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increase of debt ratios by mere arithmetic: in the case of 
Italy’s public debt of 135% of GDP in 2019, a drop in nom-
inal GDP by 10% in itself increases the debt-to-GDP level 
by 15 percentage points.

With public debt-to-GDP levels now set to surpass post-
war records and Italy’s ratio approaching levels reached 
in Greece on the eve of the country’s debt restructuring 
in early 2012, fears of a return of the sovereign debt crisis 
have emerged. The combination of weak economic activ-
ity, large fi scal defi cits and high debt levels eerily resem-
bles the situation in 2010, when investors panicked amid 
a sudden increase in reported Greek debt levels and trig-
gered the euro crisis. At that time, fi rst Greece and then 
several other euro countries successively experienced 
a substantial increase in their sovereign risk premiums. 
This gave rise to a vicious cycle of rising public borrowing 
costs, plunging economic activity, capital fl ight and further 
soaring risk premiums (Theodoropoulou and Watt, 2012). 
The role of sovereign yields as benchmarks for private 
lending rates amplifi ed the economic contraction (Iorgova 
et al., 2012; Gorton, 2017; Theobald and Tober, 2020).

Until the summer of 2012, the efforts by euro area govern-
ments, involving several rescue funds amounting to a to-
tal of almost €1 billion in lending capacities coupled with 
harsh austerity measures, failed to calm fi nancial mar-
kets. The rescue measures lacked conviction as they rep-
resented a minimalist consensus arising from a drawn-
out and costly struggle between national interests rather 
than a convincing European answer. Only when European 
Central Bank (ECB) president Mario Draghi issued the fa-
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Across Europe, the coronavirus crisis has pushed econo-
mies into recessions of a depth not experienced in gen-
erations. The collapse in economic activity in turn is de-
livering a triple blow to public debt ratios. First, automatic 
stabilisers have led to a surge in defi cits as revenues have 
collapsed and payments for income support skyrock-
eted. Second, discretionary measures to stabilise the 
economy against the deep shock are adding hundreds of 
billions of unfunded expenditure and targeted tax relief to 
public defi cits. Third, collapsing GDP has led to a further 
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ment (Grund et al., 2020) – differ in the amount of detail 
they provide and in their specifi c features, they all share 
the idea of common debt issued to fi nance crisis-related 
expenditure. For example, Bofi nger et al. (2020) propose 
that the euro countries issue joint bonds with a volume of 
€1,000 billion to provide support to countries in the corona-
virus crisis. The borrowed funds are distributed to them by 
a formula refl ecting the severity of the health and economic 
crisis caused by COVID-19. Servicing and repayment could 
be organised by contributions to a repayment fund based 
on GDP or the ECB capital key. Liability for these bonds 
would be joint and several.

Proponents of such proposals argue that, as the new debt 
is supranational, not national in nature, fi nancial markets 
would not see this increased debt as a direct increase in 
the liabilities of already fi scally weak member states. As the 
newly issued debt would cover a signifi cant share of the 
additional borrowing needed by member states over the 
acute crisis period, they would not have to tap capital mar-
kets, insulating them from an increase in their spreads.

Finally, as coronabonds would be at least as safe as German 
sovereign bonds and have a signifi cant volume, they would 
provide a European safe asset to the fi nancial system at a 
time of increased uncertainty and could be used by the ECB 
for liquidity operations. Such a safe asset would act as a 
stability anchor for the fi nancial system. Once market partic-
ipants have confi dence in its fundamental safety, its coun-
ter-cyclical price movements in crisis situations will have a 
stabilising effect on the economy throughout the euro area. 
Investors’ fl ight to safety lowers fi nancing costs, increasing 
the fi scal space, while higher prices improve banks’ balance 
sheets (Tober, 2013). A large and liquid market of safe sov-
ereign bonds in the euro area would furthermore bolster the 
international role of the euro, thereby benefi ting the econo-
mies of all euro countries and increasing the international 
political sway of the EU (Theobald and Tober, 2018).

