, thanfimg costs for the
Member State could increase substantially. Thiddcaesult in political pressures to increase
the ceiling. Unless there are strong safeguardmsigsuch pressures, anticipation of a "soft"
ceiling could largely eliminate the discipliningfedts of the blue-red approach. Therefore,
irrespective of the criteria established for deiaing the ceiling for Stability Bond issuance,
it would be essential that that this ceiling shoblel maintained and not adjusted on an
arbitrary basis, e.g. in response to political pues.

This approach to Stability Bond issuance is less amitious than the full-issuance
approach above and so delivers less in terms of emonic and financial benefits.Due to
their seniority over the national bonds and guamstructure, the Stability Bonds would pose
a very low credit risk, the latter reflected in higredit ratings (i.e. AAA). The yield on the
Stability Bonds would therefore, be comparable wiiblds on existing AAA government
bond in the euro area. In consequence, there woelldorresponding benefits in terms of
euro-area financial stability, monetary policy samssion and the international role of the
euro, although these would be less than under tlbee nambitious approach of full
substitution of Stability Bond issuance for natibmssuance. As the build-up phase in
Stability Bond issuance toward the agreed ceilimmuhé most likely take several years, all
Member States could, during the start-up phaseg kawy broad access to financial markets
via Stability Bonds. This would overcome possibiguidity constraints faced by some
Member States but for that period give rise to Hane moral hazard implications as
discussed in Section 2.1 under full issuance. Gtliaha return to national issuance for these
latter Member States would be required when théil8taBond ceiling would be reached,
they would need to provide reassurance that dutimg time they would undertake the
budgetary adjustments and structural reforms nacgs$s reassure investors and so maintain
access to markets after the introductory perioe yikelds on the newly issued national bonds
would, however, rise due to their junior statustirdtely, assuming a reasonably high
proportion of Stability Bond issuance has beenhedcthe market would be expected to be
liquid, but less liquid than if all issuances weneStability Bonds as the residual national
bonds would also hold a certain market share.

On the other hand, the preconditions for StabilityBond issuance would be somewhat
less binding under this approach Establishing a ceiling for Stability Bond issuarveeuld
help to reduce moral hazard by maintaining a degfeearket discipline through the residual
national issuance. However, the relationship betweeral hazard, market discipline, and
contagion risk in determining the appropriate SigbBond ceiling is not straightforward. A
relatively low Stability Bond ceiling (implying atge amount of residual national issuance)
would limit moral hazard but could leave Membert&awith existing high debt levels
vulnerable to the risk of catastrophic default bairt national issuance. Such a catastrophic
default would carry contagion risk for the euroaass a whole. A relatively high Stability
Bond ceiling (implying a small amount of residualtional issuance) would imply a greater
risk of moral hazard but would still allow the pilsisty of default in a Member State with
less catastrophic effects and less contagion oskiro area as a whole. A robust framework
for maintaining fiscal discipline and economic catifiveness at national level would still be
required to underpin the Stability Bond issuandtoagh the market discipline provided via
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the retention of national issuance might imply sslelramatic transfer of sovereignty than
under the approach of full Stability Bond issuandeanwhile, the choice of ceiling would
also determine the likely credit quality of the ISlidy Bond. A relatively low ceiling would
underpin the credit quality of Stability Bonds byiting the amount of debt covered by the
stronger joint and several guaranté&€§he joint-and-several guarantee for the StabBioyd
would almost certainly require Treaty changes.

The process for phasing-in under this approach codl again be organised in different
ways depending on the desired pace of introductiorJnder an accelerated phasing-in, a
certain share of outstanding euro-area governmentl$ would be replaced by Stability
Bonds at a pre-specified date using pre-specifadofs. This would rapidly establish a
critical mass of outstanding Stability Bonds ansu#ficiently liquid market with a complete
benchmark yield curve. However, it could imply tinabst Member States reach the ceilings
at the moment of the switch and that they wouldeltavcontinue tapping capital markets with
national bonds. Under current market conditions thight constitute a drawback for some
Member States. Under a more gradual phasing-ifpalalmost all) newgross issuance for
Member States would be in Stability Bonds until 8tability Bond issuance target ceiling is
reached. Since for several years only (or nearly)ddtability Bonds would be issued, this
approach would help to ease market pressure amrdvginerable Member States time for the
reforms to take effect. However, specific challengenerge for the transition period, as
highly indebted countries typically have larger amdre frequent rollovers. Unless other
arrangements are agreed, their debt replacememtStability Bonds up to the ceiling will be
more rapid than the average, while for countrieth wliebt below the ceiling, it would take
longer. In consequence, the individual risk, whéchossible "joint-and-several” guarantee is
covering, would be skewed to the higher side inttaasition phase, while on the other side
the liquidity effect, which should compensate th&AAcountries, would still be small. This
specificity may need to be reflected in the goveosaarrangements. For example, an
alternative could be to set annual predefined rwgsli rising slowly from zero to the desired
long-term value.

Due to the need for changes to the Treaty, theamehtation of this approach might also
take, as for Approach No 1, some considerable tatierpugh the lesser degree of necessary
changes to economic and fiscal governance, duehdoptrtial reliance of markets for
signalling and disciplining, might make the implertation process less complex and time-
consuming.

% The proposal by Bruegel sets the ceiling at 60%DP, using the Maastricht criterion as refereboe

other proposals with even lower ceilings have beade. Indeed, it has been argued that a suffigidmtl
ceiling virtually guarantees zero default risk aw@onds. A standard assumption in the pricinged@udit
risks is that in the case of default 40% of thetaealn be recovered. Applying this consideration to
sovereign debt, a ceiling below the recovery vavoeld imply that the debt issued under the common
scheme will be served under any condition.
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Box 3: Debt redemption fund and safe bonds

As a specific example of the partial issuance agg@rpthe German Council of Economic Expefrts
(GCEE) presented in their Annual Report 2013/ a2proposal for safe bonds that is a part of a-etiro
area wide debt reduction strategy aimed at bringiedevel of government indebtedness back below
the 60% ceiling as put in the Maastricht Treaty.

One of the pillars of the strategy is a so-callettdedemption fund. The redemption fund would
pool government debt exceeding 60% of individualintaes' GDP of euro area Member States. It
would be based on joint liability. Each participaficountry would, under a defined a consolidatjon
path, be obliged to autonomously redeem the trenesfedebt over a period of 20 to 25 years. The
joint liability during the repayment phase meanatthafe bonds would thereby be created, In
practice, the redemption fund would issue safe bomdd the proceeds would be used |by
participating countries to cover their pre-agreegrent financing needs for the redemption |of
outstanding bonds and new borrowing. Therefore, dékt transfer would occur gradually over
around five years. Member States with debt abowé 60 GDP would therefore not have to seek

financing on the market during the roll-in phasda®) as the pre-agreed debt reduction path was
adhered to. After the roll-in phase, the outstagdiebt levels in the euro area would comprise:

(i) national debt up to 60% of a country's GDP, dinddebt transferred to the redemption fund
amounting to the remainder of the debt at the wintansfer. Open questions remain, for example
on the fund's risk, which would be skewed due ®dker-representation of high-risk debt, and the
impact on the de facto seniority from collaterdlsa of the fund's bonds.

