
Key Points
→→ The current standoff with creditors 

over the second review of the third 
bailout increasingly resembles the 
catastrophic 2015 negotiations that 
brought Greece to the brink of Grexit.

→→ The protracted negotiations are taking 
a toll on the economy. Depending 
on when agreement is reached 
— or elections are called — three 
possible scenarios could unfold, 
none of which involves Grexit.

→→ After the July 2015 referendum, 
Greek Prime Minister Alexis Tsipras 
presented the proposed program 
as an improvement over the one 
rejected by voters because it included 
debt relief and excluded the “tough” 
International Monetary Fund (IMF) 
from the troika. Now he will be asking 
Parliament to vote for tough measures 
for the exact opposite reasons.

The prolonged negotiations with official creditors to 
conclude the second review of Greece’s third bailout 
increasingly resemble the catastrophic standoff with 
creditors in the first half of 2015 that led the country to 
the brink of Grexit. Back then, the newly elected radical 
left government led by Prime Minister Tsipras confronted 
creditors with demands for debt write-offs and an end to 
austerity. But Tsipras overplayed his hand, and the game of 
chicken — a standard model of conflict for two players in 
game theory — ended with political suicide: a third bailout 
agreement with harsh austerity measures, capital controls 
and a double-dip recession. “The lesson? A conciliatory 
tone will carry you much further than brinksmanship 
when you’re making bold requests,” according to Harvard 
Law School, which ranked Greece’s “chicken” negotiating 
approach as the worst negotiating tactic of 2015.1 

Tsipras has yet to internalize this lesson. Having spent 
an unprecedented 14 months finalizing the program’s 
first review, he appeared determined to close the second 
review by the December 5, 2016 Eurogroup meeting, while 
also hoping to receive a firm commitment to debt relief 
that would enable Greece to be included in the European 
Central Bank’s (ECB’s) quantitative easing (QE) program. 
But the Eurogroup considered that Greece had not made 
sufficient progress on its reform agenda to merit debt 
relief, and called on Greece to continue negotiations 

1	 See www.ekathimerini.com/205022/article/ekathimerini/news/greek-negotiation-of-
third-bailout-deal-tops-harvards-worst-tactics-list.
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with the troika in order to reach agreement on 
fiscal measures that would achieve a 3.5 percent 
primary surplus target in 2018 and beyond. 
Days later, Greece’s prime minister resumed his 
confrontational rhetoric and offered a handout to 
pensioners without consulting with creditors. With 
the level of trust at an all-time low, the short-term 
debt relief measures on loans provided by the 
European Stability Mechanism (ESM), agreed at 
the December 5 Eurogroup meeting, were put on 
hold. By the February 20, 2017 Eurogroup meeting, 
some measures were implemented to lengthen the 
maturity profile of Greece’s debt due to the ESM — 
which constitutes the bulk of Greece’s public debt 
— and to reduce interest rate risk, and agreement 
in principle was reached on measures to sustain 
the primary surplus beyond the program period.  

The troika returned to Athens at the end of February 
in an effort to make progress toward completing 
the second review before €7.4 billion of debt 
service payments fall due in mid-July, which 
Greece will be unable to meet without external 
financing. Recognizing the political contraints 
euro-area creditors face, the IMF has accepted a 
3.5 percent of GDP primary surplus target for a 
few years, although it would have preferred more 
growth-friendly budget targets with lower primary 
surpluses and higher debt relief. But while the 
Fund is flexible on the short-term budget targets, it 
insists on credible measures to meet those targets, 
including further cuts in pensions and a broadening 
of the tax base. Staff-level agreement can therefore 
be reached only after the Greek Parliament 
legislates pension and tax reforms, including a 
reduction in the tax-free income threshold that 
now leaves 55 percent of Greek taxpayers off the 
hook. The cuts would take effect in 2019 at the 
latest, to ensure compliance with the 3.5 percent 
of GDP primary surplus target in 2018 and beyond. 
To sweeten the pill, creditors have agreed to let 
the Greek government spend any excess after 
compliance with the primary surplus targets has 
been confirmed. The Greek government also needs 
to implement market-opening measures in the 
labour and energy markets, and make progress 
toward reducing non-performing loans (NPLs) 
that now amount to 45 percent of banks’ loan 
portfolios. Further scrutiny over the coming weeks 
will focus on the 2016 primary surplus, which the 
Greek government claims exceeded two percent of 
GDP versus a target of 0.5 percent. The IMF doubts 
this surplus is sustainable, even if confirmed by 
Eurostat, not least because a large number of 
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pending pension applications remain unrecorded. 
It has called for additional fiscal measures of two 
percent of GDP, over and above what was included 
in the original ESM program, to ensure that the 
medium-term primary surplus target of 3.5 percent 
of GDP can be reached and sustained. The Fund 
has agreed to revise its estimate of the fiscal gap if 
its projections turn out to be overly pessimistic. 

