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Outline of the talk @ BANCA DITALIA

1. A European fiscal capacity: reasons (old and new) and challenges
2. A European safe asset: reasons (old and new) and challenges
3. From theory to practice: the performance of real-world Eurobonds

4. Conclusions and policy recommendations

The views expressed herein do not necessarily reflect those of the Bank of Italy.
I am grateful to Martino Tasso and Stefania Zotteri for their useful comments.
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A EUROPEAN FISCAL CAPACITY:
REASONS (OLD AND NEW) AND CHALLENGES
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Killing two birds with one stone? @ e

o The provision of safe asset could be done in a “quick” way, by a one-off mutualization of a

sizable fraction of existing national debts.
v' This approach has been prevalent in the financial stability literature

o It could be done also in a “gradual” way, as a “side-effect” of establishing a common fiscal
capacity (CFC).

v Fiscal policy/public finance perspective

o I’ll start discussing the latter approach.
v It could allow to “kill two birds with a stone”
v' The difference may not be so sharp when translated into practice
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Old reasons for a CFC: macroeconomic stabilizati @ B ITALIA

o A CFC provides insurance against country-specific demand shocks, which by definition cannot be offset by the
single monetary policy (cfr. e.g. Balassone et al. 2014).
This is useful especially if:
(i) domestic prices are sticky and cross-country labour mobility is low;
(i) national fiscal polices are constrained;
(iii) financial markets integration is incomplete.

o If the CFC is able to issue debt, it can also be used to cushion common demand shocks. In this way, a CFC
would ensure an appropriate stance for the EA as a whole (Caprioli et al., 2017).
This is useful if:

(i) the CB is constrained by the ZLB
(i) national fiscal policies are constrained or there exist large cross-country fiscal spillovers.
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Main challenges @ BANCA DITALIA

o Redistribution is an issue if the probability of being hit by a shock differs across countries. However,
technical solutions can be found in the literature.

o Moral hazard matters if the probability of being hit by a shock is endogenous.
v' To be addressed also by strengthening the fiscal framework.
v It seems unlikely that a corner solution is the best way to tackle the insurance/incentive trade-off.

o Discretionary power to the center is not necessarily an issue, as we could rely on automatic or semi-
automatic stabilizers
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A shift in focus @ BANCA DTALIA

o The importance of having some form of CFC for macroeconomic stabilization as been acknowledged since the
beginning of the Euro endeavour.

v" Padoa-Schioppa (1998): “The Union has full competence for microeconomic policy (...), but its capability for
macroeconomic policy is, with the exception of the monetary field, embryonic and unbalanced: it can avoid
harm (excessive deficits) but it cannot do good (a proper fiscal policy)”

v See also the Four presidents’ report (2012) and the Five presidents’ report (2015)

o Today these issues are (perceived as) less important/pressing
v" European countries are mostly hit by common shocks
v" New monetary policy tools are in place in case of common demand shocks at the ZLB (QE)

o The focus is now on funding the huge investment needs that Europe has in fields such as defense, digitalization,
energy transition. According to Draghi (2026), they are in the order of 1.2 trillion euros per year.
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Examples of European public goods @ e

Defense expenditure (% of GDP)

Source: Nato (2026), 2025 Annual report.
The horizontal line is set at the recently agreed-NATO benchmark

v' On defence, see Wolff et al. (2025), and Hildebrand et al. (2025)
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European public goods (2): examples @ e

Non excludibility at work?

Defence expenditure in % of GDP in 2024
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Source: German Council of Economic experts, 2025 Annual report.
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European public goods (3): examples @ e

o EU analyses highlight the need of strengthening European energy grids.
v" National government financing could be needed in order to avoid large increases in electricity bills while at the same
time safeguarding network operators’ profitability.
v Externalities may lead to under-investment in these assets, as countries benefit from lower prices even without
contributing.
v' Cfr. Monasterolo et al. (2026)

Number of new generalist Al models

o Concerning Al, “the US is on track of spend roughly 5 times more than
Europe on data centre construction by 2030. China is mobilizing on a
similar scale. Were Europe match this ambition, power demand could o0
rise by 20-30% compared with today” (Draghi, 2026). -
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European public goods (4) @ BANCA D'ITALIA
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o The EPG approach sems more viable than a full-fledge permsanente fiscal capacity

o European investments projects will be multiannual, but not permanent.

o Furthermore, the use of common resources will be decided ex ante by the Member states: no need to
give policy discretion to a European Treasury.

o This reduces legal and political concerns.

o NGEU provides an obvious blueprint.