The GCEE safe bonds proposal combines (temporamy)mon issuance and strict rules on fiscal
adjustment. They do not constitute a proposal fabiity Bonds in the meaning of this Green Paper,
in the sense that common issuance would be temparar used only for Member States with public
debt ratios above 60% of GDP. Instead, the GCERgs®s to introduce a temporary financing tool
that would give all euro-area Member States tinngl, fnancial breathing space, to bring their debt
below 60% of GDP. Once this goal is reached thel fand safe bonds will be automatically
liquidated. Therefore, safe bonds are a crisis tatbler than a way of permanent integration of the
euro-area government bond markets. However, evengthtemporary, the debt redemption fund
could contribute to the resolution of the curresibtdoverhang problem. Thus it would be worthwhile
to investigate whether such fund could be the prsar to permanent Stability Bonds.

2.3. Approach No. 3: Partial substitution of nation  al issuance with
Stability Bond issuance with several but not joint guarantees

Under this approach, Stability Bonds would again shistitute only partially for national
issuance and would be underpinned by pro-rata guarsees of euro-area Member
State$>. This approach differs from Approach No. 2 insadarMember States would retain
liability for their respective share of StabilityoBd issuance as well as for their national
issuance. However, issues relating to the spliveenh Stability Bond and national issuance,
including the choice of ceiling for Stability Bomssuance, would be largely the same.

This approach to the Stability Bond would deliver éwer of the benefits of common
issuance but would also require fewer preconditionto be met.Due to the several, but not

24 published on 9 Nov. 201hitp://www.sachverstaendigenrat-wirtschaft.de/akesg@hrsgutachten.html

paragraphs 9-13 and 184-197
Such an approach was considered in the Giovaf@rmup report (2000) — though through decentralised

issuance and was more recently proposed by De @rand Moesen (2009), Monti (2010) and Juncker
and Tremonti (2010)
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joint, guarantee, moral hazard would be mitigaMdmber States could not issue benefiting
from a possibly higher credit quality of other MesnlStates. In addition, the continued
issuance of national bonds would expose MembereStad market scrutiny and market
judgement that would be an additional, possibly antimes, strong deterrent to irresponsible
fiscal behaviour. While this approach would be darenlimited use in fostering financial
market efficiency and stability, it would be morasgy and more rapidly deployable. Given
the several but not joint guarantees, Member Statbgect to high market risk premia would
benefit considerably less from the creditworthine$slow-yield Member States than in
Approach No. 2 and particularly than in Approach. llo In that sense, the possible
contribution of Approach No. 3 to mitigating a soeign debt crisis in the euro area and its
possible implications on the financial sector wolddmuch more limited. However, given the
possibly much faster implementation time of thigpraach, it could, unlike the other two
approaches possibly help addressing the curreetsign debt crisis.

The key issue with this approach would be the natér of the guarantee underpinning the
Stability Bond. In the absence of any credit enhancement, thditayeality of a Stability
Bond underpinned by several but not joint guaraweeuld at best be the (weighted) average
of the credit qualities of the euro-area MembelteéStalt could even be determined by the
credit quality of the lowest-rated Member Stateless they enjoy credible seniority over
national issuance in the case of all Member S{atss below). This could certainly reduce the
acceptance of the instrument among investors amh@rmhe higher-rated Member States and
undermine the benefits of Stability Bonds, notahbir resilience in times of financial stress.

In order to increase acceptance of the Stability Bad under this approach,the quality of

the underlying guarantees could be enhanceddember States could provide seniority to
the debt servicing of Stability Bonds. Furthermdvismber States could provide collateral,
such as cash, gold reserves which are largelydassxof needs in most EU countries, as well
as earmarking specific tax receipts to servicingtbility Bonds. More than for approach
no. 2, where the common part is backed by jointsaral guarantees, the feasibility of this
option relies on the seniority status of the comnssuer and on a prudent limit for the
common issuance. This points to the need for cheefalysis of the implications of this
option for current bonds in circulation, where samegative pledge clauses may exist, and the
identification of appropriate solutions.

While under normal conditions, the total cost of dbt for a country should remain
constant or fall, the marginal cost of the debt wold rise. This should help in containing
moral hazard and prompting budgetary disciplinegnewm the absence of any particular form
of enhanced governance or fiscal surveillance. Stability Bond would thereby provide a
link and reinforce the effectiveness of the newstablished governance package, if the
amounts to be funded through common issuance degnaeed in close connection with
fiscal targets established in the Stability progmas and create strong incentives to rapidly
reduce overall debt leveS.It would also eliminate the need for a Treaty deuiin this

% Similarly, but presumably needing a Treaty chafiei-Smaghi proposed a Eurobond with pro-rate

guarantees but with the right to issue debt traresfiefrom Member States to a supra-national agehiuny.
debt could be issued up to levels agreed by then€ibim the context of the yearly approval of thelslity
programmes, which would made impossible issuing ttebover expenditure over the debt limit set gver
year. This way a "debt brake" would be created¢ctviould force a country to make an early decision
when its public debt gets too close to the agramail. |
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regard. However, maintaining the credit qualitytbé Stability Bond would most likely
require secondary legislation to establish them#yistatus of the Stability Bond.

The alternatives in the treatment of legacy bondsas well as their respective advantages
and disadvantages, would be similar to the ones de#ed under Approach No. 2

This option could be implemented relatively quickly This option could be pursued without
requiring changes to the EU Treaty, while secondizgislation may be helpful to strengthen
the seniority principle. Furthermore, substitutafmational by Stability Bonds would only be
partial. Therefore, this approach could be implete@mather quickly.

Combining the approaches

As the scope, ambition and required implementationtime vary across the three
approaches, they could also be combinedApproach No. 1 can be considered the most
ambitious approach, which would deliver the highestults in market integration and
strengthening stability but it might require cores@ble time for implementation. Conversely,
Approach No. 3, with its different scope and gusganstructure, seems to be more easily
ready for a more rapid deployment. Hence, theeedsrtain trade-off between ambition of the
features and scope of the Stability Bond and thesipe speed of implementation. To
overcome this trade-off, the various options coh&l combined as sequential steps in a
process of gradual implementation: a relativelyyemtroduction based on a partial approach
and a several guarantee structure, combined wida@map towards further development of
this instrument and the related stronger governa®aeh an upfront political roadmap could
help ensuring the market acceptance of StabilitydBdrom the outset.