After staff-level agreement is reached, the IMF is 
due to decide whether to participate in the program 
with financing, depending on whether the program 
“adds up” and European creditors agree to provide 
substantial further debt relief after the program is 
successfully completed. Conclusion of the review is 
also a prerequisite for Greek bonds to be included 
in the ECB’s QE program, which should facilitate 
Greece’s return to capital markets. All sides want 
to seal the deal so that creditors disburse the 
next tranche of the €86 billion bailout in time 
to meet the July 2017 debt service payments. 

How was such a tough reform package arrived 
at, before creditors undertake any debt relief 
commitments, and only weeks after Prime Minister 
Tsipras claimed IMF demands were “unreasonable” 
and refused to take measures that would come into 
effect after the program ends in 2018? It is simply 
because the German and Dutch governments 
ruled out further disbursements under the current 
program unless the Fund participated. After 
German Finance Minister Wolfgang Schäuble 
hinted at Grexit in the absence of reforms, Tsipras 
returned to his familiar chicken game, going as 
far as to say that he was confident the German 
government “would not let an arsonist play with 
the matches in the ammunition warehouse” 
(Tsipras quoted in Kourtali 2017). But if anyone 
is playing with fire, it is Tsipras. After reshuffling 
his government in early November 2016 to help 
expedite the review, he claimed that Greece had 
fulfilled its commitments under the program and 
reminded European creditors that “pacta sunt 
servanda,” a Latin phrase often used by Schäuble.2 
However, a letter from Finance Minister Euclid 
Tsakalotos to the Eurogroup revealed in January 
that his government had implemented only one-
third of the prior actions for the second review.3

2	 See www.kathimerini.gr/881193/article/epikairothta/politikh/perikopha-
kondyliwn-gia-xwres-poy-den-dexontai-prosfyges-zhta-o-tsipras.

3	 See www.capital.gr/o-petros-lazos-grafei/3190158/tsakalotiada-se-pliri-
exelixi.

Tsipras is torn between accommodating creditors’ 
demands to avoid default and placating his 
electoral base through fiery anti-austerity 
rhetoric. The result of this schizophrenic agenda 
is a constant sense of chaos in the negotiations, 
with apparent progress one day turning into 
confrontation the next. Throughout 2016, Tsipras’ 
selling point was that although he had to take 
tough measures to conclude the first review, he 
managed to protect basic pensions and shift the 
tax burden to “the rich.” This narrative went out 
the window after the IMF insisted on cuts in basic 
pensions and in the tax-free income threshold to 
meet the fiscal targets. Even if lower fiscal targets 
beyond 2018 are eventually agreed on between 
Greece and its European creditors, the IMF insists 
that the cuts are necessary to help reduce high 
corporate and income taxes that have caused a 
mass exodus of taxpayers to other jurisdictions, 
and to roll out the Minimum Guaranteed Income 
program nationally — a pilot social program 
targeted to the truly needy (IMF 2017). 