Coronabonds vs. eurobonds

Even in Germany, the current proposals have been pro-
moted by economists who in the past have not been vocal 
supporters of joint debt at the European level such as the 
eurobonds1 discussed already during the euro crisis.2 Even 
traditionally sceptical economists have underlined that 
the case for coronabonds is very different than that for 
eurobonds. In their eyes, coronabonds do not carry the risk of 

1 Here, eurobonds refer to debt elements with joint and several liability 
to fi nance normal expenditure of member states’ governments irre-
spective of the proposed constructions’ issuance limits or rules.

2 Examples include Michael Hüther from the German Economic Insti-
tute (IW) or Gabriel Felbermayr from the Kiel Institute for the World 
Economy, both co-authors of Bofi nger et al. (2020).

mous promise to do “whatever it takes” to save the euro, 
did the panic subside and the spreads narrow.

A renewed increase in government spreads

In the current crisis, the European Commission has sus-
pended the fi scal rules and eased restrictions on state aid 
to companies. The ECB has once again, after initial hesi-
tation, acted resolutely with the announcement of the pur-
chase of €750 billion in government bonds – with an option 
for more – under the Pandemic Emergency Purchase Pro-
gramme (PEPP). Yet an open question remains: How long 
can the ECB keep spreads from rising? The May 2020 ruling 
of the German constitutional court questioning the legality 
of the ECB’s Public Sector Purchase Programme (PSPP) in 
particular has raised new concerns about possible limits to 
the central bank’s policies (Brade and Gentzsch, 2020).

Moreover, the marked renewed increase in government 
spreads despite the ECB’s interventions is putting further 
pressure on the European single market, already weakened 
by the uncoordinated closure of borders between EU mem-
ber states and initial export restrictions of medical supplies 
on the part of some member states. With rising spreads, in-
terest rates increase not only for newly issued government 
debt, but for the entire national economy through valuation 
and benchmark effects (Theobald and Tober, 2020). As a 
consequence, rising spreads can result in a well-run Italian 
fi rm paying higher interest rates than a poorly managed Ger-
man competitor, calling into question the very idea of the sin-
gle market as a mechanism to increase effi ciency and pro-
ductivity (Dullien, 2012; Dullien et al. 2020). This problem will 
be exacerbated to the extent to which some countries’ ablil-
ity to support potentially viable companies is constrained by 
fi scal limits whereas other countries are free to do so.

Furthermore, as many euro area banks still have a strong 
bias towards domestic sovereign debt, diverging sover-
eign yields pose a threat to fi nancial stability. Especially in 
Italy’s case, not only do higher fi nancing costs weaken the 
scope for public spending, but also the lower price of gov-
ernment bonds stresses bank balance sheets. Increasing 
uncertainty and higher private-sector fi nancing costs may 
further weaken the economy, leading to a surge in non-per-
forming loans in the banking system.

A common debt instrument

These are the reasons why a growing number of econo-
mists have called for the introduction of common instru-
ments that provide fi scal support to member states, ena-
bling them to weather the crisis without dramatic increases 
in public debt. While the proposals – such as coronabonds 
(Bofi nger et al., 2020) or the Pandemic Solidarity Instru-
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Initially leaving the ERF aside for that reason, it is easy to 
see why the emergency measures cannot have a support-
ive effect equivalent to the discussed coronabonds. EIB 
loans, loans from the SURE fund and ESM loans are all 
credit-based and increase national debt by the amount of 
funds disbursed. Public fi nances will only be relieved to the 
extent that these loans are cheaper and/or of longer dura-
tion than those available on the market. Furthermore, in a 
situation in which local lenders and national promotional in-
stitutions have to be involved for the full lending capacity of 
the EIB programme, to achieve a leverage ratio of 8% seems 
at least optimistic. At the end of the day, the programme 
might largely merely reclassify existing national funds. The 
ESM credit line, which can provide signifi cant interest sav-
ings, threatens to stigmatise those member states that use 
the funds, despite all political assurances, worsening their 
capital market conditions. While details of loan conditions 
for SURE are still sketchy, for as long as the ECB stands 
ready to limit yield spreads within narrow margins via PEPP 
and other measures, it is hard to see how the fi scal support 
can be macroeconomically signifi cant, even for the hardest-
hit countries.