The European Safe Asset in Perspective: Research Evidence and Policy Debate
Banca d’ltalia Event | House of the Euro - 10 June 2026




BANCA D'ITALIA
EUROSISTEMA

o Investment needs should first and foremost be met by the private sector, and in this perspective completing the integration of
EU capital markets is key, in order to exploit domestically a larger fraction of those EU savings currently going elsewhere.

o Second, there is a role for national governments, which should seize the occasion to restructure their budgets favouring growth-
friendly items (direct investments and contributions to private investments).

o This notwithstanding, there are common-interest projects (European public goods) which should be provided and financed at
the EU level because they have cross-national spillovers, their cost/risk is too large for any single country, or because there are
substantial economies of scale to be exploited (Fuest and Pisani-Ferry, 2019; Buti, Coloccia and Messori, 2023; Claeys and
Steinbach, 2024; Wyplosz, 2024).

o Adequate streams of national should be identified and earmarked for the service of Eurobonds. Fiscal rules should be
strengthened to keep total debt under control

o In general, “the more Europe reforms, the less it must rely on debt - national or common - to compensate for its fragmentation”
(Draghi, 2026).
v' For example, there is a need for a common/coordinated industrial policy, joint R&D procurement, etc.
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A EUROPEAN SAFE ASSET:
REASONS (OLD AND NEW) AND CHALLENGES
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. ope . BANCA D'ITALIA
Old reasons: macroeconomic stabilization @

“Without appropriate backstops at the euro area level, individual countries in a monetary union can be exposed
to self-fulfilling dynamics in sovereign debt markets” (Draghi 2018).

o Above a certain level of indebtedness, sovereigns are exposed to liquidity crises triggered by self-fulfilling
investors’ expectations even when those countries are fundamentally solvent (Cioffi et al., 2019). This in turn
may trigger unwarranted contagion effects in neighboring countries.

o In the medium-to-long run, high-debt countries should bring down the debt by appropriate fiscal and
structural policies.

o However, in the short to medium run, self-fulfilling dynamics can be avoided by setting up a European debt
redemption fund (ERF) through which a fraction of outstanding national debts are pooled in a common
refinancing tool.
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Old reasons: macroeconomic stabilization (2 @

ERF guiding principles

o ERF is not meant to improve debt sustainability, which is a precondition for joining the scheme.

o At launch, the ERF will issue ERF-debt to buy a share of the public debt of each participating country.
The share can differ across countries, but ideally it should be large enough to make the residual national
debt no longer 'systemic’.

o ERF national bonds debt can either be held (as in the SBBS proposal) or scrapped (as in the Bluebond/Red
bond proposal). In this second case, ERF would get the resources needed for paying coupons and
redeeming ERF bonds at maturity from the participating countries, which would channel a stream of
earmarked income to the Fund.

o ERF does not involve explicit or implicit systematic transfers from low-yield to high-yield sovereigns
because each sovereign pays a yearly country-specific amount to the Fund (expressed as a share of
annual GDP) such that the expected value of the future stream of payments equals the expected
value of interest spending that the country would have paid on the transferred debt (if the scheme
had not been introduced).
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Old reasons: macroeconomic stabilization (3) @

ERF guiding principles (cont’d)

o The only activity of the Fund is to pay interest and gradually redeem debt.

o If ERF bonds can be issued at a yield lower than the weighted average of national yields, the scheme will
be solvent and will provide aggregate benefits. This condition is likely to hold not only for reasons that we
will explore below (liquidity, convenience, etc.) but because high-debt sovereign yields include a risk
premium to compensate for self-fulfilling crises and possible contagion.