Impact on non-euro area Member States of the EUthind countries

Participation in the Stability Bond framework is usually conceived for the Member
States of the euro ared. This is a due to the normal desire of MembereStab issue debt
and maintain markets in their own currency andhef flact that E-bonds might be part of a
framework of a higher degree of economic and palitintegration. However, these Member
States would nevertheless be affected by the inttiah of Stability Bonds, accompanied by
a reinforced framework of economic governance. éra stability across the euro area
fostered by Stability Bonds would also directly asubstantially stabilise financial markets
and institutions in these countries. The same waplay for any third country, to the extent
of its economic and financial linkages with theaarea. On the other hand, the creation, by
Stability Bonds, of a very large and sound marketdafe assets might add to competition
between financial markets for investors' interest.

27 Even if in particular under approach no. 3 pastiion by Member States outside the euro areaseem

conceivable
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Table 1: Overview over the three main options

(Option 1) (Option 2) (Option 3)
Main features
- Degree of substitution Full Partial Partial
of national issuance by
Stability Bonds
- Guarantee structure Joint and several Joint aretalev Several (not joint) with

enhancements

Main effects

-on average funding
costs

1/ for Stability Bond agdarge liquidity

a whole
2/ across countries

1/ Medium positive
effect from very

compensated by
strong moral
hazard.

2/ Strong shift of
benefits from
higher to lower
rated countries

1/ Medium positive
effect, from medium
liquidity and limited
moral hazard

2/ Smaller shift of
benefits from higher t
lower rated countries.
Some market pressur,
on MS with high level
of debt and subprime
credit ratings

1/ Medium positive
effect, lower liquidity
effect and sounder
policies prompted by
enhanced market
Jdiscipline

2/ no impact across
pressure on MS with

high level of debt and
subprime credit ratings

-on possible moral High Medium, but strong Low, strong market
hazard (without market incentives for incentives for fiscal
reinforced governance) fiscal discipline discipline

- on financial integrationHigh Medium Medium
in Europe

-on global High Medium Medium
attractiveness of EU
financial markets

-on financial market  High High, but some Low, but it may help to
stability challenges in case of deal with the current

unsustainable levels otrisis thanks to its rapid
national issuance implementation.

Legal considerations  Probably Treaty  Probably Treaty No Treaty changes

change change required. Secondary
legislation may be
helpful.

Necessary minimum Long Medium to long Short

implementation time
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3. FISCAL FRAMEWORK FOR STABILITY BONDS

3.1. Background

The fiscal surveillance framework has already beestrengthened with the recent reform

of the SGP including new enforcement mechanismdMoreover, it should be further
reinforced in the near term, especially for eureaaMember States under EDP and/or
requesting or receiving financial assistance, me Wwith the recent conclusions of the euro-
area Heads of States and Governments and the Ceiomgoposal for two new Regulations
based on Article 136:

- the proposal for a Regulation on common provisi@ngnonitoring and assessing draft
budgetary plans and ensuring the correction ofssice deficit in the euro area Member
States pursues the triple aim of (a) complementimgy European semester with a
common budgetary timeline aiming at better syncizing the key steps in the
preparation of national budgets; (b) complementivgmultilateral surveillance system
of budgetary policies (the preventive arm of theP$Gvith additional monitoring
requirements in order to ensure that EU policy mo@ndations in the budgetary area
are appropriately integrated in the national bualget preparations and
(c) complementing the procedure for correction dfl@mber State's excessive deficit
(the corrective arm of the SGP) by a closer momitpof budgetary policies of Member
States in excessive deficit procedure in ordereituge a timely durable correction of
excessive deficits;

- the proposal for a Regulation on enhanced surned#l@nsures that a euro area Member
State should be subject to enhanced surveillan@nthis experiencing - or at risk of
experiencing - severe financial disturbance, witheav to ensuring its swift return to a
normal situation and to protecting the other euneaaMember States against possible
negative spill over effects.

These two new Regulations together with the prafocimanges stemming from the reform of
the SGP constitute a solid foundation for enharmsatdination of budgetary policy of the
euro area Member States.

Still, Stability Bonds create risks of moral hazardand require a further strengthening of
the framework, depending on the chosen optioriThree dimensions of such a strengthened
framework may be identified:

- Increased surveillance and intrusiveness in thegdesnd implementation of national
fiscal policies would be warranted beyond the repeoposals. Further, the servicing of
Stability Bonds would be fully assured.

- At the same time, the very existence of StabilitgnB8s could fundamentally alter
budgetary processes, notablyja the allocation mechanisms, and offer a tool to
effectively enforce a rule-based framework for disgolicies.

- Fiscal conditions could be demanded for enteriregstystem of Stability Bonds, with the
effect of reinforcing the credibility of both cureadjustment plans and at cruising
speed.
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3.2. Increased surveillance and intrusiveness in na  tional fiscal policies

The recent and forthcoming reforms of surveillancecreate a sound basis to limit these
risks, but more would be neededSuch strengthening of the framework could applU
surveillance and to national budgetary frameworks.

In line with currently discussed changes, this wodl entail more thorough examination

of draft budgets, not only for fiscally distressedcountries but for all participating
Member States.EU approval of budgets could be needed for padiong Member States
under certain circumstances such as high indebs$sdoe deficit levels. Moreover, a much
stronger monitoring framework of budgetary exeautimuld be required. This could include
including regular reporting at common budgetaryndezvous', the development of alert
mechanisms based on fiscal scoreboards, and thal qussibility of correcting slippages
during execution — for instance by explicitly plamp ex ante budgetary reserves and
conditioning the entry into force of costly new reeges on on-track execution.

National fiscal frameworks will be strengthened inthe relatively near term by the
implantation of the Directive on fiscal frameworks(which could in fact be accelerated).
Furthermore, there are ongoing discussions to gidy inter alia by the introduction of
rules translating the SGP framework in nationaiskegion, preferably at constitutional level,
and with adequate enforcement mechanisms. Othaibp@dkey reinforcements of national
frameworks include the adoption of binding mediwem¥t frameworks, independent bodies
assessing the underlying assumptions of nationalgdts and effective coordinating
mechanisms between levels of public administrathsregards the latter point, the pooling
of debt at European level may give additional reasobring closer the debt management of
sub-sectors of public administration.

National frameworks also have an important role toplay in supporting surveillance at
EU level For example, common timelines in the preparatibbudgets would facilitate EU
surveillance (and may in fact be necessary to dethg allocation for Stability Bonds in
practice). Similarly, a proper monitoring of budgetecution at EU level hinges on sound
national arrangements to that aim, which could foalkthe adoption of common standards of
control and disclosure.