With increased national debt levels and a de facto senior-
ity of the credit lines from the EU schemes, there is no rea-
son why investors should be less fi ckle than without these 
measures. The risk of a self-fulfi lling fi scal crisis caused by 
increasing spreads of highly indebted euro countries thus 
remains basically unchanged and is limited only by the will-
ingness and the ability of the ECB to act.

Returning to the ERF, it is easy to conceive how it could be 
set up in a way that it serves as an equivalent of the above-
discussed coronabonds. In such a scenario, the EU would 
borrow at least €1,000 billion to fi ll the fund based on nation-
al guarantees, support national budgets from this fund, and 
service the debt from higher contributions to the EU budget 
or by new EU own resources. As at the moment, the Multi-
annual Financial Framework of the EU for the years 2021-
2027 is being renegotiated, in principle, the EU budget’s size 
could be raised accordingly.

The joint French-German initiative for a recovery fund of 
€500 billion would be a step in the right direction. Accord-
ing to the plan, the EU would tap capital markets and fund 
spending in the most affected sectors and regions in line 
with European priorities (Macron and Merkel, 2020). Al-
though the actual volume of transfers between countries 
is likely to be relatively small, it is the joint borrowing and 
the frontloading that are important as they signal European 
unity and determination to fi nancial markets and to citizens. 
Ideally, the design of the Fund could serve as a blueprint for 
more active fi scal cooperation in the future, which is essen-
tial for the longer-run stability of the monetary union.

moral hazard, which has often been spotlighted in the debate 
on eurobonds, especially in Germany. After all, coronabonds 
are proposed as a one-off joint issuance for costs already in-
curred by an external event (the spread of the pandemic).

Despite the growing support for coronabonds by econo-
mists across the political spectrum, the idea has yet to win 
suffi cient political support. While the Netherlands has been 
the most vocal opponent of the idea, supported by Austria 
and Finland, it is safe to say that, ultimately, the opposition 
of the German government has been decisive in blocking 
the introduction of coronabonds.

Inadequacy of emergency support measures

The German fi nance ministry has argued that the support 
measures already decided – at least in principle – at the EU 
level could support the euro area economies suffi ciently 
well. In this respect, three measures have been highlighted 
by the German government:

• On top of a €40 billion package announced in March, 
the European Investment Bank (EIB) has proposed of-
fering additional guarantees to companies. In the recent 
statement from the Eurogroup Finance Ministers, a pan-
European guarantee fund of €25 billion is mentioned that 
could support an additional €200 billion of EIB lending 
with a focus on SMEs.

• The European Commission has proposed a scheme to 
provide fi nancial support for national short-time work-
ing (or similar) schemes, called SURE (temporary sup-
port to mitigate unemployment risks in an emergency). 
The programme is supposed to have a maximum volume 
of €100 billion. It will require member states to provide 
guarantees rather than capital upfront. Funds would be 
disbursed as loans.

• Lending by the European Stability Mechanism (ESM) will 
be available to all euro area member states up to 2% of 
GDP. This lending will not be subject to detailed condi-
tionalities. However, the new credit line (Pandemic Crisis 
Support) is limited in time – up to when the COVID-19 
crisis is over, with no clear indication of how that will be 
determined – and to “direct and indirect healthcare, cure 
and prevention related costs” (Eurogroup, 2020).

Moreover, there has been an agreement in principle on a EU 
recovery fund (ERF), but it has not been spelled out in detail 
and little is known about its likely volume, the allocation of 
funds between loans and grants, the refi nancing procedure 
or its legal form. All that seems certain is that the recovery 
fund will be accompanied by a temporary increase in the EU 
budget.