With his popular appeal largely removed from 
the world of reason, Tsipras has now proclaimed 
the end of austerity by arguing that the new 
measures will be fiscally neutral, insofar as every 
contractionary measure would be matched by an 
expansionary one — although this would happen 
only to the extent that Greece overperforms its 
fiscal targets. This hyperbole drew cheers from 
his rapidly dwindling support base, but it is not 
acceptable to creditors. Euro Working Group Chair 
Thomas Wieser said at a conference in Delphi 
on March 5 that the review could be concluded 
as early as Friday, March 10. Sadly, this was not 
an oracle but a conditional statement subject to 
the Greek government’s willingness to give up 
politically driven demands and to act quickly. 

Tsipras played with fire when he gave a 
€620 million (0.3 percent of GDP) handout to 
pensioners in December without consulting 
Greece’s creditors. Now it is up to him to decide 
whether he will put out the fire, fan it further 
or let the show go on until July. His focus on 
reaching a deal that is palatable to his support 
base implies that the talks could drag on. He 
needs to strike the right balance between two 
conflicting considerations. On one hand, tough 
measures will further erode his popularity, 
with eight in 10 Greeks already disappointed 
by the government’s performance and with the 
conservative opposition New Democracy party 
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now leading the polls by a wide margin.4 On the 
other, prolonged uncertainty undermines the 
recovery and raises the risk that a fourth bailout 
and bank recapitalization will become necessary. 
Real GDP has yet to return to its 2014 level and 
leading indicators point to further weakness.

Under these circumstances, there are three possible 
scenarios, ranging from benign to adverse:

→→ Benign: Staff-level agreement is reached 
by late March and the review is concluded 
at the April 7 Eurogroup meeting in Malta, 
or by teleconference before the next 
Eurogroup meeting on May 22 (after the 
second round of French elections on May 
7); the IMF agrees to participate and the 
ECB agrees to include Greece in QE. 

→→ Moderate: The review is not concluded until 
late May or mid-June (there is a Eurogroup 
meeting on June 15), with IMF participation 
and ECB inclusion in QE. The delay will 
take its toll on the program’s optimistic 2.7 
percent GDP growth projection for 2017, and 
may require additional measures to reach 
this year’s 1.75 percent primary fiscal target. 
Also, continued uncertainty will further 
erode banks’ deposits and capital base. 

→→ Adverse: The review appears unlikely to be 
concluded before mid-July. In this scenario, 
Tsipras may use public anger at the creditors’ 
demands, fuelled by pro-government media, 
to trigger a snap general election in early July 
(reminiscent of the referendum he called in 
July 2015), knowing that he will lose, but 
hoping to remain a player as opposition leader. 
To avoid Grexit, European creditors provide 
a bridge loan to cover the July payments 
(as they did in July 2015), and negotiate a 
fourth bailout agreement after the September 
election in Germany. The new bailout would 
be funded by the unutilized funds of the €86 
billion third bailout, which currently stand at 
€54.3 billion, as further funding is highly unlikely 

4	 See www.ekathimerini.com/216163/article/ekathimerini/news/poll-puts-
nd-way-ahead-of-syriza-shows-discontent.

to be approved by European parliaments. 
Of this total, the IMF has advocated setting 
aside €10 billion for bank recapitalization 
due to the delay in reducing NPLs. 

The irony is that when Tsipras asked Parliament to 
give him the authority to negotiate with creditors 
after the July 2015 referendum, which resulted in 
a “no” vote, he tried to sell the proposed deal as 
an improvement over the one rejected by voters 
because it included debt relief and excluded 
the “tough” IMF from the troika. Now he will be 
asking Parliament to vote for tough measures for 
the exact opposite reasons. Populism at its best!
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Global financial policy makers are studying GDP-
indexed bonds as a possible financing tool to reduce 
the likelihood of governments defaulting on their 
debt following an economic shock. Proponents 
argue in favour of the large-scale issuance of such 
loss-absorbing liabilities to stabilize debt/GDP ratios, 
while skeptics suggest that such debt would be 
very expensive to issue — especially as there is no 
proven market for the securities. A test issuance of 
GDP-indexed bonds is needed to determine whether 
they would be an attractive addition to sovereign 
debt portfolios.