A system would have to be put in place that crediglensures the full debt service of each
Member State benefiting from the issuance of Stabiy Bonds. This entails that the
servicing of Stability Bonds, or more specificalllge payment of interest on common
issuance, should not come under any circumstamtesquestion. One option to this end
would be to grant extensive intrusive power at Elkl in cases of severe financial distress,
including the possibility to put the failing MS uerdsome form of ‘administration’. Another
option, as already mentioned in the previous sectibat would perhaps less infringe on
national sovereignty would be to introduce a cldesearticipating countries on seniority of
debt service in the Stability Bonds system over atier spending in the national budgets.
Such rules would need to have stringent legal fopcesumably at constitutional level. In
addition and in accordance to that, obligationsatals the Stability Bonds system would have
to be senior to (remaining) new national emissibagy.
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3.3. Stability Bonds as a component of an improved fiscal framework

While Stability Bonds create risks of moral hazard,they are also likely to change at the
root the conditions in which budgetary policies ardormulated and implemented This is
notably because European guidance on national bymlgeies would be translated into
tangible figures by the very process of settingdeing allocations to participating Member
States. Indeed, the functioning of Stability Bomdsuld under all discussed options require
devising ex anteceilings for national borrowing that would therarfre or at least affect
national budgets, especially in case of wide-reaghoptions (i.e. Approach No. 1 above)
where Stability Bonds would be expected to covepiathe bulk of new financing needs of
participating countries. In this perspective, StgbBonds may be regarded not only as a
potential source of moral hazard, but also as eedrmof better coordination of budgetary
policies through the effective enforcement of &+odsed framework.

If Stability Bonds would provide all or the bulk of government finance (i.e. Approach
No. 1) clear principles would have to guide the frmework for allocations under the
Stability Bond scheme

1. The maximum allocations would have to be baseditirtiently sound fiscal rulesvith
the framework under the SGP offering a naturaldaihe rules would thereby provide
strong incentives for responsible fiscal behaviour.

2. These guidelines would have to address the dedrBexdbility to deal with unexpected
developments and to minimise the risk of pro-cyalolicies. A key question would be
whether fiscal flexibility to respond to shocksther country-specific or at the level of
the euro area, would be provided by additionaldsse of Stability Bonds or would have
to rely on national issuance (provided they remamssible). The more flexibility is
allowed within the system, the higher the needdomstraining mechanisms (such as
control accounts) to ensure that flexibility is kepthin agreed limits and avoid 'debt
creeping'.

3. The rules should likely also incorporate some faimgraduated response’ to unsound
fiscal developmeén. This graduation could take the form of reinéatcsurveillance,
intrusiveness into national fiscal policies, asisaged above.

In addition, financial incentives for sound fiscalpolicies could be built into the system
While yields of Stability Bonds would be market-edsfunding costs might be differentiated
across Member States depending on their fiscakiposior fiscal policies, or their market
creditworthiness, as reflected by the risk-premiom national issuances over common
issuances. This would provide an incentive for sbfiscal policies within the system and
would mimic market discipline though in a smoothmgre consistent fashion than markets.
Such an incentive, which would automatically existler the 'several guarantee' option, could
be further enhanced with 'punitive’ rates in cdsdgippages from plans.

3.4. Fiscal conditions for entering the system

In order to implement the vision of Stability Bondsas "stability bonds" one might also
set fiscal conditions for Member States in order teenter and remain in the systemFor
example, Member States might be denied accessahili§t Bonds if they have not respected
their commitments under the SGP or under a reiefbriiscal framework. Alternatively,
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Member States in breach of their fiscal targetshinftave to provide (additional) collateral

for new Stability Bond issuance or might be subjecan interest surcharge. Access could
also be limited as a function of the degree of nomypliance, i.e. a deviation of the general
government budget by each percentage point of GigAtmeduce the right to issue Stability

Bonds by a certain amount of percentage pointsiz? G

A number of benefits could be expected from thigrapch:

- First, to the extent that they wish to be includethe Stability Bonds system, Member
States would have additional incentives to fullyplement the consolidation and reform
efforts they have already engaged into, in a faskiot unlike the convergence efforts
undertaken in order to adopt the euro.

- Second, financial markets and societies at largeldvoonsider consolidation plans as
more credible given the prospect for Stability Ben@hereby, the prospect of joining
Stability Bonds could raise confidence alreadyhia telatively near term. Such renewed
confidence could in fact facilitate fiscal adjustitein some countries.

- Finally, strong fiscal conditions for entry and toned participation would be
instrumental in lowering debt ratios and borrowiregeds before the respective countries
participate in the Stability Bonds. In this mannesk premia and yields of Stability
Bonds could be lowered.

Such an approach would imply that Member States wdd need to maintain residual
financing possibilities, in case they do not meehése conditionsHence, the Stability Bond
would not necessarily replace the entire bond sseiaof euro area Member States. One
would also have to designate an institution or boggponsible to monitor the compliance
with these entry criteria (for example, but notessarily, the DMO).

4. IMPLEMENTATION ISSUES

Organisational set-up

A number of technical issues would need to be de&d with respect to the organisation

of Stability Bond issuance. Most importantly, the institutional structure of nfiling
operations would need to be determined, i.e. whhedheentralised debt management office
(DMO) would be established or whether the essemtiattions could be carried out in a
decentralised way by national Treasuries and DMX3stegards the decentralised approach,
issuance would need to be conducted under unifermst and procedures and would require
a high degree of co-ordinationVhereas the centralised approach would avoid the
coordination of bond issuances, it would still reguhe transmission of detailed and reliable
information on Member States financing needs sotti@issuances could be planned. With
respect to the design of a central issuance agemgral options are conceivable, including:
(a) the European Commission could serve as DMOg¢hviiould allow speedy introduction
of the Stability Bond and allow the instrument t® bsed to manage the current crisis; or
(b) the EFSF/ESM could be transformed into a fodlle DMO; or (c) a new EU DMO could
be createtf, which would require some time to become operatiofhe exact administrative

% In transition there could be a COM agency with\C&aff and temporary national DMO staff that could

be later transformed in a DMO if necessary.
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cost of the introduction of Stability Bonds canbetcalculated without all other details being
defined in advance. Their magnitude would also hameimpact on the Member States
budgets.

An important technical issue would be how a centraded DMO would on-lend the funds
raised to the Member StatesIn principle, there would be two options, whichuttbalso be
combined: (a) on-lending in the form of direct lsawhere the Member State would receive
its funding through a loan agreement; and (b) thectpurchase of all, or the agreed amount
of, government bonds from the Member States byDMO in the primary market. The
second option would allow the DMO to also buy autsling government debt in the
secondary market, if needed.

The repayment of bonds would also need to be orgadd. The most straightforward way
of doing this would be through transfers by thearatl authorities to the issuing agent that
would organise the repayment to the bondholdersrdier to ensure that market participants
could trust that the servicing of debt would alwdes guaranteed and delays of payments
would not occur, the DMO would need to be endowéti & stable and predictable revenue
stream. While Member States would need to guarahiediabilities of this body, it would
need to be verified whether this would be suffitien whether additional collateral, cash
buffers might be required. Present national deltagament offices are part of the national
fiscal institutions, being backed by the governmaemuthority to raise taxes. For a debt
management office at supranational level, thereldvawt be such a direct link to tax
revenues, which might reduce the market's acceptaithe debt instruments to be issued.