ZBW – Leibniz Information Centre for Economics
155

Forum

Brade, A. and M. Gentzsch (2020, 7 May), PSPP mit „PEPP“, Verfas-
sungsblog, https://verfassungsblog.de/pspp-mit-pepp/ (17 May 
2020).

Dullien, S. (2012), Why the euro crisis threatens the EU single market, 
ECFR Policy Brief, 64.

Dullien, S., C. Paetz, A. Watt and S. Watzka (2020), Vorschläge zur Re-
form der europäischen Fiskalregeln und Economic Governance, IMK 
Report, 158.

Eurogroup (2020, 8 May), Eurogroup Statement on the Pandemic Crisis 
Support, Press release, https://www.consilium.europa.eu/en/press/
press-releases/2020/05/08/eurogroup-statement-on-the-pandemic-
crisis-support/ (19 May 2020).

Gorton, G. (2017), The history and economics of safe assets, Annual Re-
view of Economics, 9, 547-586.

Grund, S., L. Guttenberg and C. Odendahl (2020), Sharing the fi scal bur-
den of the crisis, Hertie School Policy Paper.

Iorgova, S., A. Al-Hassan, K. Chikada, M. Fandl, H. Morsy, J. Pihlman, C. 
Schmieder and T. Sun (2012), Safe assets: Financial system corner-
stone?, in Global Financial Stability Report: The Quest for Lasting Stabil-
ity, 81-122, International Monetary Fund.

Macron, E. and A. Merkel (2020, 18 May), European Union – French-
German initiative for the European recovery from the coronavirus 
crisis, France Diplomacy Press Release, https://www.diplomatie.
gouv.fr/en/coming-to-france/coronavirus-advice-for-foreign-na-
tionals-in-france/coronavirus-statements/article/european-union-
french-german-initiative-for-the-european-recovery-from-the (26 
May 2020).

Theobald, T. and S. Tober (2018, 18 May), Why We Need European Safe 
Assets, Social Europe, www.socialeurope.eu/why-we-need-europe-
an-safe-assets (17 May 2020).

Theobald, T. and S. Tober (2020), Euro area sovereign yield spreads as 
determinants of private sector borrowing costs, Economic Modelling, 
84(C), 27-37.

Theodoropoulou, S. and A. Watt (2012), What did they expect? Lessons 
for Europe from a retrospective ex-ante evaluation of the fi rst Greek 
bail-out programme, ETUI Working Paper, 2012.10.

Tober, S. (2013), Risky or Safe? Government Bonds in the Euro Crisis, in 
G. A. Horn and T. Palley (eds.), Restoring Shared Prosperity – A Policy 
Agenda from Leading Keynesian Economists, 113-122.

It remains be seen whether the proposal will become reality. 
In some European countries, there is strong resistance to 
increasing the transfer element in the EU budget, even to the 
limited extent proposed by the French-German initiative. In 
particular, it is as yet unclear whether the so-called ‘frugal’ 
countries will agree to the coronabonds-like construction 
of the ERF, although the increased stability of the EU would 
also be in their longer-term interest.

Endowing the EU with stabilising tools

In conclusion, the coronavirus crisis has made the euro area 
vulnerable to a replay of the sovereign debt crisis of the be-
ginning of the past decade. The European Council has so far 
failed to come up with a decisive solution that breathes Euro-
pean solidarity and presents a common front to its fi nancial 
markets as well as unity to its citizens. The ECB is being re-
lied upon to do the heavy lifting. This is a hugely risky strat-
egy. The European Parliament has called for the setting up of 
a sizable recovery fund. The European Commission and the 
heads of state and government need to seize the opportunity 
to tackle the serious threat to the integration project and en-
dow the EU with tools to stabilise the economy in the current 
and future crises and to address longer-term challenges.
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