Key Points
 → Global financial policy makers 

are studying GDP-indexed 
bonds as a possible financing 
tool to reduce the likelihood of 
governments defaulting on their 
debt following an economic shock. 

 → Proponents argue in favour of the 
large-scale issuance of such loss-
absorbing liabilities to stabilize debt/
GDP ratios, while skeptics suggest that 
such debt would be very expensive 
to issue — especially as there is no 
proven market for the securities.

 → A test issuance of GDP-indexed bonds 
is needed to determine whether 
they would be an attractive addition 
to sovereign debt portfolios; policy 
makers may want to increase 
attention to the budget-stabilizing 
benefits of GDP-indexed bonds 
as well as ancillary benefits. 

 → Further technical work is required to 
support a test issuance of the bonds. 

Introduction
While GDP-indexed sovereign bonds are an old idea 
(Kamstra and Shiller 2009; Borensztein et al. 2004), the 
discussion of them has recently heated up in global 
financial policy circles: the Group of Twenty (G20) 
has called for further analysis of the instruments (G20 
Finance Ministers and Central Bank Governors 2016) 
and Bundesbank President Jens Weidmann (2016) has 
suggested “if cleverly designed, [GDP-indexed bonds] 
could play a part in reducing the risk of sovereign 
default.” Proponents suggest that countries should 
start issuing bonds in this format in the near future.

Economists and central banks are driving this effort: 
leading debt theorists Olivier Blanchard and Paolo Mauro 
have argued for the large-scale issuance of GDP-indexed 
bonds in advanced economies, in particular among euro-
area members (Blanchard, Mauro and Acalin 2016), and the 
Bank of England and the Bank of Canada have published 
papers in this area (Benford et al. 2016; Brooke et al. 2013). 
The problem is that the idea is being met with skepticism 
from sovereign debt managers, who scoff at the idea 
because of the lack of an obvious investor base and the 
risk that the lifetime cost of servicing GDP-indexed bonds 
would be much higher than conventional alternatives. 

The goal of this policy brief, therefore, is to find a way 
forward that incorporates the insights of economists and 
the doubts of debt managers. First, it presents arguments 
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Improving Canada’s Financial Stability Governance 
Regime

Special Report 
Samuel P. Howorth, Domenico Lombardi,  
Pierre L. Siklos and Samantha St. Amand 
 
An efficient and effective financial system 
facilitates strong economic growth. Ensuring the 
continued provision of financial services — that is, 
maintaining the stability of the financial system — 
is therefore key. This special report focuses on this 
stability objective and draws from CIGI's research 
of international best practice to offer suggestions 
on how Canada can build on the strengths of its 
governance regime to further bolster its financial 
stability policy framework. 

Improving Canada’s Financial 
Stability Governance Regime

Samuel P. Howorth, Domenico Lombardi, Pierre L. Siklos  
and Samantha St. Amand

SPECIAL REPORT

Economic Opportunities from a Changing 
Climate

CIGI Paper No. 118 
Jeff Rubin

Few countries have seen their economic 
aspirations frustrated by the imperatives of 
mitigating climate change as much as Canada, 
which once dreamt of parlaying its vast oil sands 
resource into becoming an energy superpower. 
However, global climate change, in conjunction 
with the national and international policies 
designed to mitigate it, will present some unique 
opportunities for the Canadian economy over the 
next several decades. 

CIGI Papers No. 118 — February 2017 

Economic Opportunities 
from a Changing Climate
Jeff Rubin

The Design and Governance of Financial Stability 
Regimes

Essays on International Finance, Volume 3 
Paul Tucker

The reforms made to financial regulation regimes 
around the world since the 2007–2009 crisis have 
been simultaneously even and uneven. This essay, 
the third volume in CIGI's Essays on International 
Finance, argues that financial system stability is best 
addressed as a common-resource problem plagued 
by hidden actions in the form of endemic regulatory 
arbitrage and innovation.  