Even with Stability Bonds, there would be a need foMember States' liquidity
management.t might in practice be nearly impossible to dedigmd issuance in such a way
that it would provide a perfect match of Membert&apayment streams. Therefore, there
would, be a need to supplement Stability Bond isseawith day-to-day liquidity
management, which could be left to the nationahauties. One option would be that the
Stability Bond issuance would focus on medium-téumding needs and that the national
authorities would manage their payment profiletlgh short-term deposits and loans or
bills. Irrespective of the organisational set-uppgedures would need to be developed to
coordinate the funding plans of individual Membeat&s, with a view to develop benchmark
issues and to build a complete benchmark yieldecurv

Relationship with the ESM

The setting up of an agent for joint issuance of 8bility Bonds for euro area Member
States might warrant a clarification of the divisian of tasks with the European Stability
Mechanism In principle, two main views can be adopted: Hf&M might be considered
materially redundant, as joint issuance, coupleth weinforced fiscal surveillance rules,
could assume the role of organising ordinary fimaftx Member States' governments as well
as exceptional additional finance in case of seridifficulties of a Member State. However,
mixing the roles of debt management and emerganaynding might be suboptimal and lead
to a confusion of roles, a weakening of incentiaesl governance and an overly complex
single funding institution. For this reason, theME&ould remain as a separate issuer of debt
for the purpose of organising and meeting exceptibnancing needs.

The choice of interaction with the ESM would also dpend on the respective option for
Stability Bonds. The ESM could be considered fairly redundantasecof Approach No. 1
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for Stability Bonds. Under this approach, that g&res nearly full coverage of financing needs
by Member States, also exceptional additional fonagn needs could be provided. The
situation seems much less clear in the case ofogghes Nos. 2 and 3, under which Member
States would continue to issue national bonds malighto joint issuance of Stability Bonds.
One might even contemplate to use the ESM framevimrkfirst steps towards Stability
Bonds. As the ESM will be based on several guaesntey Member States, the gradual
introduction of Stability Bonds based on severalt(bot joint) guarantee, i.e. based on
Approach No. 3, could be encompassed by ESM fimgnand issuance that would go beyond
the current role of providing exceptional financaasistance. In principle, joint and several
guarantees could be applied to the ESM at a ltdges

Legal regime governing issuance

Consideration must also be given to the appropriatéegal regime under which Stability
Bonds would be issuedCurrently, government bonds are issued under diniasv. For
international bond issuances, English law or, & WS market is targeted, New York law is
often used. An equivalent EU law, under which StigbBonds could be issued, does not
exist. Although it is common practice to rely omefign law for international bond issuances,
there may be a problem if all government debt wasered by UK or US law, because the
Anglo-Saxon case-law approach is different from [dgal system in many Member States.
The relevant court would also need to be agreed.upo

Documentation and market conventions

A decision on funding options, security characteriics and market conventions would be
needed. For an established issuer, auctions would be te¢eed option for issuance.
Syndication has the advantage that the financidlustry is involved in marketing the
instruments and the pricing of a security is moredtable. In addition, typically larger
amounts may be placed via syndication as it reaalsesretail-investors. In addition, various
security characteristics and market conventionsldvaieed to be determined. The most
important ones of these are addressed in Annex 4.

Accounting issues

An additional issue in need of further clarification is the treatment of Stability Bonds
under national accounting rules In particular, the question of how the nationelbdto-GDP
ratios would be affected by Stability Bonds under different guarantee structures needs to
be explored. An important issue of consideratiolh lvd the nature of any new issuing entity.

5. CONCLUSIONS AND WAY FORWARD

The common issuance of Stability Bonds by euro arellember States has significant
potential benefits. These include the deepening of the internal maakelt rendering capital
markets more efficient, increasing the stabilitd ahock resilience of the financial sector and
of government financing, raising the attractivengfssuro area financial markets and the euro
at global level, and reducing the impact of excassnarket pessimism on sovereign
borrowing costs.
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However, the introduction of Stability Bonds is ale associated with significant
challenges These must be convincingly addressed if the lisnafe to be fully realised and
potential detrimental effects avoided. In particula sufficiently robust framework for
budgetary discipline and economic competiveneshenational level and a more intrusive
control of national budgetary policies by the EUwbbe required, in particular for options
with joint and several guarantees to limit morakdra among euro-area Member States,
underpin the credit quality of the Stability Bomideassure legal certainty.

The many options for common issuance of Stability &ds can be categorised in three
broad approaches These approaches imply the full substitution tb8ity Bond issuance

for national issuance under a joint and severataniaes, a partial substitution of Stability
Bond issuance for national issuance under similarantees and a partial substitution of
Stability Bond issuance for national issuance ursgeeral guarantees. These options present
different trade-offs between the expected benafits pre-conditions to be met.

In particuar due to different degrees of required tianges to the EU Treaty (TFEU), the
various options would require different degrees oimplementation time. The most far-
reaching Approach No. 1 would seem to require thlstnfar-reaching Treaty changes and
administrative preparations both because of th@duiction of the common bonds as such
and the parallel strengthening of economic govereaApproach No. 2 would also require
considerable lead-time. In contrast, Approach Nov@ild seem feasible without major
Treaty changes and therefore relatively little gahaimplementation.

The suggestions and findings in this paper are stibf exploratory nature and the list of
issues to be considered is not necessarily exhaustiFurthermore, many of the potential
benefits and challenges are presented only in tqtigé terms. A detailed quantification of
these various aspects would be intrinsically dificand/or will require more analysis and
input from various sides. Also, in many instandks, problems to be resolved or decisions to
be taken are identified but not resolved.

In order to advance on this issue, more analyticalwork and consultation are
indispensable Several of the key concepts, possible objectaras benefits, requirements
and implementation challenges merit a more detaitesideration and analysis. The views of
key stakeholders in this respect are essentigbatticular, Member States, financial market
operators, financial market industry associati@tsdemics, within the EU and beyond, and
the wider public should be adequately consultece fgsults of this consultation should be
reflected in the further follow-up of the potentialinching of Stability Bonds.

Accordingly, the Commission has decided to launch broad consultatior?® on this Green
Paper, which will close on [8 January 2013f. The Commission will seek the views of all
relevant stakeholders as mentioned above and Beeddvice of the other institutions. On the
basis of this feedback, the Commission will indécé$ views on the appropriate way forward
by [mid February 2012].

2 Feedback can be provided via all normal means,

including to a dedicated mailbokCFIN-Green-Paper-Stability-Bonds@ec.europa.eu
(webpagehttp://ec.europa.eu/economy_finance/consultatidesn en.htrp
For the sake of a timely follow up, the deviatfoom the normal consultation period of eight wes&ems

justified by the fact that the concept of Stabiltgnds/Eurobonds has already been widely discussed
considerable amount of time.

