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Debt reduction without default?
by Daniel Gros and Thomas Mayer
In their latest paper, CEPS Director Daniel Gros and Deutsche Bank London’s Chief Economist Thomas Mayer put forward proposals to achieve a substantial reduction in debt for the most distressed sovereign borrowers in the eurozone.

The authors stress that the principle that losses on sovereign lending are possible should be established. They consider that “it is extremely important that markets and regulators actually have the experience of suffering some loss as this is the only way to ensure more market discipline (however imperfect it may be) in the future and a regulatory framework that abandons the concept that sovereign lending is riskless”. 

Gros and Mayer believe that “the present situation is untenable as it contains an inherent contradiction between the insistence on the legal fiction that there will never be a bail-out and the repeated cave-ins by the authorities at the first sign of serious market pressure”.

Additional information in the abstract below.

The paper proposes a two-step, market-based approach to debt reduction:

Step 1. The European Financial Stability Facility (EFSF) would offer holders of debt of the countries with an EFSF programme (probably Greece, Ireland and Portugal = GIP) an exchange into EFSF paper at the market price prior to their entry into an EFSF-funded programme. The offer would be valid for 90 days. Banks would be forced in the context of the ongoing stress tests to write down even their banking book and thus would have an incentive to accept the offer.

Step 2. Once the EFSF had acquired most of the GIP debt, it would assess debt sustainability country by country. 

a) If the market price discount at which it acquired the bonds is enough to ensure sustainability, the EFSF will write down the nominal value of its claims to this amount, provided the country agrees to additional adjustment efforts (and, in some cases, asset sales). 

b) If under a central scenario this discount is not enough to ensure sustainability, the EFSF might agree on a lower interest rate, but with GDP warrants to participate in the upside.

A key condition for this approach to succeed in restoring access to private capital markets is that the EFSF claims are not made senior to the remaining claims and the new private bondholders. EFSF support must be comparable to an injection of equity into the country.

While the EFSF concentrates on the exchange of the stock of bonds, the IMF could fund the remaining deficits in the usual way with bridge financing, until the fiscal adjustment is completed. The ECB would of course immediately stop its ‘Securities Market Programme’, which would have lost its raison d’être.
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