Essays on International Finance

Volume 3: September 2016

The Design and Governance 
of Financial Stability Regimes
A Common-resource Problem That Challenges 
Technical Know-How, Democratic Accountability 
and International Coordination

Paul Tucker

The New Global Financial Safety Net: Struggling for 
Coherent Governance in a Multipolar System

Essays on International Finance, Volume 4 
Beatrice Weder di Mauro and Jeromin Zettelmeyer

The global financial safety net has expanded 
from barely more than one institution — the 
International Monetary Fund (IMF) — to a 
much larger, although geographically patchy, 
web comprising the IMF, regional financing 
arrangements and central bank swap lines. 
This essay analyzes the issue of the incentives 
that this creates for sovereign borrowers and 
private borrowers and lenders and makes 
recommendations that would help to reconcile 
crisis lending with good incentives in the new 
multipolar environment.
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Generating Growth from Innovation for the 
Low-carbon Economy: Exploring Safeguards in 
Finance and Regulation

CIGI Paper No. 117 
Céline Bak

The Paris Agreement heralded a new level of 
engagement on energy innovation with COP21’s 
“Mission Innovation” — a commitment, by 21 
member countries, to doubling the investment in 
energy innovation by 2020. Public investment in 
innovations related to energy and to carbon and 
business environment enablers that reduce barriers 
to the emergence of new firms have resulted in the 
creation of many firms whose business models 
are founded on innovation and whose markets are 
global, but whose customers and competitors are 
much larger incumbents.
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About the Global 
Economy Program
Addressing limitations in the ways nations 
tackle shared economic challenges, the Global 
Economy Program at CIGI strives to inform and 
guide policy debates through world-leading 
research and sustained stakeholder engagement.

With experts from academia, national agencies, 
international institutions and the private sector, 
the Global Economy Program supports research 
in the following areas: management of severe 
sovereign debt crises; central banking and 
international financial regulation; China’s role 
in the global economy; governance and policies 
of the Bretton Woods institutions; the Group 
of Twenty; global, plurilateral and regional 
trade agreements; and financing sustainable 
development. Each year, the Global Economy 
Program hosts, co-hosts and participates in 
many events worldwide, working with trusted 
international partners, which allows the program 
to disseminate policy recommendations to an 
international audience of policy makers.

Through its research, collaboration and 
publications, the Global Economy Program 
informs decision makers, fosters dialogue 
and debate on policy-relevant ideas and 
strengthens multilateral responses to the most 
pressing international governance issues. 

About CIGI
We are the Centre for International Governance 
Innovation: an independent, non-partisan 
think tank with an objective and uniquely 
global perspective. Our research, opinions and 
public voice make a difference in today’s world 
by bringing clarity and innovative thinking 
to global policy making. By working across 
disciplines and in partnership with the best 
peers and experts, we are the benchmark for 
influential research and trusted analysis.

Our research programs focus on governance of 
the global economy, global security and politics, 
and international law in collaboration with a 
range of strategic partners and support from 
the Government of Canada, the Government 
of Ontario, as well as founder Jim Balsillie.

À propos du CIGI
Au Centre pour l'innovation dans la gouvernance 
internationale (CIGI), nous formons un groupe 
de réflexion indépendant et non partisan qui 
formule des points de vue objectifs dont la portée 
est notamment mondiale. Nos recherches, nos 
avis et l’opinion publique ont des effets réels sur 
le monde d’aujourd’hui en apportant autant de la 
clarté qu’une réflexion novatrice dans l’élaboration 
des politiques à l’échelle internationale. En 
raison des travaux accomplis en collaboration et 
en partenariat avec des pairs et des spécialistes 
interdisciplinaires des plus compétents, nous 
sommes devenus une référence grâce à l’influence 
de nos recherches et à la fiabilité de nos analyses.

Nos programmes de recherche ont trait à la 
gouvernance dans les domaines suivants : 
l’économie mondiale, la sécurité et les politiques 
mondiales, et le droit international, et nous les 
exécutons avec la collaboration de nombreux 
partenaires stratégiques et le soutien des 
gouvernements du Canada et de l’Ontario ainsi 
que du fondateur du CIGI, Jim Balsillie.
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