30
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ANNEX 1: BASIC FIGURES ON GOVERNMENT BOND MARKETS

Member General government Central Govern- CDS Credit
State debt government ment bond spreads rating
debt yields o

SR gell,, worcDR, | WD patyen SaCA

end 2010end 201Qend 201C 8/11/2011 8/11/201i 8/11/2011
Belgium 340.7 96.2 4.4 87.7 4.3 292.9 AA+
Germany 2061.8 83.2 26.4 53.2 1.8 89. AAA
Estonia 1.0 6.7 0.0 3.3 n.a. n.a. AA-
Greece 3294 1449 4.2 155.6 27.8 n.g CcC
Spain 641.8 61 8.2 52.3 5.6 400.1 AA-
France 1591.2 82.3 20.3 67.8 31 183. AAA
Ireland 148.0 94.9 1.9 94.3 8.0 729.7 BBB+
Italy 1842.8 1184 23.6 111.7 6.8 520.7 A
Cyprus 10.7 615 0.1 102.6 10.1 n.a. BBB-
Luxembourg 7.7 19.1 0.1 17.4 n.a. n.a. AAA
Malta 4.3 69 0.1 68.9 n.a. n.a. A
Netherlands 369.9 62.9 4.7 57.3 2.2 99.6 AAA
Austria 205.6 71.8 2.6 66.2 3.0 159.9 AAA
Portugal 161.3 93.3 2.1 91.2 11.6 1050. BBB-
Slovenia 13.7 3838 0.2 37.3 6.0 304.25 AA-
Slovakia 27.0 41 0.3 40.1 4.0 221.2 A+
Finland 87.0 483 11 43.9 2.3 60.63 AAA
Euro area 7822.4 85.4 100 71.6 n.a. n. n.a.
p.i.. USA 10258 94.4 2.08 47.5 AA+
Source: Eurostat, IMF, S&P, Bloomberg
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ANNEX 2: CONCISE REVIEW OF THE LITERATURE ON STABI LITY

BONDS

Academics, financial analysts and policy-makersehawblished many papers on the idea of
Eurobonds (Stability Bonds). This annex summariBese contributions published so far, by
grouping them according to basic features of tlop@sals.

Credit quality and guarantee structureMost of the authors emphasise the importance
of the safe haven status that Eurobonds should dnasvevhich would be reflected by the
rating. The highest credit quality would be secumeminly through guarantee structure
and/or seniority status. Two basic guarantee typé®e embedded in Eurobonds emerge
from the literature: (i) joint and several (JonB®lpla and von Weizséacker, Barclays
Capital, Favero and Missale, J.P. Morgan) in whaalksh country each year guarantees
the entire Eurobond issuance and (ii) pro-ratadkemnand Tremonti, De Grauwe and
Moesen, BBVA) in which a country guarantees onlyix@d share of the issuance.
Favero and Missale emphasise that a Eurobond bdnkgmint and several guarantees
could reduce exposure to crisis transmission amagion. On the other hand, authors
supporting the pro-rata guarantee argue that itaesimoral hazard. Capaldi combines a
pro-rata guarantee with credit enhancements (caérpover-guarantee, capital, etc) to
ensure the highest credit rating. Delpla and Wekesé Barclays Capital, Dubel propose
to ensure the credit quality of Eurobonds by makimgm superior to national bonds,
arguing that even in the extreme case of a sovedafault the recovery value would be
high enough to fully serve the senior bonds. Didretents a slightly different approach
of partial insurance of sovereign (senior) bondsheyESM.

Moral hazard Moral hazard due to weaker incentives for fistigkipline is the main
argument used against Stability Bonds and the mvadly discussed issue in all the
proposals (in particular by Issing). Some authorgppse limits on the volume of
Eurobonds issued on behalf of Member States, déowing the debt ceiling of 60%
as defined in the SGP. Any additional borrowingdseshould be financed by national
bonds. This idea is explored in the Blue bond cphbg Delpla and von Weizsacker,
which suggests a split of the issuance between IBbnels, i.e. extremely liquid and safe
(guaranteed jointly and severally by participatoauntries) bonds with senior status,
and Red bonds - purely national with junior staflise pricing of red bonds would
create incentives for governments to keep the Hudgder control. In a similar vein,
Jones and Barclays Capital's propose limits bothdelot and on deficits that would
allow for a gradual decline of debt-to-GDP ratibsaddition to limiting the issuance of
Eurobonds, Favero and Missale propose to addressal mwazard through a
compensation scheme based on the indexation ointeeests paid by each Member
State (as a function of its credit risk premium fscal parameters). Boonstra, De
Grauwe and Moesen, BBVA and Natixis propose varipygges of a bonus/penalty
system depending e.g. on the capacity of diffekéerinber States to reduce their general
government deficit and debt.

All authors agree that enhancement of fiscal dism@pshould be the cornerstone of any
Eurobond project, independent on the scope or gtegastructure. Apart from the
'red'/national issuance, Favero and Missale suggssticting the participation to the
Member States with the highest credit rating orstue only a short-maturity low-risk
type of instrument such as T-bills. Barclays, BBVBelpla and von Weizsacker,
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Eijffinger, Becker and Issing envisage establishimgependent fiscal auditing bodies
and special euro-area bodies that would coordifisdal and economic policies. Under
Delpla's and Weizsacker's sophisticated systenmdependent stability council would
propose the annual allocation. This allocation wastibsequently be approved by the
national parliaments of participating Member Stateaving the ultimate budgetary
authority required to issue the (Blue) Eurobond ualbguarantees. Any country voting
against the proposed allocation would thereby dedml neither issue any (Blue)
Eurobonds in the coming year nor guarantee any Btuels of that particular vintage.
Boonstra proposes that countries that break thesrshould immediately be severely
punished, e.g. by losing funds from the EU budget lasing political influence of the
voting right in the bodies of the ECB.

Practical aspects of issuanceMost authors propose establishing a joint dejenay
that would coordinate the issuance and managedbe bh the Blue-Red bonds type of
proposals the issuance of the national part ofdte would remain with the national
treasuries.

Scope of participating countriesBecker enumerates options for the participainothe
Eurobond. Those could be: (i) common bonds issyecbhntries with the same rating;
(i) joint bonds on an ad hoc basis similar to jbmt bonds issued by some German
federal states; (iii) participation in a common govment bond only when EMU
countries qualify through solid fiscal consolidatim boom times, or (iv) Germany and
France promoting one liquid short-term instrumentaojoint European market for
treasury bills only.
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ANNEX 3: OVERVIEW OF RELATED EXISTING INSTRUMENTS

1. European Union

The European Commission, on behalf of the Europdaion, currently operates three
programmes under which it may grant loans by igsudebt instruments in the capital
markets, usually on a back-to-back basis. All fae8 provide sovereign lending. The EU is
empowered by the Treaty on the Functioning of thkt& adopt borrowing and guarantee
programmes that mobilise the financial resourcdslf its mandate.

- Under theBoP programmehe EU provides financial assistance to non-evea dMember
States that are seriously threatened with balafipayments (BOP) difficulties (Art. 143
TFEUV).

- Under the EFSM programme the European Commission is empowered to contract
borrowings on behalf of the EU for the purposeuwfding loans made under the European
Financial Stability Mechanism (Council Regulation K07/2010 of 11 May 2010). Since
December 2010, support programmes for Ireland amtu&al have been agreed on for
EUR 22.5 billion and EUR 26 billion, respectively.