o ERF bonds are by construction temporary (the ERF is bound to redeem its debt in full) but the mandate of
the ERF could be changed at some point to stop redeeming debt once it reaches a given threshold, and
simply roll it over. ERF bonds could then become the safe asset that is currently missing in the euro area.
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Main challenge: moral hazard @ BANCA D'ITALIA
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o with the ERF in place, there would be less national resources available to service the remaining national
debt. This should increase the cost of fiscal profligacy at the margin (cfr. the Blue bond/red bond
proposal; seniority of ERF bonds over national bonds could also be made explicit).

o with the ERF in place, other elements of the EU governance framework could be made more rigorous
(e.g. the no-bail out clause and the regulatory treatment of banks’ sovereign holdings).

o Countries which engage in a serious fiscal consolidation would be protected in the medium run from the
vagaries of financial markets, increasing the probability of their debt-reduction strategy being successful.
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Similar proposals abound

Size of the Timing of the initial | Time-span for full | Resource flow to Possibility of Other enforcement
mutualized tranche | debt transfer redemption the ERF implicit or explicit | tools
transfers
German Council of Debt exceeding 60% | Roll-in phase of 20-25 years Constant fraction of | Impiicit s National debt
Economic Experts (2011) | of GDP about fivessix years GDP (mark-upon a brakes
national tax) e Medum-term
consolidation and
growth strategy. If
not respecied,
‘rolkin”
immediately
interrupted
Parello and Visco (2012) | Debt exceeding 60% | Roll-in phase 30 years Just enough to cover | Implicit
ot GDP depending on the interests paid by
financing needs and ERF and principal;
debt maturity can be reduced
structure of joining afterwards according
countries 1o gains from surplus
Iquiciity
Paris and Wyplosz (2014) | Half of the Eurczone | Agnostic Infinite horizen De facto (pan of) Implicat o Debt mutualization
debt distributed on seigniorage automatically
the basis of tha ECB undone if the
capilal keys remaining national
deabt to GOP ratio
exceeds a given
threshold
e National debt
brakes
Corsetti et al. (2015) Debt exceeding 95% | Buy-back of national | 50 years Several calibrations | Implicit #ESM-based debt
ol GDP debts in a short time proposed using VAT, restructuring
frame solidarity surcharge, | Can be designed mechanism
wealth tax or with or without esLimits to
seigniorage explicit transfers concentration of
banks' holdings
Cioffi et al. (2019) May differ across Instantaneous Depending on the Time-constant No ex-ante explicit
countries; ideally, evolution of fraction of GDP s.t systematic transfer;
such that residual Macroeconomic expected stream of | no implicit ransfer
levels of debt no conditions transfers to ERF
longer systemic equals expected
stream of interest
spendng

More recent:
Blanchard and Ubide (2025)
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Similar proposals abound (2) @ L nahend
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v" In Leandro and Zettelmeyer (2019), Micossi (2021), Janse and Beetsma (2026), safety is enhanced by having a capital buffer (ESM style)

instead of tranching.
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A shift in focus — New reasons: safe asset scarcity

o Today self-fulfilling crises and contagion are (perceived as)
less important issues, thanks also to important innovations
(OMT, TPI) which are designed to rule out unwarranted
sovereign market tensions.
France 2,953 Italy 2,487

o “The current design of the euro area financial architecture
results in an undersupply of euro-denominated safe assets.
Since the Bund is the highest-rated large-country national bond Evinstusons
in the euro area, it serves as the main de facto euro- Spain 1,452 _ el

denominated safe asset. However, the stock of Bunds is too

small relative to the size of the euro area or the global

financial system to satiate the demand for euro- AAT36

denominated safe assets. (Lane, 2026). I .
Other not AAA 1,226 ds418 | Finland 170 155

