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There are four things we all
want to happen as this crisis
in European sovereign debt
markets develops. We want
borrowers in Greece, Ireland,
and elsewhere to learn to
live within their means. We
want lenders to learn to
price risk appropriately and
to share in losses when they occur. We want
governments and banks to be able to meet
their day-to-day requirements. And we want
the euro to remain a common currency without
the member states having to sacrifice their
fiscal sovereignty. Only a common eurobond
with limited drawing rights and senior status
like that proposed by Giulio Tremonti and Jean-
Claude Juncker can meet these objectives.

Much of the German opposition to a eurobond
comes from the notion that less frugal
countries would take advantage of common
bonds to borrow beyond their means. That is
why it is important to have limited drawing
rights. The current system forces the
Germans to bail out countries when they
cannot pay. A common bond with limited
drawing rights would only ask the Germans to
put their creditworthiness on the line for other
countries when those can pay. At the same
time, there is a sharp contrast between the
cost of borrowing with a common bond and
the cost of borrowing in a national bond that
is on top of their rights in the common issue.
If we use the Tremonti-Juncker proposal as an
illustration, debt raised in common eurobonds
up to 40 percent of GDP would be very cheap
to finance; the debt raised in national bonds
beyond that threshold would be very
expensive. There is a strong market incentive
for countries not to borrow beyond their
means.

Lenders would face clear incentives and
consequences as well. The challenge is to
help investors to differentiate between debt
which is more risky and debt which is more
secure. A common eurobond with limited
drawing rights and senior status would provide
the solution. Investors would know that any
common eurobond is much like any other
insofar as debtors would ensure that it is
serviced first. National bonds would have a
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lower standing and would suffer earlier losses.
In the Tremonti-Juncker proposal, conversion
from national bonds to eurobonds would come
at a cost as well. Hence, investors would
know that national bonds have higher risk
attached and because they would stand to
lose first.

Meanwhile it is important to note that
excessive borrowing and excessive lending are
only a small fraction of the activity in bond
markets. Governments routinely recycle debt
that has matured with new bond issues and
banks rely on government securities for their
treasury operations. Under the current system
whole countries are cut off when their
sovereign debt markets run into trouble as
national governments struggle to roll over their
debt and as banks find themselves subject to
widespread losses on their most liquid assets.
A common eurobond would limit this dynamic
by creating a distinction between the rollover
of responsible lending and any excessive
increase in borrowing. At the same time it
would ensure that national banking systems
across the eurozone relied on the same
securities in their treasury operations and so
eliminate an unnecessary source of
counterparty risk.

Finally, a common eurobond would only
reiterate and reinforce the commitments made
at Maastricht in 1991 and Amsterdam in 1997.
Governments would agree to avoid excessive
deficits (that is, borrowing beyond their
drawing rights) in the short term and they
would strive to achieve fiscal balance over the
medium-to-long term. There is nothing in this
that implies a transfer from north to south or
from Germany to the rest. Moreover, there is
nothing to prevent countries from pursuing
radically different versions of the welfare
state. A common eurobond does not imply a
redistributive fiscal union. On the contrary, it
ensures that such redistribution does not have
to take place.

By differentiating between responsible and
irresponsible borrowing, a eurobond creates a
market incentive for fiscal probity. By
distinguishing between senior (European) and
junior (national) debt, a eurobond gives clear
signals to the markets on how to price risk.
By making it easier for governments to roll-
over existing debt while still making it harder
for them to borrow irresponsibly, a eurobond
would stabilize both debt markets and inter-
bank lending.

The German people are reluctant to accept a
common eurobond. That is because they
believe they operate only on one side of the
relationship. The reality is that Germans are on
both sides of the trade. They may not sell the
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bonds but they buy them; hence they risk
suffering losses and ultimately might risk a
bailout themselves. A common eurobond with
limited drawing rights would limit their exposure
and not increase it. Everyone in the markets
would know where they would risk losses and
where they would be bailed out. Such
certainty is essential if the euro is to survive
and prosper.

Erik Jones is Professor for European Studies at
the Johns Hopkins University.
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