- The MFA programmas providing loans to countries outside the Euasp&nion. Macro-
Financial Assistance (MFA) is a policy-based finahcinstrument of untied and
undesignated balance-of-payments support to pattnet countries (Art. 212 and 213
TFEU). It takes the form of medium/long-term loansgrants, or a combination of these,
and complements financing provided in the contdxaro International Monetary Fund's
reform programmé?

Credit Rating

The EU’'s AAA rating is a reflection of several faxt. Borrowings are direct and

unconditional obligations of the EU and guarantégdall EU Member States. Budget

resources are derived almost entirely from revgraid by Member States independently of
national parliaments including tariffs and duties imports into the EU and levies on each
Member State’s VAT receipts and GNI. On this bamds issued by the EU are zero-risk
weighted and can be used as collateral at the ECB.

For all borrowings, investors are ultimately expbse the credit risk of the EU, not to that of
the beneficiaries of loans funded. Should a beraficcountry default, the payment will be
made from the EU budget (EUR 127 billion in 201H) Member States are legally obliged
by the EU Treaty to provide funds to meet all Ebkdigations.

Key Features of EU issuance

The EU has so far issued benchmark-size bonds umsleEuro Medium Term Note
programme (EMTN), which has been upsized to EURIB@N to take into account issuance
under the EFSM. The resumption in benchmark isuaterted end of 2008, driven by the
crisis.

With the activation of EFSM for Ireland and Portljgdne EU has become a frequent
benchmark issuer. The total borrowing plan forE#SM for 2011 amounts to about EUR 28

31 For further information, seetp://ec.europa.eu/economy_finance/eu_borrowemoaac

financial assistance/index en.htm
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billion (EUR 13.9 billion for Ireland, EUR 14.1 bdn for Portugal; under BoP and MFA:
about EUR 2 billion). Funding is exclusively denoiatied in euro.

As EU assistance is of a medium-term nature, themaspectrum is normally 5 to 10 years,
but can be expanded to a range from 3 to 15 orsomaally 30 years.

“Back-to-back” on-lending ensures that the EU budimes not assume any interest rate or
foreign exchange risk. Notwithstanding the baclobéak methodology, the debt service of the
bond is the obligation of the European Union whigh ensure that all bond payments are

made in a timely manner.

As a frequent benchmark borrower, within the abpaeameters the EU intends to build a
liquid yield curve. The EU commits lead managergtovide an active secondary market,
quoting two-way prices at all times and it monittirat such commitments are applied.

Determination of EU funding

EU loans are financed exclusively with funds raisedthe capital markets and not by the
other Member States nor from the budget.

The funds raised are in principle lent back-to-b&xkhe beneficiary country, i.e. with the
same coupon, maturity and amount. This back-to-lpagiciple imposes constraints on EU
issuance, i.e. the characteristics of the issushtial instruments are defined by the lending
transaction, thus implying that it is not possitdefund a maturity or amount different from
the loan.

The Council Decision determines the overall amaifrthe country programme, instalments
and the maximum average maturity of the loan paek8&gbsequently, the Commission and
the beneficiary country have to agree loan/fundoagameters, instalments and tranches
thereof. In addition, all but the first instalmeafitthe loan depend on compliance with various
policy conditions similar to those of IMF packagesich is another factor influencing timing
of funding. This implies that timing and maturitieissuance are dependent on the related
EU lending activity.

EFSM Process

1. A Member State which is threatened with a sevemme@mic or financial disturbance
caused by exceptional occurrences beyond its damig request support from the EU
under the EFSM.

2. The Council of the EU decides by qualified majorityoting, based on a
recommendation by the European Commission.

3. The Member State negotiates an economic adjustpregramme with the European
Commission, in liaison with the IMF and the ECB.

4. The beneficiary Member State negotiates with theogean Commission the details of
a Memorandum of Understanding (MoU) and a loan exgemt and decides on
implementation.

5. Following signature of the MoU and Loan Agreememigl a request for disbursements
by the beneficiary Member State, funds are raigsenhternational capital markets and
the first tranche is released. Subsequent trancht#® loan are released, once the EU
Council has assessed the Member State's compliamite the programme
conditionality.
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2. European Financial Stability Facility (EFSF)

The European Financial Stability Facility (EFSF)1was created by the euro area Member
States (EA MS) following the decision taken on 9yM2®10 by the ECOFIN Council. The
EFSF 1.0 was founded as Luxembourg-registered coyngdne main purpose of the EFSF is
to provide financial assistance to euro area Menfitates. As part of an overall assistance
package of EUR 750 bn, the EFSF received guarabteesiro area Member States totalling
EUR 440 billion for on-lending to euro area MS imancial difficulty, subject to
conditionality in the context of an EU/IMF econonaidjustment programme.

Lending capacity

Under EFSF 1.0 the effective lending capacity @& BFSF is limited to EUR 255 billion in
order to preserve the AAA rating of EFSF's boneée (selow).

Credit Rating

The EFSF 1.0 has been AAA rated by credit ratingnages. However, under the initial

agreement (EFSF 1.0), this has come at the expgnsegeduced lending capacity, as each
EFSF loan has to be covered by i) guarantees fréi-mated sovereigns; ii) an amount of

cash equal to the relevant portion of the EFSF caskrve; and iii) a loan-specific cash
buffer. The AAA rating is essentially based on thiéwing four elements:

1. Guarantee mechanismThe guarantee agreement between the euro aregdieStates
requires them to issue an irrevocable and uncamditi guarantee for the scheduled
payments of interest and principal due on fundingtruments issued by the EFSF.
Furthermore, the guarantee covers up to 120% df eao area Member State's share of
any EFSF obligations (principal and interest), vahis however capped by the respective
Guarantee Commitments as stipulated in Annex lhef EFSF Framework Agreement.
Any shortfall due to this cap would be covered iy tash reserves and cash buffer.

2. Cash reserve Funds distributed to a borrower will be net ofup-front service fee, which
is calculated as 50 bps on the aggregated prinaipalunt of each loan and the net present
value of the interest rate margin that would acaneach loan at the contractual rate until
its scheduled maturity date.

3. Loan-specific cash bufferEach time a loan is provided to a Member Stifiee EFSF has
to establish a loan-specific cash buffer, in a sa¢hat each EFSF loan is fully covered by
AAA guarantees and an amount of cash equal todlevant portion of the EFSF cash
reserve plus this respective loan- specific casfebu

4. Potential additional support Under the EFSF Framework Agreement, the sizé¢éhef
EFSF Programme could be modified by unanimous ajpitwy the guarantors. However,
the capacity of the EFSF cannot be increased inidiglfy, as this may deteriorate the credit
position of the guaranteeing AAA-sovereigns. Shaahy of these loose its AAA rating,
the capacity of the EFSF would shrink by the gu@amount provided by that country.