Source: Eurostat (data refer to 2024).
Note: Green areas represent triple AAA sovereigns according
to S&P.
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New reasons: safe asset scarcity (2) @ et
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New reasons: safe asset scarcity (3) @ BANCA D'ITALIA
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o An adequate quantity of European safe assets would:

v facilitate the single monetary policy

v’ promote the capital markets union (common benchmark for pricing, high quality collateral for
collateralized markets)

v' strengthen the international role of the euro (which would reduce borrowing costs and insulate
from exchange rate fluctuations).

o Caveat: to improve the global status of the Euro, the EU must improve its geopolitical strength
(trade and military), its economy and its financial markets (Lagarde, 2025).
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FROM THEORY TO PRACTICE:
THE PERFORMANCE OF EUROBONDS
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Eurobonds already exist @ e

Outstanding European safe assets
(in € trillions)

1.5

13 European Safe Assets become 5" largest country in Europe
. 1. France: €3.0 trillion

1.0 2. ltaly: €2.7 trillion

3. Germany: €2.5 trillion
4.  Spain: €1.5 trillion

5. EIB+EFSF+ESFM+EU: €1.4 trillion

Q42010
Q42011
Q42012
Q42013
Q42014
Q42015
Q42016
Q42017
Q42018
Q42019
Q42020
Q42021
Q42022
Q42023
Q42024
Q4 2025

mEIB mEFSF mESM mEU

Source: Janse and Beetsma (2026)
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Eurobonds: a missed opportunity? @ L nahend

Pallara et al. (2025) document that Eurobond yields are about 40 basis points higher than yields for
jointly guaranteed debt as computed by using a state-of-the-art model.

100

= = = NEXT GEN EU 04/31

]

L} T T T L]

- o o o & 9O 0 © 9 T = = = N N N &6 5 5 O O =
8 8

-]

é.é.',‘?ﬂ'
' EEEEEE

-24 =

22 -

Ll
SEBEEEE
*g88°~388

12-20
12-21 =
12-23 4
09-24
12-24 -

03-21
08-21 -
09-21
06-22
12
03-2:
06-24

Source: own calculations, LSEG/Refinitiv Eikon Datastream, Bloomberg, Eurostat. Note: The figure shows bond yield
spreads w.r.t. the German 10-year government bond yield. Red dots correspond to proxies for SJG bond yield spreads.
The blue line shows the GDP-weighted average of national-bond yield spreads with respect to Germany. The black
dashed line shows the spread between the first NGEU bond yield spread (June 2021, maturing in April 2031) with
respect to the German 10-year government bond yield.
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Why Eurobond yields are so high? @ e

Pallara et al. (2025) identify two main factors:

o Liquidity: Eurobond bid-ask spreads continue to average over three times those of domestic government bonds of the main
euro-area countries. This is in part due to: their investor base, the fact that they are traded as Supranational and therefore

often excluded from sovereign bond indexes Bonfanti and Marcucci, 2026), etc.
b) Bid-ask spread
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Why Eurobond yields are so high? (2) @ B IIALIA

o Convenience: Investors still perceive Bunds as the benchmark safe asset for the euro area.

b) Eurobond spread with OIS and Bund
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o A key element increasing both the convenience and the liquidity premium on Eurobonds is uncertainty about future
issuance.
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CONCLUSIONS AND POLICY RECOMMENDATIONS
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Conclusions and policy recommendations @ e

o Eurobonds are useful but they are not the silver bullet: the EU needs a combination of policies.

o To maximize the interest rate savings from current and future Eurobonds, we should improve market
infrastructure: index inclusion, auction mechanisms, futures markets...

o However, market fixes alone are unlikely to be sufficient. A second crucial element is to guarantee a steady
and predictable issuance stream, in the medium run.

o As we have seen, this can be achieved by issuing common debt to finance the provision of EPGs (“killing
two birds with a stone”). It does not need to be a permanent fiscal capacity, and NGEU debt could
provide a blueprint.

o While there are relevant legal and technical issues to be solved, there is also a large technical literature
pointing to possible solutions.

o Recent convergence of fiscal fundamentals and sovereign spreads provides a favorable context.
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Ten-year sovereign bond spreads versus Germany @ FUROSISTEMA
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