Bonds issued by the EFSF are zero risk-weightede@i8l repo-eligible. The credit rating of
the EFSF could be negatively affected by a potedgterioration in the creditworthiness of
euro area Member States, especially the AAA-ratedrantors. As the EFSF is several
guaranteed, a single rating downgrade of a guamgeAAA-sovereign would downgrade
the AAA rating of the EFSF, if no further creditremcements are put in place.

34 EN



EN

Conditionality

Any financial assistance by the EFSF linked to éxéstence of an economic adjustment
programme including strict policy conditionality aset out in a Memorandum of
Understanding (MoU). The Commission negotiates whth beneficiary country the MoU in
liaison with the ECB and IMF.

Decision making
The decisions to grant funds under the EFSF aentakanimously.

3. European Financial Stability Facility (EFSF 2.0 )

The EFSF Framework Agreement has been modifieddardo have the full lending capacity
of EUR 440 billion available.

Lending capacity

Under EFSF 2.0 the effective lending capacity @& BFSF is limited to EUR 440 billion in
order to preserve the AAA rating of EFSF's boneée (selow).

Credit Rating

The EFSF 2.0 has received a AAA rating by credihgaagencies. To increase the effective
EFSF lending capacity to a maximum of EUR 440dmiljia revision of the EFSF Framework
Agreement has been made with a view to having erease in the guarantees from AAA-
rated sovereigns to EUR 440 bn. Essentially, thies AAA rating is based on one element
only, the guarantee mechanism.

That guarantee agreement between the EA MembeesStaiquires them to issue an
irrevocable and unconditional guarantee for theedaled payments of interest and principal
due on funding instruments issued by the EFSF.hEurtore, the guarantee covers up to
165% of each euro area Member State's share ofE&8F obligations (principal and
interest), which is however capped by the respedBuarantee Commitments as stipulated in
Annex 1 of the EFSF Framework Agreement. Bondsedshy the EFSF are zero risk-
weighted and ECB repo-eligible.

The credit rating of the EFSF could be negativéfgcied by a potential deterioration in the
creditworthiness of any euro area Member Stategaislty of any AAA-rated guarantor. As
the EFSF is several guaranteed, a single ratingqigmawe of a guaranteeing AAA-sovereign
would downgrade the AAA rating of the EFSF, if nother credit enhancements are put in
place.

Conditionality

Any financial assistance by the EFSF is linkedttactspolicy conditionality as set out in a
Memorandum of Understanding (MoU). The Commissi@yatiates with the beneficiary
country the MoU in liaison with the ECB and IMF. @md loans within a macroeconomic
adjustment programme, the EFSF can also granttclieds, carry out operations on the
primary and secondary bond markets and grant loatssde of programmes for recapitalising
financial institutions.
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Decision making
The decisions to grant funds under the EFSF aentakanimously.

4. European Stability Mechanism (ESM)

On 24-25 March 2011, EU Heads of States and Gowemntsrendorsed the creation of the
ESM as a permanent crisis mechanism to safeguareuito and financial stability in Europe.
The ESM will be world largest international finaalcinstitution, with an EUR 700 billion
capital, of which EUR 80 billion will be paid in.hE entry into force of the ESM was initially
planned for July 2013, but is expected to be ads@ma mid 2012.

5. German Lander joint bonds

A special segment of the German Lander (states) buarket is the so called Jumbos. These
are bonds issued by a group of German states. Wowo 38 Jumbos have been issued by
syndicates of five to seven states, with the exoeqif the particularly large Jumbo of 1997
which was shared by ten states. So far, all Jurhbee been arranged as straight bonds and
the average issue size is slightly higher than BURllion, more than seven times the size of
an average Land issue. Participants of the Jumbgrgmme are mostly states which are
either small by size or population. Jumbos are niiqeed than typical Lander bonds, saving
the state treasurers part of the liquidity risknpitem compared to a rather small single-issuer
bond. From the investors' point of view, a Jumbostitutes a structured bond composed of
separate claims against the participating statesrding to their share in the joint issue. Thus,
the states are severally but not jointly liabletfo issue.

Bond characteristics
- Issuance frequency: usually 2-3 issues per year

- Maturities: 5-10 years
- Size: EUR 1-1.5bn
- One state coordinates the issue and acts as agpayamt.

Credit Rating

The issues are rated AAA by Fitch. Background &t tRitch until recently assigned AAA
ratings to all German states because of the Landedausgleich (this is an equalisation
process which is a solidarity and implicit guarantaechanism between the Lander and
ultimately the federal state). This also explaims often split ratings between Fitch and the
other agencies. Note that not all German Landeradegl by Fitch any more.

According to Fitch, the AAA rating reflects the iadiual creditworthiness of all seven
German federated states involved in the joint issealt is based on the strong support
mechanisms that apply to all members of the GerReteration and the extensive liquidity
facilities they benefit from, which ensure timelgyment and equate the creditworthiness of
the states to that of the Federal Republic of GagmBitch notes that the support mechanisms
apply uniformly to all members of the German Fetlena the federal government (Bund)
and the 16 federated states. The differences ifeitherated states' economic and financial
performances are irrelevant, as all Lander are Iggaatitled to financial support from the
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federal government in the event of financial dssteGerman Lander joint bonds are zero-
risk-weighted and ECB repo-eligible.
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ANNEX 4: DOCUMENTATION AND MARKET CONVENTIONS

As mentioned in Section 4, the introduction of absity Bond would require determining
various security characteristics and market coneesatwould need to be determined. These
would possibly include:

EN

Jurisdiction of Stability Bond issuancEFSF and EU/EFSM bonds are issued under
English law, but this may be meet political resisgin this case.

Maturity structure of securitiesThe funding strategy of the Stability Bond shoblel
determined with a view to i) develop a benchmadués and a yield curve, and ii) to
optimise funding costs, as issuing in some segmeintee yield curve is more costly
than for others. The issuance of short-term papleitl§) in addition to longer maturities
would improve the flexibility of the treasury andowd improve access to funding
significantly.

Coupon typeqfixed, variable, zero, inflation-linked): For aasgt and to facilitate the
development of benchmark status, it may be prelerebconcentrate on plain vanilla
security structures. This would also facilitate tthevelopment of related derivative
instruments, in particular options and futures.

Stock exchange on which securities would be list&#8SF and EU/EFSM bonds are
currently listed on the Luxembourg exchange. Fer3kability Bond this may prove to
be too limited although listing on several exchawyeuld involve additional costs.

Settlement conventiond'hese conventions should be set with a view fgpstt the
attractiveness of the instruments, i.e. for shemtat paper with t+1 (to facility short-term
treasury objectives) and for longer-term securitieth t+3 (to minimize the risk of
settlement failures).

Strategy to create and maintain an investor b&s$ationships with potential investors
would need to be established and could requiresaiers on whether a group of primary
dealers will need to be established, how the retaitor will be integrated, etc.

Introduction of Collective Action Clause® allow for an organised procedure to resolve
any future solvency issues.
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